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Credit seems to suffer from a financial form of “middle child syndrome”. Offering neither 
the allure of high returns that come with equities or the security of cash it is often under-
appreciated in the portfolio construction process. The global financial crisis did little to 
help its reputation.  In this paper, we challenge this thinking. We argue that opportunities 
abound in this asset class, and more importantly, that a properly constructed credit 
portfolio is a potent option for investors.  Moreover, we contend that credit will be a net 
beneficiary of the prevailing uncertainty surrounding global public sector debt and 
heightened equity market volatility. 
 
Introduction 
 
The challenges faced by financial advisers in the current market are clearly many and varied. Two of these 
challenges are relevant for this article. The first is the relative attraction of term deposits as the asset class 
of choice for many investors. They offer a simple, secure and significantly positive investment return which 
is appealing against an uncertain economic backdrop. The second and related problem is a general 
disillusionment with the investment solutions being offered. Clearly the standard diversified portfolio model 
has not matched the goals of the typical investor. A large part of the problem can be traced to an 
overwhelming dependence on equity as the key driver of return, the fundamental assumption being that the 
more equities held in the portfolio, the higher the return should be. The cost will be greater volatility of 
course, but that we will be rewarded for this volatility in the long run. But how long is the long run and what 
happens if the volatility comes at the wrong time? 
 
The trade-off between return and risk is at the heart of the portfolio construction process. This is where 
credit fits in - traversing the middle ground in the corporate capital structure. While the rewards may not 
have the same upside potential (or optionality) as those offered by equity - they are less volatile, more 
reliable and typically highly rewarding.  
 
The principal purpose of this paper is to discuss the role that credit can play in a well constructed portfolio.  
In this paper we: 
 
− explore the credit opportunity (what is credit and where do we find it); 
− discuss the role of credit and how it should be used; and 
− discuss how credit could benefit from public sector debt problems. 
 
 
1. The credit opportunity  
 
Defining credit 
 
Despite the plethora of investment choices available to investors, the simple reality is that there are broadly 
2 asset classes available to investors – debt and equity. Both exist because governments, government 
sponsored entities and corporations tap the global savings pool to fund their ongoing operations. In 
essence by providing capital to these entities, investors are compensated through the receipt of a variety of 
risk premium. For equity investors the key risk premium is the equity risk premium. For debt investors, it’s 
typically provided via compensation for term, liquidity and credit risk.  
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While the difference between debt and equity may seem obvious, it is worth recapping because it is 
fundamental to understanding the merits of a credit investment and its risk. The difference in the case of 
corporate debt (which is the focus of this article), is that debt investors have a contractual right to be 
compensated for their “loan” in the form of coupon / interest payments, but by ranking above equity in the 
corporate capital structure, are much closer to the cash flow generated by the business and therefore more 
likely to get their money back should the company get into trouble. While the underlying cash flow 
supporting the business is essentially the same for both the holders of debt and equity, equity holders 
clearly need to stand in line. 
 
The above is relevant in that companies and financial institutions raise money in a variety of ways to fund 
their day to day business operations and their growth plans. Equity is simply one option available. Debt 
another and depending on the type of debt issued (see figure 1 below) it can provide the lender (which is 
effectively what a corporate bond holder is) with a range of different investment outcomes. 
 
Figure 1: Funding options and features 
 

Risk Source of Funding Key Features Capital Structure 
Ranking 

 
Lowest Bank Loans First right of recourse over 

assets 
 

Highest 

 Deposits (Banks) Government guaranteed  

 Secured Debt First right of recourse over 
assets 

 

 
Unsecured Debt – Senior 

Most corporate bonds in this 
category. Depends on degree 
of subordination. 

 

 Unsecured Debt - 
Subordinated 

Above equity but back in the 
queue. 

 

 Capital Securities – Hybrids 
(including Tier 1 & Tier 2) 

Banks & insurers for 
regulatory purposes. 

 

 Sub Debt / Mezzanine Limited recourse. May not get 
a seat at the workout table. 

 

 Convertibles Similar to equity  

Highest Equity Last in line Lowest 

Source: Schroders 
 
There are several key things to highlight here: 
 
− Credit is a diverse asset class.  

 
− The return to a credit investor will reflect a variety of factors above and beyond the performance of the 

issuing entity itself. The positioning of the issuer within the funding structure of the issuing corporate 
will be a significant driver.  
 

