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1. Overview 

One of our core investment beliefs is that valuations matter. However, one problem with having valuations as the 
anchor to our investment approach is that at times they matter more to us than they do to others. There is an 
increasingly large group of bond holders (ie. central banks), whose timeframes are long, pockets deep and to 
whom their broader objective of financial repression1 means valuations are irrelevant. This doesn’t change our core 
belief that valuations will ultimately win out, but it does complicate the path taken and make bonds a much more 
risky proposition than they otherwise should be. 
 
Reconciling these factors is critical in managing dedicated fixed income portfolios as well as thinking how fixed 
income investments should be incorporated into more broadly diversified portfolios.  
 
Our approach to fixed income in this environment continues to be framed around the proposition that fixed income 
is primarily held for defensive purposes, namely to preserve capital, provide income and liquidity and importantly, to 
diversify risk. While performance against the benchmark is important it does not in our view usurp the overarching 
requirement of fixed income to satisfy these more fundamental tests. In this regard we view benchmark exposure 
as an increasingly risky position given the combination of low yields (now close to historic lows), and lengthening 
duration (now at an historic high).  
 
To put this into context, in 1990 index duration was around 3.4 years and an estimated index yield around 13.5%. 
At this time a 1% rise in yields would have reduced the 1 year return to about 10%. While inflation was running at 
around 7.5% in 1990 that still equates to a real return of about 2.5%. In contrast, based on a current index yield of 
2.5% and index duration of 4.6 years, a 1% rise in yields would see the 1 year return decline to around –2%. While 
inflation is lower at around 2%, the resulting real return declines to -4%.  

Figure 1: Australian bond yields and duration 

 
Source: Bloomberg 

                                                 
1 Refers to the policy of keeping real interest rates low (or negative). Financial repression has several objectives including 
helping to stimulate growth and generate inflation. It also improves a country’s ability to finance its debts without resorting to 
more tougher fiscal tightening. 
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This has become more acute as we also see an increasing disconnect between market yields and prospective 
growth and inflation (even if we factor in a much lower inflation outlook than currently is in prospect). The 
practical effect of this stance has been to hold materially less duration than the benchmark. While this has 
reduced absolute risk to our investors, the cost has been relative to benchmark performance.  
 
In contrast we have argued that at a total portfolio level duration remains relevant as one of the most effective 
ways to manage deflation risk and uncertainty – irrespective of current low yields. In maintaining an eye to the 
appropriate absolute level of duration our multi-asset portfolios have continued to benefit as yields have 
declined.  
 
In this article we: 
‒ Discuss the conflicting dynamics driving fixed income markets 
‒ Outline the risks that are building in light of these factors 
‒ Describe our approach in this environment 
‒ Discuss the ongoing relevance of fixed income for investors. 
 
We conclude that: 
‒ There are significant and overlapping factors driving yields down and suppressing the level of yields. 
‒ However the level of yields is inconsistent with the broader macro-environment and structural fundamentals. 
‒ This means that returns are likely to be low and the risk of loss high – unless these factors (especially 

duration) are actively and aggressively managed. Passive / indexed fixed income is the worst thing an 
investor can do. The benchmark is NOT a low risk portfolio. 

‒ A focus on absolute performance is paramount. We believe this will lead to strong relative performance over 
time and when it is most needed. 

2. What’s driving fixed income? 

The more time I spend in markets the more I realise that what’s rational and what happens are two very different 
things, sometimes poles apart. In this context finding a completely rational explanation for the behaviour of core 
sovereign bond markets over recent months is difficult to do. That said, there are a number of factors that can 
help explain the pronounced decline in yields in 2014: 
 
‒ Economic conditions globally remain mixed. While some of this weakness is clearly structural, some is 

cyclical and to this end Europe ended 2014 and began 2015 “treading water”, Japan decelerated post the 
April VAT increase while China continues to slow amid overheating in the property sector. Compounding 
growth concerns has been the fact that the US economy, which looks the most advanced economy in terms 
of self-sustaining recovery, ended 2014 showing signs of a softening in consumption and production. 

