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Schroders 
Risk fundamentals… 
 
by Martin Conlon, Head of Australian Equities, Schroder Investment Management 
Australia Limited 
 
 
The primary risk objective for any investor in constructing a portfolio is to maximise return with 
the least amount of risk.  From a risk perspective this means aiming to diversify away as much 
stock specific (idiosyncratic) risk as possible without sacrificing portfolio return. 
 
However, in deciding how best to mitigate risk in the portfolio construction process we must first have an 
understanding of exactly what risk is in that context. As some investors would have discovered to their detriment in 
recent years, understanding the risks being taken to achieve the level of returns generated is critically important (c.f. 
CDO’s, LPT’s, Infrastructure Trusts).  
 
Typically, most industry measures of risk are calculated and quoted in volatility terms (either absolute or relative), 
with the volatility or expected volatility of the portfolio quoted relative to an index. This would make some sense if 
we had a liability that was in some way related to the index or we were otherwise implicitly comfortable with the 
index volatility (and return). 
 
Furthermore, whilst many quantitative risk tools exist to compare the manager’s portfolio to the benchmark portfolio 
across multiple risk factors, particularly tracking error, this tells us little about the diversification of the index itself.  
However, assuming few of us really have a liability represented by the index, as time horizons lengthen, absolute 
risk and return take on significantly greater importance than relative risk and return. In particular as index 
constituents change (eg, becomes more concentrated in a specific sector such as resources) or, as was evidently 
the case with LPTs, the nature of the companies that make up the index change, then it is our view that it is 
important to have a sense of the real absolute risks (particularly the downside risks) embedded in a portfolio.  
Consoling one-self with the notion that your portfolio is low risk relative to an index that disappears off a cliff is likely 
to provide little comfort. 
 
Qualitative managers typically look at the source of value add as being through improved returns rather than 
controlling risk. Where risk is considered it is usually through some statistical package such as BARRA, Northfield 
or some other risk package which require a benchmark against which to calculate portfolio exposures. There is 
very little focus on fundamental risk and very little qualitative research effort used to improve the risk profile of the 
portfolio for a given level of return. 
 
Whilst the above flaws, are in our view, good reasons to look for alternative measures of risk, volatility as a 
measure has one other huge drawback.  Although there is an element of fundamental risk contained in price 
movement information, there is also a large part which relates to human behaviour.  Prices will obviously be 
depressed in times of panic and elevated in times of euphoria.  It is this behavioural element which active 
managers are largely trying to exploit, therefore, incorporating it as a meaningful part of risk measurement is 
almost nonsensical.  The chart below shows the trends in volatility over the past 15 years or so.  As market 
valuations and financial leverage rose, volatility fell.  When market levels collapsed and financial leverage fell after 
companies raised large amounts of new equity, volatility rose sharply.  Responding to volatility based risk 
measures would therefore result in an investor adding significant risk at a time when valuations and financial 
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leverage had reached peak levels, and reducing it sharply when valuations had troughed and financial leverage 
had fallen.  This, simplistically, encapsulates why we believe volatility is such a flawed measure. 

 
Trends in volatility in the S&P ASX 200 

1994-2010 

 
Source:   S&P ASX 200, Schroders 
 
 
Our view of risk is that it stems almost solely from fundamental factors.  In assessing any investment, our first step 
is to understand the cashflows we are buying.  This can range from very stable and predictable cashflows (e.g. 
government bonds), to less predictable cashflows such as those from a business.  As equity investors, we 
obviously confine ourselves to looking at cashflows from businesses.    
 
If we ignore financial leverage for a minute, and assumed we could buy the ungeared cashflows of any business 
we liked, our only concerns would relate to trying to form a view as to what those cashflows looked like over time 
(whether they were going up down or sideways), the predictability of the path, and the certainty of their duration.  
Simplistically, this is exactly the focus of our analytical effort: understand the cashflows of a business; form a view 
on sustainability; and forecast as accurately as possible the sustainable level of cashflow across a full business 
cycle. 
 
Once we have drawn the picture of the cashflows through a cycle, our other key concerns revolve around how 
much we pay for the cashflow stream and the financial leverage applied against them, as these are the key 
remaining risks.  
 
Again, ignoring financial leverage, the price at which a company’s cashflows can be purchased is readily 
observable.  Once we’ve ascertained the level of cashflow which we believe a company can generate through the 
cycle, dividing this cashflow by the total market value of equity and debt gives us a readily observable cashflow 
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return on investment.  In general, the higher this cashflow yield, the greater our margin of safety in the investment.  
We can also readily compare this cashflow yield to that on lower risk assets to discern the rough premium 
investors are willing to pay for the additional risk.  Invariably, cashflow yields and risk premia are higher in times of 
panic and lower in times of euphoria.  It is for this reason, that we believe risk is almost always inversely related to 
volatility. 
 
Lastly, on the issue of financial leverage, we believe its contribution to risk is also misunderstood.  Addition of 
financial leverage obviously changes the potential return outcomes for equity investors hugely.  For a given 
change in the valuation of an ungeared business, financial leverage will amplify the return outcome in both 
directions.  This ability for financial leverage to work in both directions, makes it crucially important to ascertain 
whether the addition of financial leverage is likely to enhance risk or return, and to what degree.  Again, taking a 
simplistic view, we would suggest that a greater gap between the cost of borrowing and the ungeared return on an 
investment contributes significantly to the margin of safety.  In times when cashflow yields are high, chances of 
these yields compressing in the future (and hence leverage assisting equity returns) are better than average.  
Conversely, when cashflow yields are low (particularly at or below the cost of debt), leverage is far more likely to 
enhance risk and detrimentally impact returns.  For this reason, we are always cognisant of the amount of financial 
leverage employed, both at a business and portfolio level, and will constantly adjust both the size of a position in a 
company, and the overall exposure to leverage within a portfolio depending on these factors. 
 
This brief description of Schroders approach to fundamental risk above is obviously simplified.  A significant 
number of additional factors contribute to stock risk (particularly around cashflows), and we attempt to isolate and 
quantify these other factors to further understand the risk inherent in any investment.  Additionally, the issue of 
optimally combining the myriad of stock level risk factors with risks which can be controlled and optimised at a 
portfolio level, offers a further set of challenges and methodologies.   
 
This provides some colour around how we view risk and why we believe our efforts in understanding and 
dimensioning it, offer such scope for both differentiation and better outcomes for clients. 
 
 
 
 
 
Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  They do not 
necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 
("Schroders") or any member of the Schroders Group and are subject to change without notice. 
 
In preparing this document, we have relied upon and assumed, without independent verification, the accuracy and completeness of all 
information available from public sources or which was otherwise reviewed by us. 
 
Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except 
insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any company in the Schroders 
Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this article or for any 
resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any other person. 
 
This document does not contain, and should not be relied on as containing any investment, accounting, legal or tax advice.  
 
 
 


