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Editorial

In the aftermath of the financial crisis, the blame of the turmoil 

has frequently been put on investment bankers. This so-called 

‘banker bashing’, has been especially evident after the release 

of the infamous “The Wolf of Wall Street”, where cult director 

Martin Scorsese immortalized the character of a greedy 

investment banker. 

But is it right to paint an entire industry with the same brush? 

The fact is that things have been over-simplified for a long 

time. These days, hardly any differentiation is made between 

investment bankers, fund managers and the local bank 

advisor. My general take is that the asset management 

industry has been unfairly bashed due to the mismanagement 

of other parts of the financial industry before and during the 

financial crisis. 

To my mind this is a highly questionable development. I don’t 

wish to set the demographic debate rolling again, but how is it 

possible for private pension savings without the financial 

industry? And how can people make sensible provision for 

their retirement if the industry has a shortage of committed, 

well-trained young professionals? 

Many banking trainee positions remained unfilled in the last 

training year. Hardly surprising – being trained for a career as 

a scapegoat is not the most attractive prospect! Perhaps I’m 

exaggerating a little, but this trend is real and worrying. There 

is already a lack of differentiation between individual and 

professional groups within the industry, and now all products 

with the word “fund” in their name are also being lumped 

together. Private equity funds, hedge funds, closed-end 

investment funds, retail funds – all are products of the “bad” 

industry.

Let’s move away from these platitudes and take a closer look 

at the open retail fund segment, for example. I am convinced 

that it offers real added value for the economy. In addition, 

hefty regulation has ensured that communication about 

investment strategies, portfolios and fund management, as 

well as the underlying risk, is now much simpler and clearer, 

and completely transparent. But rather than introducing ever 

increasing reams of regulation, we should spend far more time 

discussing the importance of retail funds for pension savings 

and wealth accumulation. Instead of moving away from all 

financial products, people should be told that they risk losing 

their standard of living if they don’t save for retirement. An 

often forgotten fact is the democratic principle that underpins 

retail funds: all unit-holders are treated equally – whether they 

pay in EUR 50 through a monthly savings plan or invest 

EUR 5 million in one go.

But there is no point in just standing around complaining. The 

fund industry must also ask itself what it can do better, and 

how it might even escape the next round of ‘banker bashing’. 

Personally, I get up every morning with the firm belief that the 

work we do is good, right, and above all important. I am not at 

all ashamed of the industry I work in, and I would maintain that 

most of my colleagues feel the same way. In the following 

pages you can read about the conviction and passion that 

characterize our work for you every day. 

Kind regards

Far from “the wolf 
of wallstreet”

ketil petersen
Country Head 
Nordic Region
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news from schroders

+ + +  Schroder Nordic property Fund sells Grani local commercial centre in kauniainen  + + + 

after holding it in the portfolio for around 10 years, schroder Property has sold the 
Grani local commercial centre in Kauniainen, a small town in the Greater helsinki 
area. the purchaser of the Finnish property is a local real estate company. the 
property’s value was successfully increased over the years via a new tenant 
structure, with investors enjoying an Irr of around 12.5%.1 together with its 
neighbouring sister building, the Grani property is the city’s most prominent local 
commercial centre. erected in 2001, the three-storey building stands on a plot of 
land measuring around 4,433 square metres. the rental area is approximately 5,452 
square metres, with an average rental term of seven years. In 2004, the Grani 
property was the first investment for the Schroder Nordic property Fund. the 
fund is available for institutional clients in the Nordics.

John paulson

Grani local commercial centre 
in Kauniainen.

+ + +  Schroders cooperates with hedge fund legend John paulson  + + +

schroders has brought successful hedge fund manager John Paulson on board for 
the newly launched Schroder Gaia paulson Merger arbitrage. as a result, 
investors have access to Paulson’s successful merger arbitrage strategy via the 
schroder GaIa platform for alternative investments. Schroder Gaia paulson 
Merger arbitrage is managed as an absolute return fund and aims for an annual 
return of between 8% and 10%. It currently invests predominantly in North america 
and europe. the portfolio comprises between 30 and 60 securities, mainly large 
caps. target volatility is between 6% and 8%. the fund can invest in equities, dividend 
securities and bonds of companies worldwide. there is a particular focus on high-
quality acquisitions with wide spreads. 

News

1 Source: Schroders, as at 30 June 2014.
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news From schroders

+ + +  Four new starters for global real estate equities  + + +

hugo Machin, tom Walker, Ben Forster and Jon Consolo have 
joined schroders’ in-house team for real estate equity funds 
with immediate effect. hugo and tom have made the move 
from australian company aMP Capital, which specialises in 
property and infrastructure investments, and both will work as 
portfolio managers at schroders. hugo was most recently 
head of european Listed real estate at aMP, while tom was 
Deputy head of Global Listed real estate. Ben adds further 
weight to the team as he previously worked for seven years in 
the schroder Property Multi-Manager team as a fund analyst. 
he is supported by Jon who has seven years’ experience in real estate equities. 
Jon joins from Deutsche Bank asset Management where he was a real estate 
securities analyst covering Continental europe. all four new starters report to Neil 
turner, head of Indirect Property Investment at schroders, and will work closely 
with the existing teams for real estate equities in asia and North america. On the 
fund side, the new starters have been managing the Schroder Global property 
Securities Fund2, the Schroder Global property income Maximiser Fund3 and 
the Schroder iSF Global property Securities4 since 15 august 2014. these 
products were previously looked after by eII Capital Management, Inc., which will 
continue to hold a number of special fund mandates for schroders. 

+ + +  James Luke and dravasp Jhabvala join the commodities team  + + +

Geoff Blanning, head of Commodities at schroders, has welcomed James Luke 
and Dravasp Jhabvala to his commodities team with immediate effect. Luke is 
a fund manager and analyst with responsibility for precious metals. he joins 
schroders from JP Morgan, where his most recent role was as Co-head of precious 
metals analysis. as a commodities expert with nine years’ experience in the field, he 
has worked in London and hong Kong. Dravasp Jhabvala will perform the role of a 
quantitative commodities analyst in the team. he previously worked at the Palaedino 
Group, based in Geneva, where he specialised in developing investment strategies 
for commodities. James Luke dravasp Jhabvala

hugo Machin tom walker Ben Forster

2 and 3 Please note that the Schroder Global Property Securities Fund and the Schroder 
Global Property Income Maximizer Fund are not registered for distribution in the Nordics. 
4 Schroder ISF Global Property Securities is registered for distribution in Denmark, Finland, 
Norway and Sweden.
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news from schroders

News

king Fuei Lee

+ + +  king Fuei Lee one of the best asia fund managers + + +

at the finishing line: schroders head of asia equities King Fuei Lee has been named 
the second highest performing asia fund manager, by industry service provider 
Citywire. this recognition was based on his performance over five years, which 
stood at an impressive 84.35%5. the a-rated fund manager is responsible for the 
Schroder iSF asian total return, among other funds. In order to build on this 
success in future, Lee is currently avoiding Chinese stocks. his view is that most 
companies in China are suffering from structural problems, while the remainder are 
too expensive.

5 Source: Citywire, as at 31 July 2014 

Chris Ludlam

+ + +  Chris Ludlam new head of real estate Capital  + + +

Chris Ludlam will take on the newly created role of head of real estate Capital at 
schroder Property with immediate effect. Chris’ main responsibilities will be raising 
capital, driving forward new business and building on strategic partnerships and 
joint ventures. the teams for client management and reporting, investor services 
and fund development will henceforth report directly to him. Chris himself reports to 
Duncan Owen, head of Property, who he already knows from previous projects. he 
will also have a place on schroders european executive Committee. Chris has been 
working in investment management and investment banking for over 20 years, most 
recently at european asset managers aeW europe and GreenOak real estate, 
where he performed similar roles. he started his career at Baring Brothers (now 
ING), and has also worked for Bank of america Merrill Lynch, DtZ and Natixis. 
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news From schroders

+ + +  Schroders continues to expand its european bond team  + + +

the Fixed Income Credit research team is pleased to welcome new colleague 
stephen hunnisett. as an eMea Credit analyst, stephen will focus on analysing 
european bonds, reporting to Patrick Vogel, head of european Credit. as an 
insurance expert, he joins schroders from Blackrock, where he most recently 
worked as head of european Financials Fundamental Credit research. stephen 
has over 20 years experience as an actuary, analyst and investor. he will strengthen 
the analytical capacities of the schroders Fixed Income Credit research team, as 
well as provide valuable industry insights. Vogel and his team manage several 
european bond funds, including Schroder iSF euro Corporate Bond and 
Schroder iSF euro Credit Conviction.

Stephen hunnisett

6 Source: Schroders, as at 31 July 2014. This applies to 
unit class A, in EUR, acc.

+ + +  double celebrations are twice the fun – the Schroder iSF Global dynamic Balanced turns five  + + +

Schroder iSF Global dynamic Balanced marked its fifth anniversary on 
28 september 2014. and that was not the only reason to celebrate – it was also fund 
manager urs Duss’ birthday. the performance figures clearly show that both the 
fund and its manager are highly successful and have a lot to celebrate! since the 
fund’s launch, urs Duss and his team have delivered a yield of 24.8% with 4% 
volatility.6 Schroder iSF Global dynamic Balanced is a flexible fund that invests in 
growth assets and defensive assets. It can invest up to 100% in defensive assets 
such as cash, government bonds and investment-grade corporate bonds, and a 
maximum of 60% in opportunistic asset classes. the fund’s defensive performance 
target is to achieve Libor + 3.0% over the long term, with a maximum 10% loss over 
any 12-month period.
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Fee-based advice or 
commission model – 
what is best? 

Case Study: Germany

when it comes to investment advice, everything is 
hotly debated and subject to intense regulation. is it 
better if an advisor receives commission, or should 
the investor pay a fee for the service, as they would 
to a lawyer or tax advisor? 
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Achim Küssner,
CEO of Schroder 
Investment 
Management GmbH

uu

The issues of hidden fees, lack of clarity and 
convoluted language have dogged the 
investment industry for the past decade. In 

order to deal with these issues various regulation 
reforms has been implemented, including the MiFID 
II (The Markets in Financial Instruments Directive 
II), the second iteration of the EU’s Markets in 
Financial Instruments Directive. It states that 
investment and pension fund managers are required 
to reveal all costs and fees – including hidden costs 
and underlying fees – to client and consumers.

Especially, the cost of investment advice is an area 
lacking consistent regulation. Investment advice cost 
typically takes two forms: (1) commission based or 
(2) fee-based costs for the provision of advice for 
investment products. Commission for investment 
advice has received increasing scrutiny from 
consumer and client protectors, stating that the 
commission creates an incentive for investors to 
recommend products with higher commission, 
creating a conflict of interest.

In Germany, this conflict gave rise to the Fee-Based 
Investment Advice Act (Honoraranlageberatungsgesetz), 
which entered into effect on the 1st of August this year. 
This article will highlight the implications and effects of 
this act, from an European perspective.

key points: the German Fee-Based investment 
advice act
According to the newly implemented policy, in 
addition to the familiar commission based model, 

investment advice will also be available on a fee basis. 
This means that financial investment advisors are not 
allowed to retain any commission from product 
suppliers or others whose financial products they 
administrate. Fee-based advisors are entered in 
a  public register and may no longer work on 
a commission basis. Of course, commission is legally 
permitted if no commission-free investment products 
are available to the advisor on the market. In such 
cases, however, the advisor must immediately pass the 
commission received on to the client and document, 
clearly and transparently, the number of cases in which 
he or she has made use of this exception and why. 

what are the potential problems with the act?
The act does not apply to all types of financial products, 
only to securities and assets. Savings deposits, building 
society savings contracts and, surprisingly, endowment 
policies are exempt. However, these products may be 
part of funds where only feebased advice should be 
paid. Moreover, the act does not give any answer to the 
question of how high an advisor’s fee may be. In most 
cases advisors charge per hour, and the industry 
average is currently around EUR 150. When an 
investment advisor is paid commission rather than 
fees, the potential client is meant to receive a separate 
invoice with a clear and transparent statement in euros 
and cents. But is this so easy to guarantee?
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uu of ensuring the quality of investment advice to the 
type of compensation paid. 

