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Editorial

talking about “Go digital” 
and “Big data”

It vibrates and makes various sounds – any time, anywhere. 

It’s the mobile phone. As soon as it gets our attention, we drop 

everything and switch our focus to the latest news, the newest 

tweet or instant messages. There’s nothing new about the 

digital world and hasn’t been for a long time – it’s the one we 

live in. And this “brave” new world has its dark side, as you’ll 

find out in our review of the high-frequency trading thriller 

“Flash Boys”. 

Sales, PR and marketing specialists in every industry know 

that, quite simply, without a digital presence, nothing works 

any more. What’s even more important, though, is that this is 

where businesses meet their clients – the ones they’ve already 

got and the ones they hope to win. In the financial sector, the 

way ahead is clearly mapped out: new generations of clients 

find out about suitable investment products online; quick and 

flexible.

On the Schroders website, we already offer an extraordinary 

range of information, with as many as 6,700 PDF documents 

containing knowledge that if printed out would fill many metres 

of shelf space. Not a bad result by any standard. But we’re 

taking it further: working with a highly skilled partner, we’re 

going to redesign the firm’s website from top to bottom. Not 

only will it get a fresh new look, but there’ll be practical 

benefits: all visitors will be able to find their way around it even 

more easily, and getting the right information will be even more 

straightforward.

Taking this step is very much a conscious choice – whatever the 

objections of the traditionalists, there will be no loss of 

information quality. If anything, the reverse is true. Want to get a 

quick overview? Or dig deep for detail? It works perfectly, either 

way. And multimedia gives us the chance to bring information to 

life – with images, graphics, animations and videos. It’s about 

communicating complex subject matter and making it 

understandable: in doing that, too, we’ll be setting new 

standards in text quality with the help of language experts. 

Even though information flows quite differently from how it 

used to, we don’t believe that “self service” will completely 

take the place of face-to-face advice. That will continue to be 

indispensable. But it will be different, too.

And while we’re on the subject of the future and of things 

being different, “Big Data” is turning out to be a source of 

incalculable value to the finance industry. However, there are 

much better ways to use the flood of data than simply 

managing and storing it. If you’re in the business of analysing 

and preparing it, checking it for relevance and selecting 

individual chunks of it, you’ll find the zeros and ones add up to 

real treasure: big data has valuable potential for research, and 

then, in the next step, for portfolio management. That’s one 

reason why we’ve recently started getting help from an 

analytical specialist who has already used big data to add 

value in the food and motor vehicle industries. He will be 

building up a new research database at Schroders and 

creating lots of synergies, as fund managers will be selecting 

securities on an entirely new basis – one that’s even more 

targeted, of higher quality and more sustainable. 

Digitalization at a headlong pace poses major challenges: they 

say in the consumer goods markets that it is best to “go with 

the flow”, and this also applies to the financial industry. As of 

right now.

Kind regards

ketil Petersen
Country Head 
Nordic Region
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news from schroders

+ + +  Schroders convertible Bonds team celebrates its first year + + + 

It was a year ago that Dr Peter Reinmuth, now Head of 
Convertible Bonds, joined, along with his core team of urs 
Reiter and Martin Kühle. The two had brought two convertible 
bond funds under one roof at schroders. Now fully integrated, 
the team can look back on a successful first year and take 
pride in a thoroughly positive result: a solid performance 
meant that they beat not only the benchmark but also much of 
the competition.
This successful performance was also reflected in the team 
directly winning a mandate from a swiss pension fund, while 

also managing to drum up new money for the two global and Asia convertible bond 
funds. The composition of the fund’s client base has been made much more diverse 
by the addition of private clients from Italy and institutional investors from Chile in 
particular. The good record over the past year argues well for the continuation of the 
fund range.

+ + +  Schroders’ assets under management hit record level + + + 

As at 30 september 2014, investment capital totalled euR 352.69 billion, representing 
an increase in the assets under management of 8% over the preceding year. In the 
first nine months of the year, profit before tax and exceptional items rose by as 
much as 16% to euR 516.32 million. Income from the Asset Management segment 
increased by 10%, reaching euR 453.01 million. Meanwhile, pre-tax profit in the 
second most important business area, Wealth Management, more than doubled, 
rising 134% to euR 62.83 million. In the third quarter of 2014 alone, pre-tax profit 
therefore increased by 18% to euR 182.48 million.
The pipeline of new business with institutional clients also remains well stocked.
schroders Annual Report 2014 will be available from the 5th of March on 
www.schroders.com.

+ + +  Schroders is “Investment Group of the Year”  + + +

“Investmenteurope”, which provides investment intelligence to fund professionals, 
has voted schroders “Investment Group of the Year” from among the major 
investment firms. It singled out Schroder ISF emerging europe, Schroder ISF 
asian equity Yield and Schroder GaIa egerton equity as both quantitatively and 
qualitatively excellent in the “Frontier”, “Asia Pacific” and “Hedge” categories. In the 
selection process, schroders scooped the most awards for its funds, making it 
the overall winner. The first stage of the selection process took into account the 
performance of the fund managers and their funds over the last three years, with 
the greatest weighting being given to performance in the second year due to the 
inflows of new money in that period. This resulted in a shortlist of funds, which were 
then evaluated individually by a panel of ten independent fund experts.

News

dr Peter 
reinmuth

urs reiter Martin kühle
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news from schroders

+ + +  Schroders growing fastest + + +

The New York management consultancy firm Towers Watson has concluded that 
schroders was the fastest-growing asset manager over the past five years. Once a 
year, in conjunction with the us business magazine Pensions and Investments, 
Towers Watson evaluates the world’s 500 biggest asset managers. schroders has 
gone up by as much as 44 places from 87th to 43rd, the biggest upward leap of any 
of the 500 fund management firms being evaluated. Affiliated Managers Group, 
which climbed 43 places in the ranking, came nearest to meeting this achievement. 
The number one among the world’s biggest asset managers was again – for the 
fourth time in succession – BlackRock. The us investment firm Vanguard also 
achieved steady growth and reached 2nd place, pushing Allianz down to 3rd. 
The total volume of assets under management of all 500 financial institutions 
surveyed amounted to usD 76.5 trillion, an increase of 11.8%.

+ + +  Schroders Nordic strengthens institutional presence + + +

Adding talent is important to any ambitious team. The latest addition to schroders’ 
Nordic Team is senait Asgede who joined on the 7th of January 2015. As senior 
Client Director senait will be based in the stockholm office and will have the 
responsibility of further developing the institutional business in sweden and Finland. 
From senait’s previous career at Credit suisse, Aviva and seB, she brings a lot of 
experience in the fields of client relationship management and business development 
across the Nordic region. You can find senait’s contact details on page 47.

Senait asgede
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engaging for alpha:
how more involved fund 
managers can create 
better returns for all

Peter Harrison  
Head of Investment
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“Short-termism, or myopic behaviour, is the natural human 
tendency to make decisions in search of immediate 
gratification at the expense of future returns: decisions 
which we subsequently regret. [...] In business, short-
termism occurs when companies invest too little, either in 
the physical assets of the business or in the intangibles 
which are generally the source of their competitive 
advantage – their reputation, their capacity for innovation, 
and in the skills and capabilities of their employees.”

Prof. John kay, “kay review of uk equity Markets  
and long-term decision Making”, July 2012

uu
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The travails of recent years have 
prompted much soul-searching 
among active managers. After all, 

many have not just failed their clients – 
their actions have also brought them 
discredit in the wider society in which 
they operate. All too often, particularly in 
‘Anglo-Saxon’ markets, they have equated 
clients’ interests (and their own) with 
instant gratification – and exorbitant 
bonuses. Good companies, shareholders’ 
returns and industrial strategy have 
suffered as a result. We think there is a 
better way. A way that can create better 
results for clients, companies and society 
at large. Not an easy way, but one that will 
require an honest appreciation of what 
went wrong, and what needs to change.

Despite strong market returns, we are 
still living in the shadow of 2008 and 2009, 
when a market fixated on the short term 
led to the familiar cult of leverage. Strong 
companies were sold to over-borrowed 
bidders, creating immediate ‘shareholder 
value’ for the sellers; but sometimes new, 
unstable structures were also created – 
structures that were doomed to failure. Or 
pressure was applied to companies to 
improve the ‘efficiency’ of their balance 
sheets. To be able to pay dividends or 

mount share buybacks, their only option 
was to take on debt. Companies may have 
enhanced the level of income paid to their 
investors, but some also distorted their 
business goals – and pushed their shares 
to unsustainable levels.

We believe that the heart of this problem 
is the market’s repeated mispricing of risk. 
Because, too often, we close our eyes to 
the fact that the real, intrinsic value of 
companies is allowed to drift – to what 
was, at times, an egregious extent during 
the global financial crisis. Before it 
collapsed with over $600 billion of debt, 
Lehman Brothers was able to report net 
assets of over $26 billion. Elsewhere, 
investors’ faith in Citigroup was badly 
shaken by the emergence of its interests of 
$1.2 trillion in ‘special purpose vehicles’, 
which had been established to hide 
borrowings from the market.1 The tale of 
how debts of trillions of dollars were built 
up unchecked is now well known.

Equity owners have been major losers 
from this mispricing. Until around 2010, 
shares produced minimal returns; it is 
only since then that equity returns have 
started to catch up with the rise in GDP. 
Collectively, most fund managers 
regularly underperform the wider market, 

especially when fees are taken into 
account (see Figure 1). Not surprisingly, 
many clients have sought refuge in 
different investment approaches, 
including hedge funds, high-frequency 
trading and indexation. But new risks, 
high fees and pedestrian returns can be 
summed up in one word: disillusionment.

We believe that change is now in the air. 
Because there is a growing feeling that the 
neo-liberalism that led us into the 
problems of 2008 and 2009 does not work 
anymore. We need a new, more progressive 
model of capitalism. In fact, we are already 
seeing a move towards more active and 
constructive engagement with companies, 
which is starting to generate good results 
for investors.2 We believe this process has 
much further to go. Indeed, we believe 
there is a direct relationship between 
better engagement and sustainable alpha, 
of a sort that many managers – and not 
just hedge funds focused on the short 
term – are currently unable to achieve. 
But to maintain progress, everyone 
involved must tackle a number of 
misdirected incentives which underpin 
the current obsession with the short term.
 

uu
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benchmark over 10 years to 31 December 2013.

Figure 1: active managers have a mixed track record

1 Extraordinary Financial Assistance 
Provided to Citigroup, Inc., Special Inspector 
General for the Troubled Asset Relief 
Program, 13 January 2011. 2 A recent study 
of activist investing by Cambridge 
Associates, the consultancy, suggested that 
the median manager out of the 14 it 
surveyed had produced annual compound 
returns of 2.1% in the five years to June 
2012, compared with falls of 3.0% for the 
MSCI World Index and 0.7% for the HFRI 
Equity Hedge (Total) Index.

uu
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“The misalignment of incentives that 
arises for the asset manager, whose 
business model generally depends on 
short-term relative performance, vis-a-
vis the saver and the company, whose 
interests are, or should be, in long-term 
absolute performance. That 
misalignment is the product of... short-
term performance horizons and the 
focus on relative performance – asset 
managers seek to achieve alpha, but 
aggregate alpha for the industry is zero. 
Returns to savers taken as a whole can 
be enhanced only by activities which 
enhance the performance of 
companies, taken as a whole.”3

This short-term horizon is reflected in 
typical stock-holding periods, which have 
slid from just under five years to less than 
five months since 1980.4 Where once a 
difficulty at a company might have been 
resolved by informal contacts between 

shareholders and the chairman or chief 
executive, increasingly even quite large 
investors vote with their feet. Deeper, 
more liquid markets have made it much 
easier to sell underperforming shares – so 
why would anyone spend time, effort and 
resources in sorting out these problems 
directly at companies? We think similar 
trends are evident in other markets, 
particularly in the US, but also in Europe. 

