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EDITORIAL

To mark Queen Elizabeth II’s 90th birthday, the 
Financial Times published an article in April in which 
it looked back at permanence over the last nine 
decades. Alongside many household names that 
had been taken over, broken up or gone to the  
wall, one name emerged that has always mastered 
the new challenges of each age with stability and 
independence. It may not surprise you to learn  
that the company in question was Schroders! But 
what exactly does this independence mean?

For over 200 years, Schroders has not 
concentrated on here-today-gone-tomorrow 
phenomena, but rather has taken the long view  
and focused on lasting success. Our continuity  
has certainly been a great help in this regard,  
but it is not the only factor. What really makes  
the difference is our determination not just to be 
number one in the odd niche area, but to always  
be one of the best across the board. Our success  
in achieving this is borne out by years of excellent 
fund ratings and the awards that Schroders has 
repeatedly won.

Here at Schroders, we also know that the future  
is built on pedigree. One prime example of this is  
Peter Harrison, who joined the company straight 
after graduating in 1988 and this April began to 
direct Schroders’ fortunes as its new CEO. After 
holding various posts outside the group, Peter  
has made major contributions to the success of 
Schroders, first as Global Head of Equities and then 
as Head of Investment. “Think the unthinkable” is 
one of his maxims, and he has certainly put that into 
practice, for example by bringing Formula 1 experts 
into Schroders. This chimes with our tradition of 

grappling with innovative topics, such as big data 
analytics. We can be sure that as a financial expert, 
a leader and, not least, a human being, Peter will 
lead our company into a bright future.

Coincidentally, another key personality joined 
Schroders in 1988 as a young researcher. Today, 
Keith Wade is our Chief Economist. For our feature 
article in this edition of Expert, he analyses the 
costs that climate change will bring. To stick with 
the “88” theme, the Nobel prizewinner Harry 
Markowitz, the father of modern portfolio theory,  
is celebrating his 88th birthday.

With warm regards,

Ketil Petersen 
Country Head, 
Nordic Region

Because the future  
is built on pedigree
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SCHRODERS’ NEWS

+ + +  Peter Harrison is the new CEO of Schroders  + + +

Peter Harrison became the new Group Chief 
Executive of Schroders on 4 April 2016. The 
49-year-old succeeds Michael Dobson (63), under 
whose leadership over the last 14 years Schroders 
has almost tripled its assets under management. 
Mr Dobson now becomes Chairman of the Board, 
having been appointed with its unanimous approval.
Peter began his investment career in 1998 and joined 
Schroders directly after completing his studies. He 
subsequently held responsibility for global equities 
and multi-asset at JP Morgan Asset Management 
and served as Global Chief Investment Officer at 
Deutsche Asset Management. Later, Peter was Chief 

Executive Officer of the investment boutique RWC 
Partners, in which Schroders had a stake. In 2013, 
he returned to Schroders as Global Head of Equities. 
He joined the Group Management Committee in 2014 
and, as Head of Investment, had great success in 
managing a central pillar of the Schroders business.
Board member Lord Howard of Penrith, Senior 
Independent Director, had this to say about the 
change at the top: “We are delighted that Peter 
Harrison will succeed Michael as Chief Executive. 
Peter has great experience of the investment industry 
and a deep knowledge of the firm, its culture and 
values.”

PETER HARRISON  
CHIEF EXECUTIVE OFFICERS
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SCHRODERS’ NEWS

+ + +   Award winners!  + + +

At the International Adviser Product & Service Awards, 
Schroders won the coveted title of Retirement Provider 
of the Year in the Investment Strategy category.  
This award is for investment strategies that show 
genuinely creative responses to market 
conditions along with consistent 
above-average per formance. In 
this category, Schroders beat off 
competition from BlackRock, Fidelity 
and M&G, among others.
Another award winner is our interactive 
information platform incomeIQ with 
its incomeIQ test, selected as the 

International Adviser Support Initiative of the Year. 
incomeIQ also won an award for the best transfer of 
knowledge at the Engagement & Loyalty Awards. The 
jury emphasised the valuable results achieved and 

the drive to achieve ever better results 
for users.
Schroders’ social media presence is also 
within touching distance of being award-
winning, having made the short-list. 
There is therefore a realistic possibility 
of an Investment Marketing & Innovation 
Award and of a DigiAward 2016. Fingers 
crossed!

+ + +   New Nordic website  + + +

It’s with great excitement that we this summer have 
unveiled our new Swedish consumer website. We 
hope that the new site will make it easier for you 
to better understand our wide range of services 
and capabilities. As we move forward in 2016, we 
are confident that our new site better represents 

our professional service offering and the expert 
knowledge of our talented team.
Thank you for visiting – 
come back again soon!

+ + +   The launch of ‘incomeIQ’ in Sweden  + + +

In June, we at Schroders launched a modified version 
of our online tool ‘incomeIQ’, aimed particularly for 
the Swedish market. Designed in partnership with 
University of Cambridge behavioural scientist and 
PhD researcher, Joe Gladstone, ‘incomeIQ’ is an 
online tool intended to help investors determine their 
unique behavioural biases when making income 

investment decisions and improve their income 
intelligence or ‘incomeIQ’.
To try the tool and build your incomeIQ, please 
v is i t  h t tp:// income iq.schroders.com/sv/se/
privateinvesterare/



Keith Wade, Chief Economist and Strategist
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Putting a price  
on climate change
The economic implications of climate change are already 
forcing themselves onto investors’ agendas. In this article we 
draw on the growing volume of academic work to look at the 
likely economic cost. Our conclusion is that climate change 
will reduce productivity and economic activity, while inflation 
will increase. Effective policy response will require collective 
action. Shareholders have a role, but effective adjustment 
requires market-based mechanisms, such as carbon  
pricing and higher insurance premiums.
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Global warming is expected to 
increase the frequency and  
severity of extreme weather, 

bringing with it property and infrastructure 
loss. Rising sea levels will also likely 
harm economic output. Whilst initial 
attempts to recover this damage may 
be positive for GDP in the short term, 
once it is recognised that such events 
are likely to be a permanent feature, 
the world economy faces an extreme 
challenge.

If we assume a steady reduction 
in capital stock as a result of climate-
related damage, the productive capacity 
of the economy is likely to shrink. This 
can be demonstrated using a production 
function, as shown in Figure 1 below. 
Assuming all else stays constant, 
output would fall from Y1 to Y2. However, 
rising global temperatures may also 
affect food security, increase infectious 
diseases and impair those working 
outdoors. All are likely to reduce both the 
effectiveness and the amount of labour 
available to produce output. 

This effect can also be expressed as 
a supply shock (Figure 1, below). Global 
warming is likely to reduce supply at any 
given price, pushing back the supply 
curve (from S1 to S2). This will result in 
a lower level of output (Y2) and a higher 
price (P2). Preventive measures to reduce 

the long-term economic consequences 
are likely to represent an opportunity 
cost as resources are directed away 
from more productive purposes.

Our supply and demand diagram 
also shows an increase in the general 
price level. This inflation may come in 
a number of ways. For instance, more 
frequent droughts may reduce crop 
yields, while usable land may shrink. 
Some areas may become uninhabitable, 
forcing mass migration as the world’s 
population is forced to live in a smaller 
space. As with food inflation, however, 
this effect should be moderated by some 
areas becoming more habitable.

Higher energy costs look set to boost 
inflation. Not only is demand likely to 
grow, but supply may shrink as high 
temperatures reduce power station 
ef ficiency. Taxes on carbon-based 
electricity may also drive up prices. The 
secondary effects will be felt throughout 
the global economy, although the 
growing use of renewable energy could 
limit cost increases.

The insurance industry recognises 
that it is likely to bear much of the risk of 
global warming. Already, 2011 appears 
to have been the most expensive year on 
record for natural disasters, with insured 
losses costing more than $ 126 billion. 
The industry has been at the forefront 

Output

FIGURE 1: AS GLOBAL WARMING HITS BOTH PRODUCTIVITY AND OUTPUT, PRICES WILL RISE



Climate damage is defined as the fractional loss in annul economic output at a given level of warming compared with the same economy with no 
warming. References to the individual studies can be found in footnotes 1 to 4 above. Source: Covington and Thamotheram, 2015.

FIGURE 2:  
CLIMATE DAMAGE PREDICTIONS DIVERGE MASSIVELY
 
Effect on annual output
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of assessing climate risk, with the costs 
soon likely to be felt in the form of 
higher premiums. We are already seeing 
a reduction in cover in areas like Florida 
and many US Gulf coast states.

Quantifying the impact  
on economic activity
There have been a number of studies 
since the early 1990s looking at the likely 
cost of global warming on world GDP. 
Two academics, Howard Covington and 
Raj Thamotheram1, helpfully summarise 
some of the main ones using an 
analysis based on so-called “climate 
damage functions”. These try to predict 
the fractional loss in annual output at 
a given level of warming compared 
with no warming. Figure 2 summarises 
three of these estimates, named after 
their originators. It is clear from these 
and other forecasts that there is no 
consensus as to how damage evolves; 
however several predict that warming 
of between 3 °C and 4 °C will represent 

a “tipping point” when the process starts 
to accelerate.

To better compare the various 
predictions, we use the damage function 
estimates on an economy at 4 °C and 
translate them into how warming will 
affect economic growth over a given 
time frame. For this we assume warming 
of 4 °C level is reached in 2080 and that 
the world economy, in the absence of 
climate damage, grows at a rate of 3% 
per annum.

The “N-damage” climate damage 
function2 is the least concerning of 
the three. No tipping point is reached 
and damage would be progressive, 
giving the greatest time to offset any 
negative effects. By the time the world 
is 4 °C warmer, annual output will be 
just 4% lower than with no warming. 
Not surprisingly, under this forecast the 
economic impact is limited over the next 
couple of decades and agriculture is 
the most exposed sector. Although the 
cumulative effects would be noticeable 

at 4 °C, the year-by-year loss in growth 
would be extremely small and difficult  
to identify.