‒ The dramatic collapse in the oil price following OPEC’s decision not to restrict oil supply “fuelled” global 
deflation concerns with “headline” inflation plummeting as a result. A further consequence has been the hit 
to energy producers, particularly high cost producers in the US shale oil sector which had been a driver of 
US business investment spending in recent years. 

‒ With inflation under downward pressure, growth mixed and US dollar strength acting as a de-facto policy 
tightening, investors pushed out their expectations regarding the timing of a potential rate hike by the Fed 
arguing that in the absence of inflation, there was little real need for rates to rise – the Fed could be patient 

‒ The ongoing effects of weakening commodity prices and the declining “terms of trade” ensured Australia 
was carried along in the global current. However an early February cut to the cash rate aimed at giving the 
anaemic domestic economy a shove and supress the local currency even further propelled AUD bonds to 
new yield lows (even if only short lived). Expectations of further cuts (at least another one given cuts rarely 
happen as just one) have also aided the local market. 

‒ Speculative investors (those with much shorter investment horizons) already hold significant short treasury 
positions meaning it’s not clear who at the margin will sell their bonds. In fact, with a collapsing oil price and 
the weaker growth conditions described above, it seems many of these already “short” investors have been 
forced to cover their positions, pushing yields down even further. 

 
While these factors help explain the direction of yields, being largely cyclical factors, they don’t by themselves 
explain why the overall level of yields are so low. On this point the following factors have been important: 
 
‒ By market capitalisation the majority (>80%) of the developed market economy have effectively zero official 

interest rates (ZIRP). While this anchors the front end of the yield curve, QE programs in Japan, now 
Europe and up until recently, the US, have acted to actively suppress yields across the curve. In the context 
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of Japan and Germany, US Treasury bonds are high yield which has attracted flow from investors looking 
for “safe” yield. 

‒ While debt outstanding is not an issue (there’s still no shortage), over 50% of US Treasury supply 
outstanding is held by the Federal Reserve and by foreign central banks as part of their official reserves. 
These are holders largely insensitive to price and with strategic motives (ie. financial repression) for their 
treasury holdings. The flip side of this is that the proportion of the market held by more price sensitive 
investors continues to decline. 

Figure 2: Holdings of US treasuries as a % of treasury debt outstanding 

 
Source: FRB, US Treasury, Haver Analytics, DB Global Markets Research 

3. Looking forward: Prospective risk and return 

Over the last couple of years investors have scratched their heads, wondering where returns would come from 
in fixed income only to be continually surprised by ongoing strength. For example, at the beginning of 2014, 
Australian 10 year bond yields were trading around 4.25% with credit spreads (approximated by the investment 
grade CDX spread) around 1%. Despite starting the year at historically low yields, Australian bonds returned 
9.8% in 2014, outperforming the relatively modest 5.6% return on Australian equities. Clearly the contribution to 
returns from the capital appreciation from declining yields was a significant contributor. To put this into context, 
to match these returns in 2015, Australian bond yields would need to decline across the yield curve by at least 
another 1%, taking 10 year yields to around 1.5% and 3 year yields to around 1%. While this is possible – and 
certainly with yields in key global markets like Germany and Japan trading at negative nominal yields there is 
precedent – it is difficult to see in the absence of a pronounced and prolonged domestic recession. 
 
The starting point for global markets is more problematic. While the figures vary daily, in January approximately 
AUD9tn2 of government bonds globally were trading with negative nominal yields, while around 52% of all global 
government bonds on issue were yielding less than 1%3. Nominal yields in Germany are amongst the lowest 
while Japan has a flatter curve with yields oscillating around 0%. While the maxim “never say never” in 
forecasting market returns remains valid, the mathematics implies the risks are heavily skewed to bond returns 
being a disappointing investment over time.   