It would also be wrong to judge the quality of an 
investor just based on quantitative criteria. Quality 
depends primarily on the advisor’s qualifications, 
wealth of experience, technical aids such as risk and 
portfolio analysis tools, access to important 
information, and ability to present complex facts and 
contexts effectively and simply. And it has nothing to 
do with how the advisor is paid. And let us not 
underestimate the importance of soft skills. Providing 
advice is a “people business”. If an advisor is empathic, 
listens well, and is able to guide clients and point out 
the very personal risks in their individual life 
situations, these characteristics can significantly 
increase the quality of the advice provided. 

But it is still an inescapable fact that investors are 
still working, humans beings, so the fact that they 
want and need to be paid for their services should 
not be a topic of debate. The way in which they are 
paid is equally incidental, provided that I, as an 
investor, obtain added value from their services. The 
Capgemini World Wealth Report 20141 reveals that 
advice pays off. The number of millionaires is rising 
globally. Wealthy people with assets to invest 
generally take advice on investment schemes and, in 
the best case, it helps them grow their assets over the 
long term. 

when all the pros and cons are weighed up, 
which is actually the better model and which 
the worse?
In my view this question is completely irrelevant if it 
fails to take into account the quality of the advice. The 
success of the investment is determined by many 
factors. Of course, the key point of the argument 
should rather be the quality of advice. If someone 
receives advice on wealth accumulation, it is often 
15 to 20 years before it is possible to judge whether the 
outcome of the advice was of a high quality. But who 
has the same advisor for 20 years? Do people want to 
wait that long to find out whether the commission or 
fee they have paid has really paid off?

There are currently no scientifically backed long-
term studies which determine what type of investment 
advice is best. Some studies show that commission-
based advice leads to a higher level of diversification 
and can therefore reduce risk. Other studies prove 
that socioeconomic data of the potential investors are 
more relevant; for example, higher incomes and 
a higher level of education or a prestigious residential 
area and access to potentially “better” advisors have 
a  positive effect on a  portfolio. This has not been 
conclusively established in scientific terms, and I have 
my doubts that we will ever be able to prove or really 
quantify it. So in short, we should not reduce the issue 

Fee-based advice or commission 
model – which is better and which 
is worse? 

1 Capgemini World Wealth Report 2014, available at: 
www.worldwealthreport.com, as at 30 October 2014.
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What would have a far greater impact would be if 
retail investors in particular took a more professional 
approach to the subject of investment. The common 
trend in European state pension schemes is that 
retirement provision is becoming much more of 
a private matter. Citizens should be aware by now that 
they themselves bear responsibility for supporting 
their old age. Unfortunately, many have no 
understanding of the importance of high-quality 
investment advice. Most banking clients, for example, 
assume that payment for investment advice is 
included in their current account fee. This is where 
public debate should be focused. Rather than 
discussing the pros and cons of commission and fee-
based advice, the general public must first be made 
aware that they need advice in the first place. The first 
point of action is therefore more education on the 
topic of investment, because only well-informed, 
responsible citizens with a basic understanding of 
finances, investments and retirement provision can 
make decisions regarding wealth accumulation. And 
this is the only way that investment advisors have any 
chance of building a working relationship of trust 
with their clients. 

In addition, better incentives to provide advice are 
needed, because there is simply not enough of it in 
the current regulatory environment. Today, although 
banks still broker around 80% of investment assets, 
more and more are withdrawing from advisory 

services because they are too expensive and the 
penalties are too high if flawed advice is provided. 
This has resulted in adverse effects in the UK: Banks 
in the UK have withdrawn from the advisory business 
following the banning of commission. As a result, 
there are many unemployed bankers and around 
5.5 million people who do not have any support with 
their investments.

It is clear that there are far more urgent questions that 
need answering on investment advice than how 
advisors are paid. The investment industry’s call for 
financial literacy to be taught in schools is not 
a disguised attempt to acquire as many new clients as 
possible at as young an age as possible. It is an attempt 
to educate, so that we do not suddenly find ourselves 
living in a country where poverty in old age is the norm. 
Wouldn’t that be worth the commission or fee? 
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active or 
passive – 
that is the 
question 
Reach the very top with 
active management and 
broad diversification.

Most funds stick closely to an index. The rule 
of thumb is that following the crowd, and 
therefore keeping risk exposure to 

a  minimum, means that you will at least not fare 
worse than the rest. Unfortunately, you will fare no 
better either. In many newsletters you will read 
information such as: “We track a benchmark which, 
like our fund, declined slightly in the month under 
review.” At such times, you might wish that the fund 
manager would take a slightly more active approach 
and use their own initiative. The passive approach 
bites particularly hard during falling markets.

Active managers, meanwhile, belong to 
a  completely different school of thought. But, here 
too, it quickly becomes apparent to the trained eye 
that supposedly active funds are in fact linked to an 
index, and frequently have very little, if any, scope to 
stray beyond their specified limits and weights. In 
most cases, the index heavyweights therefore also 
occupy the top positions within funds. Passive and 

tobias eppler, 
Investment Analyst 
at Schroders in 
Frankfurt
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how active is your active manager really?
Traditionally, active asset management has been 
measured using indicators such as active share and 
information ratio using a tracking error. Active share 
is a  method that can be used to measure a fund 
manager’s active risk. It compares a fund’s individual 
exposures with that of its benchmark. If the fund’s 
holdings differ only slightly from the benchmark 
index components, this indicates that the fund 
management is closely tied to the benchmark and the 
manager does not take an active approach to stock 
selection. In contrast, if there are major differences, or 
the weightings of the individual exposures vary 
widely, the fund has a high active share. The active 
share characteristic is more or less pronounced 
depending on the portfolio style and refers to the 
share of the portfolio that is not linked to a benchmark. 
If the active share is 0%, the portfolio and all of its 
stocks and stock weightings are identical to the 
benchmark. Higher values in the region of 70% are 
a sign of active management.

“active” management embody the difference between 
those who follow the herd and those who don’t. 
However, if both are derived from the same basis, 
a benchmark index, they present the same risks:

–  Concentration risk 
  If a sector or country has a disproportionately 

heavy index weighting
–  Mega-cap overweighting 
  Major companies have heavier index weightings, 

but they tend to underperform on average
–  Favouring established markets 
 For example, the US in the MSCI World
–  Buying high and selling low  
  Companies are included in major indices when 

they are successful, others fall out when they 
decrease in value over a sustained period.

Investors who want to avoid these risks must use an 
index as a guide only, not as a basis for building 
a portfolio. 
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Looking at the current market situation, there is 
incentive to avoid or significantly reduce investment 
in Russia. This approach is currently being 
implemented in Schroder iSF Global emerging 
Markets opportunities, where our fund managers 
have not been investing in Russia for some time. As a 
result of this and other deviations from the MSCI 
Emerging Market benchmark, the active share is over 
85%. The fund has consequently beaten both the 
benchmark (MSCI Emerging Markets Net TR) and 
the Morningstar peer group (Global Emerging 
Markets Equity) by a large margin in 2014, with 
growth of over 17% in the year to 28 August 2014.1

diversification instead of “high conviction”
For this reason, the key word is diversification across 
a broad range of stocks (e.g. 400 or more), in order to 
limit any risks. You might, of course, be wondering 
whether it is actually possible to actively manage 
a portfolio of more than 400 stocks. It is often wrongly 
assumed that concentration is crucial to constructing 
a portfolio with the best investment ideas. Schroders 
offers an alternative to the usual “30 to 40 best ideas”: 
a portfolio that actively differs by 70-80% from the 
index (a conviction rate that is comparable to many 
concentrated managers), for example in its weighting, 
but is also extremely widely diversified. Diversification 
is not only an advantage because it makes it possible 
to have very wide exposure (regions, sectors, market 
cap, etc.). A diversified portfolio at stock level 
effectively eliminates the risk that the collapse of 
a  single stock will seriously jeopardise the fund’s 
overall performance. So with a diversified approach 
with a high active share it is possible to have the best 
of both worlds: participating in the team’s high-
conviction investment ideas, but without the potential 
risks associated with highly concentrated portfolios. 
At Schroders, such investment strategies have been 
successfully implemented in the QEP (quantitative 
equity products) funds for many years. The goal of 
these strategies is to replicate an efficient equity 
market beta. With more than 500 individual stocks, 
Schroder iSF Qep Global Quality is broadly 
diversified but still has an active share of over 73% 
compared with the MSCI World NR. This has helped 
it beat the benchmark by over 11% since its launch in 
October 2007.2 

However, in addition to global funds with a high 
active share, investors should pay particular attention 
to these indicators in inefficient markets, such as in 
Asia or the frontier markets. Through targeted 
deviations from the benchmark and sometimes off-
benchmark plays, the fund management of Schroder 
iSF Frontier Markets equity achieved a performance 
of over 30% in 2014.3

It should be noted that, despite the potentially higher 
overall risk, the highest level of outperformance is seen 
with active fund managers who rely on a high tracking 
error and a high active share. 

portfolio style*

diversified 
securities 
selection

pure 
benchmark 
replication

Concentrated 
securities 
selection

high index 
deviation and 
low stock 
selection

tracking error
a

ct
iv

e 
sh

ar
e

High

Low High

However, over the past few years the average active 
share for fund portfolios has fallen worldwide. In 
order to achieve higher yields, though, it is not enough 
to simply increase the active share. In an attempt to 
generate the much-coveted alpha (excess return) with 
a high active share, many managers take the aggressive 
approach of a portfolio of “best ideas”; they create 
concentration in their portfolios by targeting 
individual stocks and thus increasing the exposure to 
each holding. Their active, focused plays mean there is 
little diversification over just a few stocks and, 
therefore, the risk is higher. In short, although 
concentrated, actively managed funds of this sort have 
the potential to outperform the index. However, their 
active and focused stance means there is little 
diversification over just a few stocks and, therefore, 
the risk is higher.

*Cremers and 
Petajisto (2009): 
‘How Active is Your 
Fund Manager? 
A New Measure 
That Predicts 
Performance’, 2009. 
1 Source: 
Schroders, as at 
28 August 2014.
2 Source: 
Schroders, as at 
31 July 2014.
3 Source: 
Schroders, as at 
28 August 2014. 
This applies to share 
class A, in USD, acc. 



Share class a, uSd, acc. Share class a, uSd, dis.

ISIN LU0562313402 LU1046231319

Inception 15 December 2010 2 April 2014

Benchmark MSCI Frontier Markets

Initial charge Up to 5.0% of the total subscription amount (5.26315% of the net asset value 
per unit)

Ongoing charges 2.15%4 2.14%5

Performance fee 15% of the fund’s outperformance versus the benchmark MSCI Frontier Markets, 
following the high water mark principle.

Fund managers Allan Conway and Rami Sidani

3 Schroder ISF Frontier Market Equity A dis. share class is only registered in Finland and Sweden. 
4 The ongoing charges figure is based on the last year‘s expenses for the year ending July 2014 and may vary from year to year.
5 The ongoing charges figure is based on the last year‘s expenses for the year ending August 2014 and may vary from year to year.

Schroder iSF Frontier Markets equity3

Share class a, uSd, acc. Share class a, eur, acc.

ISIN LU0323591593 LU0323591833

Unit class launched 17 October 2007 17 October 2007

Benchmark MSCI World – Net Return

Initial charge Up to 5.0% of the total subscription amount (5.26315% of the net asset value 
per unit)

Ongoing charges 1.97%2

Fund manager QEP Global Equities Team

2 The ongoing charges figure is based on the last year’s expenses for the year ending February 2014 and may vary from year to year.

Schroder iSF Qep Global Quality

Share class a, uSd, acc. Share class a, uSd, dis. Share class a, eur, acc.

ISIN LU0269904917 LU0509642566 LU0279459456

Unit class launched 19 January 2009 21 May 2010 19 January 2007

Benchmark MSCI Emerging Markets Net TR

Initial charge Up to 5.0% of the total subscription amount (5.26315% of the net asset value 
per unit)

Ongoing charges 1.97%1

Fund managers Allan Conway and Nicholas Field

1 The ongoing charges figure is based on the last year‘s expenses for the year ending December 2013 and may vary from year to year.

Schroder iSF Global emerging Market opportunities
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he was 
right all 
along!

Schroder iSF emerging Markets 
debt absolute return

what a roller coaster these last few years have been. 
First, emerging markets performed amazingly well in 
relative terms, rewarding investments with the kind 
of returns that no other market could offer. it was 
the same story with our fund, Schroder iSF 
emerging Markets debt absolute return. investors 
cheered and hoped it would last forever.