The “W-damage” function3 estimates 
that by the time 4 °C of warming is 
reached, 9% of annual economic 
output will be lost relative to no warming. 
Amongst those industries most exposed 
would be insurance, agriculture and 
forestry. Taking our assumptions of 
3% underlying annual growth and 4 °C 
warming by 2080, actual growth would 
be pared back only marginally to 2.85% 
by that stage. The effective loss of 0.15% 
a year might be enough to warrant 
some attention from policymakers, but 
is unlikely to be sufficiently powerful 
to prompt a major response to climate 
change.

The final prediction, “DS-damage”4, is 
the most extreme. Under this scenario, 
as and when warming extends to 4 °C, 
annual economic output will be 50% 
lower than in a world where no warming 
occurs. If we use our assumptions of 

uu

1 Covington, H and Thamotheram, R, “The Case for Forceful Stewardship”, Parts 1 & 2: the financial risk and managing climate risk,  
19 January 2015.  2 Nordhaus, W, “The Climate Casino”, Yale University Press, 2013.  3 Weitzman, M, “GHG Targets as Insurance against 
Catastrophic Climate Damages”, Journal of Public Economic Theory, 14 (2), 2012.  4 Dietz, S & Stern, N, “Endogenous growth, convexity of 
damages and climate risk: how Nordhaus’ framework supports deep cuts in carbon emissions”, Centre for Climate Change Economics and 
Policy, Working Paper No.180, 2014. 
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4 °C warming by 2080, our 3% annual 
economic growth figures falls to just 
1.9% a year. At this rate, climate change 
is set to have a noticeable impact on both 
output and living standards. Indeed, 
although Dietz and Stern estimate that 
warming will still only be around 3.5 °C 
by 2100, they believe the tipping point 
is much lower, at about 2 °C to 3 °C of 
warming. 

Some of the other studies in this area 
arrive at damage estimates similar to the 
less extreme versions we have described. 
Thus, leaving aside the findings of an 
earlier review by Stern5 and the upper 
estimates of the Intergovernmental 
Panel on Climate Change (IPCC), the 
consensus is that the economic costs 
of marginal warming up to 2 °C will be 
small, but will begin to gather pace if we 
move toward 4 °C. The general view is 
that 2 °C will not be reached for another 
30 years or more. Given the uncertainty 
over the projections, we would suggest 

investors use a range of damage 
functions.

Expressing future economic losses in 
today’s prices requires discounting the 
loss in output back to the present day. 
In view of the length of time involved, 
small changes in the discount rate will 
cause large changes in loss estimates. 
Covington and Thamotheram use 
a discount rate of 6.5%. In contrast 
the Stern review uses 1.4%, so it is 
not surprising that it forecasts greater 
costs of climate change than many 
other studies. In the light of the recent 
decline in interest rates, it would seem 
reasonable to use a rate towards the 
lower end of recent studies.

The developing world faces the 
biggest impact
Developing countries are likely to 
be disproportionately hit by climate 
change, which is reflected in the rising 
risk to their sovereign bonds from global 

warming expected by the Standard 
and Poor’s rating agency (Figure 3). 
The effects look set to be two-fold. 
Firstly, as developed countries face an 
increasing strain on domestic budgets, 
fewer resources will flow to developing 
countr ies. Secondly, developing 
countries will be forced to channel 
resources away from productive 
projects towards countering the costs 
of extreme weather. It is estimated that 
as much as 80% of the damages from 
climate change will be concentrated 
in low latitude countries, many of 
which are developing economies6. 
Highly vulnerable regions include sub-
Saharan Africa and South and South 
East Asia, according to the World Bank. 
In contrast, northerly regions such as 
Canada, Russia and Scandinavia may 
enjoy a net benefit from modest levels 
of warming7. Higher agricultural yields 
and lower heating requirements and 
winter mortality rates are some of the 

5 Stern, N, “Stern Review on The Economics of Climate Change”, HM Treasury, London, 2006.  6 Mendelsohn, R, Dinar, A and Williams, L, 
“The Distributional Impact of Climate Change on Rich and Poor Countries”, Environment and Development Economics 11, 2006.  
7 See footnote 5 above.

FIGURE 3:  
THE SOUTH AND EAST FACE RISING SOVEREIGN RISK FROM INCREASED WARMING

 Very vulnerable

 Vulnerable

 Intermediate

 Less vulnerable

 Least vulnerable

 Unrated sovereigns

Source: Standard & Poor’s, 2014.

FE ATURES



10  SCHRODERS E XPERT 2 |  2016

FE ATURES

benefits climate change may bring, 
although they may diminish as warming 
continues.

Policy responses
Since free markets fail to account for an 
outside economic influence like global 
warming, government intervention 
is likely to be needed to deal with 
it ef fectively. However, economists 
recognise that a market-based approach 
is also required. One widely proposed 
measure is carbon pricing, which forces 
the carbon dioxide emitter to pay for 
the associated social costs. However, 
since a carbon price of $ 100 per tonne 
is believed to be needed by 2030, 
few countries are willing to make their 
economies uncompetitive by introducing 
such pricing.

Covington and Thamotheram propose8 
an alternative method that places 
more responsibility on shareholders. 
Under this approach, they would be 
encouraged to use voting rights to put 
greater pressure on managements to  
meet long-term goals, such as reducing  
carbon dioxide emissions. Directors would  

then be measured and remunerated 
accordingly. 

Finally, if climate change creates 
a “stagflationary” environment of low 
economic growth and high inflation, it 
will place the world’s central banks in 
a dilemma. Weaker growth will bring 
calls to stimulate the economy, but 
such efforts are only likely to aggravate 
inflation. Monetary policy will not be 
able to offset the shift in the supply 

curve and policy action will have to 
focus on the measures described 
above. The long time horizon means 
that we are unlikely to see much in the 
way of a visible effect until much later in 
the century.

8 See footnote 1 on page 8.

CONCLUSIONS
Attempting to quantify the economic impact of global warming 
is subject to great error. Despite that, we can make some 
inferences. More extreme weather has the potential to weaken 
economic growth through damage to the capital stock and 
labour supply, while cutting labour productivity. Inflation is 
likely to rise as food, energy and insurance costs grow. The 
effectiveness of monetary policy will be limited. Without 
a broader co-ordinated policy response, the world economy 
is unlikely to be able to withstand one of the biggest external 
impacts it has ever faced. For our part, we will be looking to 
incorporate climate change effects into an extended long-run 
return forecast for different asset classes. 

KEITH WADE  
CHIEF ECONOMIST AND STRATEGIST

As our Chief Economist, Keith is responsible for the economics team and the 
house view of the world economy. He formulates asset allocation strategies and 
is based in our Multi asset group in London. Keith is also a member of the Group 
Asset Allocation Committee.

He became our senior economist responsible for international economic 
forecasting in early 1992. His investment career commenced when he joined 
Schroders in 1988 as UK economist. Prior to joining Schroders he was 
a researcher at the London Business School’s Centre for Economic Forecasting 
Member of the UK Society of Investment Professionals (UKSIP) and the Society 
of Business Economists. 

Keith is a member of the investment committee for Addenbrookes hospital 
charity fund in Cambridge He is a regular contributor to the press and has  
co-authored a book on macro-economics for MBA students. Keith holds MSc 
and BSc degrees in Economics from London School of Economics.

ABOUT THE AUTHOR
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SCHRODERS CLIMATE CHANGE SURVEY: 
ECONOMISTS EXPECT INFLATIONARY IMPACT

We surveyed economists at investment banks 
regarding the impact of climate change on the world 
economy. The results supported our own analysis  
that climate change represents a significant threat 
and will likely be inflationary, while short-termism 
hampers mitigation efforts.

Following our publication titled ‘The impact of climate 
change on the global economy’ we sought to extend 
our analysis on climate change by capturing the views of 
a selection of investment banks (“sell-side” economists).

In doing so, we constructed a survey aimed at 
addressing some key questions on how climate change 
may impact the global economy. The survey’s main 
findings suggest:

“   Climate change represents a significant threat to the 
global economy in the current century.

“  A disproportionate amount of the economic costs 
associated with climate change are likely to be felt in 
emerging markets, given their reduced ability to deal 
with the challenges that climate change may bring.

“   Climate change will have an inflationary impact on the 
world economy. Higher food and water prices, rising 
energy costs and the more widespread introduction of 
carbon taxes are a handful of factors that are expected 
to drive inflation higher.

“   Fear of disadvantaging the domestic economy in an 
international context is the leading reason that prevents 
further policy action to mitigate climate change risks.

Discover more  
about the findings online: 

FE ATURES
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The case for small caps  
in a world of deflation and  
disruption
The recent underperformance of a number of small-cap  
markets has prompted suggestions that the traditional 
arguments in their favour no longer hold. We disagree. 
As we enter a period of unprecedented disruption and 
deflationary growth, we argue that small caps can  
bring a number of unique characteristics to a wider  
portfolio.

Over the last 30 years, the case 
for investing in small caps has 
been debated extensively 1. 

The long-term statistics certainly 
suggest that smaller companies do 
indeed outperform larger ones (Figure 
1 overleaf). There is less agreement on 
the reasons. The explanations range 
from the contention that small caps 
offer a risk premium in return for lower 
liquidity, that limited research means 
any new information has a bigger 
impact on the shares, and/or that small 
companies in aggregate tend to grow 
faster than larger ones. Whatever the 
case, even though US small caps have 
underperformed large by over 10% in the 

1 Eugene Fama and Kenneth French, Common Risk Factors in the Returns on Stocks and Bonds, Journal  
of Financial Economics, vol 33 1993. Elroy Dimson and Paul Marsh, Investment Analyst, January 1989, vol 91. 
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“We are seeing a new 
generation of winners that 
are ‘capital light’ and have  
a strong online presence.”
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that put a question mark over the future 
of the carbon-based economy, to 
advances in artificial intelligence that 
could undermine the position of over 
230 million knowledge workers around 
the world 3. 