A further spur to this process has been 
the trend towards passive strategies. 
Better liquidity and disaffection with 
underperforming active managers have 
pushed many equity owners towards 
index-based solutions. One such variant 
is overt indexation – where success is 
measured by how closely the portfolio’s 
performance apes that of the market as a 
whole, as represented by the index. 
Another is covert indexation, where 
managers masquerade as ‘active’, but in 
practice cleave to the index. While this 
may well produce satisfactory short-term 
results, over the long term, the results are 
quite different. Because anyone allocating 
capital simply on the basis of share-price 
momentum is ultimately causing massive 
distortions in the cost of equity.

Here again, misaligned goals are at the 
root of the problem. For only a very few 
clients is the index a suitable indicator for 
long-term targets. Most clients have 
medium- or long-term liabilities – 
securing personal income needs, meeting 
insurance claims, paying pensions or 
simply ensuring protection of wealth from 
inflation. Yet many fund managers are still 
rewarded based on their performance 
against the stock market (or their rivals, 
which amounts to the same thing), rather 
than the real goals of their clients. We 
think that if managers lifted their gaze 
towards a longer-term horizon, they would 
not just re-align their perspective with that 
of their clients – they would also create 
more sustainable returns.

3 Speech by Professor John Kay at launch of ‘Kay Review of UK Equity Markets and Long-term Decision Making’ 23 July 2012. 4 John Bogle, 
‘Restoring Faith in Financial Markets’, Wall Street Journal, 19 January 2010.

Misaligned cycles
A fundamental fact is still that fund 
managers’ success is generally measured 
on a quarterly basis – when most of their 
clients have a much longer perspective. As 
many people have noted, it is perverse for 
those who are entrusted with savings, 
pension schemes, inheritance or sovereign 
wealth to judge the performance of their 
portfolios and their managers on a 
quarterly cycle. In the UK, this sometimes 
excessive concentration on the short term 
by asset managers has also been blamed 
for the poor industrial performance of 
certain sectors of the economy.

In 2011, this led the UK government to 
ask the well-known business and economics 
commentator, Professor John Kay, to 
review the way equity markets affect the 
long-term performance and governance of 
UK quoted companies. He identified the 
nub of the issue:
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Figure 2: uS and european corporate returns on capital track each 
other closely

uu

Source: Citigroup and MSCI to 31 December 2013. The return on capital employed calculation 
is based on earnings before interest and tax (EBIT) divided by total assets minus current 
liabilities. The chart covers more than 6,000 companies that are or have been in the MSCI All 
Country Index, excluding financials.
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Misaligned pay
But misdirected incentives are not solely 
the preserve of the market. They are also 
evident in the companies that trade on 
the market. In the US, for example, the 
pay of chief executives has soared in the 
recent past. However, it is not evident 
that US companies have performed 
noticeably better in aggregate than their 
European counterparts – which have 
rewarded their leaders much less 
extravagantly (see Figure 2).

And while this rapid increase in 
incentives for US managers seems to have 
had little effect on long-term results, it has 
significantly changed company behaviour 
in the short term. Share options and 
bonuses linked to short-term share-price 
performance have reinforced the pressure 
on companies to deliver immediate stock 
market gains. Generating returns that 
compound over many years has become far 
less attractive. Perhaps, worst of all, there 
are very few penalties for failure. Running 
a company has become a one-way bet for 

senior management – a bet underwritten 
by the equity owners.

Nonetheless, while company 
managements bear some of the blame, 
much of what has gone wrong over the 
last five or ten years has been the lack of 
effective checks and balances by investing 
organisations – such as ensuring 
companies manage risk. To restore 
equilibrium between capital, investors 
and management, many are coming to the 
conclusion that investment managers 
need to take on more of a ‘stewardship’ 
role. This means they must see themselves 
as owners, with all the responsibility that 
brings. Viewing investments as more than 
just poker chips requires a new mindset, 
perhaps borrowing more than just a little 
from the approach of Warren Buffett. His 
maxim: “When buying a stock, imagine 
you’re buying the whole business.”

We as an industry need to look at how 
we treat what is literally our stock in trade. 
Often, engagement with companies by 
fund managers is still limited to a single 

objective: identifying how financial 
performance can be improved. Even 
routine matters like voting at annual 
meetings and pay are often dealt with by 
separate teams – let alone concerns about 
a company’s governance, its impact on the 
environment or its employment practices. 
We think many of these matters should be 
a routine part of the mainstream 
investment process, which is why they 
belong in the hands of fund managers.

What else do we need to do in order to 
successfully raise our gaze towards the 
longer-term horizon? We must take 
company managements with us. This 
means we must re-write the rules of 
engagement to give companies a new 
framework in which to operate. We need 
to stop viewing all financial data through 
the lens of the quarterly cycle. We should 
also probably be a little more patient 
about performance that does not always 
match our criteria. In some cases, we 
might need to give more protection to 
companies at risk from bidders which uu
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ownerless companies
We cannot create this new environment on 
our own. The internationalisation of 
investment means that few institutions 
control individual stakes of sufficient size 
that they can dictate terms to large 
companies. For example, although 
a substantial player in London, Schroders 
still only represents about 1.8% of the 
market. Indeed, the dispersal of investment 
across the globe is such that many large 
companies are now effectively ‘ownerless’. 
This is the case when no one shareholder 
or even group of shareholders owns a stake 
large enough to allow them to influence 
management.

How diverse is company ownership in 
practice? To gain an understanding of the 
issue, we took a look at the European 
Union. Research here suggests that the 
proportion of domestic shares owned by 
foreign investors has quadrupled within a 
generation. It has risen from 10% in 1975 
to anywhere between 38% and 45%,6 
depending on how funds domiciled in 
Luxembourg and Ireland are classified. 
Within this overall total, there are some 
large markets that are now more than half 
foreign owned. In Germany, the figure has 
roughly doubled since 1997 and is now put 
at 55%.7 In the UK, where domestic 
holdings have halved since 1963, the 

equivalent figure is 53%.8 Even within the 
47% of British shares that were actually in 
British hands at the end of 2012, the 
picture is sobering. A mere 6.2% was held 
by insurance companies and just 4.7% by 
pension funds.

Up to now, much regulation has been 
about treating issues like liquidity, 
transparency and price discovery as goals 
in their own right. What recent events 
have shown is that, in reality, these ‘goals’ 
are really just the minimum ‘hygiene 
standards’ necessary for the efficient 
running of the market. The actual goal 
should be the proper allocation of capital 
between companies – which is ultimately 
one of the primary purposes of stock 
markets. The fact that this principle failed 
in 2007 and 2008 has dwarfed other 
regulatory concerns – and, in our opinion, 
shows how important it is for regulators to 
focus on the bigger picture.

The entire financial sector needs to 
spread the word among clients that being 
more actively engaged and taking a longer 
view is not just the right thing to do, it also 
increases returns. We are already seeing 
evidence of this in the success of a number 
of ‘activist’ funds. Some managers are 
running highly concentrated portfolios, 
taking large stakes in individual 
companies, and getting much more 

5 Directors and Boards E-Briefing, vol 11, no. 1, January 2014. 6 “Who Owns European Quoted Shares?”, Didier Davydoff, World Federation of 
Exchanges Focus, Nr. 249, November 2013. 7 Source: Handelsblatt und Dresdner Kleinwort Benson. 8 Ownership of UK Quoted Shares, 
2012, Office for National Statistics, 25 September 2013.

offer little strategic rationale for the 
combined business other than short-term 
stock market performance. And we need 
to be ready to give more robust backing to 
managements we trust – particularly in 
difficult times. 

This is not a one-way street, of course. 
In exchange for giving company managers 
more latitude, we will expect a few things 
in return. We will want more regular, less 
formal and less confrontational dialogue 
with companies. No longer should the 
quarterly investor roadshow be an 
acceptable means of communication: we 
would like to see a more robust exchange 
of views with the representatives of the 
business owners. We will expect 
companies to have more defensible 
remuneration strategies. And we will be 
looking for clearly defined and measurable 
strategic objectives, rather than woolly 
‘mission statements’. Or as John C. Wilcox 
of Sodali, a corporate governance 
consultancy, said recently: “In this 
changing environment, companies and 
boards will be expected to redefine 
business strategy and develop 
performance metrics based on 
sustainability and long-term results, 
rather than stock price and quarterly 
earnings.”5

uu

uu
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unilever: 10 years that turned a supertanker

the unilever evolution

Source: Schroders; as of 31 January 2014

2003 2004 2007 2008 2009 2013

n   Twin-company structure

n   Twin chairmen also 
chief executives

n   Advisory directors have 
no non-executive 
powers

n   Management shake-up 
ends duplication on 
boards

n   Patrick Cescau 
becomes first chief 
executive

n   Advisory directors 
become full non-
executives

n   Lord Simon appointed 
senior independent 
director

n   Simon becomes 
conduit for shareholder 
pressure for 
appointment of 
independent chairman

n   Michael Treschow 
becomes independent 
chairman

n   Sympathetic to 
shareholders’ desire for 
rationalisation of brands

n   Outsider (Paul 
Polman) 
appointed chief 
executive

n   News 
welcomed by 
shareholders

n   Latest Schroders 
meeting with chairman 
confirms progress on 
transformation of 
company and 
performance

n   Shareholders support management 
in push to end quarterly reporting

n   Agree it over-emphasises short term 
and fails to give true view of 
company

Engagement by institutional shareholders such as 
Schroders with Unilever has seen the consumer products 
group transformed over the last 10 years. In the early 2000s, 
it was still operating under a cumbersome dual-nationality 
management structure. The management ethos was more 
in tune with the colonial past of the two countries from 
which it emerged – the UK and the Netherlands – 
rather than a modern, multinational company.
Despite this, management has now been 
streamlined, the product range pruned and the 
operational performance vastly improved. But 
how? We believe this has only been made 
possible by shareholders forging a new, 
constructive relationship with the group: one 
based on trust and mutual respect. This has paved the 
way for a robust and challenging dialogue, allowing 
owners and management to discuss big ‘what if’ questions 
about strategy – out in the open and free of previous 
constraints.

The evolution of this engagement since 2003 is outlined in 
the chart. Like the other major shareholders, we at 
Schroders have had regular meetings with the chief 
executive and/or the finance director throughout, where 
we openly discussed such issues as operational 
performance, investment in the business and the 

company’s portfolio of brands.
During the course of this close relationship, it 
became increasingly clear that Unilever was 
a supertanker that would take time to turn round. 
When we last met the chairman, however, it was 
obvious that the tanker was indeed on a new 
course – as a much more powerful group with 
a considerably more dynamic culture. These 

positive changes were cemented and further developed 
by the appointment of an external chief executive in 2008.
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closely involved in the governance and 
running of these companies than has been 
typical. Results have been very promising 
to date. But investors in these funds may 
have to effectively lock up their capital for 
several years – although this would also be 
the case with hedge funds.

We do not believe that we need to go to 
such extremes. Indeed, we think it should 
be possible for traditional managers to 
garner similar returns without locking up 
capital. But managers need to lock in the 
sort of investment processes that activists 
have used with such success. John Wilcox 
at Sodali recently warned companies 
preparing for annual shareholder 
meetings in 2014 of a new governance 
challenge: “Opposition to the election of 
individual directors is becoming a strategy 
of choice not only for activists but for 
“responsible” investors seeking change at 
portfolio companies”.9 Certainly we at 
Schroders do not see confrontation as our 
first choice in approaching 
underperforming investments.

