
In focus

Since the Great Financial Crisis of 2008, credit markets have been 
well-supported by central bank liquidity. Headline yields across the 
risk spectrum have declined, generating a bond beta rally in the 
process. However, as we have written before1, this has reduced 
prospective returns and income across the board at a time when 
we are approaching the end of the economic cycle. 

Our 2019 Schroders Global Investor Study found that 79% of 
consumers are investing for a return of 4% or more. Yet, the 
traditional sources of income such as government bonds are no 
longer sufficient to meet this objective. Interest rates are at near 
record lows and higher-yielding assets are in short supply. For 
example, at the time of writing, 20% of the global bond market  
trades at a negative yield, meaning investors that hold those 
bonds to maturity are guaranteed a loss of capital (Figure 1). 
Meanwhile, only 14% of the global corporate bond market yields 
4% or more, compared to a whopping 85% in 19972.

To solve this conundrum, many investors have been buying 
riskier debt to make up for the shortfall in returns. Although this 
approach may have done well thus far, we do not believe this 
is a prudent investment strategy going forward. It can expose 
investors to unpleasant surprises when the next economic 
downturn arrives, which is inevitable at some point. 

However, that does not mean that credit investors should be 
forced to accept the paltry yields on investment grade (IG) 
corporate bonds (2.9% on US bonds) as the best they can hope for. 
Here we will take a close look at two factors which indicate that 
better outcomes are possible:

1 “The inescapable investment truths for the decade ahead.” Schroders. March, 2019.

2  Source: ICE and Schroders. 31st December 2019. ICE BofA Global Corporate Index  
and Global High Yield Index. Based on market value yielding 4% or more.

Traditional sources of income have recently dried up. 
Amidst a scarcity of yield in fixed income markets, 
investors have piled into riskier debt to make up for 
the shortfall in returns, which may leave them more 
vulnerable during periods of market stress. However, this 
does not mean that investors must accept the low yields 
on fixed income assets. Our analysis shows that better 
portfolio outcomes are possible if given the flexibility to 
take full advantage of the diversity of credit markets.
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Figure 1: The global yield drought
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1. Significant variability in returns across different segments of 
the credit universe means that there are opportunities to
generate higher returns by varying allocations over time.
This can be achieved without the need to have a large structural
exposure to the riskiest bonds.

2. Significant variability in returns and yields between 
securities within each segment means that it is possible to
earn a higher return or income than each segment overall.
This potential source of additional return has historically been
greatest in those environments when credit returns have been
under pressure.



The rich diversity of global credit markets
Credit markets span numerous geographies, sectors and 
industries. In general, the lower the credit quality, the higher the 
expected return since investors need to be compensated for the 
added risk. However, throughout the economic cycle, returns 
across and within sub-sets of the global credit universe can 
diverge significantly, as illustrated in Figure 2. 

Different markets exhibit non-synchronous behaviour and are 
prone to short-term dislocations, during which one segment may 
outperform or underperform for a period of time. For example, US 
high yield (dark blue shaded box in Figure 2) is frequently among 
the top performing segments but also frequently among the 
worst. Moreover, what is remarkable is the dispersion of returns: 
since 2005, the average difference between the top and bottom 
performing market was 17% per year (excluding the financial crisis 
was 12%). It is during these periods that investors can capture 
potentially higher returns, improve portfolio efficiency and 
mitigate drawdown, provided they are free to invest and  
allocate actively. 

An approach common with many investors is to set a fixed 
strategic allocation to each segment, then apply marginal over- 
or under-weights. However, this limited flexibility does not open 
the door sufficiently wide to allow investors to benefit from the 
diversity in returns shown in Figure 2. For example, the relative 
market capitalisation of each segment gives an indication of the 
way that investors, on average, are allocated to each. On this 
basis, at present, the average credit investor has 85% of their 
portfolio in IG corporate bonds, with the majority of this in USD 
bonds. This means that the other segments, in aggregate, can 
only have a limited impact on outcomes. Only by introducing 
greater flexibility with regard to that 85% can the benefits of 
return dispersion be realised. 

To demonstrate this, we can analyse some portfolio combinations 
of the global opportunity set and compare how they perform to 
the average investor. For simplicity, we are using an opportunity 
set comprised of the eight different sub asset classes shown 
in Figure 2. The same principles could be applied to a wider 
universe of assets. The average investor is represented by the 
global passive benchmark in which all segments of the global 
credit universe are owned in proportion to their market cap 
weights. However, the flexible investor can own different, time-
varying, combinations of this universe, subject to some sensible 
constraints on risk exposure. These permissible ranges are shown 
in Figure 3, along with the market capitalisation weights as at 31 
December 2019, for comparison purposes.