But then things went downhill – both in the countries where 
the fund’s management team invests and for the fund itself. 
It was just unbelievable: month after month, this fund – 
which had once been so hugely successful – struggled 
along, making only thin or even negative returns. This 
demanded a great deal of patience – and many investors 
soon ran out of theirs. It wasn’t that they had lost faith; it 
was just that they probably felt safer withdrawing the 
money they had invested.
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But now there is light at the end of 
the tunnel. Despite all the talk 
about defeat, it is not just the 

supposedly doomed emerging markets 
that appear to have revived – Schroder 
iSF emerging Markets debt absolute 
return has too. Let it be known to the 
many who thought the fund had fallen flat 
on its face, never to recover: it was only a 
stumble, and the fund is back on its feet. It 
may only be taking small steps for now, 
but it is finally up and running again.

For all those who have forgotten what 
makes the fund so special, here’s a small 
reminder.

the investment universe
The asset class in which Schroder iSF 
emerging Markets debt absolute 
return invests includes more than 50 
countries worldwide. These countries 
span all of the continents and include 
giants such as China and India; economic 
dwarves, such as Ecuador and the Ivory 
Coast; highly developed economies in 
eastern Asia; and African markets that 
have only recently shrugged off their 
“developing country” status. Emerging 

markets make up a diverse region, but 
they all have one thing in common: they 
continually need fresh capital for their 
dynamic development.

This applies both to companies looking 
to finance their future growth and to 
governments that create the necessary 
conditions for this growth – for example, 
by building streets, power networks and 
other infrastructure. The public sector 
raises a large part of the necessary funds 
on the capital market by issuing bonds. 
This in turn provides investors worldwide 
with the added opportunity, alongside the 
equity markets, of participating in the 
emerging market recovery.

The fund’s investment strategy covers 
various stages of economic development, 
giving them different weightings in order 
to better control risk. The markets in the 
comparatively stable economies of 
Bulgaria, Czech Republic, Hungary, 
Poland, Slovakia, Turkey and Russia can 
each account for up to 20% of the fund’s 
assets, while other countries, such as 
Croatia, Thailand and Romania, are 
restricted to 10% and 5% respectively. 
Corporate bonds can make up 25% of the 

fund’s assets. In addition, the fund 
management aims to achieve an average 
annual return of 10% before costs and at 
the same time avoid making any losses 
over a rolling 12-month period.

Continually under discussion
The weighting given to each individual 
country is decided following an in-depth 
country analysis. It is discussed weekly 
and adjusted if necessary. The quantitative 
analysis takes into account six factors, 
including growth dynamics, liquidity and 
competitiveness. These are then 
summarised in an overall score. However, 
research is certainly not just carried out 
on-screen. Schroders’ active management 
also includes regular meetings – for 
instance with politicians, bankers, 
journalists and the business community 
in the target country – in order to arrive at 
a qualitative assessment of the country’s 
economic and political development. 

Anyone investing in emerging market 
bonds will essentially come across two 
types of security: foreign currency bonds, 
which are mostly issued in USD, and local 
currency bonds, which are denominated 

Lars k. Jelgren
Head of Intermediary 
Sales Nordic
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concerned. Local currency bonds present 
additional challenges for investors, as not 
only do they have to carry out credit 
analyses, but they also need to know their 
way around these often exotic currency 
markets. This is precisely where know-
how reaps rewards. 

A crucial factor with local currency 
bonds in particular is that emerging bond 
markets are comparatively inefficient, and 
the flow of information is less than ideal. 
This is actually an advantage for active 
fund managers: in inefficient markets, 
they find excellent opportunities to 
generate added value, independently of 
any benchmark. However, to succeed they 
must have many years of experience in the 
asset class, excellent knowledge of the 
local markets and additional currency 
expertise. Schroder iSF emerging 
Markets debt absolute return 
management team has precisely these 
capabilities and the necessary wealth of 
experience.

Fund manager Abdallah Guezour 
manages Schroder iSF emerging 
Markets debt absolute return 
according to the absolute return principle: 

with no benchmark and with the aim of 
achieving consistently attractive returns, 
regardless of general economic trends. 
And he has succeeded in doing so: since 
the fund launched in August 1997, the 
only loss it has made was in the crisis year 
of 2008, when it returned -0.31%1. The 
fund manager considers both foreign 
currency and local currency bonds when 
putting together the portfolio. At present, 
local currency bonds make up 74.2%2 of 
the fund’s assets. Local currency bonds are 
a large, fast-growing segment, but many 
funds do not include them. Bonds of this 
kind offer excellent opportunities for risk 
diversification. Given their generally 
shorter duration and favourable default 
rates, they have in the past even produced 
more stable performance than foreign 
currency bonds. However, success in this 
segment depends crucially on active 

currency management of the kind carried 
out by the fund management team on a 
daily basis.

take another look at the benefits
The fund follows a structured investment 
process with integrated risk control. 
However, the management team has 
sufficient scope to make opportunistic 
calls where necessary. Such opportunities 
may include the recovery phase after a 
financial crisis, restructurings or specific 
company situations. The renewed success 
shows that Abdallah Guezour and his 
colleagues at Schroders were right all 
along: over the past six months, the fund 
has returned 2.4%.3 That is quite 
remarkable for a fund that no-one seemed 
to want any more, and it means that 
investors once again have every chance of 
making attractive returns in emerging 
markets with this fund. 

If you have any 
questions or would 
like to arrange 
a meeting, please get 
in touch.

Lars K. Jelgren, 

Head of Intermediary Sales Nordic

Direct phone: +45 33734891 

Email: lars.jelgren@schroders.com



Share class a, eur hedged, acc. Share class a, eur hedged, dis. Share class a, uSd, acc.

ISIN LU0177592218 LU0499925211 LU0106253197

Inception 29 August 1997 29 August 1997 29 August 1997

Fund size USD 4.341 billion

Initial charge 3.0%

Ongoing charges 1.94%*

*The ongoing charges figure is based on the last year‘s expenses for the year ending December 2013 and may vary from year to year.

Schroder iSF emerging Markets 
debt absolute return1

performance  uSd %

1997 3.68

1998 0.31

1999 30.00

2000 17.64

2001 3.25

2002 28.11

2003 10.99

2004 12.41

2005 0.72

2006 14.60

2007 8.31

2008 -0.31

2009 19.75

2010 3.04

2011 0.77

2012 5.46

2013 0.93

2014 2.79

Schroder iSF emerging Markets debt absolute return

reasons to invest investment risks

n  Schroder ISF Emerging Markets Debt Absolute Return invests 
in the most promising bonds from more than 50 emerging 
countries.

n  The fund also invests in bonds denominated in local currencies, 
thus considerably expanding its investment universe.

n  Active currency management opens up additional 
opportunities for returns.

n  Emerging market bonds have relatively low correlation to 
other asset classes and are therefore a suitable means of 
diversifying overall portfolio risk.

n  The fund management team invests actively and without 
reference to a benchmark. It is therefore free to weight 
market sectors and regions at its discretion, depending on its 
market view.

n  The fund is offered in an EUR hedged share class.
n  Schroders has an experienced global team for emerging 

market bonds, with a long track record.

n  Schroder ISF Emerging Markets Debt Absolute Return invests in 
countries that have shown volatility in the past and that may be 
associated with higher risks (legal, economic and political risks, 
for example) compared to industrialised countries.

n  The fund invests in bonds of issuers with a low rating, which are 
subject to greater price volatility than high-quality bonds.

n  The fund’s performance could be negatively affected if the credit 
ratings of bond issuers deteriorate or losses are incurred 
through payment defaults.

n  The fund does not offer any capital protection.
n  The value of the shares in the fund may at any time fall below 

the price that the investor paid for the shares, resulting in losses.
n  Investments in bonds are subject to interest rate, credit, default 

and exchange risks.

1 Source: Schroders, as at 31 August 2014. Past performance is not a reliable indicator of future results. Prices of shares and the income from 
them may fall as well as rise, and investors may not get back the amount originally invested. All fund performance data are on a NAV to NAV 
basis, net income reinvested. 2 Source: Schroders, as at 31 July 2014. 3 Source: Schroders, as at 31 July 2014. This information applies to 
share class A, accumulating, EUR hedged.
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Source: Schroders, as at 31 July 2014.
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The table shows a selection of Schroders funds that are among 
the top performers in their peer group in the current year, as well 
as over one, three and five years.

top performers

Schroder iSF Quartile rank/
peer group

Morningstar peer group   Fund performance
  (calculated in euro)

Current year 

Schroder iSF asian Smaller Companies
a, usD, acc., Lu0227179875

1  5 / 151 Asia ex Japan Equity +24.20%

Schroder iSF Frontier Markets equity
a, usD, acc., Lu0562313402

1  1 / 18 Global Frontier Markets Equity +36.79%

Schroder iSF Japanese opportunities
a, JPY, acc., Lu0270818197

1  4 / 162 Japan Large-Cap Equity +15.94%

Schroder Gaia Global Macro Bond
C, usD, acc., Lu0827487413

1  2 / 95 Alt – Long/Short Debt +18.77%

1 year 

Schroder iSF asian Smaller Companies
a, usD, acc., Lu0227179875

1  6 / 145 Asia ex Japan Equity +30.43%

Schroder iSF Frontier Markets equity
a, usD, acc., Lu0562313402

1  1 / 18 Global Frontier Markets Equity +49.06%

Schroder iSF Japanese opportunities
a, JPY, acc., Lu0270818197

1  4 / 157 Japan Large-Cap Equity +17.62%

Schroder iSF Global inflation Linked Bond
a, eur acc., Lu0180781048

1  2 / 24 Global Inflation-Linked Bond +5.55%

3 years 

Schroder iSF asian Smaller Companies
a, usD, acc., Lu0227179875

1  4 / 126 Asia ex Japan Equity +24.68%

Schroder iSF Frontier Markets equity
a, usD, acc., Lu0562313402

1  11 / 10 Global Frontier Markets Equity +29.53%

Schroder iSF uk opportunities1

a, GBP, dis., Lu0995122701
1  3 / 46 UK Large-Cap Blend Equity +23.84%

Schroder iSF emerging europe
a, eur, acc., Lu0106817157

1  11 / 51 Emerging Europe Equity +8.98%

5 years 

Schroder iSF uk opportunities
a, GBP, dis., Lu0995122701

1  1 / 39 UK Large-Cap Blend Equity +18.78%

Schroder iSF asian total return
a, usD, acc., Lu0326948709

1  1 / 24 Asia Allocation +15.26%

Schroder iSF emerging europe
a, eur, acc., Lu0106817157

1  1 / 47 Emerging Europe Equity +6.79%

Schroder iSF taiwanese equity
a, usD, acc., Lu0270814014

1  1 / 10 Taiwan Large-Cap Equity +12.52%

1 Schroder ISF UK Opportunities A dis GBP is not registered for distribution in Norway. 
Source: Schroders and Morningstar, as at 30 September 2014. Performance based on the net asset value of the given share class on an EUR 
basis/translated into EUR. Calculated net of the annual management fee and internal fund costs and based on reinvestment of all income (BVI 
method). Foreign currency investments are subject to currency fluctuations. Past performance is not a reliable indicator of future performance. 
Information on peer groups and ratings: Morningstar.
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what’s new?

the Qep investment team’s emerging markets 
experience stretches back to 2004 when we started 
investing in the asset class through our global 
strategies. we launched the standalone emerging 
Markets strategy more than two years ago in March 
2012. Since the launch, we have attracted assets of 
over €2 billion and successfully exceeded our return 
target by conducting active management for higher 
returns, broad diversification and lower risk than the 
index. it sounds like a cliché, but if we’re honest, isn’t 
that precisely the approach we’re looking for? 

Schroder iSF Qep Global emerging Markets

tim Matthews studied electrical engineering 
at the university of southampton and applied 
statistics and stochastics at Birkbeck College, 
university of London. he was awarded 
a master’s degree in both subjects. after 
finishing university in 1991, he began his 
career at thomson reuters as Director of 
Business Development for quantitative 
analyses. Before joining the schroders qeP 
team as a fund manager in 2009, he worked 
as a consultant at Cor Financial solutions Ltd. 

tim Matthews 
Fund Manager 
Qep Global 
equities
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uu Our Emerging Markets strategy 
aims to provide outperformance 
across a broad range of market 

environments through a diversified and 
forward looking approach. The portfolio 
invests purely in emerging market equities. 
As with all our QEP (Quantitative Equity 
Products) strategies, we aim to achieve 
a highly diversified portfolio. 