An example of what can be achieved by 
closer and more constructive involvement 
with companies is illustrated in our case 
study on Unilever. But we certainly do 
believe that engagement must be woven 
more closely into the fabric of what we do 
on an everyday basis; and we must work 
to ensure that is recognised by regulators 
and clients alike.

We are already getting together with 
others in the industry to discuss how we 
can tackle these issues. In the UK, the 
Collective Engagement Working Group 
was set up in the aftermath of Professor 
Kay’s report, providing a roundtable for 
both fund managers and asset owners, 
such as pension schemes. Its 
recommendations include the need to 
create more formal processes – such as a 
way to bring together institutional 
investors where there are concerns about 
companies that should be tackled by 
greater engagement by shareholders.10 In 
doing so, we will primarily need to build 
trust: between different investors 

(particularly those based overseas), 
between investors and companies and 
between investors and regulators. But we 
also need to enlist clients in this effort. 

9 Directors and Boards E-Briefing, Ausgabe 11, No. 1, January 2014. 10 Report of the Collective Engagement Working Group, Investment 
Management Association, December 2013.

uu
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Conclusions

Many people, we believe, are coming around to the view that the governance 
model of the past has not worked. We are confident, however, that we can 
work with companies to develop a better model. Not just to allocate capital 
more efficiently, but so that painful financial disasters can also be anticipated 
and prevented. 

This process will not necessarily see the disappearance from the market of 
high-frequency traders. They will continue to find a role in interpreting data 
instantly and translating the results into short-term trading advantage. But 
what should thoughtful equity managers do? They will need to equip 
themselves to sift out the short-term momentum and noise, which are 
intrinsic to markets, from the long-term value of a business. And they will also 
need to convince their clients that this value, which often only emerges over 
time, is more important to them than any immediate windfall.

To get to that point, though, active management needs to evolve. The few 
fund managers that can generate positive alpha must be liberated from 
constraints such as the slavery of index tracking – so they can have free rein 
to invest exactly as they see fit. Portfolios would be more concentrated, with 
lower stock turnover, which would encourage greater engagement with 
company management. As well as lower ‘frictional’ costs, such as trading 
and price spreads, the systematic reduction in turnover would also help 
break the momentum in share prices which has led to so many problems 
over the last few years.

Effecting this change will take time. But if we as an industry are to continue 
to provide a useful service to our clients, we believe active management 
must increasingly mean active involvement. We need to develop long-term 
partnerships with companies, helping them to improve their performance on 
a five- to ten-year view. This would not just benefit companies – it would also 
benefit us, our clients, and ultimately society at large.
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what makes risk premia so important?
Opportunities and limits of traditional asset 
allocation
over the past 20 years, more and more investors have realised how little 
a traditional portfolio with equities and bonds protects them from losses. this is 
often a painful realisation, particularly at times of crisis. For this reason, many 
have gradually started to add other asset classes to the mix, such as 
commodities, private equity and absolute return strategies. 

While these portfolios have an advantage over traditional portfolios, events such as the 
2008 financial crisis and the euro debt crisis have revealed a serious weakness: the 
(supposed) diversification always tends to fail when it is needed most urgently. Why 
“supposed”? Because these asset classes prove not to be as uncorrelated as investors 
might have hoped. 

ronny Pansegrau 
Multi-Asset expert at 
Schroders in Frankfurt
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The reason for this is clear: all of the 
asset classes that promised 
advantages due to diversification 

have a very high illiquidity premium. 
They are therefore exposed to the same 
risk – and this can come back to haunt 
investors. 

capital allocation and risk 
allocation compared
Traditional approaches to asset allocation 
typically concentrate on a single question: 
how is the capital distributed among the 
various asset classes? Many investors also 
use this simple method as the sole means 
of determining the level of diversification 
in their portfolios. The portfolio on the 
right is a good example: 60% equities and 
40% bonds – at first glance, this might 
give the impression of being a well-
diversified portfolio. But this approach 
ignores the relative volatility risk of the 
individual components, and it fails to 
answer the question of how much each 
individual position contributes to the 
overall risk of the portfolio. 

The chart on the right makes it very 
clear: the portfolio with a 60/40 capital 
allocation between equities and bonds 
still has a risk allocation where the equity 
risk makes up over 90% of the overall risk. 
Why is this? The two asset classes are 
exposed to the same economic (and 
systematic) risks. Both equities and 
corporate bonds (investment grade and 
high yield bonds) are affected by the 
systematic risk “economic growth” as a 
return and risk driver.

Consequently, a portfolio that might 
initially appear to be balanced and well 
diversified reveals itself at second glance 
to be extremely unbalanced in terms of its 
risk exposure. The supposedly “balanced” 
portfolio is exposed to most of the overall 
risk through the equity market. This can 
have fatal consequences, because the 
capital allocation gives a false sense of 
security: investors looking at their 
portfolio solely from a capital allocation 
perspective are firmly convinced that it 
is well diversified – even when this is not 
the case.

Conversely, those who look at the risk 
allocation will also see the underlying 
economic exposures and risks. This is 
valuable information that goes unnoticed 
in capital allocation.

taking risks that are profitable; 
diversifying risks that are not 
profitable
Those who differentiate between capital 
and risk allocation will soon ask the next 
logical question: how are the investments 
categorised or grouped? Investors 
typically find it convenient to think in 
terms of different asset classes. This type 
of division is neither meaningless nor 
arbitrary, but it does leave the question of 
risk characteristics unanswered. Anyone 
who allocates purely on the basis of capital 
sees equities as a separate asset class, and 
high yield bonds, for example, as another 
clearly defined asset class. As we have 
already seen, however, in reality both asset 
classes are exposed to identical risks 
(economic growth, for example).

Investors who want to diversify 
a  portfolio in a meaningful way should 
not spread the risk solely on the basis of 
different asset classes. It is more 
constructive to think in terms of 
systematic risks  and risk premia. uu
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 Systematic risk
Systematic risk is a basis for calculating the expected return on an investment. All asset 
classes are exposed to risks, but not all asset classes are equally vulnerable to risks: 
this is known as risk sensitivity in relation to the underlying return drivers. These drivers 
are systematic risks such as economic growth, interest rate developments or liquidity in 
the market. Systematic risks are also known as portfolio or market risk – because all 
causes can be attributed to risks that affect all investments on the market equally.

Schroders  experticon

Source: Schroders, as of 
31. December 2014. For illustration only.
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In a nutshell: if we consider the investment 
approach in this way, asset classes are 
useful for making an initial assessment of 
risk premia. Following the principle of 
“the good ones go into the pot”, asset 
classes with profitable risks are included 
in the portfolio. The entire portfolio is 
therefore constructed around an 
individual risk budget. These three steps 
have proven to be effective:
1.  Determine the overall risk of the 

portfolio.
2.  Decide exactly how much risk is to be 

included in each risk premium. The 
risk premia are accessed through the 
different asset classes.

3.  Diversify risks that are not profitable.

what are risk premia and how are 
they used?
It pays to compare – and risk premia are 
no exception: risk premia reward investors 
for exposing themselves to different risk 
factors. Investors who want to make a 
sound estimate of risk premia compare 
the expected gains: on the one hand a 
risky financial instrument and on the 
other an investment that is de facto risk-

free – such as a top-rated government 
bond. The best known example is probably 
the equity risk premium, which rewards 
the uncertainties in comparison with a 
“risk-free” investment. In addition, 
equities can contain other risk premia, 
such as those for inflation or liquidity 
risks. However, these are highly dependent 
on the individual characteristics of the 
relevant stocks. 

Looking at how, and to what extent, 
certain risk factors affect the individual 
asset classes has a direct advantage: the 
risk premia approach also enables 
forecasts to be made as to how certain 
asset classes could react to certain market 
events. Investors can use this knowledge 
to optimise their portfolio using the 
desired risk/return profile and a given 
portfolio risk. 

Grouping and analysing risk 
premia 
At Schroders we divide risk premia into a 
total of eight groups – equities, duration, 
corporate bonds, volatility, currencies, 
commodities, inflation and strategies. The 
main task of the groups is to analyse the 

relevant premia and assess the 
attractiveness of the risk. 

Schroders uses three components or 
main factors for the analysis:
–  assessment 
  Analysing the current return 

opportunities of different risk premia. 
The appropriate indicators are 
determined on the basis of the 
individual risk premia. To assess 
current return opportunities and the 
risk premium of a stock, for example, 
we use the dividend yield and the price/
earnings ratio.

–  cycle
  This part of the analysis focuses on 

factors such as market dynamics and 
macroeconomic indicators.

–  Momentum
  The final component analyses the 

return trends of individual risk premia. 
This means it is possible to assess 
whether a premium is trending upwards 
or downwards. 

uu

Duration risk = Index-linked 
bonds

Duration risk + Inflation risk = Fixed income 
bond

Duration risk + Inflation risk + Risk of investment 
grade bonds (IG)

= IG corporate bond

Duration risk + Inflation risk + Risk of investment 
grade bonds (IG)

+ Risk of high yield 
bonds

= High yield bond

Duration risk + Inflation risk + Risk of investment 
grade bonds (IG)

+ Risk of high yield 
bonds

+ equity risk = large caps stock

Duration risk + Inflation risk + Risk of investment 
grade bonds (IG)

+ Risk of high yield 
bonds

+ equity risk + Risk of company 
size

= Small caps 
stock

a closer look at risk premia: the risk factors of individual asset classes, divided into their components 

The risk factors are added up from left to right. Fixed income bonds are exposed to the risk factors “duration” and “inflation”. Investment 
grade corporate bonds are also exposed to the default risk for the investment grade segment.
Source: Schroders, as of 31. December 2014. For illustration only.
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From asset class to risk premium: 
understanding risk and return 
drivers
The investment approach based on risk 
premia helps us to identify the 
characteristics that the different asset 
classes have in common (correlation). 
This means that different asset classes can 
be compared and systematic risks (as 
return drivers) can be identified. The first 
advantage: we can construct portfolios 
that are not dominated by just one single 
investment theme or risk factor. The 
second advantage: in contrast to 
traditional allocation in asset classes, our 
approach does not depend on timing the 
market right.
In summary, all this means the following 
for investors:
–  Asset classes enable only imprecise 

grouping. 

–  Asset classes can be divided into their 
components, better known as risk 
premia.

–  The risk premium relates to the 
expected compensation or reward for 
having been exposed to a risk factor.

What are the advantages of the risk 
premia approach in turbulent times? To 
answer this question it is helpful to first 
look again at the disadvantages of 
grouping by asset class. The correlations 
between different asset classes increase 
particularly sharply in times of crisis. In 
hindsight, this is exactly what led to high 
losses in the 2008 financial crisis. Those 
who use the risk premia approach, on the 
other hand, automatically also take into 
account the correlation between the 
individual asset classes – ensuring true 
diversification. 
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why do we focus on risk premia?
They enable better diversification than asset classes

Summary:

Analysing risk premia is a main 
focus of the schroders multi-asset 
strategy, because the risk premia of 
the individual asset classes are the 
major drivers of returns. They are an 

“additional return” that rewards the 
risks that investors have taken. A 
closer look at the individual asset 
classes shows that the underlying 
risks and return-driving factors are 
often very similar. If this were not 
taken into account the portfolio 
would not be sufficiently diversified 
and therefore also less protected 
against downturns.

