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Introduction 
 
We believe that credit based assets can play an important part in client portfolios.  Providing a source of 
income, diversifying government bond exposures, senior in ranking and lower volatility than equity, credit has 
many attractive investment characteristics.  Importantly, a focus on valuation and actively managing appropriate 
levels of exposure through time are key in successful portfolio outcomes.  In this paper we consider the current 
phase of the Australian “corporate health” cycle, assess current valuations in credit markets, and outline how we 
are managing our portfolios in the current environment to deliver on client expectations.   
 
Corporate health in Australia 
 
An important consideration in the valuation assessment of credit securities is the strength of the balance sheet 
and cash flow of the corporates.  One measure of this is corporate health which considers specific balance 
sheet and cash flow indicators over time to gain an understanding of the level and direction of these metrics.  
These measures are important as they provide an indication of the aggregate credit quality of the underlying 
corporate universe and importantly if credit risk is rising or falling.  
 
Key metrics we consider are profit margins, short term liquidity, leverage, return on invested capital, interest 
coverage, debt coverage and cash flow.  Based on these indicators for Australia it suggests to us that the rate of 
improvement has reversed however overall credit quality remains sound.  
 
Putting this in perspective, outright corporate health is deteriorating but from a solid base.  Focusing here on 
four of these, namely leverage, interest cover cash flow and profit margins, all are in the healthy range.  Figure 1 
below shows leverage has increased but remains below average.  Interest cover is at or close to decade highs.  
Cash conversion as a measure of cash flow is around average. In addition profit margins remain elevated. 
Overall the key measures of balance sheet strength, the ability to make interest payments and the generation of 
cash, remain sound. 
 
Figure 1: Australian corporate health: Leverage, interest coverage, cash flow and profit 
margins 
 

 
 

 

Source: Factset, Schroders 



March 2014   

Schroder Investment Management Australia Limited      2 
 

In addition, lending standards remain supportive for companies to continue to borrow capital as credit 
underwriting standards by banks have eased somewhat.   
 
Figure 2 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Source: UBS 
 
Whilst it’s not desirable to have weak lending standards as it can lead to misallocation of capital, availability of 
capital is broadly positive for companies and the ability for them to fund their balance sheets.  
 
Value in credit  
 
When looking at value in credit we believe assessing the breakeven level is an important tool, especially when 
building a portfolio which aims to deliver a return above cash.  By breakeven we mean the estimated risk 
premium required to compensate investors for expected default and recovery rates plus a premium for volatility 
and liquidity of risk based assets.  This absolute level (rather than a relative level between securities) provides a 
guide for assessing the risk return payoff.   
 
Figure 3 shows the current risk premium per credit grade represented by the bars, with the minimum risk 
premium required represented by the dashes.  The chart shows investment grade credit still offers a reasonable 
margin over the breakeven rate.  In hybrids the buffer is significantly smaller and masks the fact that within this 
grouoing the older style hybrids still present value whilst the recent issuance we see as expensive. Sub-
investment grade credit as an asset segment is becoming expensive. 
 
Figure 3 
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This demonstrates that investment grade investors are still being rewarded for the risk, albeit at a lower level 
than recent history.  Sub-Investment grade is becoming expensive and given the higher risk of this segment, 
leads us to be very cautious as to how much exposure should be held.  Hybrids still have valuation support 
however with the recent issuance being more equity like in nature (particularly those with “Point of non-viability 
clauses”1) investors need to be selective.  In short, whist corporate health is positive it would appear to be “in 
the price” given the current level of credit risk premium.   
 
Looking closely at Australian investment grade credit based on the Australian Credit Index2 in Figure 4 there are 
two important points to be made.  Firstly, the credit risk premium of approximately 100bp is 25bp wider than 
post GFC tightest levels but remains well above pre GFC levels.  Secondly, we have overlaid a volatility index 
(VIX) which is a market estimate of future volatility and which is seen at close to pre GFC lows.  
 
Figure 4 

 
Source: Bloomberg, Schroders 
 
This further confirms there is valuation support for retaining credit exposures however there is less risk premium 
or less “margin of error” than in the recent past.  Combined with the market pricing in a low level of future 
volatility and arguably showing some complacency around risk asset pricing it suggests investors are still being 
rewarded for credit however a defensive position is warranted. 
 
How are we positioning for the next phase? 
 
The Schroder Credit Securities Fund aims to provide investors with a return above cash and a source of income 
whilst minimising capital volatility and avoiding default.  To achieve this we believe active management both top-
down and bottom-up is essential.  Top down portfolio construction sets the overall level of credit risk in the 
portfolio based on our “value, cycle, liquidity” framework.  Being in the right assets at the right time will have the 
largest bearing on portfolio outcomes.  Active management from the bottom up based on active stock selection 
and in-house fundamental credit research is also key in avoiding defaults and ensuring you are being 
appropriately paid for the risk. 
 
Based on this process and given our views on credit we are positioning credit portfolios more defensively with 
high levels of cash and liquidity, maintaining a strong bias to investment grade over sub-investment grade 
securities and moving up the capital structure.  Cash holdings allow us the “optionality” to re-enter the market 
when a repricing of risk occurs and helps to insulate the portfolio against episodes of higher volatility.  
 
To put this into perspective Figure 5 shows that over time high yield and hybrid exposures have decreased 
significantly as value has deteriorated and, in the case of hybrids, the structure of the securities has become 
more equity like in nature.  This has been replaced by investment grade exposures where risks are lower and 
valuations more supportive.  Based on current exposure levels the Fund’s estimated yield to maturity is 4.6%. 

                                                      
1 Point of non-viability clauses in the Basell III compliant issues are designed to make such securities loss absorbing if the issuer becomes 
“non-viable”. Hence we view them as more equity like in nature and thus require a higher risk premium. We will be publishing a separate 
note on this issue.     
2 The Australian Itraxx is an credit index comprised of twenty-five equally weighted investment grade Australian Entities. It is used here as a 
proxy measure of the level of credit risk premium in this market.  
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Figure 5 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Schroders 
 
Conclusion 
 
We believe credit assets continue to play an important role in client portfolios.  They provide a source of income, 
diversify government bond exposures and are senior in ranking and lower volatility than equity.  Given current 
valuations and supportive corporate fundamentals, credit continues to offer investors opportunities.  However 
there are areas, such as segments of the high yield market, which are becoming expensive and warrant caution.  
 
Based on our process and given our views we are positioning our portfolios with a strong bias to investment 
grade over sub-investment grade securities and moving up the capital structure.  We are holding higher than 
normal, but not extreme, levels of cash and liquidity which serve to dampen portfolio volatility and allow the 
flexibility to take advantage of opportunities as they arise.  
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