Figure 2: Last year’s winners can become next year’s losers (and vice versa)

Best  

 

 

 

 

 

 

 

 

Worst  

2005  2006  2007  2008  2009  2010  2011  2012  2013  2014  2015  2016  2017  2018  2019  

EMD
10.3% Euro HY

13.8%  EMD
6.2%   Euro HY

74.9%
Euro HY
15.4%  USD Corp

7.5%  Euro HY
28.1%  Euro HY

10.4%  GBP Corp
12.3%  EMD

1.2%  US HY
17.5%  EMD

10.3%  Covrd
3.1%  Euro HY

14.7%  

GBP Corp
7.2%

US HY
11.8%  USD Corp

4.6%  Euro Corp
-3.7%  US HY

57.5%  US HY
15.2%  EMD

7.4%  EMD
17.4% US HY

7.4%  Euro Corp
8.3%  Euro HY

1.1%  GBP Corp
12.1%  Euro HY

8.9%  ABS
2.2%  EMD

14.5%  

Euro HY
7.2%  EMD

9.9%  Covrd
3.2%  USD Corp

-6.8%  EMD
29.8%  EMD

12.2% GBP Corp
6.9%  US HY

15.6%  Covrd
3.9%  Covrd

7.7%  Covrd
0.9%  Euro HY

10.8%  US HY
7.5%   US HY

14.4%  

Euro Corp
5.2%

ABS
5.4%  US HY

2.2%  GBP Corp
-10.0% USD Corp

19.8%  USD Corp
9.5%  US HY

4.4%  GBP Corp
14.9%  Euro Corp

2.5%  USD Corp
7.5%  ABS

0.4%  EMD
10.2%  USD Corp

6.5%   USD Corp
14.2%  

Covrd
4.8%  USD Corp

4.4%  Euro Corp
1.6%  EMD

-12.0% GBP Corp
15.4%  GBP Corp

9.3%  Covrd
3.2%  Euro Corp

13.4%  GBP Corp
1.3%  EMD

7.4%  Euro Corp
-0.1%  Euro Corp

6.3%  GBP Corp
6.0%  Euro HY

-0.8%  GBP Corp
12.6%  

ABS
3.4%  Euro Corp

2.9%  GBP Corp
0.2%  ABS

-21.1% Euro Corp
14.8%  ABS

5.0%  Euro Corp
1.6%  Covrd

11.5%  ABS
.9%  Euro HY

5.6%  GBP Corp
-0.1%  USD Corp

6.0%  Euro Corp
4.4%  USD Corp

-2.3%  Euro Corp
9.4%  

US HY
2.7%  Covrd

2.5%  Euro HY
-0.9%  US HY

-26.4% ABS
10.6%  Euro Corp

4.8%  ABS
1.4%  USD Corp

10.4%  USD Corp
-1.5%  US HY

2.5%  USD Corp
-0.6%  Covrd

3.6%   US HY
-2.3%  Covrd

5.9%  

USD Corp
2.0%  GBP Corp

1.4%  ABS
-4.0%  Euro HY

-33.1%
Covrd
7.5%  Covrd

1.2%  Euro HY
-2.3%  ABS

3.0%  EMD
-5.3%  ABS

1.6%  US HY
-4.6%  ABS

2.0%  ABS
2.3%  

EMD
-4.3%  ABS

3.8%  

 

Covrd
5.0%

Covrd
2.6%

Euro Corp
1.7%

GBP Corp
-0.4%

Past performance is not a guide to future performance and may not be repeated.
Source: ICE and Schroders. Data to 31 December 2019. Notes: All data is in hedged USD terms. This is not an exhaustive list of all global credit markets and is used for illustration 
purposes only. USD Corp = ICE BofA US Corporate Index, Euro Corp = ICE BofA Euro Corporate Index, GBP Corp = ICE BofA Sterling Corporate & Collateralised Index , US HY = ICE 
BofA US High Yield Index, Euro HY =  ICE BofA Euro High Yield,  ABS = ICE BofA US Fixed & Floating Rate Asset Backed Securities Index, Covrd =  ICE BofA Euro Covered Bond Index, 
EMD = ICE BofA Emerging Markets External Sovereign Index.