The advantage of an approach 
based on risk premia is that it 
offsets this effect. The correlation 
between the risk premia across all 
asset classes is far lower than that 
between the different asset classes. 
This is particularly true in turbulent 
market phases, when the individual 
asset classes tend to correlate more 
strongly with each other. Investors 
who avoid these correlations in 
advance have a good chance of 
avoiding a rude awakening.

Source: Schroders, as of 31. December 2014. For illustration only.



Schroder ISF Global Multi-asset Income 
focuses on broad diversification across 
all asset classes, sectors and regions. 
with an investment universe of over 
25,000 securities, over 20 asset classes 
and more than 40 countries, the fund 
focuses on three main components: it is 

global, flexible and invests without 
reference to a benchmark. the fund 

has achieved capital growth of 
19.3% in total since its launch in 

april 2012 and manages fund assets 
of over uSd 6.5 billion1.
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Schroder ISF Global Multi-asset Income

Interview with Aymeric Forest, Head of Multi-Asset Investments Europe

Secure 
sustainable 
income: 
Steady income – 
even in difficult 
market conditions

1 Source: Schroders, Bloomberg. 18 April 2012 – 30 November 2014. 
Performance applies to unit class A, in USD gross, acc.
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expert: Mr Forest, could you please 
summarise the key fund data for our 
readers once again? what exactly do 
the asset classes and the investment 
universe look like?
aymeric Forest: Schroder ISF Global 
Multi-Asset Income is a broadly 
diversified, flexible and income-focused 
solution. We now manage fund assets of 
over USD 6.5 billion.1 The fund 
management can invest in up to 
20 different asset classes in 40 countries. 
This includes equities, bonds and 
alternative assets classes – such as listed 
infrastructure and real estate. Using our 
investment approach, we identify 
investment opportunities that are highly 
profitable over the long term without 
referring to a benchmark index. We have 
an investment universe of around 
25,000  securities, from which we select 
equities and bonds, including second-

liners. However, there is one requirement 
that is absolutely set in stone: each of the 
approximately 1,400 securities in the 
portfolio must really earn its place. Our 
philosophy also includes robust risk 
management. We try to consistently 
minimise undesired sources of risk.

can we just chip in here on the 
subject of risk? For example, when 
you compare the risk premia before 
the events of 2008…
Oh yes – back then... Before the crisis even 
a private investor could obtain a 5% 
return, simply by investing in a bond with 
a 10-year maturity. Things have changed 
profoundly since then. When interest 
rates fell, investors looked for new income 
opportunities – and were obliged to 
expose themselves to higher risks at the 
same time. They more or less climbed the 
risk ladder, by purchasing emerging 

market and high yield bonds and equities 
with high dividends. However, these 
assets are not always compatible with the 
actual risk profile of an investor. Our 
income-focused solution is different. It 
aims to achieve the usual returns – but the 
associated risk remains acceptable.

what do the “usual returns” look like 
specifically? tell us more about your 
investment objectives.
With our income-focused solution we 
pursue three objectives for investors. 
Firstly, we want to achieve regular and 
broadly diversified income of 5% per year. 
We distribute this on a monthly or 
quarterly basis. Secondly, we aim to limit 
the risk of loss: our aim is a maximum 
fluctuation in value of 5% to 7% per year. 
Thirdly, we want investors to share in the 
capital growth. 

About Aymeric Forest
Aymeric Forest has been Head of 
Multi-Asset Investments europe at 
schroders since May 2011. He has 
spent time at Banco Bilbao Vizcaya 
Argentaria, Fortis Investments and 
ABN AMRO Asset Management. He 
has a Masters degree from the 
university of Nancy, France. In his 
limited free time he enjoys football 
and modern art.

Source: Schroders, as of 30 November 2014. This portfolio 
allocation is a snapshot and can change at any time.
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difference from competitors is the fund’s 
risk profile. The fluctuation is generally 
lower here, because we want to keep the 
effects of market volatility at a manageable 
level and reduce them as far as possible 
through active risk management.

what is the typical portfolio structure 
of the Global Multi-asset Income?
The fund is a long-only portfolio. We 
deliberately spread our exposure across 
many different asset classes in order to 
generate income on a sustainable basis. 
We hold more than 1,400 securities in the 
portfolio – with the restrictions I’ve 
already mentioned. Does the dividend or 
interest yield not compensate for the risk 
of a security? Is it too expensive? Does it 
not contribute to the diversification of the 
portfolio? In all these cases we will pull 
out of an investment, without compromise. 
Active risk management also makes a key 
contribution to the success of the fund – 
not only with regard to sustainable income 
but also, and in particular, in order to 
deliver capital growth and protect this 
from downside risks. We try to hedge 
undesired sources of risk and the exchange 
rate risk as efficiently as possible. To 
achieve this we use listed derivatives, such 
as equities or bond futures, options and 
other instruments.

If you apply the characteristics of the 
fund to a complete market cycle, how 
does it look?
We want to generate sustainable income 
in a wide range of market conditions. Our 
risk management is therefore focused on 
minimising undesired sources of risk and 
concentration risks in the portfolio. The 
main performance driver is income – and 
this is the component of the total return 
that is least susceptible to fluctuations. 
Income of 5% enables us to achieve a very 
stable total return, even when the markets 
are trending sideways. The fund has a 
lower beta factor than equity markets, and 
it is more defensively positioned than a 

cyclical fund. And if a situation like 2008 
occurs again, we expect that the fund will 
only suffer a third of the losses of 
a comparable fall in the equity market. It 
should also only record around two-thirds 
of the average decline in the high yield 
bond market. With our flexible allocation 
we always favour asset classes that appear 
to be best suited to our objectives. In 2009, 
we would probably have focused on 
undervalued securities such as convertible 
or high yield bonds as a basis for a strong 
recovery.

How did you put your team together?
We are a team of six investment managers, 
including two experts on global bonds, 
two specialists in quantitative equities and 
two multi-asset specialists: my 
co-manager Iain Cunningham and me, as 
the leading fund manager. We are 
supported in our work by teams of fund 
managers and analysts for global bonds, 
who are based in Asia, Europe and North 
America. To ensure the success of our 
fund we combine the top-down 
competencies of our multi-asset team 
with the bottom-up competencies of our 
global fixed income and QEP teams. 
Overall, 100 investments professionals 
work either directly or indirectly for our 
clients.

to finish, could you please 
summarise the major advantages of 
the fund for us?
Of course – there are three good reasons 
to invest in Schroder ISF Global Multi-
Asset Income. First, the fund can act as a 
core investment in a portfolio, which our 
clients can use to increase their income 
and significantly reduce their risks thank 
to our broad diversification. Second, the 
fact that we select all securities completely 
unconstrained by any benchmark, as well 
as our flexible asset allocation, are good 
reasons to invest. This means we can offer 
investors a broad spectrum of investment 
opportunities. And last but not least, the 

We have exceeded these objectives 
significantly since the fund was launched: 
we have an annual yield of 5% after tax, 
which has come exclusively from income 
from the underlying assets. After fees we 
achieved an annual total return of over 
7%, with volatility of 4.2%. As I’ve already 
said, our target value is between 5% and 
7% – and we are well outside the 
fluctuation corridor.

what sets you apart from your 
competitors in terms of 
implementing your goals?
We focus on achieving sustainable 
income, in line with our philosophy. To 
achieve this we adhere strictly to our 
principles: ensuring the fund is global, 
flexible and unconstrained by 
a benchmark. But those are not the only 
ways we differentiate ourselves from our 
competitors. The same also applies to 
income distribution and the risk profile. 
I  would just like to mention three other 
factors that are of key importance to us: 
diversification, liquidity and quality.

what does that mean specifically?
Diversification means that we can 
distribute our sources of income across 
20 asset classes. Liquidity means that we 
only invest in liquid, listed securities. And 
in terms of quality we only invest in strong 
companies: the balance sheets need to be 
right and the fundamental data trend 
must also be positive. Part of our 
philosophy is that we do not make any 
compromises on quality just to obtain 
returns. However, we also do not obtain 
quality at any price.

You also mentioned distribution and 
the risk profile as factors that set the 
fund apart from competitors.
That’s right. We aim to make the 
distribution of 5% solely from the income 
generated by the underlying assets. We do 
not aim to finance income distributions 
from the investment assets. Another 

Interview with Aymeric Forest, Head of Multi-Asset Investments Europe



2 The level of the distribution is reviewed annually and could change. If the returns are not sufficient to 
cover these payments, these distributions may reduce the fund capital. 3 Corresponds to 5.26315% of 
the net asset value per share class. 4 The ongoing charges figure is based on the last year’s expenses for 
the year ending December 2014 and may vary from year to year.

Fund data Share class a, uSd, 
acc.

Share class a, uSd, 
dis.

Share class a, eur 
hedged, acc.

Share class a, eur 
hedged, dis.

ISIN LU0757359368 LU0757359954 LU0757360457 LU0757360960

Inception 18 April 2012 18 April 2012 18 April 2012 18 April 2012

Distribution - Fixed distribution of 
5%2 p.a., paid out 
monthly

- Fixed distribution of 
5%2 p.a., paid out 
quarterly

Initial charge Up to 5% of total subscription3

Ongoing charges 1.59%4
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moderate risk profile of Schroder ISF 
Global Multi-Asset Income is an 
advantage. While keeping risk at 
a  manageable level it offers regular 
positive income and the freedom to 
choose whether to reinvest income or 
have it paid out. 
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From grain of sand to (profitable) 
pearl 
This particular example shows investors 
how big the investment opportunities 
offered by small companies can be. This is 
especially true after they have left their 
“garage” and reached a certain size. This is 
because most companies disappear again 
from the market in the very early 
development stages – perhaps because 
their business idea is not seen as viable.

If a company gets through the critical start 
phase and establishes itself on the market, 
it will often need capital for further 
expansion. Yet even today investors are 
spoilt for choice. Figuratively speaking, 
smaller firms are as plentiful around the 
world as sand on a beach. The MSCI 
Emerging Markets Small Cap Index alone 
contains more than 1,800 such companies. 
But, nowhere near all of them have the 
potential to become “pearls”. “For our 

Small companies, 
big opportunities?

Schroder ISF Global emerging Markets Smaller companies

2066 Crist Drive in Los Altos, California. This is where visitors 
will find perhaps the most famous garage in the world. It is now 
listed as an historic place, despite looking rather less than 
impressive on first inspection. Just one thing makes it stand 
out: it was where two young men spent their time building and 
tinkering with computers. Their names: steve Jobs and steve 
Wozniak. And the garage was where they laid the foundation 
stone for a global company that goes by the name of Apple.

2066 crist drive in los 
altos, california. 
Steve Jobs (right) and Steve 
Wozniak in the garage of 
Steve Jobs’ parent’s house. 
This is where the first Apple 
Computer was developed 
and built – and where Apple 
was founded in 1976.
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Schroder ISF Global emerging 
Markets Smaller companies, we always 
choose around 50-120 of these businesses,” 
says James Gotto, the fund manager for 
emerging market equities.

This is because the outlook for many 
small caps in emerging markets are good. 
They are based in markets where more 
than four-fifths of the world’s population 
resides, and which are home to a lot of 
young people whose incomes are rising 
and who are big consumers. This translates 
into favourable conditions for dynamic 
growth in the medium to long term, and 
smaller firms can participate in this 
growth in a flexible way. Many of the 
companies have also built up excellent 
competitive positions in their niches – 
across a whole variety of industries. These 
include consumer goods, healthcare, IT 
and telecommunications. “For the fund, 
we are on the hunt for hidden champions 

that often fare better in weaker market 
phases and crises than the market as a 
whole,” Gotto explains. The fund 
manager’s goal is therefore to beat the 
MSCI Emerging Markets Small Cap Index 
by 3% over the year.

under the radar of analysts 
The “hidden champions” in question are 
the many smaller firms that operate under 
the radar – much more so than medium-
sized companies and conglomerates. 
That’s because a lot of analysts do not 
focus so much on small caps. “This lets us 
utilise our global know-how and presence 
in the markets to identify investment 
opportunities,” says Richard Sennitt, the 
fund manager for global small caps. 