In these circumstances, and contrary 
to received wisdom, we think more 
winners may be found amongst the 
mass of lesser-known and under-
researched smaller companies than 
amongst their larger brethren. With 
innovation and technological advances 
moving at an unprecedented pace, 
companies that are nimble and less 
burdened by layers of management 
may be better equipped to keep up with 

FIGURE 1: SMALL CAPS LEAVE LARGER COMPANIES FAR BEHIND OVER THE LONG TERM

 US small cap (total return index)   
 US large cap (total return index)

 Numis Smaller Companies CR   
 FTSE All-Share CR

Source: Left chart: before March 2006, Ibbotson; after March 2006, S&P LargeMidCap and S&P SmallCap, all in dollars.
Right chart: Lipper, in sterling. Both to 31 December 2015.

these changes. In this environment, 
having a strong brand, a large installed 
base and a wide distribution network are 
not necessarily assets anymore. Instead 
we are seeing a new generation of 
winners that are “capital light” and have 
a strong online presence. As industries 
evolve in this direction, barriers to entry 

“Smaller and newer companies 
not tied to an established 
product have more incentive to 
direct resources to the next 
disruptive innovation.”

last two years 2, their outperformance 
over a longer period is dramatic. So 
what of the future?

In truth, the outlook for all investors 
is murky. Everything from disruptive 
technology to persistent low growth 
is making it easier to pick losers than 
winners. The challenges span the 
waterfront, from environmental concerns 

2 S&P 600 returned 3.67%, S&P 500 returned 15.26%, 31.12.2013 – 31.12.2015. Source: Datastream.  
3 McKinsey Global Institute (2013), Disruptive technologies: Advances that will transform life, business, and the global economy.
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are reduced and innovations progress 
faster, creating increasing opportunities 
for small companies.

However, periods of disruptive 
innovation inevitably create losers as well 
as winners. One classic period was the 
dotcom bubble. During most of this time, 
the US small cap index underperformed 
the large cap index (Figure 2, below 
left). However, a very dif ferent story 
emerges when we break the small cap 
universe down into sectors. Smaller 
pharmaceutical, biotechnology and 
software companies outperformed the 
US S&P 500 index of larger companies, 
whereas traditional industries, such as 
banking and retailing, lagged behind 
(Figure 2, below right). This shows 
how vital it is to be able to actively pick 
winners when disruption occurs. 

What often handicaps traditional 
companies when it comes to developing 

or adopting a disruptive innovation is 
the fear of cannibalising their existing 
revenues. In contrast, smaller and newer 
companies not tied to an established 
product have more incentive to direct 
resources to the next disruptive 
innovation. Medical technology is a good 
example of this. Historically, incumbent 
providers of medical equipment, such as 
video scopes for internal examinations, 
focused on reusable technology that is 
high margin, but also expensive. Clearly, 
these incumbents had little incentive to 
produce a lower cost alternative as such 
a course would have eaten into demand 
for their existing products. This allowed 
Ambu, a small cap technology company 
with fewer existing sales to defend, to 
launch a single-use alternative which 
was both cheaper and came with a lower 
risk of infection. Not surprisingly, this has 
allowed Ambu to disrupt the existing 
market and gain market share.

There are, of course, a number of 
examples of large technology suppliers 
operating in markets where the “winner 
takes all”. Here the so-called FANG 
(Facebook, Amazon, Netflix and Google) 
companies with dominant technology 
often use their substantial cash reserves 
to buy up smaller competitors. For 
investors in the shares of these publicly-
traded small companies, this is clearly 
good news, even if it may limit their 
opportunities for making even larger 
gains.

Of course, not all small technology 
companies are publicly quoted. With 
return prospects low, venture capital 
financing is popular and often more 
readily available than other sources 
of finance (Figure 3, overleaf). In this 
environment, innovative companies 
may remain private long after the 

FIGURE 2: DISSECTING THE DOTCOM BUBBLE

 S&P 600 
 S&P 500

 S&P 500  Small Biotechnology  Small Retailing
 Small Banks  Small Phamaceuticals  Small Software

Source: Datastream, January 1998 – December 2001.
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development stage, denying investors 
the chance to piggy-back on rapid 
growth. For example, the electric car 
manufacturer Tesla floated when it was 
valued at over $ 2 billion, while the app-
based taxi group Uber remains private 
and is already worth over $ 50 billion. 
However, we would argue that the publicly 
listed universe of companies still provides 
ample opportunity to find disrupters. 
For example, at the end of February, 
the technology sector accounted for 
3.8% of the FTSE SmallCap index, more 
than twice the figure for either the FTSE  
All-Share or the FTSE 100 indices. In the 
tech-heavy NASDAQ index in the US, 
about 65% of the constituents by number 
are valued at $ 500 million or less 4.

Beyond these general characteristics, 
we would identify a number of specific 
areas where smaller companies enjoy 
advantages not necessarily shared by 
their larger rivals:

Unfilled niches Success can come 
by moving into a gap in the market 
that others may be too large to occupy 
prof itably. Xing, a German-based 
professional network platform provider, 
is an example. It has grown by running 
a career-based network exclusively for 
German speakers, an area that may 
have been of less interest to larger 
players. Similarly, specialist Japanese 
restaurant booking system Kakaku.com 
now dominates the market in Japan, 
while competitors such as OpenTable 
have aimed for the global market.

The rapidly growing market for safety 
products is another niche that offers 
fertile ground for smaller companies. 
For instance, the industrial protective 
clothing market is expected to grow at 
11.5% per year until 2022 5, boosting 
protective clothing suppliers such as 
Ansell. This is an example of a smaller 

company that has been around for 
a while, yet remains well placed to 
capitalise on changes in the market 
around it. Ansell shows that companies 
don’t need to be constantly innovating in 
order to grow. Smaller companies may 
already be in a niche which undergoes 
a step change in demand due to external 
factors, essentially being in the right 
place at the right time.

Pricing power Smaller companies’ 
ability to focus on a niche market should 
be particularly important now, when 
deflation is a threat. At such times, the 
ability to set and maintain prices becomes 
increasingly important. Normally, larger, 
more dominant companies have much 

FIGURE 3: VENTURE CAPITAL IS INCREASINGLY POPULAR AMONGST SMALLER COMPANIES

■ Amount invested   Number of deals

Source: MoneyTree Report from National Venture Capital Association and PricewaterhouseCoopers, plus Thomson Reuters, 30 September 2015.

USD millions

4 Source: FTSE Group and NASDAQ.  
5 Grand View Research (2015) Industrial 
Protective Clothing Market Analysis. 
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greater pricing power than smaller 
companies. However, even smaller 
producers may be able to dominate 
a niche, command a high degree of 
pricing power and thereby provide some 
protection against deflation.

YOOX Group is one example of 
a company which dominates a niche. 
YOOX offers online fashion retailers such 
as Net-a-Porter greater global reach 
and local expertise, with its unrivalled 
network of logistics and digital centres 
around the world. YOOX is likely to have 
greater pricing power as luxury retailers 
who want to distribute globally will be 
significantly disadvantaged if they use 
a less comprehensive distributor, even 
if they are cheaper. On the other hand, 
large distributors like Amazon, with 
less focus on luxury brands, may be 
unattractive to these kinds of retailers.

Better balance sheets Surprisingly, 
quoted small caps may also boast 
sounder finances than large listed 
stocks. Certainly, they are less likely 
to undertake share buybacks, which 
tend to increase f inancial gearing. 
Some $ 58 billion of debt raised in the 
second quarter of 2015 was spent on 
buybacks or dividends 6, at the time the 
highest figure on record. Much of this 
seems to have been expended by larger 
companies, which are much more likely 
to have buyback schemes than mid and 
small caps. For companies with a large 
market share, this is likely to be one of 
the few ways they can boost growth in the 
current low-growth economic climate.

Investment impact Smaller companies 
may offer investors a better way to tap 
into changing consumer trends. For 
example, a number of well-established 
small caps are thriving on the back of 
the growth in specialist nutrition. Smaller 
companies that were traditionally 
producers of commodities, such as 
palm oil producer AAK or natural 
extracts company Naturex, are seeing 
increasing demand as society becomes 
more health conscious. Similarly, trends 
for larger companies to cut costs can be 
a big boost for smaller, niche providers. 
One such is RIB Software, whose 
products help to increase efficiency in 
the use of resources in construction 
projects. While these changes may 
benefit large companies as well, they 

are likely to have a greater impact on the 
earnings of smaller companies which 
may specialise in producing only one or 
two products.

Lower profile The good name of a well-
known company is easily tarnished by 
bad publicity, as Google, Starbucks 
and Volkswagen can testify from recent 
events. By contrast, smaller companies 
often operate under less media and 
market scrutiny than their larger rivals. 
Indeed, they may benefit from larger 
companies’ efforts to avoid adverse 
headlines. For example, supply chains 
are now consolidating around reliable 
and reputable suppliers as larger 
companies seek to mitigate the risk of 
possible scandal. An example of this 
is the high-quality textile manufacturer 
ECLAT, which has benefited from shifting 
its business towards ethical, high-quality 
fabric production, at the expense of 
larger scale manufacturers which have 
traditionally focused more on quantity 
rather than quality.

CONCLUSIONS
Given the outlook for low economic growth and increasing technological 
disruption, we believe investors should pay particular attention to small caps. 
This environment will make life hard for large companies, whereas smaller 
companies have the opportunity to gain market share and grow faster than 
the market. At a time of unprecedented technological, social and regulatory 
change, small companies may be able to operate “below the radar” and 
dominate niches which are likely to grow in light of these changes. For investors, 
each investment will need to be evaluated on a company-by-company basis. 
They should not rely on the assumption that the small cap premium will operate 
across the waterfront. Being able to sort the wheat from the chaff will be vital 
to the success of a small cap portfolio. 

INVESTMENT IDE AS

“Surprisingly, quoted small caps 
may also boast sounder finances 
than large listed stocks.”