Figure 3: The global passive benchmark is dominated by  
US IG bonds  
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In our model, we estimated over 3000 possible asset class 
weightings. These theoretical portfolios can be used to assess the 
range of potential outcomes that could be achieved by introducing 
the flexibility to vary exposures over time. Figure 4 illustrates the 
range of portfolio returns for a US dollar hedged investor over a 
rolling three-year period. The global passive benchmark lies on 
average towards the bottom of this range. In other words, the 
majority of flexible portfolios would have been able to outperform 
the passive portfolio. However, this may be because the best 
performing portfolios had higher allocations to riskier credit 
markets, which outperformed. As stated earlier, this may not be 
a practical solution for credit investors who care about portfolio 
volatility and drawdowns. 

Figure 4: Shifting asset allocations over time has improved portfolio returns

Past performance is not a guide to future performance and may not be repeated. 
Source: ICE and Schroders. Data to 31st October 2019. Notes: range is calculated as difference between top and bottom performing portfolio. All returns in hedged USD terms. 
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For this reason, it is important to analyse risk-adjusted returns 
as well. On this measure, which is shown in Figure 5, the global 
passive benchmark scores better (i.e. higher than the median for 
flexible portfolios) during some periods (e.g. 2000 to 2005) but 
worse during others (e.g. 2016 to 2019). On average, we found 
that the median flexible portfolio generated superior risk-adjusted 
returns than the global passive benchmark 56% of the time. 
While the difference is negligible, this also means that flexible 
investors have, on average, been able to generate consistently 
higher returns, without an undue increase in risk. Furthermore, 
this analysis assumes that investors have no asset allocation skill 
(it looks at the full range of possible outcomes, compared to the 
passive portfolio). These odds could be improved dramatically with 
any allowance for asset allocation skill e.g. by allocating to less 
risky markets during periods of stress and taking advantage of 
opportunities when valuations become excessively depressed. 

Rolling 3-year annualised return, %

Figure 5: Flexible investors have generated higher returns without an undue increase in risk

Past performance is not a guide to future performance and may not be repeated. 
Source: ICE and Schroders. Data to 31 October 2019. Notes: range is calculated as difference between top and bottom performing portfolio. Sharpe ratio is a measure  
of risk-adjusted returns. All returns in hedged USD terms. 
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Not all bonds are created equal
As well as asset allocation across credit segments being a  
potential source of added value, the same is also true of security 
selection. There are over 8,000 bonds in the US IG corporate bond 
market, yet this does not mean they all rise and fall in tandem  
with the overall market. Our research found that, over the 
past twenty years, between 34-84% of this bond universe 
outperformed the market index each year, illustrating the 
potential to add value through security selection, regardless  
of the economic environment. 

What’s more, we found that the percentage of bonds 
outperforming the market was inversely related to its excess 
returns (returns in excess of comparable Treasuries). In other 
words, when credit outperformed treasuries, fewer bonds 
did better than their overall market. However, when credit 
underperformed (a risk-off environment), more bonds beat  
the market (Figure 6). For example, in 2017, US IG debt  
generated an excess return of 3.8%, but 40% of index  
constituents outperformed. In contrast, in 2018, US IG debt 
generated an excess return of -2.8% but 66% of index  
constituents outperformed. 

Not only do more bonds outperform during market drawdowns, 
but the magnitude and dispersion of this outperformance is also 
significant (Figure 7). This was clearly apparent in 2011, when US 
IG debt generated an excess return of -4.1%, yet over a third of 
bonds saw a positive excess return.

This is intuitive. Bond indices weight constituents by the market 
value of their debt. The most indebted companies have the largest 
weights. When credit markets are under pressure, these issuers 
are often most affected. This drags down overall index returns 
in the process. The ability to take a more flexible approach to 
security selection can prevent potentially undesirable exposure to 
these heavily indebted companies at times. 

A selective approach to credit will be key to protecting portfolio 
capital as we approach the end of the economic cycle. In 
particular, there are growing concerns about the increasing size of 
the BBB-rated corporate bond market, the lowest tier of IG debt. 
The risk is that much of this segment could be downgraded to HY 

Figure 6: More scope to add value through security selection when credit is punished
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Past performance is not a guide to future performance and may not be repeated
Source: ICE and Schroders. Data to 31 December 2018. Notes: US IG = ICE BofA US Corporate Index. % of bonds outperforming is calculated as the excess return on individual 
bonds relative to index excess return. For scaling reasons, we exclude financial crisis in which 2008 excess return was -21% and share outperforming was 58%, 2009 excess was 
23.5% and proportion outperforming was 49%.

when the next downturn occurs. As we have explained before3, 
many investors would be forced to sell these “fallen angels” when 
they exit their respective IG bond index. However, this tends 
to be the worst time to do so as it coincides with when credit 
spreads peak and bond prices trough, resulting in the highest 
crystallised loss. Prices typically rebound somewhat after the 
period of forced selling has ended. As a result, any flexibility to sell 
before a downgrade or hold on afterwards could result in a better 
outcome. This flexibility can help investors to mitigate losses 
during a market drawdown. 