 

 

 

 

                                                 
2 Bank of America Merrill Lynch, Crazy Little Thing Called Rates, 18 January 2015 
3 Bank of America Merrill Lynch, Crazy Little Thing Called Rates, 18 January 2015 

% % 
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Figure 3: Yield curve comparisons 

 
Source: Schroders / Bloomberg  as at 13 February 2015 
 
Furthermore relatively narrow credit spreads mean credit enhancement will not be sufficient to make a material 
difference to returns. 
 
The above looks quite simply at the current low levels of yields and the challenge the starting point imposes on 
future nominal returns. However with valuations an integral part of our investment framework, the key question 
for us is to what extent current yields are justifiable on the basis of fundamental factors.  
 
With regards sovereign bonds our starting point is an assessment of current yields compared to what we assess 
to be long run “structural” fair value. This concept of “structural fair value” is based on the idea that over the long 
run, the “risk free” rate of interest should approximate nominal potential GDP growth at equilibrium. We 
approximate this as function of long run inflation expectations and potential GDP growth (ie. population growth 
and productivity). This is shown in Figure 4 (below) which highlights both current yields compared to fair value, 
and the prospective return on bonds assuming bonds revert back to fair value over a 3 year timeframe for both 
Australian and US bonds.  
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Figure 4: Bond fair value and implied returns 

 
Source: Schroders 

 
Source: Schroders 
 
On this basis key sovereign yields appear to be significantly lower than modelling against these fundamental 
factors would suggest is appropriate. Another way of looking at this is to consider what scenario would be 
required to validate current yields. This approach suggests we would need to lower US potential growth and 
inflation expectations by a combined 2% to get close to current yields. While this is possible over the medium 
term - and even likely if the US were to enter another recession - it does seem inconsistent with the cyclical 
recovery unfolding in the US at present.  
 
The scenario outlined above which implies a more bullish view on bonds, typically draws parallels from the 
current US and European experience to that of Japan as it battled with deflation from the late 1990’s. While 
there are clearly parallels – particularly in terms of the debt overhang and the necessary structural deleveraging, 
we think there are some important differences: 
 
‒ the US policy response has been more aggressive, especially in terms of speed, size and persistence; 
‒ the US banking sector has been cleaned up and is now in relatively good shape; 
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‒ the Japanese corporate structure of multiple cross shareholdings had to be dismantled aggravating 
problems for both corporates and the market; 

‒ the initial rise in the Yen compounded Japan’s growth problems whereas the US dollar’s strength has been 
coincident with the improving economy; 

‒ in both cyclical and structural terms US growth is much more robust; and 
‒ the US has significantly better demographics. 
 
It is also worth noting that for much of the period Japan battled deflation, Japanese real yields remained high 
and importantly experienced relative cyclical volatility. As Figure 5 highlights, post the Kobe earthquake (1995) 
Japanese real yields cycled between roughly 0.5% and 2.5% averaging close to 1.5% before heading lower as 
the more recent global concerns added to downward pressure. 

Figure 5: Japanese real bond yields 

 

 
Source: Datastream / Schroders 
 
Some of the most recent rally phase in bonds has been attributable to sharp declines in the oil price and the 
flow through implications for headline inflation, eventually dragging core inflation down and pushing out any 
potential US official rate rise. However we do not place too much weight on this argument.   
 
‒ Our research tells us inflation expectations are adaptive meaning they evolve over time, drawing heavily on 

historic experience.  
‒ It’s likely that the decline in the oil price is a one-off (and probably temporary) price adjustment, not an 

ongoing trend and this will limit the impact on inflation expectations. 
‒ It is core inflation that matters most and this will be a function more of underlying capacity and wage 

pressures, not a one off and likely temporary shift lower in energy prices. To this end we would argue that 
the decline in the oil price is on balance a net positive for the global economy and in should in fact put 
upward pressure on core inflation via demand pressures.  
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Figure 6: Oil prices & global GDP growth 

 

Source: Datastream /Schroders 
 
Furthermore, for the key US economy rising capacity utilisation together with ongoing declines in the 
unemployment rate suggest upward pressure on core inflation through rising wages and strong demand. 
 