6 Source: Bloomberg, Sundial Capital 
Research.
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If you are looking to exploit the opportunities of equity  
markets and want efficient capital protection, investing in 
convertible bonds is an attractive alternative. Because  
the characteristics of convertible bonds can change very 
rapidly, investment director Martin Kühle advises  
professional management.

Convertible bonds are a fascinating 
instrument that offer a compelling 
set of characteristics for a number 

of investors,” notes Martin Kühle, 
Investment Director of the convertible 
bond team in Zurich. “Investors today 
generally want to benefit from the 
opportunities for return in the equity 
markets without being completely 
exposed to price risk. Achieving this kind 
of asymmetric risk profile elsewhere 
in the financial industry could involve 
multi-asset products or complicated risk 
limitation strategies. With convertible 

Perfect for  
treasure hunters and  
yield seekers

Convertible bonds

bonds, you have all this in relatively simple 
form in a single security.

Exactly how does it work? 
Convertible bonds have two parts. 
First, they are a corporate bond with 
a coupon that a healthy issuer repays 
at its nominal value on maturity. Martin 
calls this the safety aspect of the asset 
class. The security also includes the 
right to receive shares in the company 
at a previously agreed price instead of 
repayment at nominal value.”This gives 
investors the opportunity for attractive 

FUNDS |  CONVERTIBLE BONDS 

returns if share prices rise.” As the price 
for this right, investors in convertible 
bonds accept a lower coupon. “If the 
price of the underlying shares goes 
up, the value of the conversion option 
climbs. At the same time, the value of the 
convertible bond also goes up. If there 
have been very significant price gains 
and it is clear that the convertible will be 
redeemed in shares, the price very often 
moves closely in line with the shares 
themselves,” Kühle explains. “However, 
if the share price falls, the value of the 
option also goes down – towards zero. 
Eventually the convertible bond drops to 
the bond floor, which is the pure value 
of a corporate bond without conversion 
rights.” From this point on, share price 
gyrations are irrelevant. Because even 
if the share price declines further, the 
investor still has the right to regular 
interest payments and redemption of 
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FIGURE1:  
PROFILE OF A CONVERTIBLE BOND –  
UPSIDE THERE, DOWNSIDE PROTECTED

 Share price    
  Price trend of the convertible bond

uu

a convertible bond only works if the 
issuer avoids bankruptcy. “This is 
therefore a much more important factor 
in our choice of individual securities,” 
Kühle emphasises. Schroders’ eight-
strong convertible bond team can also 
draw on the expertise of Schroders’ 
bond analysts. “If my colleagues come 
to the conclusion that over the next two 

the convertible bond at nominal value 
on maturity. A convincing combination 
overall, which sounds like a simple 
solution. “But in detail the investment is 
actually quite complex,” Martin sums up: 
“If you want to exploit the opportunities 
to the full, there are advantages to funds 
and specialised managers.”

Direct investments are difficult:  
Four good reasons for 
convertible bond funds
Direct investments in convertible bonds 
present four main challenges to most 
private investors. First, convertible 
bonds are often in large denominations 
of EUR 100,000 or more. The necessary 
diversification is not really possible 
without a fairly large account. Second, 
a position stands and falls on the 
long-term solvency of each issuer. 
Ultimately, the protective function of 

“Actively managing a portfolio of 
convertibles means we can generate an 
additional return for investors,” Martin 
has found. Depending on the current 
value of the option, convertible bonds 
can be an aggressively or defensively 
positioned (see Figure 1). “We measure 
this using delta. The lower the delta, 
the more the convertible is similar to 
a bond issue. The higher the delta, the 
more the security behaves like shares 
in the company in question.” However, 
the price risk also rises with the delta, 
whereas with a low delta the share price 
has to rise sharply before the price of 
the convertible bond reacts positively: 
“Securities with a delta in the mid-range, 
between 30 and 70 per cent, are ideal – 
this is where our investors can best 
participate in rising equity prices while 
also enjoying the downside protection 
they want.”

“Convertible bond funds likely  
to become even more attractive  
in the coming years.”

FIGURE 2: 
TEN MONTHS WITH EXTREME LOSSES IN MSCI WORLD AC INDEX 
AGAINST SCHRODER ISF* GLOBAL CONVERTIBLE BOND

■   MSCI World AC Gross Dividend Total Return Index
■   Schroder ISF Global Convertible Bond USD C Acc after deducting fees
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in %

years an issuer is in danger of default 
we rigorously winnow out the bonds in 
question.” Third, the bond conditions are 
structured very differently. This requires 
careful study of the prospectus and is 
another reason to leave the choice to 
specialists. But the fourth point is even 
more important.

Source: Schroders, Bloomberg, as at: March 2016.Source: Schroders. For illustrative purposes only.

*Schroder International Selection Fund is referred to as Schroder ISF.



20  SCHRODERS E XPERT 2 |  2016

SCHRODER ISF GLOBAL CONVERTIBLE BOND

Fund data Class A Acc EUR-Hedged Class A Dis EUR-Hedged

ISIN LU0352097439 LU0671500402

Fund launch date 14.03.2008

Distribution – quarterly, fixed distribution of 3%1

Fund size USD 1,733.3 m

Average rating BBB

Delta 0.49

Bondfloor 87.54%

Fund managers Peter Reinmuth and Chris Richards

SCHRODER ISF GLOBAL CONSERVATIVE CONVERTIBLE BOND

Fund data Class A Acc Class A Dis

ISIN LU1148414987 LU1148415794

Fund launch date 19.12.2014

Distribution – quarterly, fixed distribution of 3%1

Fund size USD 115.1 m

Average rating A

Delta 0.39

Bondfloor 90.08%

Fund managers Peter Reinmuth and Stefan Krause

Source: Schroders/Bloomberg, as at: 30.04.2016.
1 The distribution policy may change.

Portrait of convertible bonds

Choosing securities actively and adjusting 
the portfolio appropriately keeps the 
risk/return profile of the strategy in the 
target area. “We are also therefore in 
a position to offer an attractive range of 
funds that are significantly different in 
their target returns and risk tolerance. 
Depending on the focus, convertibles 
that are more like bonds or more like 
equities take centre stage.” Asked about 
the current environment for convertibles, 
Kuehle is upbeat. Financial theory 
holds that the value of options rises 
as volatility increases, but this hasn’t 
happened in recent turbulent markets. 
“We are currently seeing inappropriate 
valuations of convertible bonds with many 
bargains. From a historical perspective, 
such market phases offer a good entry 
point.” Martin concludes: “Convertible 
bond funds should become even more 
attractive in the coming years.” 

FUNDS |  CONVERTIBLE BONDS

Convertible bond funds can be very 
different in their orientation, so our 
solutions appeal to various types of 
investor with individual risk tolerances. 
Schroder ISF Global Conservative 
Convertible Bond is fundamentally 
positioned defensively and offers above-
average capital protection: “We are 
exposed only to companies with strong 
ratings. We want to capture around  
60 per cent of the upside potential, 

but only 35 per cent of 
the bear phases,” Martin 
explains. Investors seeking 
greater upside potential with 
a greater risk tolerance could consider 
Schroder ISF Global Convertible 
Bond. This solution is designed to take 
on board around half of bear phases, 
but the stated target is also to exploit 
80 per cent of the rise in equity value 
when prices go up.

uu

Convertible: our range of funds
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The tables show a selection of Schroders funds that are among  
the top performers in their peer group over one, three and five years.

Top performers

Quartile Ranking/ 
comparison
group

Comparison group
Morningstar

Fund 
(calculated 
in Euro)

1 year

Schroder GAIA Cat Bond
F, USD, Acc, LU0951570505

1st  46 | 663 Other Bond +2.66%

Schroder ISF Japan DGF
C, JPY, Acc, LU0776415647

1st  1 | 32 Asia Allocation +7.38%

Schroder ISF EURO High Yield 
A, EUR, Acc, LU0849399786

1st  5 | 63 EUR High Yield Bond +3.26%

Schroder ISF Global Inflation Linked Bond 
A, EUR, Acc, LU0180781048

1st  2 | 26 Global Inflation-Linked 
Bond – EUR Hedged

+0.13%

Schroder ISF Strategic Credit*
C, EUR hdg, Dis, LU0995124236 

1st  4 | 85 Global Flexible Bond –  
EUR Hedged

+2.67%

3 years 

Schroder ISF Japanese Opportunities
A, JPY, Acc, LU0270818197

1st  13  | 125 Japan Large-Cap Equity +13.75%

Schroder ISF EURO Corporate Bond
A, USD hdg, Acc, LU0428345051

1st  9 | 430 Other Bond +10.41%

Schroder ISF European Equity Alpha
A, EUR, Acc, LU0161305163

1st  8 | 41 Europe Large-Cap  
Value Equity

+8.77%

Schroder ISF Global Convertible Bond
A, USD, Acc, LU0351442180

1st   3 | 22 Convertible Bond – Global +8.79%

Schroder ISF Global Inflation Linked Bond 
A, EUR, Acc, LU0180781048

1st  3 | 24 Global Inflation-Linked 
Bond – EUR Hedged

+1.53%

5 years

Schroder ISF European Equity Alpha
A, EUR, Acc, LU0161305163

1st  8 | 41 Europe Large-Cap  
Value Equity

+8.77%

Schroder ISF Global Convertible Bond
A, USD, Acc, LU0351442180

1st   2 | 19 Convertible Bond – Global +8.93%

Schroder ISF European Opportunities
A, EUR, Dis, LU0995121216

1st   2 | 167 Europe Large-Cap  
Blend Equity

+10.36%

Schroder ISF Global Inflation Linked Bond 
A, EUR, Acc, LU0180781048

1st  4 | 19 Global Inflation-Linked 
Bond – EUR Hedged

+3.41%

Schroder ISF Strategic Credit 
C, EUR hdg, Dis, LU0995124236 

1st  8 | 31 Global Flexible Bond –  
EUR Hedged

+3.63%

Source: Schroders and Morningstar, as of 31 May 2016. Performance based on the net asset value of the given share class on  
a 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. 
*Please note that Schroder ISF Strategic Credit C Dis EUR hedged share class is not registered for distribution in Norway.
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“WELL DONE    YOUNG MAN”

What was your first formative 
experience when it comes to 
money?
World Savings Day and promotional 
gifts. If I start talking about green 
elephant money boxes or jeans savings 
points, everyone knows which banks 
I had a savings account with. Then 
came my first foray into investing – at 
the tender age of nine. My grandmother 
was so impressed with my explanation 
of how a sewage treatment plant works 
that she bought me shares in the water 
company.