− These properties, if understood and harnessed can be extremely beneficial to investors. For entities 
that issue at multiple points on the capital structure (like the banks) investors can participate in very 
defensive outcomes (through the senior debt market) or more equity like outcomes via investments in 
capital securities or subordinated debt instruments.  
 

− At a total portfolio level, the judicious use of the full corporate capital structure can substantially lower 
portfolio risk (defined both as the risk of losing money and volatility) often with limited cost (if any) to 
return. 
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To illustrate this, a practical example is instructive. The chart below dissects CBA’s capital structure into 
funding sources. Clearly equity is only a small part of the CBA’s funding base. While term deposits are 
rising in relevance as the Australian banks look to reduce their dependence on global capital markets in 
favour of the more local depositor, “debt” remains a extremely large part of the their funding requirements.  
 
Figure 2: CBA Capital Structure

 
 

Source:    CBA Annual Report.  As at December 2010 
 

As the chart above shows, debt based funding totalled $156 bn or 30% of the overall funding needs of CBA, 
double the exposure of CBA’s equity holders, but similar in size to funding sourced via the term deposit 
market. Another way of looking at this is from the investors perspective. Investors have a choice as to how 
they choose to gain CBA exposure in their portfolios. Even within the debt space, choice abounds. 
Investors can choose to participate in the senior debt, subordinated debt or hybrids – each offering different 
reward potential to the investor. 
 
Figure 3: CBA yields across the capital structure 

 
Source:    CBA, UBS, Bloomberg, Evans and Partners. 
*Hybrids and Equity are presented on a fully franked basis. 
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The opportunity in Australian debt 
 
As the example above highlights, the Australian banks are substantial issuers of debt into both the 
Australian and global debt markets. That said, the Australia debt market is often dismissed as too small 
and lacking depth and breadth in the opportunity it provides to investors. While there is a certain flawed 
logic in this statement – after all we are talking about “debt” which global developments would reinforce the 
arguments in favour of “less is generally best”, we would also argue that there are in fact plenty of 
opportunities in the local market. 
 
Our estimates suggest that corporate bonds issued by Australian entities totals over AUD400bn. Adding in 
offshore entities (mainly global banks) issuing into Australia adds a further AUD70bn to the opportunity set 
taking the “corporate” opportunity in Australia to close to AUD500bn. Significantly, this is greater in size 
than the combined issuance of Commonwealth and State governments and supra-nationals and just under 
50% of the market capitalisation of the Australian equity market.  
 
Figure 4: Composition of Australian Bond Market   

 

 
 
A more detailed breakdown highlights several key trends:  
 
− not surprisingly, the local banks are the biggest issuers at around AUD 325bn; 
− the debt of locally domiciled, non-financial corporates (ie. the non-banks) is around AUD 100bn; 
− offshore banks issuing in AUD’s adds another AUD 70bn to the total; 
− the strongest growth in borrowing by Australian corporates has been into the US 144A market and to 

the Eurobond market. This trend reflects Australian domiciled borrowers (often corporates who have 
substantial offshore components to their businesses) tapping into global capital markets because: 
− they can access cheaper funding (given the local banks face higher funding costs themselves); 
− desire on the part of corporates to diversify their funding base; 
− the US 144A and Eurobond markets generally provide greater tenor (+5 years) and offer greater 

certainty of funding; and  
− funding in these currencies (particularly USD’s) provides a natural hedge to corporate 

operations. 
 

Dissecting the Australian corporate bond market by credit rating also highlights the quality of the issuance 
profile. 
 

Aust Bank 
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classes)
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(AUD issuance)
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Aust 
Corporates 
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classes)
21%

Est Total Debt Outstanding April 2011

Source: AOFM Issuance Data, UBS Master Debt Index, Barclays Global Aggregate Composition, Evans 
and Partners Rate Sheets, Macquarie Group ABS Data.  Figures include debt issued by Australian 
domiciled entities into the domestic AUD market and key offshore markets (exlcuding the US PP 
Market) and debt issued by Foreign domiciled entities into the Australian debt markets.
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Figure 5: Australian Corporate Bond Market (By Credit Rating) 
 

 
 
In addition, structural change within the Australian debt markets should be conducive to an acceleration in 
non-financial corporate issuance. Foremost here is the disintermediation of the banks making debt capital 
market funding more attractive compared to traditional bank funding. 
 