So does that mean small trumps big? 
The growth in value over the past ten 
years speaks volumes: the MSCI Small 
Caps has left the MSCI World trailing – as 

well as putting the MSCI Emerging 
Markets, which includes larger companies, 
in the shade.

asia in focus
What countries and regions dominate the 
MSCI Emerging Markets Small Cap 
Index? Of the 1,800 companies in total 
that make up the index, a good three-
quarters are based in Asia. Taiwan 
(19.7 %), China (18.9 %) and Korea 
(16.7 %) account for the biggest 
proportions, followed by India, Malaysia 
and Thailand. Around 14% of the 
companies are located in Europe, the 
Middle East and Africa, with the greatest 
number by far being based in South Africa 
(7.5%). Latin American firms account for 
just under 10% of the index; these are 
principally small caps from Brazil (5.8%), 
Mexico (2.6 %) and Chile (1.2%). 

uu

Source: FactSet, MSCI. as of 31 August 2014.
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the 10-year performance of the MScI emerging Markets Small cap 
Index was the strongest relative to its peers

James Gotto 
Fund Manager 
Emerging Markets 
Equities

richard Sennitt 
Fund Manager 
Global Small Caps

Two experienced investment teams 
draw up the investment strategy 
together: the emerging market 
equities team and the team for global 
small caps in Asia. The decisions on 
the direction taken by the portfolio 
are ultimately taken by James Gotto 
(Fund Manager emerging Market 
equities) and Richard sennitt (Fund 
Manager Global small Caps). 
Reliable information is supplied by 
29 analysts from eight locations 
around the world.
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Sector mix offers opportunities
What is interesting is that if you compare 
the composition of the MSCI Emerging 
Markets Index with that of the Small Cap 
Index, there are some major differences. 
For example, smaller firms (in industry, 
consumer goods and healthcare etc.) are 
significantly more heavily represented. 
But firms from the financial sector have a 
markedly smaller share in this index than 
they do in the MSCI Emerging Markets. 
The same goes for energy firms and for 
telecommunications companies and their 
suppliers. “We believe not all sectors will 
benefit to the same degree from the 
growth in emerging markets,” says 
Richard Sennitt. We take this into account 
when selecting the stocks for the 
Schroder ISF Global emerging 
Markets Smaller companies.

disciplined investment approach
What is the fund management’s procedure 
for working out strategy and selecting 
stocks? “We start by drawing on the entire 
universe of more than 1,800 companies 
making up the MSCI Small Cap Index,” 
Gotto explains. 

The fund managers follow a clear 
investment approach based on 
fundamental criteria. From the names in 
this index, they make a selection of 
interesting stocks using the research 
methods. They then take a close look at 
each company. “We look at the company’s 
business model very carefully,” says 
Sennitt. The fund managers avoid 
following a specific investment style. But 
they do set great store by quality 
companies and avoid those that are not up 
to scratch. 

The outcome is a portfolio normally 
containing around 50-120 companies. 

The fund managers pay close attention 
to how the companies in the portfolio and 
on the selection list perform. If the 
companies do not meet expectations, or 
their performance is disappointing, the 
fund management sells the securities in 
line with clear criteria. 

uu

Source: FactSet, MSCI. as of 31 August 2014.
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energy and materials

Industrials

Schroder ISF Global emerging Markets Smaller companies

Share class a, uSd, acc.

ISIN LU1098400762

Inception 27/08/2014

Initial charge 5.26315%

Ongoing fee 2.02% p. a.1 Performance fee 15%2

Benchmark MSCI Emerging Market Small Cap Net TR

Fund manager Allan Conway, James Gotto, Matthew Dobbs, Richard Sennitt

“there are nine million 
bicycles in Beijing…” – and 
the trend is upwards.

The global bicycle market is 
booming, so schroder IsF 
Global emerging Markets 
smaller Companies has shown it 
has a keen eye by investing in 
shares of Taiwanese bicycle 
maker Merida Industry. With its 
development headquarters in 
Germany and its Taiwanese 
production expertise, Merida 
has become a renowned 
company with a comprehensive 
range that includes children’s 
bicycles and high-end racers, 
right through to increasingly 
sought-after e-bikes.

Better health and environmental 
awareness have also played their 
part in the positive performance 
of the share price over the past 
year, and here too the trend is 
upwards.

example stock: 
Merida Industry

Schroder ISF Global emerging Markets 
Smaller companies
Small companies, big opportunities?

1 The ongoing charges figure shown here is an estimate of the charges because the fund was launched recently and did not have a year’s expenses upon 
which to calculate the figure. 2 15% of the Fund’s outperformance of the MSCI Emerging Market Small Cap Net TR, subject to high water mark.
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The table shows a selection of Schroders funds that are among the 
top performers in their peer group over one, three and five years.

top performers

Schroder ISF Quartile ranking/
comparison 
group

comparison group 
Morningstar

  Fund
  (calculated 
in euro)

1 year 

Schroder ISF Middle east
A, usD, acc., Lu0314587907

1st  3 / 22 Africa & Middle East Equity +28.05 %

Schroder ISF Frontier Markets equity
A, usD, acc., Lu0562313402

1st  1 / 17 Global Frontier Markets Equity +19.9%

Schroder ISF Global recovery1

A, usD, acc., Lu0956908155
1st  9 / 576 Global Large-Cap Blend Equity +18.27 %

Schroder ISF Global convertible Bond
A, usD, acc., Lu0351442180

1st  2 / 27 Convertible Bond – Global +18.78%

Schroder ISF Japanese opportunities
A, usD hedged, acc., Lu0943300680 

1st  3 / 80 Japan Equity – Currency Hedged +31.9%

3 years 

Schroder ISF Middle east
A, usD, acc., Lu0314587907

1st  3  / 19 Africa & Middle East Equity +23.84%

Schroder ISF Frontier Markets equity
A, usD, acc., Lu0562313402

1st  1 3 / 11 Global Frontier Markets Equity +20.22 %

Schroder ISF taiwanese equity
A, usD, acc., Lu0270814014

1st  2 / 11 Taiwan Large-Cap Equity +14.63 %

Schroder ISF Global convertible Bond
A, usD, acc., Lu0351442180

1st  1 1 / 18 Convertible Bond – Global +12.52%

Schroder ISF uk opportunities2

A, GBP, acc., Lu0106244527
1st  3 / 77 UK Flex-Cap Equity +20.8%

5 years 

Schroder ISF Middle east
A, usD, acc., Lu0314587907

1st  1  / 15 Africa & Middle East Equity +15.26%

Schroder ISF BrIc
A, usD, acc., Lu0270814014

1st  2 / 17 BRIC Equity 1.0%

Schroder ISF taiwanese equity
A, usD, acc., Lu0270814014

1st  1 / 10 Taiwan Large-Cap Equity +11.39%

Schroder ISF Global convertible Bond
A, usD, acc., Lu0351442180

1st  1 1 / 15 Convertible Bond – Global +9.5%

Schroder ISF uk opportunities
A, GBP, acc., Lu0106244527

1st  1 / 61 UK Flex-Cap Equity +17.62%

Source: Schroders and Morningstar, as of 31 December 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. 1 Please note that Schroder ISF Global Recovery is not registered for
distribution in the Nordic region. 2 Please note that Schroder ISF UK Opportunities is not registered for distribution in Norway.
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 Japan In Japan, whilst optimism surrounding the three economic 
 ‘arrows’ of Prime Minister Shinzo Abe has slightly faded, the increased 

focus on shareholder returns and efficient use of capital is a long-term positive. 
Unlike previous cycles of yen weakening, Japanese corporates have not reduced 
overseas prices or increased investment spending, enabling them to lock in gains 
and expand margins, which in turn should present opportunities for returning 
value to shareholders.

Schroder ISF Japanese opportunities

equity

 uSa The US continues to be  
 one of our favoured markets 
as it is still a driver of global growth. 
Rate hikes by the Federal Reserve 
(Fed) are not expected any time 
soon given a lack of inflationary 
pressure and a somewhat stalling 
growth outlook for major trading 
partners. Strong Q3 earnings from 
US companies support our view that 
there is fundamental support for the 
market’s fair-to-expensive valuation 
ratios.

Schroder ISF uS large cap

 europa (ex uk) Europe  
 continues to disappoint in terms of 

economic recovery and corporate 
earnings. Consequently, bullish arguments 
for European equities tend to rely on 
valuations and European Central Bank 
(ECB) action. Value in European corporates 
resides in the industrials, resources and 
energy sectors; whilst these export-
oriented sectors should receive a boost 
from a lower euro, the weakness in the 
global trade-to-growth multiplier is a barrier 
to unlocking their value in the near term. 

Schroder ISF euro equity

 emerging Markets We remain  
 neutral. Although valuation 

opportunities do exist in the 
commodity and investment sectors, 
a strong dollar provides headwinds for 
emerging equity markets.

Schroder ISF QeP Global emerging 
Markets

 uk Against a backdrop of  
 softer global growth the UK 
may perform poorly due to 
sensitivity to emerging markets and 
commodity prices. We remain 
neutral on UK equities given that the 
market has underperformed global 
equities so far this year, suggesting 
that investors have already priced in 
much of the bad news.

Schroder ISF uk opportunities

Market overview
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 Government bonds  
 Bonds stay at single plus driven by 

low inflation, more monetary stimulus and 
positive momentum. The large correction 
in the oil price will weigh on inflation 
expectations globally, while central banks 
in emerging markets are likely to match 
the easing actions by their counterparts in 
Japan, China and Europe, providing 
further support for government bonds.

Schroder ISF euro Government Bond 

 Inflation linked bonds  
 Inflation remains low. Looking 

forward, we expect inflationary pressure 
will remain subdued in the US in an 
environment of a stronger US dollar and 
deflationary pressure from the rest of the 
world. Breakeven inflation rates have fallen 
to a level which starts to look attractive, 
but currently we have yet to see any 
catalysts to justify a positive view on 
inflation-linked assets.

Schroder ISF Global Inflation  
linked Bond

 emerging market bonds  
 We remain overall negative on 

emerging market USD bonds as we see 
a worsening inflation/growth trade-off 
with weakening currencies, particularly 
amongst many commodity producing 
nations. We remain cautious as the 
broader emerging market universe is 
subject to heightened volatility in the near 
term but recognise that fundamentals 
have been improving in many emerging 
market countries and trade at attractive 
valuations relative to other fixed income 
assets.

Schroder ISF emerging  
Markets debt absolute return 
 

 corporate bonds  
 US investment grade (IG) spreads 

have become more exposed to interest 
rate volatility and face pressure from 
increased M&A activity which is typically 
negative for IG bond holders and which 
could increase further if rates stay low for 
too long. If interest rates rise, spreads 
could widen substantially if flows turn 
negative.

Schroder ISF euro credit conviction

 High-yield bonds  
 US high yield (HY) spreads are 

vulnerable to falling energy prices. The 
energy sector, which has the highest 
weighting within US HY, sold off in the 
past month due to concerns over a 
possible pick-up in default risk by shale 
oil producers. In addition, liquidity 
remains a major risk as the Fed starts to 
raise rates. Given the expected rising 
volatility and a relatively low risk 
premium, we have again turned negative 
on US HY. 

