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Do we expect interest rates to have a significant impact on 
overall returns over the near and medium term?  
The bull market in bonds that has extended for the last 30 years is coming 
to an end. While the precise timing is difficult, we anticipate increased 
volatility in returns from government bonds, and by extension, duration. 
Once economic conditions normalise and extreme central bank 
intervention starts to abate, a more meaningful re-pricing of bond markets 
is likely. That said, given weak global and local economic conditions, 
together with active central bank intervention in bond markets, it seems 
unlikely that a material sell-off in bonds will unfold in the very near term.  
 
We agree that the “outsized” returns from bonds over the last couple of 
years will not be maintained.  However, we also believe that by managing 
the absolute duration risk of the portfolio and concentrating on attractively 
valued areas of the investment universe (for example investment grade 
credit), the Schroder Fixed Income Fund should continue to produce 
decent positive returns whilst maintaining its defensive nature. 
 
Given this view, how are you currently managing interest rate 
exposure and duration within the Fund? 
Our core belief is that fixed income is held for defensive purposes, and to 
that end, capital preservation is a key objective.  Likewise, while our 
performance objective is framed around the UBS Composite Bond Index, 
we do not view this index as low risk.  It is interesting to note that as bond 
yields have broadly declined in recent years, the duration of the index has 
lengthened materially. In fact, since July 2008, the index duration has 
lengthened from 3.25 years to over 4 years while the yield on the index 
has declined from 7.35% to 3.5% (as of end of August 2012). Put plainly, 
this means that interest rate risk embedded in the index has increased 
while the rewards for taking this risk have declined markedly. When 
overlaid with our valuation framework, which suggests that government 
bond yields are expensive, we are comfortable maintaining a short 
duration position to ensure that the absolute level of risk we are taking is 
consistent with the reward. We are unlikely to fundamentally change our 
positioning until either valuations improve markedly or the cyclical outlook 
deteriorates further. 
 
Schroders’ approach to investing in fixed income is described 
as ‘Core Plus’.  What are the advantages of this approach?  
There are several advantages in using a ‘Core Plus’ approach. The ‘Core’ 
provides investors with an anchor to match their liabilities and to ensure 
that the strategy remains defensive, particularly in periods when risk 
assets are not performing well. The ‘Plus’ component enables us to utilise 
the full breadth of the fixed income opportunity set. This means that we 
can capture the best opportunities in interest rates and credit (both in 
Australia and in other markets), adding return for our investors and 
managing risk. 
 
Where are you finding opportunities in fixed income markets 
around the world?  Is credit still good value? 
The exceptional opportunities that were available in credit post the Global 
Financial Crisis have now passed.  However, there are still some solid 
investment opportunities available. For example, credit assets generally 
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are trading at around fair value so investors are being compensated 
appropriately for credit risk. We think investment grade credit is attractive 
and favour Australian banks and quality industrials. Furthermore, the 
liquidity premium in a number of assets is still large, particularly in asset 
classes such as Australian mortgages, Government guaranteed debt and 
covered bonds. The de-synchronisation of the global interest rate cycle is 
also presenting opportunities for investors.  
 
Given the weak global outlook are you concerned about an 
increase in defaults within the corporate sector? 
Corporates are still in reasonable shape.  They have deleveraged since 
the GFC, raised cash on their balance sheets and termed out their debt. 
Defaults have remained low. However, one of our largest concerns relates 
to the US ‘fiscal cliff’1 as we enter 2013 and the potential for this fiscal 
contraction to send the US back into recession. If we see a re-leveraging 
of corporate balance sheets at a time when corporates are faced with 
limited access to funding and a drop in profitability, then we could see an 
increase in defaults.  
 
The Fund has a 5% allocation to mortgage backed securities.  
What’s the rationale for this investment?  
We like Australian mortgage backed securities because they are: 
1. off balance sheet structures where bankruptcy is remote within the 

trust, 
2. secured by a pool of Australian residential mortgages, 
3. high quality investments with ‘AAA’ rating and strong credit support 

within the structures, 
4. self-amortising (pay down principal and interest) over several years, 

and 
5. attractively valued at +140bps over cash and yields of around 5%. 
 
What is your current view of the sovereign debt situation in 
Europe? What is your outlook and how is it impacting 
decisions in the portfolio? 
Admittedly, European policymakers seem more focused now than they 
have ever been before. However, it’s equally true that the challenges 
facing the Eurozone are greater than before. We believe the Eurozone will 
survive and policymakers will do what is needed but it may take severe 
market pressure to force the actions that are necessary to preserve the 
Euro and reignite growth in the periphery. Given this, we have a 
reasonably constructive view of the near term outlook although remain 
cautious given the number of downside risks in the global economy. We 
remain focussed on preserving capital and maintaining liquidity within the 
Fund.  
 
How is the Schroder Fixed Income Fund currently positioned?  
Our strategy is broadly to manage duration from the short side, cognisant 
of the overall level of duration in the portfolio. We maintained our short 
duration of -1.5 years relative to the benchmark heading into August. We 
have since cut this position to 0.75 years short, adding back 0.5 years in 
Australia, and neutralised the US short position in mid-August as 
government bond yields have continued the upward trend from early June 
(i.e. Australian 3 and 10 year government bond yields have risen by close 
to 1% and 0.7% respectively), and at the margin yields/value have 
improved, albeit still expensive.   
 
The inverted Australian yield curve has led us to build substantial cash 
holding in the portfolio (in excess of 20%) and we prefer good quality 

                                                 
1 Fiscal cliff refers to a predicted significant reduction in the US budget deficit and corresponding slowing of the US economy if 
specific laws are allowed to automatically expire or go into effect at the end of 2012 
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investment grade credit to government bonds where we are capturing a 
reasonable spread. It is worth highlighting that we have virtually no 
government bond exposure.  
 
 

 
Investment in the Schroder Fixed Income Fund may be made on an application form in Product Disclosure Statement which is available from Schroder 
Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 ("Schroders") .  Opinions, estimates and projections in this report 
constitute the current judgement of the author as of the date of this report.  They do not necessarily reflect the opinions of Schroders or any member of 
the Schroders Group and are subject to change without notice.  In preparing this document, we have relied upon and assumed, without independent 
verification, the accuracy and completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except insofar as liability under any 
statute cannot be excluded, Schroders and its directors, employees, consultants or any company in the Schroders Group do not accept any liability 
(whether arising in contract, in tort or negligence or otherwise) for any error or omission in this article or for any resulting loss or damage (whether direct, 
indirect, consequential or otherwise) suffered by the recipient of this article or any other person. This document does not contain, and should not be relied 
on as containing any investment, accounting, legal or tax advice. Past performance is not a reliable indicator of future performance. Unless otherwise 
stated the source for all graphs and tables contained in this document is Schroders.  For security purposes telephone calls may be taped. 