3 The downgrade risks facing investment grade bondholders, Schroders. June, 2019.

Figure 7: The dispersion of returns is significant

Past performance is not a guide to future performance and may 
not be repeated
Source: ICE and Schroders. Data to 31 December 2018. Notes: US IG = ICE BofA US 
Corporate Index. 2008 excess return was -21% and 2009 excess return was 23.5%.

-8

-6

-4

-2

0

2

4

6

8

10

12

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

*
20

09
*

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

Interquartile range US IG Index

Annual excess return, %

4



Headline yields can be misleading
It is easy to fall into the trap of thinking that as index yields have 
declined, income opportunities have also evaporated. Yet, the 
truth is that investors must look beneath the surface to capture 
higher income potential. For example, at the moment, investors 
can earn a yield of 2.9% by buying the US IG market. However, 
45% of index constituents trade at a higher yield. There is a wide 
variation of yields available to investors for a given level of interest 
rate risk, even when adjusted for credit rating. Figures 8 and 9 
show the distribution of yields for aggregate market and A-rated 
bonds, respectively. 

For 5-year duration A-rated bonds, it is possible to earn a yield 
anywhere between 2% to 3.5% with the market average A-rated 
5-year yield at 2.5%. This dispersion means that, through careful 
selection, it is possible to achieve a higher income than would be 
earned by simply buying the market. Admittedly, if a bond has a 
higher yield it will usually be because the market has a dimmer 
view of its prospects than the overall market, but not always. 
Bonds with relatively lower liquidity or a smaller issue size can 
also make a bond less attractive to some investors and result in 
a higher yield without a commensurate increase in credit risk. 
Fundamental research is key to identifying mispriced bonds and 
avoiding those that turn out to be cheap for good reason.  
A selective approach, within a highly diversified portfolio can take 
advantage of the full range of income options and potentially 
generate a more satisfactory outcome for investors.

Figure 8: Income opportunities are scattered across the  
credit universe

Source: ICE and Schroders. Data to 31 October  2019. Notes: US IG = ICE BofAML US 
Corporate Index. Green line represents line of best fit. We have used yield to worst as 
a proxy for income potential given that it takes into account the additional capital gain/
loss from a bond’s pull to par as it approaches maturity.
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Figure 9: Wide variation in yields even in better quality  
credit markets

Source: ICE and Schroders. Data to 31 December 2019. Notes: US A = ICE BofAML US A 
Corporate Index. Green line represents line of best fit.
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Conclusion
Low yields have pressured investors to pile into riskier debt to make up for the shortfall in prospective returns. However, 
grabbing this low hanging fruit may not be a sound investment strategy because it can expose investors to significant 
downside risks. Our analysis suggests that better outcomes are possible without a structural allocation to lower quality credit. 
Throughout the economic cycle, returns across and within different segments of the credit universe can diverge significantly. 
Investors with the flexibility to shift their asset allocation and security selection over time can exploit this phenomenon to 
enhance portfolios returns while mitigating drawdowns.
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Important Information
This document has not been reviewed by the Monetary Authority 
of Singapore. This is prepared by Schroders for information and 
general circulation only and the opinions expressed are subject to 
change without notice. It does not constitute an offer or 
solicitation to deal in units of any Schroders fund (the “Fund”) and 
does not have regard to the specific investment objectives, 
financial situation or the particular needs of any specific person 
who may receive this. Investors may wish to seek advice from a 
financial adviser before purchasing units of any Fund. In the event 
that the investor chooses not to seek advice from a financial 
adviser, he should consider whether the Fund in question is 
suitable for him. Past performance of the Fund or the manager, 
and any economic and market trends or forecast, are not 
necessarily indicative of the future or likely performance of the 
Fund or the manager. The value of units in the Fund, and the 
income accruing to the units, if any, from the Fund, may fall as well 
as rise. Investors should read the prospectus, available from 
Schroder Investment Management (Singapore) Ltd or its 
distributors, before deciding to subscribe for or purchase units in 
any Fund. Funds may carry a sales charge of up to 5%.

Schroder Investment Management (Singapore) Ltd, 138 Market 
Street #23-01, CapitaGreen, Singapore 048946. Company 
Registration No. 199201080H. Regulated by the Monetary 
Authority of Singapore.