In order to do so, we start with an initial 
universe of 4,000 of the most liquid stocks 
in our Emerging Markets universe and 
then focus on stocks which offer either the 
best value or highest quality opportunities. 
Importantly, we check the quality of the 
good value stocks to avoid value traps and 
we also keep an eye on stock valuations so 
that we do not overpay for good quality. 
Since its launch on 29 March 2012, 
Schroder iSF Qep Global emerging 
Markets, has already notched up a return 
of 14.9%.1

Although our main focus is on stock 
selection, country risk cannot be ignored 
in emerging markets. We therefore use our 
proprietary country risk model to 
compare countries on the basis of 
currency, credit, growth, political and ESG 
(environmental, social and governance) 
factors. When we like a market from 
a  bottom-up perspective but find that it 
scores relatively poorly in our country risk 
model, particularly on exchange rate risk, 
we may choose to hedge some, or all, of 
the active currency exposure. The 
fundamental philosophy behind the QEP 
fund range, and in turn the Schroder iSF 
Qep Global emerging Markets fund, is 
based on the following principles:

1.  Active management beyond the 
benchmark (high active share)

2.  Broad diversification
3. Reduction of overall risk

a smart quantitative approach
The Schroder iSF Qep Global emerging 
Markets fund management team 
diversifies its investments across more 
than 300 stocks that it selects from an 
investment universe of around 4,000 
securities. The Schroder iSF Qep Global 
emerging Markets investment universe 
is therefore practically unlimited – in 
stark contrast to the MSCI World, 
currently made up of around 1,600 stocks. 
Each day, some 4,000 companies are 
analysed in order to establish whether 
they are cheap or expensive relative to 
their future potential. Alongside country 
risk we look at a range of stock-level risk 
factors to decide the most we should hold 
in any one stock. The outcome of this 
process is a highly diversified portfolio 
which combines all our insights together 
with a disciplined approach to rebalancing. 
The fund management pays particularly 

1 Source: Schroders, Datastream, as at 
29 March 2012–31 August 2014. Share 
class A, acc. USD.

assessing value assessing quality

1.  dividends
(current, forecast and growth)

2.  Cash flow
(gross and net)

3.  earnings
(current and forecast)

4. revenues and assets

1.  profitability
(RoE, ROCE, return on capital)

2.  Stability
(earnings, revenues, dividends, cash flow)

3.  Financial strength
(liquidity, leverage, debt servicing)

close attention to the combination of 
three key characteristics: profitability, 
stability and strong finances. 

Next, we identify the best opportunities 
in the universe by further assessing each 
company on a growing list of additional 
investment indicators. The decision on 
how much to invest in a stock is dependent 
on considerations such as as profit margin, 
long-term dividend growth, and the 
stability of capital flows, as well as profit 
and revenue. Healthy balance sheets are 
particularly sought after. It is obviously 
acceptable for a company to have debts in 
its balance sheet. However, it is important 
to be able to differentiate between 
companies that work with a calculated 
and reasonable amount of leverage and 
those that have taken on too much debt to 
finance their growth. So the QEP team’s 
main focus is a company’s health. If 
possible, data going back as far as 20 years 
is reviewed to identify factors that have 
led to outperformance: fundamentals, 
relative value, earnings momentum, 
earnings stability, profitability, etc.

 
diversification, diversification, 
diversification.
The team’s investment decisions are based 
on the aforementioned numbers – they 
focus on exactly the same things as any 
traditional equity investor. But the use of 
quantitative techniques means that the 
team is able to consistently improve its 
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Argentina 2002
Russia 1998
Greece 2011

Thailand 1997
Egypt

Vietnam
Brazil

Hungary
Turkey

Argentina
Russia

Kazakhstan
Morocco

Indonesia
South Africa

Columbia
India

Philippines
China
Qatar

Poland
Chile

Mexico
Peru

Korea
Czech Republic

Thailand
Malaysia

Taiwan

n  Currency risks  n  Credit risks  n  Growth prospects  n  Political risks

20% 30% 40% 50% 60% 70% 80% 90%0% 10% 100%

research and put together an extremely 
broadly diversified portfolio, currently 
comprising 631 stocks.2

In addition, we perform systematic 
rebalancing, reviewing the portfolio on 
a  daily basis and making incremental 
adjustments where necessary. Experienced 
portfolio managers are responsible for 
placing trades and actively minimising 
costs. This is also the stage at which we 
incorporate our country risk model and 
hedge any unwanted active currency 
exposure. The resulting portfolio is is 70-
80% different from the benchmark 
(a  conviction rate comparable to that of 
many concentrated managers), but is also 
extremely widely diversified.

The huge breadth of exposure (in terms 
of regions, sectors, market cap, etc.) is not 
the only advantage that diversification has 
to offer. Our team invests in a portfolio of 

attractively priced or expensive the stock 
is relative to its future potential, and the 
liquidity and size of the stock. 

In addition, the team also focuses on 
country risk when constructing 
a  portfolio. For this ourpose, Schroders 
has designed its own risk-monitoring 
model at country level. Using this model, 
the following four risk elements are 
monitored: 

– Exchange risks
– Credit risks
– Growth prospects 
– Political risks

Using a range of external data inputs and 
metrics, a general risk ranking can be 
produced at country level, which helps in 
understanding the risks and avoids 

Qep country risk model rankings

Source: Schroders, 
as at 31 July 2014.

more than 600 stocks by using a proprietary 
country risk model which helps us to 
monitor and, when necessary, manage 
risks that may arise as a result of our 
fundamental process. Investors get the best 
of both worlds: participating in the team’s 
high-conviction investment ideas, but 
without the potential risks associated with 
highly concentrated portfolios.

Limiting risks
Risk management is an integral part of 
our investment process. For example, 
stock concentration risk is addressed at 
the portfolio construction stage. The 
maximum position in any one company is 
2% on purchase of the security. However, 
the fund management team may deviate 
downwards from this maximum, 
depending on the risk of the security in 
question, quality of the company, how 

2 Source: Schroders, as at 31 July 2014.
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uu exposing investors to any unnecessary 
risks as a result of the bottom-up process.

Increased risk in a country is not 
a definitive reason not to invest in stocks 
that appear attractive. In addition, we 
perform systematic rebalancing, 
reviewing the portfolio on a daily basis 
and making incremental adjustments 
where necessary. This is also the stage at 
which we incorporate our country risk 
model and hedge any unwanted active 
currency exposure. For instance, if the 
bottom-up process leads to an overweight 
in a certain market relative to the 
benchmark, my team and I, have 
the  option of fully or partially hedging 
this overweight using the appropriate 
currency should Schroders’ country risk 
model show increased risk.

Overall, the fund aims to outperform 
the MSCI Emerging Markets Index under 
many different conditions, and even when 
markets are falling. Since launch, the 
portfolio has tended to lag the benchmark 
in very strongly rising markets, but 
outperformed on average in moderate and 
downward markets. In fact, this is 

a  familiar story, even though 
outperformance in falling markets due to 
the investment process (focus on quality 
combined with a broadly diversified 
portfolio) is not one of the strategy’s 
explicit aims.

a team with experience
The QEP investment team’s experience in 
emerging markets goes back to 2004, 
when the first investments were made in 
this asset class through global strategies. 
The stand-alone strategy for emerging 
markets was launched more than two 
years ago in March 2012. Since its launch, 
assets of more than EUR 2 billion have 
been acquired with the strategy, and the 
performance target has been successfully 
beaten.3

The team is divided into three main 
functional areas: research, portfolio 
implementation and product management. 
Our research team’s role is to analyse new 
investment strategies and improve existing 
processes. The portfolio implementation 
team monitors daily management of client 
portfolios, while product management is 

responsible for providing support on client 
relationship management and marketing 
issues.

In addition, the QEP investment team 
has access to Schroders’ significant global 
resources in trading, IT, risk and 
compliance. 

3 Source: Schroders, as at 31 July 2014.
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4 Source: Schroders, as at June 2014. 5 The active share is the proportion of a portfolio that differs from the benchmark. An indexed portfolio 
identical to the benchmark would therefore have an active share of 0%, whereas a portfolio having no overlap at all with the benchmark would 
have an active share of 100%.

Share class a, uSd, acc. Share class a, eur, acc.

ISIN LU0747139391 LU0747140563

Share class launched 29 March 2012 29 March 2012

Benchmark MSCI Emerging Markets Net TR

Initial charge Up to 5% of the total subscription amount (5.26315% of the 
net asset value per share)

Ongoing charges 2.02%*

Fund manager Tim Matthews, QEP Global Equities Team

*The ongoing charges figure is based on the last year‘s expenses for the year ending May 2014 and may 
vary from year to year.

Schroder iSF Qep Global emerging Markets

reasons to invest4 investment risks

n  all-cap approach:
We maximise investment opportunities by looking beyond the index and analysing an 
investment universe of more than 4,000 stocks. Thanks to our bottom-up process, 
we can invest in the best opportunities, in terms of either value or quality. In addition, 
as we weight stocks according to their fundamentals and not their size, we can invest 
across the full spectrum of market capitalisation, from micro to mega.

n  exceptional diversification with a high active share:5

The fund is very strongly diversified and is invested in between 300 to over 600 
stocks. The resulting diversification has obvious benefits in terms of minimising stock-
specific risk, but it is also a return-enhancing feature, enabling us to gain exposure to 
many more potential return opportunities across our universe. More stocks does not 
mean compromising on conviction, and the fund’s active share is typically above 
70%. The fund therefore looks very different from the index.

n  Favourable fundamentals:
We take a blend approach, i.e. we invest on the basis of both valuations and 
business quality. We are looking to maximise our exposure to stocks that offer an 
attractive mix of both characteristics. The advantage of combining value and quality 
opportunities within a single portfolio is that while both strategies tend to outperform 
over the long term, they deliver their returns at different stages of the economic cycle. 
Investors can therefore potentially benefit from outperformance under a range of 
market conditions.

n  an extremely experienced team using high quality strategies
The QEP team has been investing in emerging markets since 2004 through the 
global value and global quality strategies. The team is extremely experienced and has 
extensive resources at its disposal. It manages over EUR 32 billion in developed and 
emerging equities.

n  The capital is not guaranteed. 

n  Investments denominated in a currency 
other than that of the share class may not 
be hedged. The market movements 
between those currencies will impact the 
share class. 

n  Investments in small companies can be 
difficult to sell quickly. This may affect the 
value of the fund and, in extreme market 
conditions, its ability to meet redemption 
requests upon demand.

n  The fund will not hedge its market risk in 
a down cycle. The fund’s performance will 
be similar to that of the markets.

n  Equity markets in emerging countries may 
be more volatile than equity markets of 
well-established economies. Investments in 
foreign currencies entail exchange risks.
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what was your first formative 
experience with money?
It’s hard to pinpoint one, to be honest, 
I  am very much a saver rather than 
a  spender, which comes, I think, from 
shepherding a small but regular sum of 
pocket money when I was younger. 
I  remember it felt particularly satisfying 
the first time I bought something after 
months of saving.

how did you fund your studies?
I’m financing them at the moment! I am 
very slowly paying back my student loan 
every month I complete at Schroders. In 
a  few more years I should be debt-free. 
I  was luckier with postgraduate studies: 
I studied part time for my Master’s degree 
and my previous employer paid for it.

do you have a professional role model?
My role models probably lie more in the 
academic realm, rather than 
the professional. Ahead of the publication 
of his book, “Why Nations Fail”, 
Daron  Acemoglu authored a number of 
papers in which he presented some clever 
econometric methods without being 
mathematically complex. The more 
simple and elegant the insight, the better. 

what’s the most absurd investment 
rule you’ve ever heard of? 
The idea that bond yields and economic 
growth must be equal; there’s really no 
reason for it to hold in emerging markets, 
and yet it persists in the hearts and minds 
of investors.

which book should every fund 
manager read?
I think a text on behavioural economics 
would prove highly useful for most people 
in finance. Either “Predictably Irrational” 
by Dan Ariely, or “Thinking, Fast and 

QueStioNS to 
CraiG BothaM

Craig Botham
emerging Markets 
economist 
(London)

–  responsible for the economics 
team and for schroders’ official 
view on the emerging markets, with 
a particular focus on the BrIC 
countries. Botham works in the 
economics team in London. his 
investment career began when he 
joined schroders in 2013.