How did you fund your studies?
I had to sell the shares in the water 
company pretty quickly. There were also 
student jobs, which were actually well 
paid after my banking apprenticeship. 
Finally, my PhD in Scotland was 
supported by a career development loan 
obtained through the UK government.

What book should every fund 
manager read?
More economic history and less 
economic theory! During my studies 
I cited a book about the London Stock 
Exchange published in 1694. I was 
able to read the original copy while 
wearing white gloves. Books about past 
bubbles such as the tulip craze or the 
East India Company bubble are always 
good. I am currently reading “The Hour 
between Dog and Wolf” by John Coates, 
about neurology and the financial  
markets.

What piece of advice would you  
give to every investor?
Hang in there and don’t sell under 
pressure. This entails an honest 
assessment of your own risk tolerance. 
Then shut your eyes and most 
importantly don’t look at the prices 
every day – your fund manager will do 
that for you.

Q &A with  
Martin Kühle

DR. MARTIN KÜHLE 

INVESTMENT DIRECTOR – CONVERTIBLE BONDS

Dr. Martin Kuehle started his career as a trainee with 
Westdeutsche Landesbank in Germany in 1990 and 
went on to study Economics and Management at the 
universities of Münster in Germany and St. Andrews in 
Scotland. He graduated from St. Andrews with 
a master’s degree in Economics (MLitt) and a PhD in 
Management and Economics. In 2000, he joined Credit 
Suisse Asset Management in London as a risk manager. 
He went on to head the priority client team of Deutsche 
Bank’s German and Austrian institutional brokerage 
clients from 2003 to 2006. From 2007 to 2013, he was 
a senior partner at Fisch Asset Management where he 
looked after institutional clients in Germany and 
Austria and acted as a global product manager for the 
two convertible funds Fisch managed for Schroder 
Investment Management Limited. In November 2013, 
Martin joined Schroders as an investment director 
for convertible bonds. Martin is a member of the 
Chartered Institute for Securities and Investments 
in London and serves on CISI’s National Advisory 
Committee in Switzerland.

FUNDS |  Q & A WITH.. .
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“WELL DONE    YOUNG MAN”

What’s the most ridiculous stock 
market saying you’ve ever come 
across?
“The market does not understand.” On 
the contrary, the market is always right. 
That’s why as an investor you must 
always show respect or even humility. 
Anyone who claims to have a grip on the 
market puts me in mind of a climber on 
the North Face of the Eiger who believes 
they have a grip on the mountain. The 
next fall may be just round the corner. 

How have technological advances 
changed your life over the last ten 
years?
The main thing is my phone, and the fact 
that I now have access to the latest news, 
a whole library of books and a camera 
at all times. It’s got to the point where 
I nearly always look at my iPhone rather 
than out of the window when I want to 
find out what the weather’s doing. 

Do you have a professional  
role model?
Not really. Around the turn of the 
millennium I had numerous client 
meetings in London with a high-
ranking executive of Credit Suisse 
Asset Management. He went into client 
meetings unprepared and recycled 
information from the first client with 
the next one. At the time it seemed 
impressive, now less so.

What makes Schroders so special?
The influence of the family is not only 
there in the ownership structure, but 
can still be felt within the company itself. 
Everything is a little more English, more 
polite, more gentlemanly. People take 
a bit more time to talk to each other in 
person.

What have been your best  
moments at Schroders?
The first thing to say is that there 
have been many more highlights than 

lowlights. The best has probably been 
praise from Bruno Schroder himself 
after I explained the advantages of 
convertible bonds to our Supervisory 
Board in precisely the five minutes and 
thirty seconds allotted to me: “Well done 
young man, well done.”

Who do you follow on Twitter?
No-one, I’m not on Twitter or Facebook. 
But I still generate plenty of Google 
hits, generally of course in relation to 
convertible bonds, my preferred asset 
class.

The most valuable advice  
you’ve received?
Never eat lunch alone – and above all 
never eat at your desk.

What charities have you  
supported recently?
I am sponsoring FC Muri this season 
for two francs a goal. One of our former 
trainees plays for them as a defender. 
They’re currently ninth in Switzerland’s 
1. Liga Classic division, the equivalent 
of the German regional league. In other 
words safe from relegation, and of 
course by no means a charity ( just in 
case this issue of Schroders Expert is 
read in Aargau). In terms of a real charity, 
I supported the Zollikofen school for 
the blind’s Art for Children project last  
year.

What was the last sporting or 
cultural event you attended?
My elder daughter’s ballet performance 
in Hansel and Gretel. I may be somewhat 
biased, but the second little flower from 
the right was definitely the star of the 
show!

What do you value most  
besides your work?
Time with my family, playing tennis, and 
in winter, skiing. 

What is your favourite TV series?
Tatort, particularly the episodes set in 
Münster. Firstly because I studied there, 
and secondly because the dry sense of 
humour is absolutely spot on.

If you could invite one person from 
history to dinner, who would it be?
John Law (1671–1729). He was a Scot, 
which of course endears him to me 
straight away, a professional gambler, 
Scottish national economist and 
banker, who later ruined France’s public 
finances as the country’s Controller 
General of Finances. The man was an 
expert in all current issues: European 
integration, Brexit, ai l ing public 
finances, fears of deflation, tax reforms, 
quantitative easing, paper money and 
fiat currencies, speculative bubbles – all 
of it unprecedented at the time, and he 
was right in the middle of it.

And what would you serve?
If I have judged his life story correctly, the 
food would be secondary. Anything that 
goes with a good Bordeaux, followed by 
Scotch whisky as a nightcap.

What personal possession would 
you never want to give up?
A few family mementos, such as my 
grandfather’s watch from the fifties.

Where would you like to live later  
in life?
By my wife’s side.

Do you have a good work-life 
balance?
It varies. In the first few months of 
the year perhaps not, whereas in the 
somewhat slower summer months 
I definitely do. My family knows that 
two nights a week I am not there. And 
even my younger daughter has now 
understood that I am not actually a pilot. 
She would have preferred that, though. 
If I’m always going to be on a plane, then 
I could at least be at the controls. 

Q & A WITH.. .  |  FUNDS



Schroder ISF  
EURO Credit Absolute Return
A robust investment process means that the European credit  
team at Schroders has a strong track record through both bull 
and bear markets. With market uncertainty currently rising,  
we talk to Head of Credit, Patrick Vogel, about the newly-
launched Schroder ISF EURO Credit Absolute Return, which 
offers investors access to the same investment process  
with greater flexibility and lower market sensitivity.

Patrick, please can you tell us about  
Schroder ISF EURO Credit Absolute Return  
and how it differs from other Schroders  
EURO credit strategies?
The process we use for core funds like 
Schroder ISF EURO Corporate Bond and 
Schroder ISF EURO Credit Conviction has 
been successful in consistently generating 
alpha for our clients in a variety of market 
conditions. The process is designed to 
generate high levels of alpha, whether 

Schroders FundFocus
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in a benchmarked fund or an unconstrained fund, 
because it allows us to focus on differentiating 
between issuers where we see opportunity and 
risks. Schroder ISF EURO Credit Absolute Return 
uses the same team and process as our core euro 
credit strategies. The fund will still identify a set of 
key market themes and then assess the appropriate 
credit strategy to position the fund around them. 

Where this fund differs is that in Schroder ISF 
EURO Credit Absolute Return, the strategy will aim to 
accumulate alpha in an absolute return format rather 
than a benchmark-tied format.

Can you give us a recap on the  
investment process?
Credit themes are central to our process. Themes 
can be macroeconomic, consumer, demographic, 
technological, regulatory etc. but they will all 
have a strong influence on the business models 
of companies as they play out. The themes are 
diversified by type, and by horizon. We identify new 
themes and review existing themes at a weekly 
brainstorming meeting, and the results are given 
to our credit analysts for further research into the 
companies that are likely to be affected. In parallel, 
we hold a monthly credit strategy meeting, where 
we discuss the macroeconomic environment, 
fundamentals, valuations, systemic risks and the 
technical backdrop to understand the forces at work 
behind the market. This helps us assess whether we 
are taking appropriate risk, and also identify relative 
value opportunities across markets. In our absolute 
return strategy, credit themes direct us to the bonds 
that we buy (or sell) and the strategy meeting helps 
us to manage the fund’s drawdown risk.

Can you give us an example of one or more  
of your current investment themes?
Our current themes largely focus on volatility and 
differentiation within markets and sectors. As an 
example, one theme relates to the pessimistic angle 
from which the oil price weakness is being viewed; 
ignoring the potential upside for areas of the market 
which could benefit from lower energy costs. Another 
theme relates to differentiation within emerging 
markets, which investors are currently inclined to 
treat as a homogenised block of economies. 

How will the fund achieve its aim of  
generating an absolute return?
As an absolute return strategy, we have more flexibility 
in where we can invest than a benchmarked fund, 
and importantly have no exposure to areas of the 
market we are wary about. Market volatility over the 
past year has been high. Looking ahead, a high level 
of uncertainty persists in financial markets, global 
economic growth, central bank policy, commodity 
prices and the geopolitical environment, while yields 
remain low. This leads us to believe that an absolute 
return strategy which targets a reasonable return 
with more contained volatility could prove to be 
very useful. We can, for example, use derivatives to 
capitalise on dislocations in the values of cash bonds 
and the implied value of the same issues from credit 
default swaps (CDS). 

