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2015 is proving to be a tougher year for fixed income investors as rising bond 
yields are dragging down returns. Against this, volatility in other assets is rising 
as investors confront the challenges of a nervous and fragmented Europe, a 
slowing Chinese economy and a US Federal Reserve with its finger on the 
rate trigger. We caught up with Simon Doyle to discuss what investors should 
expect from their defensive investments over the year ahead and highlight the 
ongoing relevance of fixed income in client portfolios. 
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We’ve seen a pick-up in fixed in-
come volatility over the last few 
months. What do you think are the 
driving factors behind this? 

The main factor driving fixed income 
volatility at present is the uncertainty 
around if and when the US Federal 
Reserve starts to raise official US 
interest rates. This is important     
because this would represent the first 
time US rates have risen since 2006 
and investors have mixed views as to 
necessity and impact of such a move. 
The ebb and flow of economic news 
and market developments (whether it 
be US payrolls, Greek debt or       
Chinese Yuan devaluation) is      
impacting market expectations 
around the likely timing and trajectory 
of any move.    
 

How has the Fund performed dur-
ing the volatility we have wit-
nessed recently? 

As volatility has increased and the 
broader downtrend in yields ceased, 
overall returns in the portfolio (and 
fixed income assets more broadly) 
have moderated. The Fund has been 
defensively positioned, holding a 
short duration position to benefit from 
rising bond yields against a steady 
backdrop for credit – in essence   
supporting returns in a rising yield 
environment where fixed income   
returns come under the most pres-
sure. While volatility has picked up, 
bond yields overall have not risen in 
aggregate this year. This has        
impacted performance due both to 
the loss of carry associated with   
holding a short duration position,  
together with a modest widening in 

credit spreads as economic          
uncertainty has increased.   

Given the current environment, 
how are you managing the 
Schroder Fixed Income Fund to 
compensate for rising risks?  

Relative to benchmark, the Schroder 
Fixed Income Fund has two          
significant positions. The first is that 
we have significantly less duration 
(we are currently 1.7 years short) 
albeit still with close to 3 years of 
absolute duration risk in the Fund. 
This short is predominately in the US 
which, in our view, is the economy 
closest to raising rates. This leaves 
us well positioned should yields rise 
and help mitigate any drag on      
performance from an upward move 
in bond yields. The second key    
position is a modest overweight to 
good quality corporate bonds and 
AAA rated domestic mortgages. 
While we do expect an increase in 
volatility, in the absence of recession 
we expect to capture the modest 
spread benefit from corporate debt 
over government bonds. 
 

Yields are low across the globe 
and in most asset classes. Should 
investors be looking at other as-
sets for income?   

Income is clearly an important      
objective for many investors and this 
“search for yield” has pushed the 
prices up and the yields down in 
most (if not all) yield producing     
assets. This means there are few    
(if any) low risk / high yielding assets 
available. A key question for         
investors to ask is how much capital 

they’re prepared to risk to obtain it. 
There is, after all not much point in 
achieving a 10% yield if you lose 
25% of your capital along the way. 
This is particularly pertinent at      
present given the extent to which 
valuations across a broad array of 
asset classes have deteriorated as 
investors have sought to do exactly 
this. 

There has been a lot in the news 
about when the Federal Reserve in 
the US will raise interest rates. Do 
you have a view on when and how 
will this affect performance? 

The potential for a rate rise by the 
Fed has been very well telegraphed 
and by itself should not be a surprise. 
The danger is that the market is 
sceptical – there are still large     
numbers of investors who do not   
believe the Fed will raise rates, and if 
they do, doubt that it will be          
sustained. The big danger for asset 
markets is that a significant number 
of assets (in both the bond and     
equity space) have been priced off 
the back of ongoing “zero” interest 
rates and implied central bank      
support for asset markets. Rising 
rates may start to see this unravel.   
 

“…..fixed income always 
has a role, we just need to 
choose which investments 
and which characteristics 
are appropriate, and which 
to avoid” 
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ate, and which to avoid. It’s not an all 
or nothing decision, but active         
management of these factors is vital.  
 
The current concern around fixed 
income tends to be centred around 
the low level of yields and the relative 
tightness of credit spreads. While 
these facts can’t be disputed, there is 
no guarantee that rates could not 
move lower providing a further boost 
to fixed income returns. Certainly in a 
deflation environment fixed income 
would likely be amongst the best  
performing assets. 
 

 

 

Is now the time for clients to be 
investing in fixed income? 

To answer this objectively I’ll put my 
Multi-Asset hat on. One of the     
attractions of fixed income is its 
breadth as an asset class. It   
traverses a broad spectrum of    
investments – everything from 
cash/cash like securities, through 
government bonds, corporate bonds 
and higher risk investments in either 
lower quality issuers or in           
subordinated investments. These 
securities also vary by factors such 
as term, duration and credit quality. 
This means that fixed income al-
ways has a role, we just need to 
choose which investments and 
which characteristics are appropri-

What is the outlook for fixed in-
come over the next 12 months? 

On balance we think fixed income 
returns will remain low. This in part 
reflects the low level of yields –   
therefore a low starting point, as well 
as the potential for modest capital 
losses as yields rise. Consistent with 
this, we expect that monthly returns 
will  become more varied as volatility 
picks up, and investors should expect 
to see the odd month of negative  
returns. We don’t expect to see any 
major loss of capital as we think that 
in an historical context we will remain 
in a low yield world which will limit the 
scope of any sell-off. 
 

How important is the benchmark in managing the portfolio? 

This is a big issue for fixed income investors – especially for those investors who 
approach portfolio construction by asking questions about the role they expect 
their investments to play. Fixed income is in my view generally held for defensive 
reasons – to diversify equity risk, provide liquidity and protect both capital and 
purchasing power over time. These characteristics are not necessarily reflected 
in the typical benchmarks – and increasingly not in the key domestic benchmark 
– the Bloomberg Composite Bond Index. Being market capitalisation based, the 
benchmark is determined by the preferences of borrowers. In this respect, two 
things have happened. The first is that low interest rates have encouraged issu-
ers to borrow for longer terms to lock in low rates. This is true of both corporate 
borrowers and the government (whether at a Commonwealth or State level). As 
a result duration (or effectively interest rate risk) has risen considerably and is 
now above 4.5 years and expected to rise above 5 years in the not too distant 
future (illustrated in the top right chart). Secondly, ongoing budget deficits have 
led to increased government borrowing, increasing the benchmark’s exposure to 
government debt while credit has been shrinking (shown in the bottom right 
chart). Prior to the GFC, credit constituted around 1/3 of the benchmark index, 
today it is just above 10%. These changes mean that the benchmark is both 
more risky (in an interest rate sense) and less diversified. Either way, it does not 
represent a low risk portfolio, nor does it necessarily satisfy the objectives of de-
fensive investors. 
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