Technicals have recently improved with 
the return of flows into global high yield 
funds. However, underlying growth 
concerns and idiosyncratic events are 
dominating market sentiment, with 
support from the ECB already 
discounted and the growth outlook 
deteriorating. 

Schroder ISF euro High Yield

 commodities  
 We remain neutral on commodities 

as we expect prices to stabilise around 
these levels, with the exception of gold 
where we see a continuation of the 
downward trend.

Schroder ISF Global energy 

 Property  
 After a strong first half to 2014 in the 

European office market, demand for office 
space fell back in the third quarter. The 
Ukraine crisis played a role here. The 
outlier among the large European markets 
was Brussels, which has seen ECB-led 
high demand in the office segment. In the 
first half of 2015, we expect demand for 
office space to be muted, but forecast a 
revival in the second half due to growth in 
the TMT (telecoms, media, technology) 
and services sectors. In addition, this 
demand is likely to meet with only meagre 
supply due to the low level of new builds in 
the pipeline. The trend where old office 
premises are being converted into 
residential or hotels is still intact. We 
believe Berlin, Frankfurt, Munich, Oslo and 
Stockholm are on the cusp of a new 
increase in office rents; we should then 
see a continuation of this trend in 
Brussels, Paris-La Défense and other 
large German cities in 2016.

Schroder ISF Global Property  
Securities 

Bonds alternative Investments

expected performance:

Positive Neutral Negative



How close are we to the end?

Credit spreads have long been used 
as inputs to economic and 
sentiment trading models for 

other markets, because credit tends to be 
a leading indicator among asset classes. 
There is a large volume of literature that 
examines the degree to which credit 
spreads serve as an accurate predictor of 
future economic activity. Their positive 
findings serve to emphasise how difficult 
it is to forecast the direction of credit 
markets themselves. Here we introduce a 
model of the credit cycle, defining and 
characterising each of the phases from the 
movement in corporate spreads, in order 
to understand where we are in the cycle 
and how close we are to its end. In 

The credit 
cycle:
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1 The Most Important Thing: Uncommon Sense for the Thoughtful Investor. Howard Marks, 
Columbia Business School Publishing, 2011.

Investors in fixed income should bear in mind an 
observation from the veteran investor Howard Marks: “rule 
number one: Most things will prove to be cyclical. rule 
number two: Some of the greatest opportunities for gain 
and loss come when other people forget rule number one.1”



particular, we compare the evolution of 
the current credit cycle with past 
experiences to gather insight into the 
maturity of this cycle. In the final section, 
we explore the important linkage of credit 
cycle with the interest rate cycle. 

credit cycle: a theoretical 
perspective
Most readers will be familiar with the 
characteristics of the business cycle, where 
an economy tends to experience different 
stages of activity fluctuating around 
a long-term trend growth rate. In contrast, 
the credit cycle is less well known, but it 
plays an integral part in driving the 
business cycle. The credit cycle tracks the 

expansion and contraction of access to 
credit over time, which has a direct impact 
on the behaviour of firms, their ability to 
invest, and in turn the well-being of the 
economy.

The key measure by which we can identify 
the conditions and cost of accessing credit 
by firms is credit spreads, the extra 
compensation that an investor receives from 
holding a corporate bond with default risk 
relative to a Treasury bond of similar 
maturity. Although there are also non-
default risk factors, such as market, liquidity 
and firm-specific factors, we see that a large 
part of the yield differential between risky 
corporate bonds and government sovereigns 
captures default risk.

An increase in default risk could be 
triggered by a worsening in the economic 
outlook, a banking crisis, or a geopolitical 
shock to the financial system. Against this 
backdrop, banks tighten their credit 
standards and the cost of credit rises, 
which leads to a deterioration in corporate 
fundamentals. In turn, companies de-
lever their balance sheets and the central 
bank implements accommodative 
monetary policy, which prepares the way 
for the next phase of the credit cycle. 
Hence, estimating where we stand in the 
credit cycle gives a better understanding 
of the typical profile of corporate spreads 
and the implications for credit markets.

Schroders ExpErt JAN-AprIL 2015
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credit cycle

n  Stronger activity
n  Rising leverage
n  Cash flows stable/ 

declining
n  Volatility increasing

expansion

downturn
n Recession
n  Cash flows 

declining
n  Rising default 

rates
n  Companies start 

to de-leverage

repair/recovery
n  Growth improving but remains weak
n  Balance sheet repair
n  Declining leverage
n  Regeneration of cash flows
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Figure 1: Simplified diagram of the credit cycle

Figure 2: Phases of the credit cycle

Phase credit spread 
behaviour

characteristics

1: downturn Spread widening –  The worst phase for corporates, as the recession in the economy hits 
economic activity

–  Banks reduce their lending and tighten credit standards, and 
companies start to de-leverage their balance sheets in the face of 
declining cash flows and rising corporate default rates

–  Central banks are easing monetary policy or cutting rates, as the 
economy is experiencing a slowdown or is in recession.

2: repair/
recovery

Spread tightening –  This repair of balance sheets and regeneration in cash flows are 
prominent features in the repair phase, which is aided by more 
accommodative monetary policy as central banks reflate the economy 
given anaemic growth

–  The economy tends to be moving out of recession and into recovery mode.

3: expansion Spread stability –  As the economy recovers and there is improved business and 
consumer confidence, banks start to increase lending and corporate 
cash flow improves

–  This creates the expansion part of the cycle when the economy is on 
a stronger footing, with increased confidence and lending once again 
spurring higher leverage and central banks eventually tightening policy 
to prevent overheating in the economy.

Source: Schroders, as of June 2014.

Source: Schroders, as of June 2014.



Credit cycle defined by identifying the 
trend in corporate spread movements

Figure 1 illustrates our simplified version 
of the credit cycle, which we divide into 
three parts. We further refine the 
definition of the credit cycle by identifying 
the trend in spread movements in each of 
these phases (Figure 2). Whilst this does 
not directly help us forecast moves in 
spreads, it does aid us in understanding 
how long cycles have historically lasted. 
We have qualitatively grouped spreads 
into three phases, based on the 
characteristics of each stage.

Qualitative and quantitative 
assessments of the credit cycle
We can apply this construct to an 
historical assessment of the credit cycle. 
From the mid-1980s through 2007, we 
find two full cycles during which we see 

that the higher-quality investment-grade 
market (Figure 3) returns to equilibrium 
faster than the lower-quality high-yield 
market in the first episode (Figure 4). In 
the second of these cycles and in the 
current cycle, high yield was more 
sensitive to the significant deterioration 
in the environment for credit, compared 
to the investment-grade market, since 
high yield transitioned more rapidly from 
phase 3 to phase 1 than did investment 
grade. Whilst credit markets appear to be 
currently in phase 3, the European 
sovereign debt crisis of 2011 reminds us 
that this cycle can be re-set to phase 1 if 
there is a significant external shock to the 
global economy.

Both the US investment-grade and 
high-yield credit cycles appear to be in 
spread stability phase...

The classification scheme in Figure 3 and 
Figure 4 relies on qualitative judgment. 
This is a useful tool for building 
understanding, but it is difficult to use as 
an indicator in real time. Alternatively, we 
can use a quantitative approach, such as 
the Markov regime model, to partition the 
data without having to rely on qualitative 
judgment. In Figures 5 and 6, we use this 
model to analyse the same data set for US 
investment grade and high yield.2 As 
expected, the regime classifications are 
a  little less stable; however, the broad 
picture stays the same. Both indicators 
suggest that we are in phase 3 of the credit 
cycle; that is, spread stability.

... which is also reinforced by the 
classification using a Markov regime 
model
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Sources: Thomson Reuters Datastream and 
Schroders, as of June 2014. Note: Merrill 
Lynch US investment-grade (IG) corporate 
spreads are based on an all maturities; US IG 
bond compared with a US 7-year Treasury 
bond (to match duration). Credit cycle phases 
identified qualitatively.
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Figure 4: Phases of the uS high-yield credit cycle

Sources: Thomson Reuters Datastream and 
Schroders, as of June 2014. Note: Merrill 
Lynch US high-yield (HY) corporate spreads 
are based on all maturities; US HY bond 
compared with a US 5-year Treasury bond (to 
match duration). Credit cycle phases 
identified qualitatively.
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Figure 3: Phases of the uS investment-grade credit cycle
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Previous credit cycles compared 
with the present cycle
The average length of historical credit 
cycles gives us some insight into the 
maturity of the current cycle, bearing in 
mind that this is under the significant 
assumption that the economy is closed 
to external macro or geopolitical shocks. 
As highlighted in the previous section, 
since the mid-1980s, there have been 
two completed credit cycles in which 
spreads have moved from phase 1 to 3 
based on qualitative judgment. For the 
US high-yield credit market, these two 
cycles lasted, on average, nine years. In 
comparison the current cycle has so far 
lasted for seven years, or approximately 
75% of the average cycle.

Whilst the last cycle for the US 
investment-grade market lasted nearly 
nine years, the average over the two 
cycles since the 1980s was longer than 

that of the high-yield market at 
11.5  years. This was prompted by an 
extended period in phase 3 (i.e., spread 
stability) during the late 1980s into the 
1990s. In contrast to high-yield 
corporates, investment-grade spreads 
did not significantly widen during the US 
recession in the early 1990s, which 
coincided with the height of the Savings 
and Loan Crisis of 1989. Hence, if we 
take a more conservative view and 
discount one of the investment-grade 
credit cycles, then the typical cycle length 
is nine years which is the same as high 
yield.

If history serves as a guide, then there 
could be another two years or more to go 
before the end of the current credit cycle. 
This is perhaps easier to appreciate from 
a visual perspective (Figure 7). In this 
cycle, high-yield corporate spreads are 
trading close to levels experienced in 
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Figure 5: uS investment-grade credit cycle phases using Markov process2

Sources: Thomson Reuters Datastream and 
Schroders, as of June 2014. Note: Merrill 
Lynch US investment-grade (IG) corporate 
spreads are based on an all maturities; US IG 
bond compared with a US 7-year Treasury 
bond (to match duration). Credit cycle phases 
identified quantitatively using a Markov model.
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Figure 6: uS high-yield credit cycle phases using Markov process)3

Sources: Thomson Reuters Datastream and 
Schroders, as of June 2014. Note: Merrill 
Lynch US high-yield (HY) corporate spreads 
are based on an all maturities; US HY bond 
compared with a US 5-year Treasury bond 
(to match duration). Credit cycle phases 
identified quantitatively using a Markov 
model.
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2 The Markov switching model, also known 
as the regime switching model, is one of 
the most popular nonlinear time series 
models. This model involves multiple 
structures (equations) that can characterise 
the time series behaviour in different 
regimes. Sourced from “Lecture on the 
Markov Switching Model,” Chung-Ming 
Kuan, Institute of Economics Academia 
Sinica,19 April 2002. 3 Ibid.



previous cycles. While there appears to 
be room for further compression, the 
ultra-low spread levels experienced prior 
to the last crisis were facilitated by credit 
conditions that are unlikely to be 
repeated. Moreover, as highlighted in the 
previous section, our qualitative and 
quantitative assessment suggests that the 
current cycle is in phase 3, which is 
characterised by spread stability.