The fund will have a long bias, but we will also have 
the ability to use derivatives to build short exposure 
in areas at risk, although we do have limits on the 
levels of credit risk, both long and short. What we 
envisage is a lower-risk, lower-volatility vehicle that 
can generate a consistent level of alpha.

SCHRODER ISF EURO CREDIT ABSOLUTE RETURN |  FUNDS
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What are the risk controls embedded  
in the portfolio?
As with all of the Schroders credit strategies, the risk 
management process is embedded throughout the 
investment process, while each position is monitored 
carefully. We conduct regular stress tests and there 
are a range of internal limits to ensure that the fund 
remains “true to label” and not taking excessive risk.

Schroder ISF EURO Credit Absolute Return will 
have a minimum exposure of 70% to eurodenominated 
corporate bonds. There will be a maximum allowable 
non-euro exposure of 30% (hedged to euro) and there 
will be a maximum allowable high yield exposure 
of 30%. However, the focus for risk at Schroders is 
on being pre-emptive rather than reactive. Our long 
and successful history of fundamental research has 
enabled us to avoid some major pitfalls over the 
past few years.

How do you see the new fund fitting  
in client portfolios?
We take a pragmatic, thoughtful approach to 
ensure that Schroders’ clients have access to 
a sensible suite of strategies that cover the full 
range of investment needs; applying the same credit 
investment process. This means that even when 
client circumstances or objectives change, we will 

aim to have a suitable strategy available from a team 
that they know and trust.

Schroder ISF EURO Credit Absolute Return will 
target three-month Euribor plus 3% over the course 
of a year, applying the same investment process 
in an absolute return capacity instead of being 
benchmark linked. We feel that investors seeking 
lower risk and a more predictable outcome could use 
this fund either in its own right or as part of a blend 
of Schroders strategies that comprise their European 
credit exposure.

Why do you believe investors should  
consider the strategy just now?
European credit is one of the few bright spots in 
the global credit market at the moment. Default 
rates are low and companies are still managed in 
a relatively conservative way. Economic prospects 
in the eurozone also remain positive, particularly in 
a global context. However, many core euro strategies 
are forced to own low-yield bonds because of the 
financial repression of the past eight years. We 
believe that our high-alpha approach can help to 
optimise returns.

The additional flexibility of this new fund offers new 
and existing clients another option to help diversify 
and insulate their portfolios. 

uu
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FIGURE 1: SCHRODER ISF EURO CREDIT ABSOLUTE RETURN:  
PERFORMANCE SINCE LAUNCH ON 11 NOVEMBER 2015

 ECAR      Euribor 

2.5

2.0

1.5

1.0

0.5

0

– 0.5

–1.0

–1.5

–2.0-2	

-1.5	

-1	

-0.5	

0	

0.5	

1	

1.5	

2	

2.5	

11/11/15	 11/12/15	 11/01/16	 11/02/16	 11/03/16	 11/04/16	 11/05/16	 11/06/16	 11/07/16	

ECAR	

EURIBOR	

11/11/2015 11/12/2015 11/01/2016 11/02/2016 11/03/2016 11/04/2016 11/05/2016 11/906/2016 11/07/2016

Source: Schroders/Bloomberg, as at 29.07.2016. Net of fees, NAV to NAV.



SCHRODER ISF EURO CREDIT ABSOLUTE RETURN |  FUNDS

2 Up to 3.00% is a percentage of the total subscription amount, representing 3.09278% of the Net Asset Value per share.
3 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.

FUND DETAILS:  
SCHRODER ISF EURO CREDIT ABSOLUTE RETURN

Fund data Class A Accumulation EUR Class A Distribution EUR

ISIN LU1293074719 LU1293075104

Fund launch date 11 November 2015

Distribution policy – This share class pays a quarterly  
distribution at a variable rate
based on gross investment income

Entry charge2 3.00% 

Ongoing charge3 1.56%

Fund manager Patrick Vogel & Schroders Euro Credit Team

PATRICK VOGEL began his investment career in 1994, 
and gathered five years of experience before starting 
his own consultancy in 1999. In 2000, he began work 
with Frankfurt-Trust as a portfolio manager. From 2004 
Patrick worked as a senior portfolio manager with 
Deutsche Bank. Patrick joined Schroders in 2012, as 
the Head of Credit in London.

FUND MANAGER BIOGRAPHY
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DEMOGRAPHICS CORNER

The authors of the Lancet article 
note that recent trends in obesity 
rates imply the probability of hitting 

global targets (to stabilise 2025 obesity 
prevalence at 2010 levels) is “virtually 
zero”, with global obesity prevalence 
likely to rise to 18% for men and 21% 
for women. 
While malnutrition remains a problem in 
South Asia and Africa, the global obesity 
epidemic creates new challenges 
for pol icymakers and healthcare 
systems. As we have noted in the past, 
obesity is one of the main risk factors 
for cardiovascular diseases, type 2 
diabetes, kidney disease and some 
cancers. Worryingly, the prevalence 
of childhood obesity is increasing 
at a rapid rate, particularly in the 
developing world, according to the 
World Health Organization 2. Children 
who are overweight or obese are very 
likely to stay obese into adulthood 

and are more susceptible to chronic  
diseases.
The challenge will be greatest in some 
small, relatively poor countries with 
very high obesity rates: 45 – 50% of the 
population in several Polynesian and 
Micronesian island nations are obese, 
and 20 – 30% are severely obese. The 
Middle East and Caribbean also have 
very high obesity rates. The authors note 
that rising body mass indices have so far 
not significantly impeded the widespread 
trend towards rising life expectancy in 
high-income countries, likely because of 
advances in the treatment of high blood 
pressure and cholesterol levels, and 
better management of diabetes. In low-
income countries, where access to such 
treatment is more limited, the impact of 
rising obesity on life expectancy and 
overall population health is likely to be 
more pronounced. Even in high-income 
countries, treating severe and morbid 

1 “Trends in adult body-mass index in  
200 countries from 1975 to 2014: a pooled 
analysis of 1698 population-based 
measurement studies with 19.2 million 
participants”, The Lancet, Volume 387,  
No. 10026, p1377–1396, 2 April 2016. 
Accessed from: http://www.thelancet.com/
journals/lancet/article/PIIS0140-6736(16) 
30054-X/fulltext  
2 Review of the commission on ending 
childhood obesity, World Health 
Organization, 2016. Accessed from:  
http://apps.who.int/iris/bitstream/ 
10665/204176/1/9789241510066_eng.
pdf?ua=1&ua=1 

This month we comment on a new paper 
on global changes in bodyweight published 
in the Lancet1. The key takeaway, which 
was widely reported in the popular press,  
is that more of the world’s population is  
now obese than underweight. This marks 
a massive change versus the situation  
40 years ago when more than twice as many 
people were underweight as obese.

The growing  
problem of obesity
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obesity is more complex and expensive, 
potentially requiring bariatric surgery, 
which may increase the cost of future 
rises in obesity prevalence relative to 
historic trends.
From an investment perspective, it is 
primarily healthcare stocks that stand to 
benefit from rising obesity rates and the 
associated diseases. Names we hold in 
the portfolio include biotechnology firm 
Amgen, which has a compelling age- 
and obesity-related portfolio, including 
a novel pipeline drug for lowering 
cholesterol.
We are also exposed to a number of 
firms with strong oncology franchises, 
such as Pfizer. Biotech company BTG is 
also exposed given its key growth driver 
is a novel treatment for varicose veins, 
the risk of which is increased by being 
overweight or obese. 
In response to the increased prevalence 
of obesity and the rising healthcare costs 

associated with such trends, we believe 
governments around the world are likely 
to step up efforts to encourage healthier 
lifestyles. In the past we have played into 
this “health and wellness” theme through 
holdings in stocks such as sporting 
apparel manufacturer, Adidas, US-
based natural and organic food retailer, 
Sprouts and bicycling manufacturers 
such as Shimano and Merida (which we 
repurchased in April). 

35.0 – 

30.0 –

25.0 –

18.5 –

1975

2014

FIGURE 1:  
AGE-STANDARDISED MEAN BODY MASS INDEX (BMI)  
IN MEN BY COUNTRY IN 1975 AND 2014

Age-standardised 
mean BMI (kg/m2)

Source: See footnote 1.
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  UK OThe UK market has underperformed global equities 
in recent years due to the high concentration of 
commodities and defensive sectors. However, in the 
current environment of low rates, fragile growth and a 
stable US dollar, we believe that the defensive sector 
bias will work for rather than against the market. Overall, 
we believe that there is considerable scope for the UK 
equity market to make up lost ground and we therefore 
upgrade our view to positive this month.

 [ Related fund: Schroder ISF UK Opportunities ]

  Emerging markets Having underperformed for more than 
five years, we believe that EM multiples are undemanding and 
have adjusted a long way to reflect a subdued outlook for the 
global economy. Yet, as EM equities are a levered play on the 
global economy, it would be unwise to ignore the gloomy 
message from the decline in EM exports, global trade volumes 
and the slowdown in imports from the largest economies. We 
are therefore sticking to our neutral view for now as we await a 
cyclical catalyst to drive a re-rating.

  [ Related fund: Schroder ISF QEP Global Emerging 
Markets ]

 

 Fixed Income
  Government bonds We remain neutral on overall 

duration as deteriorating valuations are currently offset by 
strong positive momentum. The cyclical picture remains 
unclear with higher growth uncertainty and dampened 
market sentiment after the Brexit vote.

 [ Related fund: Schroder ISF EURO Government Bond ]

 Equities
  US We believe that valuations have now fully priced in the 

“goldilocks” scenario of low growth and low rates and the 
deteriorating outlook for earnings is not encouraging at 
the current level of valuation multiples. Moreover, we do 
not believe the market is priced for the heightened level of 
uncertainty associated with a data dependent Federal 
Reserve and the upcoming presidential election. We have 
therefore downgraded US equities to neutral but not 
negative considering macroeconomic uncertainty and the 
reliable, defensive properties of the market which support 
a higher than average valuation in the US compared to the 
rest of the world.