 

Figure 7: US capacity use and unemployment 

 
Source: Fed, BLS, Haver Analytics, DB Global Markets Research 

 
It is also interesting to decompose bond yields into its constituents. Assuming our preferred measure of inflation 
expectations (2/3 x last 10 year average headline CPI + 1/3 x current core inflation), the decline in bond yields is 
more consistent with a collapse in real yields. This is also consistent with the decline in real yields in the inflation 
linked market.  
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Figure 8: Real yields and inflation expectations 

 

 
Source: Schroders 

 

4. Managing fixed income in this environment 

There are two potentially conflicting factors influencing our approach to managing fixed income investments 
(and in particular our flagship Schroder Fixed Income Fund) today. The first is that our return objectives are 
framed in terms of outperformance against the Benchmark (the Bloomberg AusBond Composite 0+Yr Index). 
The second is that the fundamental intent of the strategy is to deliver “defensive” outcomes to investors – capital 
preservation, income provision, liquidity and to diversify other (mainly equity) risk.  
 
The conflict today between these two broad objectives results from the fact that as yields have progressively 
declined, the maturity profile (and hence duration) of the benchmark has risen (refer Figure 1). With the 
benchmark being largely market cap weighted, it’s the issuers (borrowers) that determine the characteristics of 
the index. Naturally in a falling rate environment where borrowing costs are declining, borrowing for longer is a 
logical response. This has meant though that duration has become steadily longer – and is now at an historic 
high. This has also coincided with record low yields, and with a significant gap between current yields and 
structural fair value, low prospective returns. Low prospective returns also imply a heightened probability of loss, 
partly because of low starting point yields, but also partly because of the cost of capital re-pricing on a reversion 
to fair value.  
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Figure 9: Defensive assets – probability of loss 

 
Source: Schroders 

 
As Figure 9 highlights, on our estimates the probability of a negative return on US government bonds on a 1 
year basis is close to 50%. While the number is somewhat lower in Australia (given a higher yield contribution) it 
is still in excess of 30% (in other words a 1 in 3 chance that a holder of a government bond will lose money over 
the next 12 months). 
 
The second issue for us is that while we do not doubt that in a structural sense rates will stay “low” in an 
historical context for the next few years at least (financial repression is unlikely to end anytime soon), we believe 
that there will be a cycle in yields (just as there was in Japan). Against this backdrop current yields are too low – 
and unsustainably so. Our expectation is that we will see a cyclical move higher in yields (mainly in shorter 
dated bonds that are more sensitive to the economic cycle) in 2015, and particularly if, as we expect, 
improvement in the US economy continues to unfold and the US Fed starts to edge the Fed Funds rate higher 
this year. 
 
As we pointed out in a recent broader outlook piece4 the collapse in oil prices, while negative for energy 
investment is a clear positive for the US consumer and should support US consumption and offset some of the 
impact of the stronger US dollar. We also see strong employment growth as starting to place pressure on wages 
– an important catalyst for the Fed. Likewise we believe markets are a touch too negative on Europe. We expect 
Europe will also get a boost from a weaker Euro and lower energy prices. European QE should also support 
broad money growth which is a strong leading indicator of economic growth in Europe. 
 
While to a large extent Australia will be a price taker – being directionally driven from offshore, we think it would 
require a major growth shock to force the RBA to make a step change in the rate environment and pull local 
cash rates to global levels. That said – the US seems the only major market likely to raise rates this year. 
As we pointed out in section 3, given the starting point, even a modest rise in yields would be consistent with 
very low, even negative returns from fixed income assets.  
 
As a consequence of this we are maintaining a significant short duration position – mainly manifested in the 
front end of the US curve (as the most likely to raise rates this year), and in Germany (where nominal yields are 
negative and cash under the mattress seems like a better option). 