If history is a guide, there could be two 
years or more before the current credit 
cycle ends

Fundamental backdrop in this 
cycle appears benign, with the 
corporate default rate at
historical low
In terms of the fundamental backdrop for 
credit markets, conditions for corporates 
appear benign, according to several useful 

credit barometers. The close link between 
the corporate default rate and credit 
spreads is well known for most readers, as 
is the fact that default rates tend to lag. 
Currently, high-yield default rates are at 
historical lows and below levels 
experienced nearly three months after the 
peak in spreads of previous cycles (see the 
orange line in Figure 8). In addition, 
leverage and interest cover ratios for high-
yield US corporate bonds are within 
historical norms, although leverage has 
been rising, as corporates take advantage 
of the low-rate environment.

uS unemployment rate still above 
trend levels in this cycle
On the macro front, we focus on the US 
unemployment rate, given that it is a 
measure of slack in the economy and has 
been used by the Fed as the hurdle rate for 
leaving interest rates unchanged. In this 

cycle, the unemployment rate has been 
falling but continues to be elevated, 
compared with past periods (Figure 9). 
Moreover, the unemployment rate is still 
higher than trend levels (i.e., NAIRU, or 
non-accelerating inflation rate of 
unemployment) experienced towards the 
end of previous cycles. This has been one 
of the measures justifying the ultra-
accommodative stance of the Fed and will 
have an important bearing on the future 
course of the interest cycle, which is 
discussed in detail in the next section.
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Figure 8: Peak in uS high-yield default rate in previous cycles
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Sources: Thomson 
Reuters Datastream 
and Schroders, as of 
June 2014.
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Figure 7: Previous credit cycles, uS high-yield market
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Interest rate cycle plays a pivotal 
role in the rotation between phases

Credit spreads have generally been well 
behaved during previous rate hiking 
cycles...

Based on current market pricing, the 
first rate rise is expected in the first half 
of 2015. Generally, credit spreads have 
been well behaved during previous rate 
hiking cycles, with the peak in spreads 
coming some time after policy rates have 
stabilised. Since the late 1980s, the first 
rate hike and the subsequent peak in 
credit spreads have averaged around 
three years, respectively (Figure 11). 
Combining this with the analysis of the 
credit cycle suggests that there could be 
another two to three years before we 
move into the next stage of the cycle; 
that is, the recession phase.

...but it could be different this time, 
given the unprecedented monetary 
stimulus and low interest rates

However, we must be aware of the 
unprecedented monetary stimulus and 
prolonged period of low interest rates that 
have characterised this cycle. We have no 
guide from history on how markets will 
react to the eventual unwinding of this 
policy. However, the reaction of the market 
in May and June of 2013 to suggestions 
that it would begin to taper QE suggest 
that markets might find it difficult to give 
up QE and that this cycle could therefore 
be different from the past. Hence, the 
tightening in monetary policy will be the 
key variable to monitor in estimating the 
end of the credit current cycle.

conclusions
We have introduced a model for the 
credit cycle based on both qualitative 
and quantitative assessments. Under this 
model, the current credit cycle is in the 
expansion phase, during which corporate 
spreads are generally stable, the economy 
is on a firmer footing and monetary 
policy is biased towards tightening. If the 
past serves as a guide, then in the 
aftermath of the financial crisis there 
could be another two years or more to go 
before this cycle comes to its natural end.

The interest rate cycle plays a pivotal 
role in the rotation between phases of the 
credit cycle. Based on the current pricing 
of interest rates, the market consensus 
expects the Fed to unwind QE by the end 
of 2014, with the first rate rise assumed 
in the first half of 2015. Generally, credit 
spreads have been well behaved during 
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Figure 9: uS unemployment rate cycles
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of June 2014.
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the rate hiking cycle, with the peak in 
spreads coming some time after policy 
rates have stabilised.

While past cycles suggest that there is 
another two years or more to go, this 
cycle could be different, as we have 
experienced an extended period of ultra-
loose policy by the central banks, which 
has created a backdrop not previously 
observed. Hence, the future course of the 
Fed is one key catalyst to watch that can 
de-rail credit markets before the natural 
end of the cycle. 
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Figure 11: time from first rate hike to peak in uS high-yield spreads (number of months)

First interest 
rate hike

end of interest 
rate hiking cycle

Peak in uS HY 
spreads

First rate hike to 
peak in spreads 
(Months)

end of rate hiking 
to peak in spreads 
(Months)

March 1998 May 1998 January 1991 34 20

June 1999 May 2000 October 2002 40 29

June 2004 June 2006 November 2008 41 29

average 38 26

Sources: Thomson Reuters Datastream and Schroders, as of June 2014.



The only thing certain about the 
stock market is that it will fluctuate.
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Modern Portfolio Theory 
defines risk as volatility and 
tells us that there is 

a proportional relationship between this 
and expected returns – an investor must 
be exposed to uncertainty in order to 
generate excess return. The theory goes 
that it is most efficient to minimise 
volatility for a given level of expected 
return, or to maximise expected returns 
for a given level of volatility.

Volatility is defined, in its simplest 
statistical guise, as a measure of variation 
in results, typically around an average 
level. Most (but not all) equity markets are 
characterised by gradual upward 
movements punctuated by sharp 
downward movements. This leads to high 
volatility measures often corresponding 
with market crashes, partly explaining the 
negative connotations of the term.

The most common definitions of 
investment risk relate to the possibility of 
permanent impairment of capital 
i.e. losing money. In the extreme, it is the 
likelihood of completely running out of 
money (or worse!). For some investors, 
the definition might be more nuanced, for 
example, DB pension funds might 
consider the main risk to be that of having 
insufficient assets to meet the liabilities at 
the point of valuation.

It is clear that the two terms, volatility 
and risk, are not synonymous. However, 
they are used more-or-less interchangeably 
in investment discussions every day all 
around the world. But very few people 
would be satisfied if they asked ‘what’s the 
risk of this investment?’ and the answer 
received was simply ‘five’.

Volatility will always be an integral part 
of investment markets, and those investors 
equipped to deal with it will be at an 
advantage. Reacting appropriately to 
changes in volatility, anticipating its 
impact on sentiment and wider risk 
factors and using that awareness to benefit 
the overall outcome are key features of 
successful investment governance. This 

Is volatility risk?  
Right to the 
point and 
yet missing it…

Instead of asking whether volatility always means risk, we 
should approach it from a different direction. there’s a 
much better way of framing the question: are short-term 
price fluctuations a risk even for long-term investors?

Volatility is often used as a proxy for 
risk in investment analysis. But it is 
far from perfect in this role…
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depends on viewing the measure within 
context and as an important part of 
a wider risk monitoring programme.

It’s about what you look at, not 
how often you look
In today’s world, we see our portfolios and 
news flow on a ‘live’ basis and there is a 
strong natural temptation to react to every 
new price movement and incremental 
piece of information. This volatility will 
generate trading opportunities and threats. 
For long-term asset owners, however, it 
generates considerable noise around the 
wider picture. Looking too frequently at 
short-term results can be unsettling.

In portfolio monitoring, reducing the 
observation frequency works to a point, 
but is perhaps too basic and complacent, 
and brings other risks with it, such as 
neglect of fiduciary duty. There is a trade-
off between sticking your head above the 
parapet and burying your head in the 
sand. But is there a correct frequency? The 
answer, we believe, lies in the following 
analysis.

Figure 1 shows the proportions of 
positive observations of an equity market, 
varying by frequency of observation and 
also by the time period observed:

So when it comes to monitoring 
investments, it is acceptable to look at the 
portfolio as frequently as you like, but 
very important to ensure that the 
lookback period is long enough to allow 
the true picture to show through. Short 
lookback periods are simply far too noisy 
to allow meaningful conclusions to be 
drawn.

We would be denying the randomness 
of markets if we claimed there to be an 
optimal lookback period for portfolio 
monitoring with any accuracy. It will 
vary for different assets, broadly in 
proportion with volatility levels. If you 
have the luxury and intestinal fortitude 
to adopt a multi-decade investment 
horizon, then short-term volatility is not 
a concern to you at all. If you are a typical 
institutional investor, on a 3- or 5-year 
asset allocation cycle, then observing 
your results on a minimum 1-year rolling 
basis seems to make sense.

Spotting the difference between 
threat and opportunity
Institutional investors are often assumed 
to have a longer-term investment horizon 
than individuals, in part due to 
sophistication and their long-dated 
liabilities. In this context, we are 
interested in whether there are horizons 
over which volatility does indeed 
constitute a significant risk.

We make two hypotheses about 
forward-looking expected market return 
distributions:
1. Intuitively, when markets are volatile 
they are more likely to deliver extreme 
results (positive or negative) than when 
benign. Therefore, the expected market 
return distribution at times of high market 
volatility should have fatter tails than at 
times of low volatility.
2. Statistically and empirically, high market 
volatility is associated with negative 
returns. If historic returns have been 
negative then the market will be priced 
more cheaply than before, giving an 
improved buying opportunity. Therefore, 
the expected market return distribution at 
times of high market volatility should have 

Figure 1: the psychology of observation

uu

The lookback periods 
run from front to back, 
and the proportion 
(probability) of a 
positive return runs 
from bottom to top. 
The proportion of 
positive daily 
observations is 50%.  
But if we make our 
observations on 
a quarterly basis 
(4th from left) and 
consider rolling 
quarters (4th from 
front), the probability 
of a positive result is 
already 60%.

The period 
observed matters, 
not the frequency 
of observation.
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a higher average than at times of low 
market volatility.

This higher expected return comes at a 
cost of greater probability of significant 
loss. The extent of this trade-off varies with 
the time period being considered and the 
utility function of each investor.

In Figure 2 below, we show the actual 
experienced incidence of weekly returns 
on the S&P 500 index over the past 
54  years. We also show the subset of 
experienced weekly results when the 
preceding volatility was relatively high. The 
distribution of returns in the high-volatility 
subset has a significantly fatter tail than the 
full sample, although the mean is 
marginally lower.

Figure 3 now shows the return 
distributions for annual periods for the 
same index, over the same history. This 
time the high-volatility subset tails are 
only slightly fatter but the mean return is 
significantly higher.

In the short term, the worry of the left-
hand tail (i.e. the risk of significantly weak 
returns) usually offsets the benefit of 
marginally enhanced expected returns, 
and therefore market volatility represents 

a threat. For those sensitive to such losses, 
the use of portfolio volatility management 
techniques, such as volatility capping or 
targeting, can be an attractive option.

Perhaps unintuitively, however, the very 
same signal (a period of abnormally high 
market volatility) can also trigger the 
completely opposite response. Those 
targeting longer-term investment 
outcomes can justifiably expect to ride 
through the volatility with favourable 
results. This is a manifestation of the value 
effect, whereby investors willing to 
withstand a short stormy period can take 
advantage of others’ near-term concerns.

The same analysis was conducted over 
differing ‘look-forward’ periods, and the 
results are shown in Figure 4.

In the short-term, 
high volatility 
predicts an 
increase in 
extreme results, 
both positive and 
negative.

uu

Figure 2: after a volatile period, we see more extreme results

Source: Bloomberg and 
Schroders. Daily data 
from 31/12/1959 to 
31/12/2013. Index used 
is the S&P 500 Price 
Return. 1-month 
volatility lookback. High 
volatility subset refers 
to top decile historical 
volatilities

The frequency of a 
negative weekly return 
of -4%, based on all 
weeks, is about 0.5%. 
In the high-volatility 
subset, this frequency 
is about four times 
greater, at over 2%.
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Over longer 
periods, current 
volatility can 
signal a value 
opportunity.

The very same 
observation of 
volatility can have 
opposite 
meanings for 
different types of 
investor.

conclusion
Our conclusion has to be that volatility is not risk. Rather, it is 
a measure of one type of risk. Pragmatic investors recognise 
this, and appreciate that its proxy use is an imperfect short-
cut. Moreover, the metric can potentially be used as an 
indicator, forewarning of both short-term threats and longer-
term opportunities. Armed with these insights, investors 
should be able to take better allocation decisions at times of 
market stress. 