–  Before moving to schroders, he 
worked as an economist at the uK 
Financial services authority and at 
the International Monetary Fund. 

–  he holds an Msc in economics 
from Birkbeck College, university 
of London and a Ba in economics 
from the university of Cambridge.

–  holds the Investment Management 
Certificate (IMC)
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Slow” by Daniel Kahneman would be 
good starting points. These books help 
make you aware of the inherent biases in 
an decision-making process.

what has been your most enjoyable 
experience so far at Schroders?
I don’t know about joyful, but I’ve enjoyed 
my TV appearances, after some initial 
nerves. They’ve certainly made my mother 
happy.

what has made you really angry 
recently?
Without wanting to delve into the politics 
of it all, the respective situations in 
Ukraine, Gaza and Iraq are all deeply 
disturbing. 

who would you most like to give 
a piece of your mind?
Any number of politicians related to the 
above!

what do you collect?
Hobbies and sports – I always want to try 
something new. Climbing is one of my 
passions right now.

when do you switch your mobile 
phone off?
I always have it on silent anyway, but 
I switch it off for films and flights. I don’t 
check my work phone on weekends (yet).

 who do you follow on twitter?
I don’t really tweet, but I do find the 
“Goldman Sachs Elevator” account amusing.

what is your favourite tv series?
This has changed several times since 
I  signed up to Netflix, the online TV 
streaming provider. Game of Thrones, 
Modern Family, Breaking Bad and House 
of Cards have all enjoyed a turn being 
number one.

and what makes you switch off 
straight away?
Any soap, cookery programme or 
property programme.

which are you more passionate about 
– football or rock music?
I’d say football, depending on the game. 
Fulham versus Stoke doesn’t really get the 
pulse racing.

what was the most recent game you 
went to? 
I wasn’t at the match itself, but perhaps the 
next best thing: I happened to have 
booked a trip to Munich which coincided 
with the World Cup final. Probably few 
better places to watch that game!

what luxury item would you have 
trouble giving up?
I suppose it depends on what you consider 
a luxury item, but in general I’d struggle 
without technology. Perhaps my Netflix 
subscription.

what’s worth going overdrawn for?
Beyond the life essentials of food, water, 
and rent, there isn’t much. But possibly 
the internet.

wine or beer with dinner?
It depends entirely on the meal. I usually 
order wine if I’m having alcohol with my 
food, although a burger always demands 
a beer.

what charities have you supported 
recently?
I recently started donating to Magic 
Breakfast, a charity that provides free, 
healthy breakfasts to school children in 
the UK. It’s shocking how many children 
are reportedly coming to school hungry.

where would you like to live when 
you no longer work?
I grew up in the English countryside, so 
I  imagine nostalgia will draw me back 
there. 
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jElgrEn‘S dEmogr aphic cornEr

I recently took the opportunity of a lunch break to shop in a well-known 
department store in Copenhagen. Since my childhood, I had known this as 
a rather traditional shop in which my mother, and her grandmother before 
her, would have lengthy chats with other Danish women. Back then, she 
used to be served mainly by women from Denmark. But times have 
changed, and this store has clearly undergone a remarkable transition 
over the past few decades.

Lars k. Jelgren
head of intermediary Sales, Nordic, 
today and in 30 years

how the global rise in 
prosperity is changing 
consumption in the 
travel industry

1 Source for the first 
five points: 
Economist “Have 
yuan, will travel”. As 
at September 2012.
2 Source: 
Economist “Coming 
to a beach near 
you.” As at 
April 2014.
3 Source: Boston 
Consulting Group 
“Taking Off – Travel 
and Tourism in 
China and Beyond”. 
As at March 2011.

did you know that...
…  to date, only around 1% of all Chinese people have 

ever flown in a plane?1

…  despite this, 10% of all tourists worldwide are 
Chinese?

…  there is a list approved by the Chinese government 
showing the destinations to which Chinese people 
are allowed to travel (this list has increased to 140 
countries since the start of the 1990s)?

…  only 5% of all Chinese people have a passport?
…  a Chinese person spends an average of USD 6,000 

on a trip to the US?
…  Chinese people are the world’s most “valuable” 

tourists, because they spent around USD 130 
billion on their trips in 2013 (twice as much as all 
American travellers)?2

…  every Chinese person who travels spends an 
average of around USD 1,100 in duty-free shops 
worldwide (approximately twice what Russian 
travellers spend)?3

The World Tourism Organization (UNWTO) expects 
the number of Chinese tourists worldwide to double 
by the year 2020. There is a very clear and easily 
comprehensible connection between rising income 
and increasing leisure travel. 

You only have to think back to the 1950s and 1960s, 
when northern- and central Europe discovered the 

Today, the staff consists of people of various 
nationalities explaining the advantages of 
clothes, shoes and other Danish design, to 

potential customers in their respective languages. 
Suggested by the queue at the till, fully stuffed bags 
and boxes packed ready for travel - they are clearly 
very successful at their job. Asian travellers show 
great interest in these goods and services. Similar 
phenomena can be observed on high streets around 
the world. For many years, luxury brands in particular 
have been best sellers with Asian and Arabic 
customers. At Louis Vuitton, Rolex, Bogner and 
many others, the proportion of foreign customers has 
risen to well over 60%. Often, the staff in these shops 
have the same nationality as potential customers.

However, what struck me as different in this case 
was that the goods in the department store were by no 
means luxury items – they were simply everyday 
consumer products. I was so surprised by this that 
I immediately began to carry out some more in-depth 
research, and I discovered some very interesting 
information that I would like to share with you in my 
column today. 

I will explain a few remarkable facts related to 
consumption, tourism, and travel habits, and 
associated investment ideas: 
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world of tourism. Back then, it might have been a car 
trip on our first holiday to other countries in Europe. 
Now, the rising middle class in Asia create even more 
elaborate trips to those travel habits Europe 
experienced the 1950s and 1960s. 

Given what i have said above, the fund 
management team of the Schroder iSF Global 
demographic opportunities have already 
incorporated or will consider incorporating the 
following investment ideas in the fund portfolio:

Samsonite:  The largest manufacturer of travel 
accessories in the world, with a 
market share of around 40% in 
Asia.

Safran:  The company that makes the 
world’s most successful aircraft 
engine for commercial flights of 
all time.

tripadvisor:  One of the most popular travel 
portals worldwide.

hyatt:  One of the leading hotel companies 
in the upper price segment.

China Lodging:  The leading company for hotel 
stays in the lower price segment 
in China.

The investment team also looks regularly at aviation 
companies (airlines and airports), cruise lines and 
many other stocks that have a close connection with 
the change in travel habits.

You can find these and other investment ideas in 
our Schroder iSF Global demographic 
opportunities, which has achieved an excellent 
performance of 41.1% since it was launched in 2010.4

Please feel free to contact me for more information on 
this unusual megatrend. As always, I look forward to 
receiving your comments and observations.

With all best wishes for the coming year. 

 

4 Source: 
Schroders, as at 
31 July 2014. This 
applies to share 
class A, in USD, 
acc. Fund 
launch date: 
23 November 2010.
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Japan The latest economic data from Japan 
remain below expectations. However, in our view 

these effects are likely to be only temporary, and we 
therefore remain optimistic about the longer-term 
prospects for Japan due to (slowly) changing attitudes 
to corporate governance and structural reforms.

Schroder iSF Japanese opportunities

uk We are revising our view on UK 
equities from extremely negative to 

neutral. Since the start of the year, the UK 
market has underperformed global 
equities. The recent depreciation of 
sterling is also bringing some relief to UK 
company profits, a significant proportion 
of which are generated abroad.

Schroder iSF uk equity

equities

 uS We are still convinced that 
the US market offers the best 

opportunities for earnings growth. We 
remain negative on small-cap US 
equities, because we still view these as 
too expensive compared with large caps, 
despite the recent correction. 

Schroder iSF uS Large Cap

europe (ex uk)
Although growth in the 

European market has recently 
been below-average, we are 
retaining our neutral positioning 
in view of the ECB’s quantitative 
easing policy, which is likely to 
support P/E ratios.

Schroder iSF european 
opportunities

emerging markets It seems as if the emerging markets are 
gradually starting to benefit from the upswing in developed 

markets. There has been a broad-based improvement in export 
growth in particular. This cyclical improvement could form the 
foundation for a sustained, profit-driven upward trend in the region, 
which, given the historically low valuations, would make these 
countries extremely attractive. 

Schroder iSF Qep Global emerging Markets

Market overview
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 Government bonds
We are observing that duration is at 

the lower end of our expected range. 
Although we remain convinced that there 
will be a gradual upswing in the US, 
inflation and growth figures are still below 
trend. Additional injections of money by 
the European Central Bank and Bank of 
Japan may balance out a more moderate 
tightening in the US. Geopolitical risks 
remain high. 

Schroder iSF euro Bond 

inflation Linked Bonds
We remain optimistic about US 

inflation-linked bonds. We expect the US 
Fed to continue its expansionary monetary 
policy for some time yet, which may 
possibly drive inflation expectations even 
higher. At the same time, the real yield 
curve offers an attractive carry.

Schroder iSF Global inflation Linked 
Bond

emerging market bonds
In view of the now stable but still 

very narrow spreads, we remain neutral on 
USD bonds from emerging markets. In the 
local emerging market bond universe, we 
still think the front end of the curve in 
South Africa and 10-year Korean bonds is 
attractive, due to central bank support and 
strong Asian cash flows. 

Schroder iSF emerging Markets debt 
absolute return

Corporate bonds
Although the upswing in the US is 

likely to have a positive impact on 
investment-grade corporate bonds, the 
possibility of renewed interest rate 
uncertainty could put upward pressure on 
spreads. However, there could also be 
another switch from corporate bonds to 
equities. We therefore continue to prefer 
European investment-grade corporate 
bonds. The technicals are still having a 
positive effect and benefiting from investor 
demand for fixed-income securities due to 
low government bond yields. The ECB’s 
expansionary monetary policy is also 
providing a further boost.

Schroder iSF euro Corporate Bond

high-yield bonds
Spreads on high-yield bonds have 
recovered since they widened in the 

middle of the year. Despite the recent poor 
performance, US high-yield bonds still 
look vulnerable, particularly since liquidity 
seemed to be a problem during the 
correction. We believe there is a danger 
that volatility could increase in the coming 
months, since the US is moving closer to 
interest rate normalisation and investors 
are rotating their positions. 
Europe is showing signs of weakness, 
with poor growth and low inflation. 
Europe’s more expansionary monetary 
policy is supporting the market compared 
with the US. However, we expect these 
two markets to continue to interlock 
strongly. 

Schroder iSF Global high Yield

Commodities
We maintain our neutral stance. 

This is due firstly to the risks associated 
with agricultural produce and secondly to 
the short-term effects of Chinese policy 
on sentiment.
Following the latest correction, energy 
prices have stabilised again. However, the 
supply from Saudi Arabia must decline or 
Europe must report more favourable data in 
order to bring about a change for the better.

Schroder iSF Global energy 

property
The vacancy level fell in most office 

markets in Western Europe in the first half 
of 2014. This is attributable partly to rising 
demand, particularly from large 
companies, but also to low levels of new 
construction and the conversion of office 
space that is no longer needed into flats 
and hotels. In fact, the total portfolio of 
office space fell slightly in the first half of 
the year in Amsterdam and Frankfurt. We 
assume that Berlin, Hamburg, Munich, 
Oslo and Stockholm are the frontrunners 
in this year’s increases in office rental 
prices, while Brussels, Paris CBD and 
other large German cities will catch up in 
2015/2016.
The high level of growth in international 
trade, which has gone hand in hand with 
the shift of production facilities to Asia over 
the past 20 years, seems to have slowed. 
Although we still see some opportunities in 
the logistics area around Europe’s largest 
ports and airports, we expect the largest 
area of growth to be online trade. We 
therefore prefer smaller storage areas near 
large cities with limited availability.

Schroder iSF Global property 
Securities 

Bonds alternative investments

expected performance:

Positive Neutral Negative
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emerging markets – 
coming out of the 
shadows?

