
Schroders Navigator
Investor guide

What to expect from a bond fund



Schroders Navigator Investor Guide

This Schroders Navigator guide aims to give an overview of the pluses and 
minuses of different types of bond fund. There are several compelling reasons 
why you may consider investing in a bond fund:

1.	It can provide you with a good level of income 
2.	It can offer potential for capital growth
3.	�The returns you get are likely to be less volatile than those of a stock  

market investment. 

However, not all bond funds are the same and as with any investment it’s very 
important to understand what you’re putting your money into.

The key question is what does the fund invest in and what can that tell you about how it 
is likely to perform? The investment focus of the fund is likely to be even more important 
in determining the income and capital returns you’re likely to get than the quality of the 
fund manager and the strength of their investment process.

Bonds are risk assets

As with any investment involving risk assets such as equities or property, an investment 
in a bond fund can go down as well as up in value so you may not get back the amount 
you put in. The upside is that over time you should expect to receive compensation for 
the risk you’re taking in the form of higher returns than you’d get from a bank or building  
society account although there are of course no guarantees.

The returns you receive from a bond fund are made up of two elements, income and 
capital growth. The level of each that you’re likely to receive will depend to a large extent 
on the type of bond fund you invest in. 

The main types of bond fund

Bond funds can be divided into two broad categories, government bond funds and 
corporate bond funds. The corporate bond category can be further split into funds which 
are focused on higher quality bonds, which are categorised as ‘investment grade’ and 
funds focused on lower quality bonds, which are categorised as ‘non investment grade’. 
Non investment grade bond funds are also sometimes known as ‘junk’ bond funds.  
Some bond funds have a wider investment focus, seeking to benefit from investment 
opportunities in bonds of all types in the UK and overseas.

Bond investments of all types are generally less risky than equity investments.  
The reason for this is that there is a degree of certainty about the returns they offer. 
However, different types of bonds have varying elements of uncertainty or risk and it’s 
this which determines their specific investment characteristics. The key differences 
between government bonds, which are generally the least risky type of bond to invest in, 
and corporate bonds, which have additional risks are explained in the table overleaf.
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Bonds provide a degree of certainty... And a varying element of uncertainty 
or risk

What you know when you buy a  bond What you don’t know This depends on Why this matters - the impact on the bond price

The fixed interest rate you’ll get until the bond 
matures

Whether this will be good value or bad value over 
the life of the bond relative to other investments

What happens to interest rates Changes in interest rates have an impact on the value 
of the yield offered by a bond. If interest rates rise, for 
example, other investments may provide better value, 
which will push the price investors are willing to pay 
for a bond down. The opposite applies if rates fall.

The amount of cash you will get back made up 
of coupon payments and the repayment of your 
original investment at maturity

The real value, or spending power, of the money 
you will get back 

What happens to inflation Inflation has an effect on the spending power of 
money over time. If inflation is high, cash returns from 
a bond will be worth less in real terms

How market demand for bonds of the type you 
have bought will change over the life of the bond

As well as what happens to interest rates and  
inflation, demand can be affected by other factors 
such as the level of supply in the market and the 
changing appetite of investors for taking risk

If there is high demand for bonds of a certain type, for 
example from pension funds, this can have a positive 
impact on their prices. 

Government bonds are seen as a safe haven for 
investors seeking to reduce risk in times of  
uncertainty. When markets are volatile prices can rise 
due to increased demand

The fixed interest rate you expect to get until the 
bond matures

Whether this will be good value or bad value over 
the life of the bond relative to other investments 

What happens to interest rates Changes in interest rates have an impact on the value 
of the yield offered by a bond. If interest rates rise, for 
example, other investments may provide better value, 
which will push the price investors are willing to pay 
for a bond down. The opposite applies if rates fall.

And, whether you will receive the fixed interest rate 
for the duration of the bond

The company’s ability to meet coupon payments If the company is unable to make coupon payments 
and defaults, you may not receive interest for the 
duration of the bond. The risk is generally higher if a 
company’s bonds are rated as non investment grade 
by the major ratings agencies such as Standard and 
Poor’s, Moody’s and Fitch.