Figure 3: annual results still have downside exposures but stronger value premiums

Figure 4: Same signals, different meanings – the interpretation of market volatility depends 
on investment horizon

Source: Bloomberg and 
Schroders. Daily data 
from 31/12/1959 to 
31/12/2013. Index used 
is the S&P 500 Price 
Return. Results
over 12 months are 
annualised. 1 month 
volatility look back. High 
volatility subset refers to 
top decile historical 
volatilities.

Source: Bloomberg and 
Schroders. Daily data 
from 31/12/1959 to 
31/12/2013. Index used 
is the S&P 500 Price 
Return. 1 month 
volatility lookback. High 
volatility subset refers 
to top decile historical 
volatilities.
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The quest for new partners had been relatively 
straightforward – and by recruiting 
Toby  Caulfield, Alexander Abel Smith and 

Lord Strathallan, later to be the Earl of Perth, Helmut 
Schroder had demonstrated a knack for finding good 
ones. Over the coming years, though, he would have 
a far more difficult and complex task: restructuring 
the company’s finances, as frozen interest payments 
– a consequence of the war and of the death of Baron 
Bruno in 1940 – were still proving an obstacle in the 
company’s path to a prosperous future.

Meanwhile, the full burden of entrepreneurial risk 
was now being shouldered by Helmut Schroder and 
his sisters Dorothee and Marga. And as Helmut 
Schroder was the only one of the owners to be actively 
involved in the firm’s operations, it was he who had to 
sort out the family’s finances and put the company’s 
equity base on a sound footing. Helmut Schroder 
withdrew more and more from day-to-day business, 
putting much of what was left of his strength into 
untangling the financial and ownership structures 
and putting them into good order.

After the restructuring in 1942/43, the business 
had two partners: the family’s Veritas Trust, as 
beneficiaries of which Helmut Schroder and his two 
sisters had been appointed, and Helmut Schroder 
himself, who was personally liable. After the war 
ended, the primary concern was inevitably to raise 
capital: the Veritas Trust injected fresh funds, and 
there were a few other successful investments. Long-
term liquidity was improved by the sale of a stake to 
Arlington House (1946), the selling and leasing back 
of 145 Leadenhall Street (1949) and other measures. 
The last of these was in March 1951, when the sale of 
Schrobanco shares to Barings brought in more capital. 
By the end of that year, the partners therefore had 
access to capital totalling GBP 2.2 million. In early 
1951, Konrad Adenauer agreed in principle that West 
Germany would accept liability for all pre-war debts. 
For Baron Bruno Schröder’s executors and the Veritas 
Trust alike, the prospect of being able to settle 

outstanding debts was enticing to say the least. Not 
only would it be possible to pay off mortgages, but 
also, and more importantly, the London firm would 
have its hands on free and unencumbered capital. 
This enabled Helmut Schroder to press on with the 
restructuring of the partnership, in which the first 
thing he had to do was to clarify the positions of 
Frank and Henry Tiarks. In the eyes of the law, after 
all, the two were still full partners, but contributed no 
capital to the business. 

June 1951 saw the start of negotiations on how 
much Helmut Schroder should pay for the Tiarks 
family’s goodwill interest in J. Henry Schroder & Co. 
The talks dragged on for something like a year, and 
Frank Tiarks died before they could be completed. 
With Robert Holland-Martin (Martin’s Bank) and Sir 
Edward Peacock (Barings) as intermediaries, the 
payment of GBP 200,000 to Henry Tiarks was agreed 
in July 1952. It was not intended that this agreement 
should affect his family’s interest in Schrobanco. At 
the end of March 1953, Henry Tiarks formally 
withdrew from the old partnership and assumed a 
position of equality with all the other partners. The 
way was now open for Helmut Schroder to embark 
upon the final stage of the restructuring process – the 
transformation of the partnership into a public 
limited company. 

History of Schroders

From partnership to Plc 
Recovery and upswing in London

In the picture from left to right:
Helmut, Baron Rudolf, partners in Schröder 

Gebrüder, Hamburg, and Baron Bruno Schröder.
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“I think we’ll have Port”
The same procedure as every year: 

“I  think we’ll have port with the 
fruit!” In the traditional film for 

New Year, “Dinner for one”, the birthday 
menu for Miss Sophie and her unfortunate 
butler James is rounded off with port 
every year. That’s no accident, for vintage 
port aged in the bottle is often what brings 
British dinners to a triumphant end. And 
when the dinner in question is to celebrate 
a 90th birthday, the customer must indeed 
be very British.

At any rate, the British are regarded as 
the greatest aficionados of port in the 
world. But that’s to jump to the wrong 
conclusion: on the current list of major 
port importers published by the 
Portuguese Douro and Oporto Wines 
Institute IVDP (Instituto dos Vinhos do 
Douro e Porto), the UK comes in only 
fourth place, behind France, the 
Netherlands and Belgium.

Even so, it’s no cliché to speak of 
England as the land of port lovers, for the 
Institute distinguishes between the market 
shares of standard and premium ports. 
And among the latter, British wine 
drinkers, with a market share of 23%, are 
again at the top of the table, well ahead of 
the US (17%), France (13%) and the 
drink’s country of origin, Portugal (12%). 
That definitely puts the UK at the top 
where port’s concerned: not on the mass 
market, but on the market for high-quality 
products intended for connoisseurs.

The reasons behind the British fondness 
for port are to be found in history, explains 
port expert Axel Probst, author of “Wine 
Connoisseur” magazine and operator of 
the online portal “World of Port”: “The 
British always drank a lot of wine, which 

they mainly got from France. But the 
constant conflicts with France meant that, 
towards the end of the 17th century, they 
had to find an alternative source of supply 
and they found one in Portugal.” 

So their love affair with port developed 
from a business relationship, as is only 
right for a great trading nation. English 
merchants went to Portugal in search of 
high-quality wines that would make their 
wine-drinking countrymen’s dependence 
on exports from the arch-competitor, 
France, a thing of the past. It made sense 
to seek substitutes in Portugal given the 
long-standing trading agreements with 
the country, dating back three centuries. 

They found what they were looking for 
in the wine cellar of a monastery in the 
Douro valley – a sweet, strong red wine 
that turned out to be very much to their 
taste. Adding brandy preserved it for the 
journey by sea to England. “The 
Portuguese wine had some thirty times 
further to travel by sea than its French 
counterpart. As its quality was nothing 
like what we know today, its drinkability 
after it reached its destination was 
limited,” explains Axel Probst. 

Whether it was the Portuguese monks 
or the English voyagers who hit on the 
idea of adding brandy is a matter for 
debate to this day. In any case, the 
procedure had an important side-effect, in 
that it not only enabled the wine to be 
stored but also halted the fermentation 
process, thus retaining much of its 
residual sweetness. Its high alcohol 
content (nowadays between 19% and 
22%), went down well with the English 
too. The sweet and rather heavy port wine 
was born. 

It appears to have first cropped up in 
customs records under its present name in 
1678. It says something that it’s named not 
after the area where it’s produced but after 
the port city of Oporto, from which it was 
shipped to England. The wine from the 
Douro valley has remained an export hit 
to this day, fitting well with the British 
fondness for centuries-old ritual. Axel 
Probst himself became a port aficionado 
in an officers’ club in England while 
training as an air force pilot: “The customs 
developed over the years, dictated by the 
requirements of the product. The 
decanting process is a good example. 
Given the English preference for vintage 
ports matured in the bottle, it has to be 
straightforward.” 

He believes that high quality is 
celebrated in England like nowhere else in 
the world: “Social life in the clubs plays a 
part in that. In England, everyone knows 
the basic vocabulary that goes with port.” 

With so much love and tradition 
surrounding it, the wine can, of course, 
end up being on the pricey side. “The 
English have a grown-up approach to 
wine and are happy to pay for high 
quality”, he says. Or, as Samuel Johnson, 
that great and learned 18th century 
Englishman, put it: “Claret is the liquor 
for boys, port for men.” And for Miss 
Sophie, too, of course. 

How port came to england in the 17th century and why the British still love it today

From the uk
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Reviewing Michael Lewis’  
“Flash Boys – revolt on wall Street”

Schroders’ recommended reading

Playing tricks on the stock exchange with superfast computers:
in his latest book best-selling author Michael Lewis lifts the lid on the 
manipulative schemes of high-frequency traders on Wall Street.

Wildly gesticulating brokers, shouting on the trading 
floor is a typical picture that comes to mind when 
thinking about traders. However, computers have 

taken over that job and now “stock exchanges” are represented as 
rows of terminals stretching into the distance in a computer centre. 
Technological development also brought forth a new kind of 
trading: flash trading, also known as high-frequency trading 
(HFT). The winner is always the guy with the highest performing 
computer and the fastest data line. The high-frequency traders, the 
“flash boys”, can monitor price movements on one stock exchange 
and capture profit, even before the prices have been officially 
adjusted. They make use of this asymmetry of information to 
outsmart other market participants with dazzling speed. 

In a milisecond
“Dazzling speed” is a relative term: for high-frequency traders, a 
millisecond – a thousandth of a second – is the measure of all 
things. By way of comparison, really fast high-frequency traders 
need around 100 of them to conclude a trade, the time it takes for 
order signals to be transmitted back and forth between New York 
and Chicago ten times. The moral champion of the book, Brad 
Katsuyama, is a very well-paid stock trader at the Royal Bank of 
Canada who found out that the high-frequency traders 
intercepted and bought his orders, selling the shares back to him 
at a higher price, and pocketing the margin. He had “always been 
able to recognise the market on his screen. Now, though, it 
looked as if the market on his screen was a mirage.”

In his book, Michael Lewis describes how Katsuyama slowly 
comes to see through the flash traders’ manipulative schemes on 
Wall Street. He shows in a dramatic light the effects of high-
frequency trading and the bizarre practices it gives rise to. Lewis 
tells of flash traders who set up their computers as close as 
possible to stock exchanges for the sake of milliseconds’ worth of 

time advantage, of banks recruiting 
brilliant programmers for vast sums of 
money and of companies willing to pay 
absurd prices for the fastest fibre optic 
cable connections. Lewis’ book is also the 
gripping story of a group of lateral 
thinkers who see through the flash traders’ 
schemes and are no longer willing to put 
up with them. They set out to re-order the 
market along fairer lines, which inevitably 
means taking on the world’s most 
powerful and wealthy men – the sort of 
men who make the “Wolf of Wall Street” 
look like a lapdog. 

our view: 
“Flash boys” 
keeps you on your 
toes from the first 
page. with facts 
and great 
narratives,
lewis reveals the 
revolution of 
technology on 
wall Street, 
resulting in an 
important and 
interesting read.

Author: Michael Lewis
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Schroder ISF Global 
Multi-asset Income 
The fund managers aim to 
distribute 5% per annum, with 
an annual target return of 7% 
over the long term. To achieve 
this, we invest directly in 
equities, bonds and other 
asset classes, so we can 
respond flexibly to market 
developments and make use 
of opportunities.
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Past performance is not a reliable indicator of future performance and you may get back less than you invest. Subscription for shares of the Fund is only permitted on the 
basis of the latest prospectus, together with the Key Investor Information Document and the most recent audited annual report (plus the subsequent unaudited interim 
report, if published).
*  Quarterly distribution of 1.25% in unit class A, EUR hedged, ISIN LU0757360960; monthly distribution of 0.416% in unit class A, USD, ISIN LU0757359954. The level of 
the distribution is reviewed annually and could be changed. If the returns are not sufficient to cover these payments, these distributions may reduce the fund capital.