  [ Related fund: Schroder ISF US Small & Mid Cap Equity ]

  Japan Japan continues to be scored as the worst in our 
quantitative country ranking model while our outlook for 
earnings has deteriorated further with the significant 
appreciation of the Japanese yen. We are therefore 
downgrading Japan this month but we watch the Bank of 
Japan (BoJ) closely for any further signs of additional 
monetary easing.

 [ Related fund: Schroder ISF Japanese Equity ]

    Europe (ex UK) We maintain our negative view on 
European equities. While valuations are broadly 
attractive, a closer look shows that the “value case” for 
Europe resides within the financial sector which, at over 
20% of the index, is an important driver of returns. Given 
the ongoing flattening of the eurozone yield curve and its 
negative impact on banks’ margins, the current backdrop 
will make it difficult for banks and the financial sector to 
lead the market higher. 

 [ Related fund: Schroder ISF EURO Equity ]

MARKETS

Market overview: 
Global insights from our Multi-Asset Investments team
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  US inflation linked We upgrade US real yields as we 
expect continued pressure amid the growth uncertainty 
and a weaker US dollar.

  [ Related fund: Schroder ISF Global Inflation  
Linked Bond ]

 

 Alternative Investments
  Commodities Prices have reached levels where we are 

seeing evidence of meaningful supply adjustment in 
some markets. Moreover, prices have been resilient to 
bouts of risk-off sentiment so far this year and investors 
continue to build positions in the asset class. This 
should support broad commodity prices, leading us to 
be positive.

 [ Related fund: Schroder ISF Global Energy ]

  

   Investment grade credit US investment grade credit 
valuations are no longer compelling and we therefore expect 
the majority of returns to come from carry rather than further 
spread tightening going forwards. We maintain our neutral 
score this month as neutral valuations and fundamentals 
balance offset a strong technical backdrop. 
 European spreads continue to benefit from the ECB’s 
Corporate Sector Purchase Program (CSSP), making 
valuations less attractive than earlier in the year. 
Although we believe that the CSSP effectively puts a cap 
on how far spreads can widen, we maintain our neutral 
score for now with less attractive valuations and ongoing 
weakness in the banking sector.

 [ Related fund: Schroder ISF EURO Credit Conviction ]

  High yield credit WHaving downgraded US high yield 
spreads last month, we maintain our neutral score in 
July. Valuations have eroded following the sharp 
commodity-driven rally in the second quarter, while we 
also note declining fundamentals alongside our 
expectation of rising defaults.

  We remain neutral on European high yield spreads this 
month with valuations close to their long-term averages. 
Fundamentals remain neutral as negative trends in 
leverage and earnings continue although coverage 
metrics remain broadly supportive.

 [ Related fund: Schroder ISF EURO High Yield ]

  Emerging markets We remain neutral on EM US dollar 
bonds given the attractive carry relative to other asset 
classes and we maintain our positive rating on EM local 
currency bonds where we see positive real yields and 
stabilising FX volatility.

 [ Related fund: Schroder ISF Emerging Market Bond ]

MARKETS

Expected performance

 Positive

 Neutral

 Negative

Source: Schroders July 2016.
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The fall in bond yields and interest 
costs due to the ECB’s QE 
programme, has given many 

governments the leeway to cut taxes and 
increase spending. Schroders expects 
economies with high levels of household 
debt such as Denmark, Sweden, the 
Netherlands and Spain to see the fastest 
growth of 2.0–2.5 p.a. through 2016–
2017, followed by Germany (1.8% p.a.), 
France (1.0% p.a.) and Italy (0.8% p.a.).

The last 18 months have seen a sharp 
fall in office vacancy and in several cities 
it is now at its lowest than for more than 
a decade. By the end of 2015 the office 
vacancy rate was below 7% in Berlin, 
Hamburg, Luxembourg, Munich, Paris 
CBD, Stuttgart and Vienna (source PMA). 
Although this improvement is primarily due 
to stronger occupier demand, the other 

key ingredient has been the sustained 
low level of new building since 2009, 
as banks have reined in development 
finance. Consequently, there is now an 
acute shortage of high quality modern 
office space in certain cities and given 
that new offices typically take 2–3 
years to construct, we believe that this 
has created an interesting window for 
refurbishment projects which typically 
can be completed in 6–12 months.

Despite the upturn in consumer 
spending we remain cautious about 
the retail sector, given that most of the 
growth is on-line. While there is good 
demand for space in big city centres 
and large, dominant shopping centres, 
vacancy in many town centres and 
secondary shopping centres is rising, 
as store closures exceed openings, 

particularly of independent retailers. 
Around 10% of shops in Belgium, Italy, 
the Netherlands and Spain are empty 
and the vacancy rate in France has 
risen to 7%, from 5% in 2010 (source 
Codata). In general, we prefer large 
shopping centres, flagship stores in big 
cities, mid-sized supermarkets and retail 
warehouses which are relatively immune 
to the internet.

Whereas investment activity in the 
UK slowed in the second half of 2015, 
it accelerated in most other European 
countries. In total there were €195 billion 
of real estate investment transactions in 
continental Europe in 2015, up 22% on 
2014. Although Middle Eastern investors 
and US opportunity funds were less 
active in the second half of 2015, the gap 
was more than filled by Asian investors 

The eurozone economy has recently been a model of 
consistency, achieving steady growth of 0.3–0.4% per 
quarter. While the slowdown in China and recession in 
Russia have held back exports and business investment, 
consumer spending and housebuilding have been  
boosted by low interest rates, falling energy prices and 
rising employment.

Real estate  
market commentary

OFFICE VACANCY RATES (OVERALL MARKET, ALL GRADES)    

Source: PMA. March 2016.
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and European institutions. As a result of 
this strong liquidity, prime yields fell on 
average by a further 0.25% in the final 
quarter of last year and in several cities 
they are now back to, or below their 
previous low in 2007–2008.

Although the last 18 months have 
some echoes of the short-lived boom 
of 2006–2008, the investment market 
is different in two important respects. 
First, in 2007 investors pushed real 
estate yields down to the level of 10 
year government bond yields, or below 
in some cases. By contrast, partly 
because of the ECB’s QE programme, 
real estate yields are still 3–4% above 10 
year government bond yields and while 
we expect the gap to narrow over the 
next 12 months, assuming real estate 
yields fall by a further 0.25–0.5%, the 

gap is likely to remain well above its 
long term average of 2%. The second 
key difference, which to some extent 
also explains the first, is that the 
current investment market is much less 
dependent on debt. CBRE estimate that 
the average transaction in continental 
Europe in 2007 had an LTV ratio of 73%. 
The corresponding figure for 2015 was 
approximately 47%.

We forecast that total returns on 
average investment grade European 
real estate will average 7–9% per year 
between end-2015 and end-2019. The 
majority of performance will come 
from the income return of around 
5%, but capital values should also be 
supported by a steady increase in rents. 
We currently see most value in: offices 
neighbouring the central business 

districts (CBD) of Amsterdam, Berlin, 
Brussels, Hamburg, Munich and Paris; 
office refurbishments in the CBDs of the 
same cities; modern, centrally located 
offices in university cities; mid-sized 
supermarkets and convenience stores in 
areas with growing population and mid-
sized logistics units which are suitable 
for on-line fulfilment.

The main upside risk is that strong 
investor demand triggers a sharper 
fall in yields and higher total returns in 
2016 than we anticipate, although that 
would probably be at the expense of 
weaker returns in 2018–2019. The main 
downside risk is that an external shock 
forces the ECB to abandon QE and raise 
interest rates, which in turn would reduce 
economic growth and depress occupier 
and investor demand for real estate. 

RE AL ESTATE |  MARKETS



Anumber of economic arguments 
are advanced on the basis of the 
Chinese demographic outlook, 

but the typical thread runs as follows:

1   China’s demographic dividend  
is exhausted

2   There is no room for further capital 
stock growth.

3   Trend growth must therefore 
decline rapidly from now on 

We are not entirely unsympathetic to 
the reasoning, but we believe bearish 
sentiment predicated on this thesis is 
overdone. There are reasons to expect 
a declining trend growth rate, and it is 
true (Chart 1 overleaf) that the working 
age population is in decline, but there are 
still ways to eke out further labour gains. 
Urbanisation, for example can transfer 
more workers from less productive to 
more productive industries, and further 
capital growth will be required to support 
this process.
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Chinese trend growth, part one:  
The demographic perspective
In the first of our three-part series looking at Chinese trend 
growth, we examine the country’s demographics, on which we
think observers have become overly negative.
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First of all though, we should challenge 
the perception that China’s growth has 
been entirely reliant on its population 
growth. Chart 2 shows the results 
of analysis from Capital Economics, 
decomposing Chinese GDP growth over 
the last 30 years. While it is clear that the 
increase in the workforce was a powerful 
growth driver in the 1980s and 90s, it 
ceased to be particularly important 
at the start of the 2000s. Far more 
relevant have been urbanisation (the 
shift of workers out of agriculture), and 

the increase in productivity. To support 
the bear case, we would need to show 
that these components would suffer 
as the result of a shrinking workforce. 
But, at a glance, there seems no strong 
evidence to support the view that the 
decline in the working age population 
should see growth rates collapse. 
In what follows, we will examine the 
prospects for further urbanisation and 
productivity growth, and then project 
Chart 2 ahead for the next 15 years to 
reflect our conclusions. 