Craig Botham
Emerging Markets 
Economist

keith wade
Chief Economist

“Should exposure to emerging markets be increased 
again?” this is the key question for investors in 2014. after 
the rollercoaster ride of recent years, many investors, 
having had their fingers burned enough already, have 
abandoned overly high levels of investment in the 
previously promising emerging markets. Now, however, 
interest is returning – and rightly so. is it true that the 
emerging markets are coming out of the shadows?
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uuhow did the global financial crisis 
reach emerging markets?
For a while it looked as if the emerging 
markets (EM) would withstand the global 
financial crisis. After the initial shock in 
2008, growth bounced back in the next 
few years and was close to pre-crisis levels 
in 2011, a more robust outcome than in 
the advanced economies. At the time it 
was not difficult to see why, as emerging 
economies seemed to be free of the drags 
affecting their more advanced 
counterparts. Their banking systems were 
on a solid footing, well capitalised with a 
strong deposit base and not infected with 
sub-prime mortgage debt. In addition, 
many countries had spent the previous 
decade building foreign exchange reserves 
and strengthening external accounts – 
a response to the 1997-1998 crisis which 
had afflicted Asia and the wider emerging 
market universe. 

The return of growth in industrial 
countries combined with ultra-loose 
monetary policy in the US and Europe to 
ultimately draw capital into EM, and the 
flow turned into a torrent in 2010. 
Investors in the West became desperate 
for income as cash and bond yields in 
industrialised countries fell to historic 
lows. The search for yield took them into 
EM, where growth and monetary policy 
appeared to have decoupled from the 
advanced world.

However, by 2012 EM growth had 
begun to fade and it became clear that 
emerging economies had not decoupled 
from the West. The strong rebound was 
attributed to stimulus policies by the EM 
authorities. For example, China 
implemented a massive fiscal boost 
funded by the banking system which took 
fixed investment as a share of GDP to 
almost 50%, an unprecedented level. Yet 

as this faded and exports failed to pick up, 
growth slowed. In turn, weak growth in 
China put downward pressure on 
commodity prices and hit other EM 
economies, particularly those in Latin 
America.

The turning point came last summer 
when Ben Bernanke, the Chair of the Fed, 
signalled that quantitative easing would 
not last forever, thus triggering a rise in 
US Treasury yields and a reappraisal of 
the search for yield in more risky markets 
such as high yield and EM debt. Capital 
flows began to reverse, EM currencies fell 
sharply, and it started to look like 1997-
1998 all over again. Investors who were 
only in EM began to pick up yield and 
started heading back home, often to US 
Treasuries and bonds.

From this perspective, the global 
financial crisis, which began with the sub-
prime crisis in the US, had found its way 
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uu to EM. En route it stopped off in the 
eurozone, where the peripheral countries 
faced meltdown and potential exit from 
the single currency. Although no two 
crises are the same, the crisis typically 
started with a surge in investment, 
creating a bubble in which subsequently 
burst as credit conditions tightened. In the 
current episode, this has played out in US 
mortgage-backed securities, peripheral 
eurozone sovereign debt and EM debt. 

However, as we have seen in the US and 
Europe, a combination of economic 
recovery and policy action has enabled 
equity markets to improve and, in the case 
of the S&P 500, move to new highs. The 
question for investors today is whether 
EM equity markets can follow this path, or 
if the investment story is now over. What 
are the indicators that may signal a positive 
turning point in EM? It is necessary to 
look at the macro level, because if we turn 
to factors such as valuation and sentiment 
data, it is clear that these are not great tools 
for timing a turning point: markets can 

remain under- or overvalued for 
a considerable period, or as the economist 
John Maynard Keynes rightly observed; 
“Markets can remain irrational for longer 
than you can remain solvent.” 

Macro signals
The first macro signal would be a recovery 
in EM growth. One indictor to look at 
would be the Purchasing Managers 
Indices (PMIs), which provide a consistent 
basis of comparison. These currently show 
that the major EM economies continue to 
struggle to match their developed market 
counterparts (Figure 2).

In addition, we focus on export growth. 
Although in the long run we believe that 
the EM economies need to re-orientate 
their economies towards domestic rather 
than external demand, exports are, and 
will remain, an important source of 
growth. At this stage, like the PMI indices, 
EM exports have yet to show a clear sign 
of pick up.

tail risks 
In addition to concerns about the near-
term indicators, investors are also focused 
on the downside tail risks. One concern is 
China, where the legacy of the stimulus 
programme has been an increase in non-
performing loans in the banking and 
shadow-banking systems. Like the US and 
Europe, parts of the Chinese economy 
need to de-leverage. The concern is that 
the authorities will lose control of the 
process, resulting in a sharp contraction 
of credit and a hard landing. At one stage 
it looked as though the government would 
be relatively aggressive in restructuring, 
given its desire to bring market forces into 
the financial sector. However, after 
allowing a few defaults it now seems to 
have backed off and is going for a more 
extended and gradual adjustment process. 
Greater clarity and evidence that the 
system is robust enough to withstand 
restructuring is needed for these tail risks 
to fade. From a market perspective this is 
key, as investors will recall that it was the 

PMI Index

 Developed   BRICs

Figure 2: decoupling – eM fail to track dM upswing

Source: Purchasing Managers’ Institute, Schroders, as at 5 May 2014.
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uureduction in tail risks which triggered the 
rally in eurozone assets ahead of the 
economic recovery. 

The second concern and recently 
a major source of capital outflows has been 
the strained situation between Russia and 
Ukraine. Going beyond China and Russia, 
there are a set of country problems which 
focus on the “Fragile Five” (India, 
Indonesia, South Africa, Turkey and 
Brazil) and the macro adjustment process. 

the current situation in eM
Investor concerns around EM seem to 
have focused on a handful of metrics. The 
problem for EM in many cases has been 
the build-up of large current account 
deficits, often through consumption fed 
by credit expansion. A second and related 
issue is the countries’ total exposure to 
overseas financing, particularly in the 
short term. Longer-term financing is 
likely to be less of an issue. But debt due 
within 12 months harbours refinancing 
risk in a tightening environment. A good 

measure for this purpose is the gross 
external financing requirement (GEFR), 
the sum of any current account deficit and 
all short-term (less than 12-month 
maturity) foreign debt. A comparison of 
this figure with a country’s foreign 
exchange reserves and GDP indicates, 
respectively, shows its gross external 
financing requirement (Figure 3).

A third problem is a fiscal deficit, which 
indicates that a government’s expenditure 
exceeds its income. Large deficits imply 
a growing debt stock, and as with a large 
current account deficit, can lead to worries 
about the country’s ability to repay its 
debts. In the case of fiscal deficits, this can 
impact sovereign credit ratings and raise 
concerns over higher future taxation, 
dissuading investment flows. This can 
interact with, and worsen, the capital 
account, making it harder to finance the 
current account deficit: countries flagged 
by these metrics need to adjust. But in 
macro terms what will this look like? 
What does economic theory tell us?

what does economic theory tell 
us? the adjustment process for 
current account deficit countries
The theoretical adjustment is through 
a  weaker currency. A current account 
deficit reflects that the country is 
borrowing from abroad, in effect selling 
the domestic currency to obtain foreign 
funds. This exerts a depreciation pressure 
on the currency. As the currency weakens, 
imports become more expensive and 
exports become cheaper, and more 
competitive, which improves the trade 
balance and hence the current account. 
This sounds simple, but in reality 
countries seem able to run persistent 
current account deficits even as their 
currencies weaken, as indeed many EM 
economies have done. To reduce the 
deficit, it seems some trigger event is also 
needed, such that foreign creditors 
become less willing to provide financing, 
and the economy is forced to adjust. 
Tapering by the US Fed seems to have 
been the trigger this time.
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2012 trade 
openness 
(foreign trade 
as % of Gdp)

Credit growth 
(3mma as at 
Jan. 2014, %)

Credit growth 
acceleration, 
year-year, 
ppts

wage growth 
(3mma, latest 
available, %)

wage growth 
acceleration, 
year-year, 
ppts

Change in 
reer since 
May 2013 (%)

average 
forecast 
change in 
Gdp growth 
of trade 
partners, 2014 
vs 2013 (trade 
weighted, 
ppts)

Change in 
gross FX 
reserves 
since May 
2013 (%)

overall rank

Turkey n  49.7 n  33.9 n  16.1 n  16.3 n  2.3 n –14.2 n  0.4 n  –1.9 n

Peru n  39.3 n  17.0 n  4.1 n  6.9 n  3.2 n  –3.4 n  0.3 n  –2.7 n

Poland n  77.3 n  3.6 n  2.3 n  4.8 n  2.7 n  2.7 n  1.0 n  –6.7 n

Thailand n 136.5 n  12.2 n  –6.5 n  7.3 n  –1.5 n  –7.8 n  0.2 n  –4.5 n

Brazil n  29.0 n  14.0 n  –1.0 n  3.0 n  –0.2 n  –9.3 n  0.2 n  –2.8 n

Chile n  68.3 n  13.8 n  –0.5 n  5.8 n  –0.3 n –11.0 n  0.2 n  2.0 n

India n  36.9 n  14.7 n  0.2 n  –2.9 n  –6.9 n  –9.3 n  0.3 n  13.7 n

Indonesia n  59.8 n  20.6 n  –2.0 n  12.4 n  –7.6 n –13.0 n  0.2 n  –2.4 n

Columbia n  35.9 n  13.1 n  –0.2 n  1.7 n  –1.5 n  –9.9 n  0.4 n  8.7 n

Mexico n  53.9 n  10.1 n  –2.1 n  3.8 n  –0.5 n  –5.0 n  0.9 n  11.5 n

South Africa n  53.1 n  7.1 n  –0.5 n  4.3 n  –3.8 n –12.6 n  0.0 n  10.0 n

uu The adjustment will not be painless. For 
one, a weaker currency implies increased 
inflation. We have seen evidence of this in 
many EM economies, though the degree 
of exchange rate pass-through (the extent 
to which a depreciation of the currency 
feeds through to higher inflation) varies 
from country to country. Given the move 
towards inflation targeting by EM central 
banks in the past decade, this implies 
interest rate increases will follow. All 
Fragile Five countries have now induced 
rate increases in response to currency 
weakness and persistently high inflation. 
The concern now is the impact this has on 
economic activity and debt service costs. 
Higher interest rates will likely reduce 
consumption and investment, and 
incomes will also be hit by the increased 
cost of servicing existing debt. Indebted 
households and corporates could be 
pushed to pay off debt rather than 
consuming or investing more to support 
growth. There is also a risk that rate hikes 
overstretch already strained corporates, 

resulting in a wave of defaults and 
endangering the financial sector. Export 
growth is unlikely to offset this except in 
smaller, very open economies. 

theory meets reality: 
implications for eM
How might a provisional “roadmap for 
recovery” in EM look?

The most rapid adjustment, in terms of 
reducing the current account deficit, will 
be in EM economies that are:

–  open (trade is a large share of GDP so 
an export recovery has a bigger impact)

–  undergoing deleveraging
–  undertaking adjustment of unit labour 

costs and improving their 
competitiveness

–  exporting to fast-growing partners
–  allowing their currency to adjust

Some of these measures, however, imply a 
degree of pain to be endured: deleveraging, 
unit labour cost adjustment (i.e. real wage 

decreases) and currency adjustment all 
bear economic costs that will complicate 
the economic trajectory. The fewer of 
these paths to adjustment are available, 
the heavier will be the reliance on the 
remainder. That is, very closed economies 
determined to defend their currency 
could face more painful deleveraging and 
adjustments in unit loan costs; what we 
might call the “Greek route”.

