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We’ve seen a major decline in yields 
globally over the last 12 months. What 
do you think are the driving factors 
behind this? 

There are probably three main factors 
driving bond markets today. The first is 
simply the relatively mixed trajectory of 
the global economy. While the US is   
undergoing a meaningful recovery, Eu-
rope is relatively stagnant, and China 
continues to slow amid overheating in the 
property sector. Secondly, inflation re-
mains low – helped by anaemic demand 
and more recently by a plunge in the oil 
price which has dragged down headline 
inflation and raised the spectre of defla-
tion in key global economies. Against this 
backdrop central banks have continued 
to engage in unorthodox monetary policy 
measures, keeping official rates close to 
zero and actively buying debt securities 
to suppress yields, support asset prices 
and encourage consumption. While the 
Fed looks closest to beginning the pro-
cess of normalising monetary settings, 
they are in no hurry as they do not want 
to see markets unravel as a result of their 
actions. 
 

What do you think about the interplay 
of low yields and managing interest 
rate risk? 

A point we have made consistently over 
the last year or so is that the benchmark 
(in our case the Bloomberg Composite) is 
not necessarily a “low risk” portfolio and 
does not readily align with the interests of 
investors looking for a defensive fixed 
income strategy. This is because the 
composition and characteristics of the 
benchmark are driven by the preferences 
of borrowers (eg. governments and     
corporates) not by the preferences of us 
– the investors.  

In the current context as interest rates 
have fallen, borrowers have tended to 
borrow for longer to lock in lower rates 
and this has significantly lengthened the 

 
duration (or effective interest rate risk) 
of the benchmark at a time when yields 
(or the reward for taking this risk) have    
plummeted. We view the absolute level 
of risk being taken as being at least 
equal in importance to the relative 
benchmark risk we are taking.  

The difficulty of the current environment 
is that policy distortions are rife. The 
best example of this is Germany where 
QE has pushed nominal bond yields 
into  negative territory and this is help-
ing to suppress bond yields globally. 
Bonds with negative nominal yields are 
unlikely to make good investments over 
the medium term. However we do not 
know how long these distortions will last 
and are        uncomfortable having too 
much duration at a time when the re-
ward for taking it is so low. We believe 
some duration is necessary but not as 
much as the benchmark would imply. 
There are opportunities in yield curves 
and cross market trades that help man-
age interest rate risk in this context. 

How do you see this playing out and 
what impact do you think it will have 
on performance?  

I look at it this way – if yields fall, abso-
lute returns are high (even if we are  

short duration and underperforming the   
benchmark—see graph over page). The 
further yields fall, the harder it is to make 
future gains in bonds and the greater the 
risk of loss (both in terms of likelihood of 
occurrence and magnitude). This asym-
metry is reflective of investor expecta-
tions – defensive   investors ultimately 
want to preserve  capital. This asymmetry 
suggests that the greater risk is having 
too much duration when yields rise so we 
are less concerned about short run              
underperformance against the        
benchmark and more concerned about 
not being appropriately positioned to  
mitigate the damage to returns from  
higher yields. I also believe that if we 
approach portfolio management in this 
way we will over time materially          
outperform the benchmark. That said, 
having a medium to longer run            
perspective is critical. This is how the 
Portfolio has been managed since      
inception over 10 years ago. 

Do you think interest rates will be fur-
ther reduced in Australia? 

The “sweet spot” for Australia is over.  
Increased mining capacity following the 
mining investment boom, at the same 
time as a material slowing in commodity 
demand from China has caused a       
significant downturn in our terms of trade 
which is in effect, a cut to national      
income. While cutting rates per se will do 
little directly to offset the impact of      
declining commodity prices, it will help 
lower the exchange rate – primarily by 
reducing the differential between         
Australian and overseas interest rates. 
The big question though is how far could 
rates fall with the global precedent from 
the last few years highlighting that rates 
close to zero are certainly not out of the 
realms of possibility – especially if the 
global economy falters and Australia slips 
into recession.  

More likely though is another 1-2 cuts to 
encourage further weakness in the AUD. 
A big decline in the AUD – perhaps   
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uncertain the future is. For example, few 
predicted that fixed income would return 
around 10% in 2014 – almost double the 
return from the Australian equity market 
for the same period and despite low rates    
prevailing at the start of 2014.  

The important question is how to hold 
fixed income given prevailing conditions.         
Focussing too much on the benchmark 
and its characteristics will potentially drag     
investors in the wrong direction (ie. having 
too much duration as benchmark duration 
extends). Investors need to focus on what 
characteristics of fixed income they need, 
how much duration makes sense and 
where best to get it.  

A final observation is that the questions 
around the relevance of fixed income are 
typically framed in an “all or nothing”       
context. The danger with this approach is 
that markets turn quickly, and even     
overvalued bonds can become cheap 
quickly. Actively managing risks within 
fixed income (including both interest rate 
and credit risk) provides the flexibility to 
deal with these environments without  
actually losing the characteristics that are 
so important in a portfolio in a highly   
uncertain world. 

towards 60 US cents - would be a more 
development for the RBA than rate cuts as 
this would be less likely to further inflate 
house prices. 

What is the outlook for fixed income 
over the next 12 months? 

Our framework for assessing financial as-
set returns is anchored in valuations and 
on this basis bonds are expensive with 
yields well below what we would deem to 
be longer run “fair-value”. One of the    
challenges with this framework is that there 
is a large influential group of market       
participants (the major central banks) who 
are largely insensitive to valuations, who 
have deep pockets and strategic           
objectives. In the current environment this 
means that yields are likely to stay lower 
on balance than otherwise. That said, the 
risks are rising and notwithstanding central 
bank intentions, an improving US economy  
and the potential for the US Fed to begin to 
slowly raise rates will all put upward pres-
sure  on yields. In short we expect higher 

yields, and are positioned for that, howev-
er we do not anticipate a major melt-
down in bonds (melt-up in yields) just yet. 
 

Is now the time for clients to be invest-
ing in fixed income? 

As a multi-asset investor I tend to        
approach this question from the          
perspective of a multi-asset or diversified 
portfolio investor. In this context, the key 
question investors need to ask is what 
role do I expect fixed   income to play in 
my portfolio? For most investors, fixed     
income is held in their portfolio for      
defensive purposes, to diversify equity 
risk and to generate stable income. Low 
bond yields do not change the fact that 
fixed income is still one of the few      
investments that can fulfil this role even if 
the extent to which fixed income can do 
this has been reduced (given low yields 
do limit the upside in future fixed income 
returns). In the current environment, in-
vestors also need to consider just how 

“For most investors, fixed 
income is held in their 
portfolio for defensive 
purposes, to diversify equity 
risk and to generate stable 
income.  Low bond yields do 
not change the fact that 
fixed income is still one of 
the few investments that 
can fulfil this role.”  
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Total return % 1 mth 3 mths 1 yr 3 yrs p.a. 5 yrs p.a. 10 yrs p.a. 

Schroder Fixed Income Fund (post-fee) 0.43 1.87 8.68 6.54 7.3 6.83 

Bloomberg AusBond Composite 0+Yr Index 0.77 2.67 11.13 7.11 7.63 6.8 

*Wholesale fund. Past performance is not a reliable indicator of future performance 


