
June 2012  For professional investors only 

 
Issued by Schroder Investment Management Australia Limited

123 Pitt Street Sydney NSW 2000
ABN  22 000 443 274527   Australian Financial Services Licence 226473

Schroders 
Don’t throw the baby out with the 
bath water 
by Simon Doyle, Head of Fixed Income and Multi-Asset 
 

Throw out the baby with the bath water is an idiomatic expression used to suggest 
an avoidable error in which something good is eliminated when trying to get rid of something 
bad. 
Cheng Lim Tan. (2002). Advanced English Idioms for Effective Communication, p. 52.  

 
Australian government bond yields continue to drop to new lows amid accumulating evidence of a moderation in 
Australia’s growth path coupled with the attraction of still offering bond investors higher nominal yields than 
similarly rated global equivalents.  As bond yields continue to plummet, one logical response is to remove 
duration altogether from a broadly diversified portfolio in favour of cash or other investments. We argue that 
such an extreme response is dangerous, and akin to “throwing the baby out with the bath water”. 
 
Like much of the market we have for some time argued that current yields are much lower than can be justified 
by fundamentals (whether this be equilibrium models, plausible predictions regarding the trajectory for official  
interest rates or “rule-of-thumb” metric such as nominal GDP). Our view hasn’t changed and we continue to 
argue that Australian government bonds (and for that matter, US, German and Japanese equivalents) are poor 
value and therefore vulnerable to a major correction.  That’s not to say value won’t deteriorate further, but 
statistically the risk of losing money from buying these securities today is high. 
 
At this point, it is worth remembering the reasons why bonds are typically held in portfolios.  We list liquidity, 
capital preservation, liability management and the diversification of equity risk as the primary objectives of fixed 
income in a portfolio.  Low yields (and arguably unsustainably low yields) raise obvious questions about the 
ability of bonds (or more correctly the duration element of these bonds) to satisfy these requirements – 
particularly those around capital preservation and the diversification of equity risk.  
 
This is particularly problematic for investors accessing fixed income through index based approaches or those 
with tight tracking errors where the duration carried by the investor through an index exposure is high in 
absolute terms (close to 4 years in the case of the UBS Composite Bond Index).   
 
At the extreme, investors can remove duration from their portfolio altogether, switching their duration based 
fixed income investments into cash, credit or other alternatives.  
 
The advantage of switching the duration into cash is that positive nominal returns are locked in for the short run. 
The drawback is that cash rates are likely to decline as the economy moderates.  Significantly, the correlation of 
cash to equity returns is close to zero, limiting its effectiveness in actually offsetting price declines in risk assets. 
 
While switching to credit also has some merit, given we deem credit risk (reflected in the credit spread) to be 
reasonably priced, the decision as to how much credit and what type of credit is paramount to the effectiveness 
of the switch.  However, such a move  does carry risk.  As Figure 1 shows, credit is much more correlated to 
equities than government bonds (even after allowing for the impact of duration attached the 0-3 yr index used). 
As such, a move may actually increase the risk of the overall portfolio.  The same argument can be made (as a 
general rule) for alternatives.  
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Figure 1: Correlations (Cash, Government Bonds, Credit and Equities) 

 
Source: Schroders 
 
So while we would argue that duration should be reduced in portfolios given the reduction in the effectiveness of 
government bonds to mitigate equity risk in the portfolio and preserve capital, we do not advocate  complete 
removal.  
 
As a starting point, we need to recognise that if the effectiveness of government bonds as a hedge is reduced, a 
more prudent strategy could well be to reduce the equity exposure in the portfolio to compensate (not the 
complete removal of the bond exposure).  After all, if sovereign bonds are unlikely to provide the same degree 
of offset in the event of declining equity prices, then I need to manage my overall portfolio risk by reducing my 
exposure to more risky assets (not adding to it in aggregate in the form of credit or alternatives). 
 
We would also continue to advocate some duration at a total portfolio level.  Looking at the experience of the 
last 12 months, it is not implausible that bond yields could continue to decline (exceptionally low nominal yields 
in the US, Germany and Japan provide ample evidence).  The crisis circumstances that would push yields lower 
are also those that would likely be damaging to risk assets.  Furthermore, with deleveraging implying a weaker 
medium term growth trajectory for the global economy, deflation can’t be ruled out.  
 
It is this logic that we are applying across our portfolios.  In our broader multi-asset portfolios, namely the 
Schroder Real Return Fund and the Schroder Balanced Fund, we have been reducing (but not eliminating) our 
fixed income exposure in favour of cash and quality credit, whilst at the same time reducing our overall equity 
exposure.  Note however that we are still targeting a positive absolute duration as this is one of the few 
investment choices available to mitigate equity risk across the portfolio, even if not as effectively as previously.  
 
In our core-plus fixed income portfolio, the Schroder Fixed Income Fund, which we manage as a core defensive 
holding, we have actively reduced our duration level to around 2.5 years (1.5 years shorter than benchmark).  
We hold no sovereigns, preferring good quality investment grade credit and cash.  While absolute returns have 
remained solid, returns have lagged the benchmark due to the ongoing rally in Australian government bonds.  
However, we continue to believe that benchmark duration and therefore benchmark returns, carry significant 
absolute risk which should be avoided.  We believe liquidity and asset quality are paramount in this 
environment. 
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In summary: 
 
– We continue to believe that core sovereign bonds (like Australia) are expensive and carry significant 

medium term price risk. 
– While reducing portfolio duration is prudent at these levels, we do not advocate its complete removal.  
– Investors who are removing duration and rolling into credit, alternatives or even equity may be significantly 

adding to overall portfolio risk.  
– If the effectiveness of sovereign bonds as a hedge against equity risk has diminished, then reducing the 

portfolio’s exposure to equities / risk assets should also be considered in these circumstances. 
– In other words …. Don’t throw out the baby with the bath water! 

  
 
 
 
Disclaimer 

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.   