Figure 6: Australian Corporate Debt Issuance (Jan-Jun 2011) 
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2. The role of credit and how to use it 
 
In section 1 (above) I highlighted the diverse nature of credit deriving not only from the issuing entity, but 
also due to the structural characteristics of the security itself. Yet offering neither the allure of equities nor 
the safety of cash the role of credit in portfolios has not been clear. 
 
A large part of the problem for credit has been its misuse by portfolio constructors who have failed to 
properly identify its structural diversity and place it appropriately within a client portfolio. 
 
In the lead up to the 2007/2008 melt-down in credit assets associated with phase 1 of the Global Financial 
Crisis, credit based strategies flourished in the Australian market, aided by an unquenchable thirst for yield. 
Yet the timing for credit was poor. A mature credit cycle which had depressed credit spreads (or the 
available risk premium) and an inverted yield curve which was propelling investors further along the credit 
curve in search of return was a dangerous combination. Compounding the problem was that credit based 
strategies were seen as “low risk” – they were bonds after all - meaning they were often “funded”  in 
portfolios by a reduction in exposure to “true” defensives like cash, government bonds and the quality end 
of the investment grade corporate space. By reducing exposure to true defensive investments, portfolio risk 
was rising. When the melt-down came investors were in many cases far more exposed to the riskier end of 
the credit spectrum than they had anticipated. In some cases they had doubled up their risk exposure. In 
this environment credit, even higher risk credit actually held up well compared to equities – but the 
expectation was that it would hold up well in absolute terms too.  
 
These conclusions are reinforced by examining the behaviour of the underlying markets over the last 10 
years (July 2001-June 2011).  
 
Figure 7: Asset Class Performance (July 2001- June 2011) 
 
Asset Class Return (%pa) σ Max Drawdown1 

Australian Equities 1 7.2% 13.4% -47.2% 

Global Equities – Hedged 2 7.4% 16.5% -50.7% 

Global High Yield – Hedged 3 12.3% 10.9% -28.9% 

Australian Credit 4 6.4% 2.2% -1.8% 

Australian Government Bonds 5 6.2% 3.3% -3.4%. 
Source:  Schroders.  1 – S&P ASX 200 Accum Index; 2 – MSCI World Ex Aus A$ Accum; 3 - Barclays US High Yield;  
4 – UBS AU Credit All Maturities  ; 5 – UBS AU Govt All Maturities 
 
 
As Figure 6 shows, high yield debt (for example) performed well compared to equities but poorly compared 
to defensives in periods of market stress. Over the longer run investors were rewarded for exposure to 
lower rated corporate debt - just as they should be. 
 
In positioning credit in a broadly diversified portfolio, the critical question to address is what role credit 
is expected to play in the portfolio. This is important because the breadth of the credit opportunity set 
means very different outcomes can be achieved and the answer to the question will largely determine 
whether the credit allocation should be funded through a reduction in the growth/equity allocation of the 
portfolio or through a reduction in the portfolio’s true defensive exposure, or both. 
 
To illustrate this point, we have developed a simple portfolio model using market returns for the 10 years to 
June 2011. While ex-poste analysis has its flaws, this 10 year period does reflect both extremes of the 
credit cycle (including the GFC). In the analysis we have developed an efficient frontier showing portfolio 
outcome in risk/return terms generated by blending a composite (50/50 local/global) equity portfolio with 
Australian government bonds, Australian corporate bonds and global high yield debt (hedged to AUD).  
 
 

                                                      
1 Based on month end data 
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Figure 8: Efficient Frontier2 
 

 
Source:  Schroders 
 
 
Several things are worth highlighting in this analysis: 
 
− all portfolio outcomes are improved via the addition of debt investments (diversification at play); 
− despite its perception of being “risky” and enduring a precipitous collapse during the GFC and the 

failure of Lehman Brothers, the addition of high yield had a marked positive effect on the portfolio. This 
was reflected in a reduction in portfolio volatility, but more notable was the substantial boost to returns; 

− the addition of Australian credit, and for that matter Australian government bonds substantially 
reduced portfolio risk, without having a material impact on portfolio returns. While both these indices 
are heavily influenced by duration effects, this does highlight that duration as a diversifier can’t be 
underestimated. 