The amount of cash you expect to get back made 
up of coupon payments and the repayment of your 
original investment at maturity

The real value, or spending power, of the money 
you expect to get back 

What happens to inflation Inflation has an effect on the spending power of 
money over time. If inflation is high, cash returns from 
a bond will be worth less in real terms 

And whether you will receive all the coupon 
payments and get back the full amount of your 
investment

Whether the company will generate sufficient funds 
to make all the coupon payments and repay the 
investment

IIf the company is unable to make coupon payments 
or repay the investment amount at maturity, you may 
not receive the amount of cash you expect. Again the 
risk is generally higher if a company’s bonds are rated 
as non investment grade

How market demand for bonds of the type you 
have bought will change over the life of the bond

As well as what happens to interest rates and  
inflation, demand can be affected by other factors 
such as the level of supply in the market and the 
changing appetite of investors for taking risk

Higher quality corporate bonds can benefit from 
uncertain market conditions because they offer a 
stable income flow while less high quality bonds can 
suffer due to concerns about the ability of companies 
to make interest payments. 
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Bond fund characteristics
A fund which focuses on government bonds will generally deliver more stable returns than 
a corporate bond fund but it’s likely that it will provide a lower level of income and have less 
potential for capital growth over the long term. At the opposite end of the risk spectrum, 
a fund focused on non investment grade corporate bonds will tend to generate a higher 
income and have potential for greater growth over the long term. However it will typically 
be significantly more volatile and the underlying bond investments will have a higher risk of 
default. 

The characteristics of the three main types of bond in terms of income potential, capital 
growth potential, default risk and volatility – the key measure of risk – are illustrated below.

	 Income 	 Capital growth 	 Volatility	 Default 
	 potential	 potential		  risk

Higher				    Non investment grade bonds

				    Investment grade bonds

Lower				    Government bonds

 

Comparison of volatility and yield over the  
last ten years
The bars in the chart below show the annualised volatility of returns of UK government 
bonds, known as gilts, investment grade corporate bonds and non investment grade 
corporate bonds over the ten years to 2008. In each year, gilts were the least volatile type  
of bond, and non investment grade bonds were the most volatile by a significant margin.  
This is very much what you would expect.

If you turn the attention to the three lines on the chart, the yield, or income, produced by 
the three types of bonds each year is shown. What you can see is that gilts produced the 
lowest but most stable yield each year. Investment grade bonds delivered a slightly higher 
yield, with slightly more variation from year to year while non investment grade bonds 
produced a significantly higher yield with significantly greater variation.

 

The sharp spike in the yield of non investment grade corporate bonds over 2007 and 2008 
reflected a re-rating of the risk associated with non investment grade bonds as the economic 
background deteriorated and the outlook became clouded. Investors justifiably expected to 
receive a massively higher yield if they were going to invest in bonds where they perceived a 
soaring risk of not getting all their money back due to default. Past performance is not a guide 
to future performance and may not be repeated. The value of investments and the income from 
them may go down as well as up and investors may not get the amount originally invested.
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year. Volatility is measured by standard deviation.
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Bond returns over the past ten years
The chart below shows the returns from gilts, investment grade corporate bonds and non 
investment grade corporate bonds from April 1999 to April 2009. If you look at the returns 
achieved between 2002 and 2007 you can see that non investment grade bonds have 
potential to outperform by a significant margin when conditions are benign. However looking 
at the period 2007 to 2009 you can see that as a more volatile type of asset they also have 
potential for significant price falls when investors lose their appetite for risk. In comparison, you 
can see that returns from gilts are steadier over time than returns from both types of corporate 
bond and can also actually benefit from a deterioration in the economic climate as occurred 
between 2007 and 2009. The reason for this is that investors regard government bonds as a 
safe haven in times of uncertainty.   

 

Please note that this chart provides a snapshot of one particular period in time which includes 
the extraordinary market conditions of 2007 and 2008. While it can help to illustrate the 
characteristics of different types of bonds, it does not provide a guide to likely performance in 
the future. Past performance is not a guide to future performance and may not be repeated. 
The value of investments and the income from them may go down as well as up and 
investors may not get the amount originally invested.

Selecting the right bond fund for you 
You should aim to select a bond fund that fits your particular investment requirements. The 
right bond fund for you is likely to be one that offers a good balance between your need 
for income, your appetite for risk and your long-term capital growth objectives. If you’re 
thinking about making a new investment or changing your investment strategy, speak to your 
Financial Adviser. If you do not currently have a Financial Adviser, you can find one near to 
where you live by visiting www.unbiased.co.uk.
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Important Information: Schroders has expressed its own views and these may change. The data contained in this document has been sourced by Schroders and should be independently verified before further publication or use. 
This document is intended to be for information purposes only and it is not intended as promotional material in any respect. The material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The 
material is not intended to provide, and should not be relied on for, accounting, legal or tax advice, or investment recommendations. Information herein is believed to be reliable but Schroder Investment Management Ltd (Schroders) 
does not warrant its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty or liability that Schroders has to its customers under the Financial Services and 
Markets Act 2000 (as amended from time to time) or any other regulatory system. Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA, which is authorised and regulated by the Financial 
Services Authority. Registration No. 1893220 England. For your security, communications may be taped or monitored. T9653 w33439/May 2009.