 

 

 

 

                                                 
4 “Breaking Bad”: 2015 Outlook and Strategy, Simon Doyle, Head of Fixed Income & Multi-Asset, January 2015 
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Figure 10: Duration position of Schroder Fixed Income Fund vs benchmark 

 
Source: Schroders 

 
As Figure 10 shows we have held a significant short duration position against the benchmark for some time. 
While this worked well in 2013 as yields rose generating positive “alpha” and lifting the absolute return from the 
strategy, we again lost ground against the benchmark in 2014 as bonds rallied albeit against a backdrop of 
exceptionally high “absolute” returns. The positive is that strategy volatility has been low and as rising yields 
typically imply low / negative returns, our short duration stance has boosted returns when they’ve needed it.  
 
Our focus on value (and by extension risk) means we have historically tended to underperform the benchmark 
in the later phases of bond rallies (it’s a bit like braking before going around a sharp bend) and outperform as 
the cycle turns (Figure 11). The risk though is that we continue to underperform the benchmark if yields continue 
to decline (albeit posting decent absolute returns), but we will be well positioned if yields do start to rise and 
overall returns moderate. 

Figure 11: Schroder Fixed Income Fund – historical returns v alpha 

 
Source: Schroders  
 
The main risk to this view is clearly that yields continue to decline, most likely because the US growth recovery 
fails prompting more genuine fears of deflation. Ironically this is the environment in which absolute returns 
remain solid.  
 
So far, I have focussed mainly on the sovereign market, saying very little on credit. This is mainly because 
sovereign markets have been the most problematic to investors and will likely have the biggest influence on 
returns over the next 12 months. That said, it is worth making a few key points on credit: 
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‒ While credit spreads are tight in a broader historical context, they are certainly not at extremes and in the 

absence of the emergence of recessionary conditions, still offer some (albeit modest value); 
‒ Another important point is that credit will not be the panacea to low returns in fixed income. While some 

narrowing of spreads is possible, their starting point is low and only limited upside possible; 
‒ We continue to own credit (at present mainly investment grade) but are very conscious of the duration 

embedded in many credit investments and this needs to be carefully managed;  
‒ We have also (at the margin) some global high yield bond exposure in our multi-asset portfolios on the back 

of the energy induced widening in spreads. That said, with overall yields and spreads low and volatility 
rising, we would need to see a more material widening in spreads before credit becomes attractive enough 
to warrant a more significant exposure.   

Figure 12: Physical vs CDX high yield spreads 

 
Source: Schroders / Datastream  

5. Why fixed income is still relevant 

While low yields continue to raise questions for investors about the role of fixed income in their portfolios, we 
continue to advocate its relevance. 
 
There are a number of reasons for this: 
 
‒ Firstly, the outlook is (as always) uncertain. Just as few expected bonds to outperform equities in 2014, and 

deliver solid absolute returns – it is possible that given the right circumstances the same could happen in 
2015. 

‒ More fundamentally, bonds are probably the only mainstream asset that would perform well in a deflationary 
environment as nominal yields compress. Investors have been given a taste for this over recent months as 
deflationary concerns emanating from weak growth and a falling oil price impacted. Full blown global 
deflation would take bond yields to a whole new level. 

‒ Likewise in a “risk-off” environment for equities, capital is still likely to retreat to bonds. This is of course 
assuming that the catalyst for weakness in equities is not higher bond yields. However, in this environment 
bonds are still likely to outperform equities (as they did in 1994). 

‒ Questions around the relevance of bonds are typically framed in an “all or nothing” context. The danger with 
an “all or nothing” approach is that markets turn quickly, and even overvalued bonds can become cheap 
quickly. Actively managing risks within fixed income (including interest rate and credit risk) provides the 
flexibility to deal with these environments without actually throwing the “baby and the bathwater” out 
together. 

‒ Finally, cash and bonds have different characteristics. Cash returns are highly certain in the short run but 
uncertain in the long run, whereas the opposite is true for bonds. For investors with longer term liabilities, 
bonds are much less risky option. To be clear though cash can have an important role – as a source of 
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return and as a call option over future opportunities. However this should be managed within the construct 
of the overall portfolio. 
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