 
Returning to the critical question of identifying the role we expect credit to play in our portfolio, there is 
clearly no right or wrong response to this question as credit can play a many and varied role in a portfolio. 
However, there is a right and wrong response to how a credit exposure should be funded. The further down 
the capital structure and / or the lower the quality of the intended exposure, the more equity like it will 
behave and therefore funding should typically be sourced from growth assets. This is consistent with our 
ex-poste model shown above. The introduction of high yield, reduces risk, but only moderately. The 
introduction of more defensive forms of credit, as proxied here by Australian investment grade corporate 
bonds, offers a more substantial reduction in risk. Viewed another way, the defensive integrity of the 
portfolio is not substantially impeded through the use of investment grade (or lower risk) credit, validating 
the case for it to be funded via a reduction out of cash or more traditional defensives. 
 
 
 
 
 
 

                                                      
2 Indices used are UBS Government Index (All Maturities), UBS Credit Index (All Maturities) and Barclays US HY Yield 
2% Issuer Cap Index, hedged to AUD using the 3 month interest differential. 
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3. How credit may be a winner from the global debt crisis 
 
Debt is clearly an issue posing major structural challenges for the global economy, policy makers and 
investors. Yet while credit’s reputation was clearly tarnished (to some irreparably) during the GFC, the 
world’s current problems are not in the corporate sector. It has been the re-leveraging of public sector 
balance sheets to bail out peripheral European Governments, financial institutions and the US household 
sector that is currently causing the most angst. Against this back drop, a strong case can be made that 
corporate debt may in fact be a net beneficiary from these global events.  
 
The world’s problems are not manifested in the corporate sector. Corporate balance sheets are generally in 
good shape with corporate debt levels low by historic standards and cash levels high. 
 
Figure 9: Corporate Balance Sheets in Good Shape  
 

 
 
From a valuation standpoint, credit is appropriately priced, and perhaps in some cases even cheap. This 
means that credit investors are getting appropriate compensation for the credit risk they are assuming in 
their portfolios and this is consistent across the credit curve more broadly. Viewing credit from a “rock-
bottom-spread” perspective suggests that the return to investors more than compensates them for the 
standardised risk of default adjusted by the typical recovery rate; 
 
Figure 10: Rock Bottom Spread Analysis  
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Moving forward, the need for households to continue to consolidate their balance sheets under pressure 
from weakness in house prices together with a requirement for fiscal consolidation to stabilise / reduce 
public sector debt levels in the key US and European economies will impede the growth prospects for the 
global economy.  In this world, “growth” is expected to be scarce and volatility elevated. This means yield 
becomes increasingly important as a driver of returns; 

 
 
Figure 11: Public Sector Debt problems mean weak growth   

 
 
 
− Adding to demand for yield is the aging of the global population. This demographic trend will be 

particularly evident in Australia. 
 

Given these factors, it is likely that asset allocators continue to shift risk away from equities within broadly 
diversified portfolios. Government bonds are unlikely to be a major beneficiary given current low nominal 
and real yields, supply issues and downgrade concerns, elevating credit as an investment option. Our own 
diversified portfolios (in particular those that are objective focused and not constrained by arbitrary 
allocations to equities or bonds) have a material risk allocation across the credit curve and we see no 
reason to change this at current market valuations.  
 
Further support for this argument is raised by investor appetite for term deposits, particular in the retail 
market. An examination of the rationale behind the term deposit phenomenon supports this. While term 
deposit investors may be underestimating or more correctly not fully appreciating their lack of liquidity and 
reinvestment risk, and accepting lower returns than they are likely to need over the long term, the appeal of 
term deposits lies in the provision of positive nominal and real returns and the predictability of the return 
over their term. Portfolio solutions that can go someway to satisfying these requirements should have 
enormous appeal to investors. 
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Conclusion 
 
− Credit is a diverse asset class, offering a multitude of opportunities for investors. 

 
− While essentially global in its breadth, the opportunities within the local market are plentiful and 

relevant for Australian investors. As the debate about global indebtedness attest, the size of the 
opportunity is not always a measure of its investibility. 
 

− In a portfolio context the addition and proper use of credit can bring substantive benefits to investors. 
The critical question is in identifying the role credit is expected to play in the portfolio. The more 
aggressive the return objective and the lower the quality / further down the capital structure the credit 
investment the more appropriate it is to be funded from equities. Alternatively more defensive 
strategies can be funded from the defensive side. 
 

− An argument can be made suggesting corporate debt may be a winner from the current machinations 
and concerns about global sovereign debt. The current crisis is not about corporate leverage – in fact 
corporates are in good shape, valuations are reasonable and yield will remain a key driver of 
investment decisions for many investors. 

 
 
 
Disclaimer statement 
 
Opinions, estimates and projections in this article constitute the current judgement 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 Licence 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.  
 
 
 
 


