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The most notable aspect of market behaviour in May was the rally in key sovereign bond markets matched by 
gains in key equity markets. Australian equities were the exception with weaker commodity prices impacting 
resources, while banking stocks were hit by the politics of the Bank Levy in the May budget. Also growing 
questions about the resilience of the Australian economy and housing in particular impacted on Australian 
equities. What’s harder to reconcile is the dichotomy between bonds (reflecting more moderate growth 
numbers and still nonthreatening core inflation) and a resilient US equity market in the face of problematic 
valuations. While trying to over-finesse explanations about short term gyrations in asset prices is a mug’s 
game, there is still clearly an element of “bad news is good news” as it keeps central bank support on the 
table.  
 
From a performance perspective, while our duration, yield curve and currency positions captured some of 
these machinations, our preference for Australian equities over US equities was a drag.  
I regularly get asked about our views on individual markets. A key element of our investment process is the 
development of valuation conditioned return forecasts and these numbers naturally give us something to 
anchor our responses. While we are transparent in the provision of this information, it comes heavily 
caveated as to my knowledge at least there is no framework than can perfectly foresee the future and 
numbers are just that even though they do tend to take on a life of their own. We produce these numbers to 
help us systematically assess different information in a world that has an endless amount of “noise” with the 
end game to help us develop a portfolio. The reason we build portfolios after all is to manage through this 
uncertainty. If we had perfect foresight then a single asset portfolio would be fine.  
 
I raise this seemingly obvious point to highlight the current debate about bonds and their worth to investors 
in a world where yields are still very low. The “why hold bonds when rates are low” argument has some 
intuitive appeal and we certainly have not been champions for the cause of ever increasing duration of bond 
benchmarks, given the heavy distortions caused by deep pocketed central banks as they seek to reflate the 
global economy. But as portfolio constructors, operating in a world of perpetual uncertainty, the merits of 
bonds remain tantamount to robust portfolio construction. If you’re a bond sceptic, then you should take a 
look at the numbers for May. The Bloomberg Composite Bond Index returned almost 1.2%, whereas 
Australian equities returned -2.75% for the same period (a difference in performance terms of almost 4%). 
Likewise, for 2017 so far Australian bonds have marginally outperformed Australian equities with less than 
1/6th the volatility of equities over that period. None of this is to say that we won’t see periods where bonds 
are a drag on returns, but avoiding exposure because this might happen is a big risk. 
 
2017 is interesting as the growth and inflation backdrop globally has erred on the reflationary rather than 
deflationary side (certainly to the start of 2016). What happens if deflationary fears resurface? 
Notwithstanding yields are still relatively low (and we’d argue below levels consistent with the pace of 
economic fundamentals), sovereign bonds will rally their socks off (as they did at the start of 2016), and 
equities will fall. Bonds will outpoint equities in this scenario by a significant margin. To be clear this is not 
our central scenario, but as I pointed out above, we build portfolios because we don’t have perfect foresight 
and with the world still inherently unstable this is not a scenario that can be discounted. Even if the opposite 
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scenario unfolds and bond yields do eventually normalise, the impact on portfolio returns from holding 
bonds themselves is likely to be small (even if moderately negative).  
 
Consistent with the theme of ensuring downside protection we remain relatively defensively positioned in 
broad asset allocation terms. Our position in “risk” assets, defined as equities and global high yield credit, is 
now around 28%, while cash (as our preferred “store of value”) is just over 30%. The one change to the 
Portfolio worth noting in May was the addition of a cross market, interest rate position linked to an expected 
narrowing of the gap between very low yielding German Bunds and US Treasury bonds. This position 
continues the strategy of exploiting mispricing opportunities at a sub asset class level to help achieve our 
return objectives.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Important Information  
 
Opinions, estimates and projections in this report constitute the current judgment of the author as of the date of this 
article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 
443 274, AFS License 226473 ("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.  