Splitting EM into open deficit countries 
and closed deficit countries is not simple, 
as there is not really a level at which a 
country is defined as “closed” or “open”; it 
is a sliding scale rather than a binary state. 
The greater the share of trade (imports 
and exports) in GDP, the more open is an 
economy. In our sample (Table 1), Brazil is 
the most closed economy and Thailand 
the most open. 

who will adjust fastest? 
While we do not have a model to predict 
adjustment speed, we can make an 
educated guess how the deficit economies 

Data is sorted by quartile.

n  First quartile
n  Second quartile
n  Third quartile
n  Fourth quartile

Source: Thomson Datastream, Bloomberg, 
IMF, Schroders, as at 14 April 2014.
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2012 trade 
openness 
(foreign trade 
as % of Gdp)

Credit growth 
(3mma as at 
Jan. 2014, %)

Credit growth 
acceleration, 
year-year, 
ppts

wage growth 
(3mma, latest 
available, %)

wage growth 
acceleration, 
year-year, 
ppts

Change in 
reer since 
May 2013 (%)

average 
forecast 
change in 
Gdp growth 
of trade 
partners, 2014 
vs 2013 (trade 
weighted, 
ppts)

Change in 
gross FX 
reserves 
since May 
2013 (%)

overall rank

Turkey n  49.7 n  33.9 n  16.1 n  16.3 n  2.3 n –14.2 n  0.4 n  –1.9 n

Peru n  39.3 n  17.0 n  4.1 n  6.9 n  3.2 n  –3.4 n  0.3 n  –2.7 n

Poland n  77.3 n  3.6 n  2.3 n  4.8 n  2.7 n  2.7 n  1.0 n  –6.7 n

Thailand n 136.5 n  12.2 n  –6.5 n  7.3 n  –1.5 n  –7.8 n  0.2 n  –4.5 n

Brazil n  29.0 n  14.0 n  –1.0 n  3.0 n  –0.2 n  –9.3 n  0.2 n  –2.8 n

Chile n  68.3 n  13.8 n  –0.5 n  5.8 n  –0.3 n –11.0 n  0.2 n  2.0 n

India n  36.9 n  14.7 n  0.2 n  –2.9 n  –6.9 n  –9.3 n  0.3 n  13.7 n

Indonesia n  59.8 n  20.6 n  –2.0 n  12.4 n  –7.6 n –13.0 n  0.2 n  –2.4 n

Columbia n  35.9 n  13.1 n  –0.2 n  1.7 n  –1.5 n  –9.9 n  0.4 n  8.7 n

Mexico n  53.9 n  10.1 n  –2.1 n  3.8 n  –0.5 n  –5.0 n  0.9 n  11.5 n

South Africa n  53.1 n  7.1 n  –0.5 n  4.3 n  –3.8 n –12.6 n  0.0 n  10.0 n

uuwill fare on a relative basis. Table 1 
examines the criteria laid out above for 
the EM countries with a current account 
deficit. Overall, countries towards the 
bottom of the table, particularly those in 
dark blue, should see a more rapid current 
account deficit improvement and pick-up 
in market sentiment. Essentially, they are 
further along the adjustment path than 
those higher up the table and should 
return to growth sooner. This should not, 
however, be seen as a signal that they have 
no problems; we are attempting to 
measure current account adjustment, not 
overall macroeconomic health.

One particularly surprising result is the 
good position of South Africa, given its 
membership of the Fragile Five and the 
fact that it has not made the same external 
macroeconomic adjustments as already 
seen in India, for example. South Africa’s 
dark blue ranking reflects its relatively 
slow credit growth, contracting wage 
growth, expansion of reserves and the 
depreciation of its currency. These factors 

will limit domestic demand, particularly 
for imports, and improve the 
competitiveness of their exports; the 
current account should benefit as a result. 
At the opposite end of the scale, also in the 
Fragile Five, is Turkey. Here it seems that 
adjustment has barely begun. Recent 
aggressive rate hikes have yet to fully feed 
through and the pain of deleveraging lies 
ahead. Again, as with South Africa, we 
also have political risk adding to the mix.

where now?
Combining the table above with the 
present current account position of the 
deficit countries, we can make a few 
guesses about what happens next.

Smaller deficits exert less rebalancing 
pressure. Of the Fragile Five, India looks 
like it should almost be completed. 
Coupled with a relatively favourable 
position in Table 1, it appears that the 
Indian economy could soon be moving 
into an upswing. The remaining 
adjustment is obviously much larger in 

Turkey, Peru and South Africa. The first 
two are also flagged up in orange in Table 
1. In other words, they have lots of 
adjustment to do and have barely begun. 
Both seem likely to face strong 
deleveraging and real rebalancing (i.e. 
wage cuts and/or increases in 
unemployment, weaker consumption and 
investment) and sustained foreign 
exchange pressure. Trade does offer 
a  slight release valve but we would still 
expect a marked growth slowdown. It 
seems likely that import contraction will 
play a large role in the adjustment story, 
since the only limited upswing in trade 
partner growth reduces the scope for an 
export-led move.

Note, however, that a large current 
account deficit does not automatically 
imply a large depreciation is still needed. 
We have seen considerable moves in the 
South African rand and Turkish lira 
already. Typically there is a lag before 
a  weaker currency helps reduce the 
current account deficit. In the interim it 

table 1: Likely adjustment speed
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uu can even increase it – a phenomenon 
known as the “J-curve” effect. Still, 
depreciation pressures will remain until 
current account deficits are reduced, as 
will inflationary pressures. A result of this 
is that monetary policy will have to 
remain tight until the current account 
deficit is reduced.

key takeaways: 
the adjustment process
In brief, we need to see a strong net export 
recovery. Where this cannot happen via 
exports, it must happen through 
a  domestic slowdown and import 
contraction. Until the adjustment is 
completed and the currency is safe, 
monetary policy must remain tight. A 
domestic slowdown will involve real wage 
and price adjustment (as in Greece, in the 
worst case) and deleveraging, particularly 
in economies where credit growth is still 

roaring along. The degree of domestic 
adjustment required will vary somewhat 
according to a country’s degree of trade 
openness.

open vs closed deficit economies
With recourse to trade as both a growth 
stimulus and source of foreign exchange 
inflows, open countries will be better 
positioned to avoid the more painful side 
effects of adjustment. This is not to say 
there will be no pain, only that the extent 
will be less than in closed deficit 
economies, who will likely face a more 
painful adjustment process. It need not be 
as bad as in peripheral Europe; currency 
adjustment can take some of the strain. 

Overall, we believe that EM will recover, 
some more quickly than others. Although 
the clouds have not yet completely cleared 
and it will doubtless still take a while for 

that to happen, the shadows are no longer 
quite as dark. And with a targeted selection 
of experienced fund managers in these 
markets, it is certainly possible to start 
taking some first steps back into EM. 
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the hidden risks of going passive

disaffection with underperforming fund managers can push institutional 
investors towards ’passive’ management of their assets. one of the many 
reasons for doing this is the fact that average returns from active 
management may not cover the higher costs it requires.
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While this may be true in 
a  narrow sense, we think it 
would be a mistake to believe 

that going passive is a low risk route to 
success. In this article we consider the 
risks of adopting passive approaches. The 
main findings are the following:

–  Performance differences between 
portfolios are the result of asset 
allocation and active stock selection.

–  Passive indices can contain unwanted 
tendencies and hidden concentration 
risks. Investors are thus exposed to 
greater systemic risk.

–  Active management is required to 
ensure that capital is allocated efficiently 
within markets. 

–  Certain types of active managers can be 
found that outperform passive indices 
over the long term, often those with 
high “active share”. 

asset allocation is key
First and foremost, it is important to 
remember that one of the biggest decisions 
any investor makes is how they allocate 
their assets. Figure 1 below shows that the 
asset allocation decision is more important 
than the decision to go active or passive. 
A  number of academic studies have 
confirmed that the decision on how to 

divide assets between the various 
underlying classes can make a big 
difference to a portfolio’s performance.

Whether and how much to allocate to 
different asset classes is therefore a 
decision of paramount importance. This is 
inevitably an active choice – it is not 
possible to make a passive asset allocation 
decision. Therefore, active investment 
managers cannot avoid making decision 
about which broad categories of assets to 
use: equities, bonds, property, alternatives, 
etc. Once that question has been answered, 
the investor needs to make a decision 
whether to use active or passive 
management to gain access to the assets 
they have chosen.

unwanted valuation changes 
Using passive indices to invest definitely 
brings advantages, such as diversification, 
transparency and low costs, but passive 
strategies also carry their own risks. For 
example, equity indices tend to weight 
stocks by market capitalisation, so larger 
companies normally dominate. At the end 
of April 2014, three-quarters of the total 
value of the MSCI World Index – a 
benchmark widely followed by passive 
investors – was accounted for by large cap 
stocks valued at more than $20 billion. 
It may seem intuitively correct to weight 
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Figure 2: the tendency to focus on market cap can 
affect returns

Figure 3: Going for value and/or quality can bear fruit 
when investing

Source: MSCI Barra, Schroders. Both indices in US dollars, net income 
reinvested, as at 28 February 2014.
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uu stocks this way, but the approach has 
several problems. Firstly, investors are 
putting their money on yesterday’s 
winners. These are the larger companies 
that have done well in the past but may 
now be more likely to underperform. This 
effect can be clearly seen when comparing 
a market cap-weighted index like the 
MSCI World with an index where the 
approach is not used, e.g. the MSCI World 
Equally Weighted Index. As Figure 2 
shows, the market cap-weighted index is 
clearly the poorer performer.

The problem is that market cap 
weighted indices can force investors to 
buy stocks with expensive valuations and 
sell cheap ones, in other words, buy high 
and sell low. This is contrary to many 
popular investment strategies, such as 
those used by the celebrated investors 
Benjamin  Graham and Warren Buffett. 
Their approach has been to buy low-
valued stocks, on measures such as the 
price earnings ratio, and sell high.

As well as tending to favour highly 
valued and expensive stocks, indices can 
be biased towards stocks that are judged 
low quality. Both types – the highly valued 
and the poor quality – are likely to hurt 
returns over the long term. By contrast, 
low value or high quality stocks, often 
outperform traditional benchmarks 
(Figure 3). 

Limited choice and concentration 
risk
A further problem for passive investors is 
the lack of choice that results from an 
index-oriented strategy. For instance, the 
MSCI World Index currently consists of 
around 1,600 equities. However, we would 
argue that the universe of global stocks 
with sufficient liquidity to allow efficient 
access by investors comes to more than 
15,000 stocks. In addition, as already 
mentioned, index-oriented investors 
further narrow their options by their 
tendency to go for large companies. 
Beyond the indices is a huge range of mid 

caps, small caps and micro caps that have 
demonstrably outperformed large caps 
over the long term.

Some market environments can 
reinforce these inherent trends, when 
traditional market cap-weighted indices 
become even more concentrated. In 
February 1989, when the Japanese market 
was in a bubble, the country’s stocks 
accounted for 44% of the MSCI World. In 
February 2000, technology and telecoms 
stocks made up over 35% of that same 
global index. In both cases, those two 
parts of the market – Japanese stocks and 
the technology and telecoms sector – 
underperformed badly in the next period.

This concentration risk still exists. At 
the end of February 2014, the top ten 
securities accounted for just over 9% of 
the value of MSCI World Index, despite 
representing less than 1% of the number 
of stocks in the index. In other words, 
buying an index fund involves 
a  considerable concentration risk. Also, 
three of the four largest companies are in 



Figure 4: the MSCi world index is vulnerable to underperformance by the top five stocks...

Source: MSCI Barra, Bloomberg, Schroders, as at 6 June 2014.
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the IT sector: Apple, Google and 
Microsoft. Google has underperformed 
sharply since February, dragging down 
the performance of the entire market cap-
weighted index (Figure 4).  Technology 
and telecoms stocks have the potential 
to underperform abruptly if they cannot 
handle new developments in their 
respective markets. 

Systemic risk
Even more problematic for passive 
investors is the unintended systemic risk 
this approach can bring. This is because of 
what is known as the price-setting process, 
i.e. the way the market determines the 
price for a particular security. An active 
manager who receives positive 
information about a security is highly 
likely to buy it. This pushes the price up. 
Equally, a manager who learns something 
negative about a stock will probably help 
to push the price down. So active 
managers can also be seen as “price 
setters”. Passive managers, on the other 
hand, are unable to select good over bad, 
or the wheat from the chaff. They are 
forced to buy all the stocks in an index, 
regardless of what they think about their 
value or quality. They are therefore often 
referred to as “price takers”.

Having to take a price can have undesired 
consequences. Fidelity Investments 
estimates that assets invested in passive 
equity funds and exchange-traded funds 
(ETFs) have risen hugely since 1995. 
Between 1995 and 2011, holdings of US 
equity index funds rose from 4% to 27% of 
total fund assets. Over the same period, 
the average stock correlation (the 
tendency for stock prices to move 
together) went up from 24% to 42%, as 
shown in the first chart in Figure 5. The 
second chart in Figure 5 shows that in 
parallel, US equity market volatility also 
rose sharply. The implication is that 
passive funds may have contributed to 
these effects by simultaneously buying 
and selling the same stocks in the index.

International markets have become 
increasingly synchronised in recent years. 
Companies are getting more global and 
their stock prices are moving closer and 
closer into line with each other. An index 
in a region that has become more volatile 
is more likely to fall at the same time as an 
index in another region. Investors opting 
for large cap tracker funds, to avoid the 
idiosyncratic risk of smaller companies, 
may simply have replaced it with an even 
larger systemic risk. 
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1 “Active Share and Mutual Fund 
Performance”, Antti Petajisto, Financial 
Analysts Journal 2013, Volume 69, Number 4.

The index stocks to which they are exposed 
are more likely to fall in value at the same 
time, and in greater magnitude, than those 
held by active managers who do not 
hold  index positions. For example, the 
Shiller price/earnings ratio for US equities, 
a measure of long-term value, is currently 
above its historic average, while the yield 
on US Treasuries is below (Figure 6). These 
valuations could unwind in the medium 
term, which would affect the returns for 
passive investors buying now. 

An active manager, on the other hand, 
is able to freely pick stocks in the market 
can still find pockets of value and, at the 
same time, avoid regions and securities 
that look expensive. One way of creating 
profit would be to underweight the US 
and overweight cheaper regions. 

This is the advantage of being free to 
look all round the world for markets with 
large numbers of stocks with exceptional 
performance. The left-hand chart in 
Figure 7 shows that at the end of April 
2014, 69% of all stocks in Japan had 
outperformed year-to-date. In the 
previous year it was only 43%. The US 

market, on the right, saw the opposite for 
two years. A passive global manager 
would have been forced to buy both 
markets indiscriminately, but an active 
manager had a great opportunity to add 
value from good stock selection in Japan. 
Where permitted, some US stocks could 
also have been underweighted. 

the importance of the active 
portion
In spite of the obvious shortcomings, 
investors may nevertheless be interested 
in passive management if they do not have 
the resources to look for an active manager 
able to generate long-term 
outperformance. There have been studies 
over the years casting doubt on the ability 
of active managers to do this. A recent 
paperwritten by Antti Petajisto1  while a 
finance professor at the NYU Stern School 
of Business concluded that active US 
equity managers are, on average, entirely 
capable of outperforming the index. 
However, this outperformance is 
frequently eroded by fees and transaction 
costs. 
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Figure 6: equities and bonds looks expensive on long-term measures

Figure 7: performance opportunities in global markets are constantly changing:
net percentage of stocks outperforming/underperforming regional MSCi indices

Source: Robert Shiller’s Online Data http://www.econ.yale.edu/~shiller/data.htm, Schroders, December 2013.

 Shiller PE   Long-term average  US Treasuries   Long-term average

Shiller pe for uS equities compared to long-term average Yield on uS treasuries compared to long-term average

Source: Schroders, as at 30 April 2014. Percentage of global stocks in QEP Mega to Small universe that outperform the regional MSCI indices

Japan: North america

Interestingly, there is one manager type 
highly likely to outperform even after 
these costs are deducted: stock pickers 
with portfolios that deviate significantly 
from the index. In other words, managers 
with a high active share.

What made this outperformance all the 
more remarkable was the fact that the US 
equity market is regarded as one of the 

most efficient in the world and the hardest 
to beat. Figure 8 shows gross and net 
outperformance generated by different 
types of managers over a 20-year period. 
Managers with the option to move 
substantially away from the benchmark 
tended to do better, with the stock picker 
group outperforming significantly in both 
net and gross terms.

This group took positions that deviated 
sharply from the benchmark. 
Nevertheless, their risk against the 
benchmark was lower than for 
the  concentrated manager group. The 
paper therefore backs up the arguments 
supporting active management over the 
long term.
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Figure 8: Not all active managers are the same:
excess returns of various types of uS equity managers versus the index, 1990-2009

Source: “Active Share and Mutual Fund 
Performance”, Antti Petajisto, July 2013 
(http://www.petajisto.net). The chart 
shows annualised weighting-adjusted 
performance of US equity funds, 
excluding index and sector funds and 
funds with less than USD 10 million.
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Summary
It is clearly hard to avoid making active decisions when setting an 
investment strategy. There can be reasons for going passive, but 
it is important to be aware that this involves unforeseen risks. 
These include unwanted stock concentration, systemic risk and 
overpriced buys. 

Active management is not perfect, but it can help with some of 
these problems. It can also have a big impact on returns. Some 
active managers have demonstrated an ability to generate above-
average returns over the long term. These are managers exhibit a 
high active share.

Whatever decisions they finally take,  investors need to understand 
the issues  raised in this paper and to have considered them 
thoroughly. Only then can they be satisfied that theyhave chosen the 
best options for their needs and circumstances. 

Special FeatureS
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By the time hostilities ended in 1945, the war 
had cost the UK two-thirds of its foreign trade 
volume and resulted in three times its initial 

level of sovereign debt. The UK was dependent on 
financial assistance from the Americans, and its 
currency was steadily losing value. A return to its 
previous role as a global power was impossible both 
economically and politically. Many of the  British 
colonies were demanding independence, while 
previously socially disadvantaged classes also began 
to assert their rights. Domestically, the post-war 
government needed to focus on improving their 
standard of living and restoring their economies to 
restore international competitiveness. The state 
attempted to prevent economic crises through 
economic policy, by managing prices and wages 
through appropriate rules, in order to control the 
economy and restore it to its former glory. 

J. Henry Schroder & Co. had to fight hard for 
Schroders’ survival in the first few years after the war. 
Fortunately, unlike many other banks in London it 
had a “sister bank” in New York, Schrobanco. This 
sister company had sufficient capital and was one of 
the leading banks in dollar-based international 
trading. Helmut Schroder’s post-war strategy was for 
Schrobanco to focus more strongly on expanding 
international banking business while the London 
company concentrated on getting back on its feet. 
This was a massive challenge, since after the war the 
company was in principle almost bancrupt. The 
workforce had been reduced to around 100, with only 
GBP 261,000 of loans outstanding in its books – the 
lowest level since 1850 – and the partners had just 
GBP 778,000 invested in the bank, most of which was 
tied up in illiquid real estate investments.

One of the key aspects of J. Henry Schroder & Co.’s 
battle for survival was the tight-knit solidarity 
between the partners and their united approach to all 

the issues facing the bank. Helmut Schroder, the 
company’s senior partner, got severe problems with 
his health and suffered from depression after the war 
– the stress of keeping the company going had made 
him seriously ill. As a result, he ceased to play a truly 
active role during this time, leaving many of the 
decisions to his partners. Henry Tiarks, who had 
acted as Helmut’s deputy since October 1944, played 
a particularly key role during this period. He managed 
important relationships with existing and new clients 
whilst serving as a director on the boards of 
companies such as Antofagasta Railway, Pressed Steel, 
Joseph Lucas and Securicor, and was a director of the 
Bank of London.

Three new partners were appointed shortly after the 
war: Toby Caulfeild, 43, who had been with J. Henry 
Schroder & Co. since 1924, was promoted after leaving 
the War Office, assuming responsibility for Latin 
America; Alexander Abel Smith, 42; and 
Lord  Strathallan, 39, who both joined J. Henry 
Schroder & Co. in 1946 and had extensive experience 
of the investment business. In October 1948 after 
Helmut Schroder’s health deteriorated to the point 
where he was no longer able to remain in the role, 
Lord Strathallan, who would later become Earl of Perth, 
took over as managing director for the next ten years. 
In the years that followed, a number of further 
appointments and promotions of experienced staff 
helped secure the future of J. Henry Schroder & Co. 

By the time hostilities ended in 1945, the war had cost 
the uk two-thirds of its foreign trade volume and 
resulted in three times its initial level of sovereign debt. 
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From the uk 

If Buckingham Palace could speak, it 
would undoubtedly have a lot of 
stories to tell. The first building on the 

site where Buckingham Palace now stands 
was called the Goring House and was built 
by George Goring, the 1st Earl of Norwich, 
around 1633. However, the building that 
today forms the core of the palace was 
built in 1703 by John Sheffield, the 1st 
Duke of Buckingham and Normanby, and 
was known as the Buckingham House. It 
was originally just a large but ordinary 
upper-class townhouse, not knowing that 
it would one day become one of the 
world’s best known addresses. 

Buckingham House changed hands in 
1761 when King George III purchased the 
townhouse as a private residence for his 
wife, Queen Charlotte. Over the next 75 
years, the once comparatively small house 
was gradually expanded and soon became 

known as The Queen’s House. However, 
things changed when King George III’s 
extravagant son George IV took over the 
house. He had grand plans to transform it 
into a palace. The project had an extremely 
high cost and took much longer than 
expected, resulting in a  neo-classical 
building faced with Bath stone. 

 In the end, the work was completed by 
George IV’s younger brother, William IV, 
but he never lived there. The palace 
became the official residence of the British 
monarchy in 1837 when Queen Victoria, 
who was very popular with her people, 
became the first monarch to move into the 
palace. The palace was too small for her, 
however, so a new wing, the East Front, 
was rapidly built. Ever since, Buckingham 
Palace in London has been the official 
administrative headquarters of Britain’s 
kings and queens. 

Buckingham Palace in London 

is the official residence of 

Queen Elizabeth II of Britain. 

The palace is both her home 

and her place of work. This may 

go some way in explaining the 

vast number – more than 700 – 

of rooms, which almost 

demand a game of hide and 

seek. For a long time the palace 

was reserved for selected 

guests. This all changed on 

7 August 1993, when some of 

the rooms were opened up to 

the public. The Queen’s private 

apartments remain off-limits, 

however.

Buckingham palace – 
how the Queen lives

a travel through history
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at home with the Queen
Buckingham Palace has more than 700 
rooms spread over three floors. Its main 
rooms are located behind the west-facing 
garden façade at the rear of the palace. The 
palace has its own post office, cinema, 
swimming pool, nuclear bunker and 40-
acre garden. One famous feature is the 
East Front balcony, from which the royal 
family waves to the crowds on special 
occasions. 

The palace is home to the Queen and 
her family, but it is also an office building 
and the location for royal ceremonies, 
state visits and official events. The Queen 
also has her own official flag, the Royal 
Standard, which flies from the palace 
whenever the Queen is in residence, so 
people always know whether she is at 
home.

what can visitors see?
Since 1993 visitors have been able to view 
19 luxuriously furnished State Rooms. 
This is where the Queen and members of 
the royal family normally receive their 
guests. For that reason, the rooms can 
only be viewed for eight weeks a year – 
from August to September – when the 
Queen is away in Scotland. In addition to 
exquisite pieces of furniture from the UK 
and France, there are also countless works 
from the Royal Collection, such as 
paintings by Rembrandt and Rubens. 

Between March and October, tourists 
can also visit the nearby Royal Mews, with 
its magnificent horse-drawn carriages, 
including the famous Gold State Coach. 
Even the Queen’s private garden is now 
open to the public at certain times of the 
year. And should the doors be locked 

because the Queen is in residence, there is 
always the traditional Changing of the 
Guard in front of the palace to look 
forward to. It takes place daily between 
April and July and every other day 
between August and March, conditional 
on the weather.  
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“ We dynamically manage our portfolios over the economic cycle, to balance 
opportunity and risk. Our clients prefer outcome-oriented rather than 
benchmark-oriented solutions: every investment has to earn its place either 
by increasing returns or by reducing risk. Combined with our capabilities in 
LDI, Schroders can provide integrated Asset Liability Management solutions 
to meet our clients’ specific needs.” 

Nicolaas Marais  
Head of Multi-Asset Investments and Portfolio Solutions

www.schroders.com/multi-asset

Globally we have over 100 professionals in our Multi-Asset 
Investments and Portfolio Solutions team, managing over 
€76 billion* for clients worldwide. We invest in a wide range 
of traditional and alternative asset classes – including 
specialist areas such as private equity, hedge funds and 
infrastructure – and allocate to the best internal and external 
managers for each strategy.

Our state-of-the-art systems and structuring techniques help 
us to reduce the unrewarded risks from both your liabilities 
and assets. 

With unrivalled experience and a proven investment process, 
we are at the forefront of multi-asset investing.

Award winning Multi-Asset Team
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