The importance of being urban
Chart 2 provides some demonstration 
of the role urbanisation can play in 
boosting economic growth, but it 
warrants some discussion. The growth 
boost comes chiefly (at least, at first) 
through the transfer of workers from 
low productivity agriculture to high 
productivity manufacturing. While data 
on agriculture versus manufacturing 
productivity is difficult to obtain, we can 
approximate the gap by looking at the 
difference between output-per-worker 

CHART 1: CHINA’S WORKING AGE POPULATION  
IS ALREADY IN DECLINE

CHART 2: POPULATION INCREASES HAVE NOT DRIVEN GROWTH  
FOR SOME TIME
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in the primary and secondary sectors, 
which amounts to roughly 90,000 
yuan, or $ 14,000. That is, for every 
worker we transfer from agriculture 
to manufacturing, we add $ 14,000 to 
Chinese GDP. With over 200 million 
people employed in the primary sector, 
the potential gains would appear to be 
huge.

Of course, it is unrealistic to assume 
the entirety of the agricultural workforce 
will be transferred to factories, if only 
because the country needs to produce 
some food. With that in mind, it would be 
useful to find some way of estimating the 
limits of urbanisation. Fortunately, China 
is far from the first country to undergo 
this process, and so we can turn to 
history for a guide (Chart 3).

In general, an urbanisation ratio of 
around 80% seems to be the ceiling, 
though we do find some exceptions. 
Japan, for example, is over 90% urban. 

However, this is likely due to factors 
unique to Japan rather than a likely 
end point for China, so we will focus on 
other, more relevant, examples. Chart 3 
shows the experience of the US (which 
has a similar geographical scale to 
China) and Korea (which provides the 
most recent example), both of which 
more or less topped out at 80%, so let 
us assume the same applies to China. 
Beyond this end point, it would also 
be helpful to estimate how rapidly the 
process will occur, as this has further 
growth implications.

We have rebased Chart 3 such that 
each country starts from the same level 
of urbanisation, to compare relative 
progress. Evidently, the US urbanised 
much more slowly than did Korea, and 
without looking at the Chinese data 
one might expect China to be similar, 
given that Korea is far more compact. 
Yet it turns out that China has so far 

followed the Korean path very closely. 
We suspect this at least partially reflects 
the advances in transportation and 
telecommunications technology since 
America’s urbanisation process. China’s 
own urbanisation plan calls for an annual 
0.9% urbanisation rate, lower than the 
Korean experience would imply, so 
we adopt this as a cautious estimate. 
It is not implausible that China would 
face greater difficulties over time given 
the vastly larger land area relative to  
Korea.

However, this is not the only 
consideration. Another limiting factor for 
urbanisation’s growth contribution is the 
so-called Lewis Turning Point. At some 
point during the urbanisation process, 
the agricultural sector cannot lose further 
workers to the rest of the economy 
without experiencing a labour shortage. 
Wages then climb in both agriculture 
and industry, outpacing productivity 

uu

CHARTS 3 & 4: THE LIMITS OF URBANISATION (AS IMPLIED BY HISTORY, AND BY LEWIS)
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and so squeezing industrial profits and 
investment. This necessitates a change 
in the growth model, requiring a shift to 
a greater reliance on productivity growth 
rather than amassing production inputs. 
This is also the point at which growth 
likely slows markedly, and is the nub of 
many of the bear arguments.

Chart 4 shows the estimates from 
a 2013 International Monetary Fund 
(IMF) paper 1 for when this turning 
point will be reached in China. The 
authors estimate surplus labour will be 
exhausted between 2020 and 2025, 
with the exact date depending on which 
scenario plays out. Boosting labour 
force participation (currently far below 
the average elsewhere for the over 50s) 
would push the fateful date back to 
2025, for example. So, we should expect 
to see a marked slowdown in Chinese 
trend growth by this time. Interestingly, 
this coincides with the time at which the 

Korean urbanisation path would also 
imply a slowdown.

One final ingredient needed before 
we can model trend GDP growth 
is some assumption for labour 
productivity growth; a major driver for 
GDP growth in Chart 2. Using data 
from the St Louis Federal Reserve on 
capital stock and labour productivity, 
China today resembles Korea in the 
late 1990s in terms of its capital stock 
per worker. We therefore assume 
China follows the Korean path and 
sees a gradual reduction in labour 
productivity gains, an assumption 
which imposes the Lewis Turning Point 
we discussed above and implicitly 
includes a reduction in the rate of capital  
accumulation.

Combining these assumptions, we 
have a forecast for Chinese trend growth 
based on demographic considerations 
(Chart 5).

We also model a scenario in which China 
slowly raises its labour force participation 
rate to Korean levels over the 15-year 
period. Labour force participation rates 
are reasonably high in China as a whole, 
but are below Korean and Western 
levels for the over 50s. China’s average 
participation rate for this age group is 
around 30% compared to around 70% 
in Korea; convergence would see an 
addition of around 90 million workers, or 
10% of the existing workforce. There may 
be a range of reasons for this disparity. 
We would speculate, for example, that 
it is harder to employ older workers in 
an economy with fewer service sector 

1 Das, M., N’Diaye, P. “Chronicle of  
a Decline Foretold: Has China Reached  
the Lewis Turning Point?” IMF Working 
Paper 13/26.

uu
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(and less physically demanding) jobs. 
Hence we model only a gradual and 
incomplete convergence to Korean 
participation rates, as we do not see the 
two economies becoming structurally 
identical in the timeframe.

In the “no LFP change” scenario, 
trend growth is estimated at around 
5.7% today and forecast to fall to 3.4% 
by 2030. While undeniably a slowdown, 
it is probably not the apocalyptic 
scenario often imagined. Furthermore, 
when we look at the breakdown, it is 
clear that the declining population is 
not a significant driver until the tail end 
of the period, when it shaves around 
0.5 percentage points from the growth 
rate. The model also suggests that 
reforms aimed at boosting labour force 
participation would balance out the 
declining population until 2029/2030, so 
a declining population represents little 
threat to Chinese growth in the medium 

term. Instead, the real challenge lies in 
the falling productivity growth, which 
accounts for almost all the fall in total 
GDP growth. Unfortunately for China, 
there are few policy tools available 
to fend off this decline, which is an 
inevitable end point for any emerging 
market economy experiencing “catch 
up” growth. We will examine this further 
in a future Talking Point piece.

No crash landing ahead but a much 
slower China inevitable
One question that arises from this is 
whether China is now due a hard landing. 
After all, GDP growth, officially on track 
for 6.9% in 2015, is far above trend, and 
has been for some time. A significant 
correction is apparently needed to bring 
activity into line, so perhaps the bears 
are right after all? 

The problem for the bear argument 
now, however, is that no self respecting 

doom-monger would accept the official 
GDP number of ~7% growth. Depending 
on who you talk to, some would have it as 
low as 2% (and possibly even lower). But 
in that case, the correction has already 
happened, and we should expect an 
upturn in Chinese growth to return to 
a trend growth number of over 5%. Our 
view would be that Chinese growth is 
somewhat overstated, though chiefly 
through statistical errors and perhaps 
a tendency to round up, instead of 
down. Capital Economics, for example, 
estimate that incorrect calculation of the 
GDP deflator might be overstating real 
GDP growth by 1– 2% in the first half 
of 2015 – which brings the true growth 
number much closer to our estimate of 
trend growth. Aside from this, there are 
few of the usual signs of an economy 
growing above trend; inflation pressures 
are extremely muted, and the Producer 
Price Index (PPI) is in fact in deflationary 

uu
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territory. IMF analysis of the Chinese 
output gap estimates a negative gap 
under the usual methodology (i. e. the 
economy is below trend), but a positive 
gap when using a “credit augmented” 
measure 2, and this is where we see the 
risk. So, by traditional metrics, China 
is below trend in that spare capacity is 
rampant. But this spare capacity has 
been achieved through above-trend 
credit and investment growth which has 
to now unwind.

We include a “China hard landing” risk 
scenario in our economic forecasts, but 
it arises from financial instabilities rather 
than an overheating economy. The high 
and growing level of indebtedness and 
the opacity of balance sheets create 
concerns over lurking asset quality 
issues beyond those officially stated 
by banks. A financial crisis would have 
the potential to take growth significantly 
below trend, and could, as in the West, 

see a prolonged period of below-
trend growth as the rubble is cleared. 
But again, this is not a result of the 
usual overheating typical of the end of 
a business cycle.

Equally, however, we would caution 
against looking at Chart 5 and expecting 
a smooth ride for China. It would be 
extremely unusual for the economy to 
undergo such an adjustment without 
some cyclical volatility, and a recession 
at some point seems a certainty. 
Further, investors will need to get used 
to a world in which China in all likelihood 
posts a lower growth number every 
year for at least a decade, depending 
on the speed of adjustment. Rather 
than taking comfort from government 
stimulus, we would become concerned 
if policymakers became modern day 
King Canutes, trying to halt, in their 
case, a receding tide by unleashing 
stimulus af ter stimulus. The more 

adjustment is deferred, the more painful 
it will ultimately prove, and there is no 
policy that can successfully prevent 
this kind of structural slowdown. To our 
minds, every attempt to hold the growth 
rate above trend increases the risk of 
crisis, notwithstanding the measurement 
errors we mentioned above. However, 
importantly this inexorable downward 
grind is due not to the population 
decline, but to slowing productivity 
growth, a topic we plan to explore in 
a later note. 

2 Maliszewski, W., Longmei, Z. “China’s 
Growth: Can Goldilocks Outgrow Bears?” 
IMF Working Paper 15/113.

CHART 5: DECOMPOSED CHINESE TREND GROWTH FORECAST
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Five frequently asked questions  
about insurance-linked securities

1 Source: Artemis, 29 February 2016.
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What is the size of the ILS market? 
The best known part of the ILS market relates to 
catastrophe bonds (“cat bonds”), not least because 
this is the area for which most data is available. Cat 
bonds and private placement cat bonds, so-called 
“cat bond lites”, form the tradable part of the ILS 
market. These instruments can be bought via around 
12 brokers currently active in the cat bond market. 
However, with a market size of $ 26.1 billion1, cat bonds 
only form about a third of the overall ILS market. The 
other two-thirds consist of non-tradable, over-the-
counter contracts, mostly with a 12-month duration. 
This market gives investors access to a wider range 
of insurance perils than those available in the cat 
bond market, including marine, aviation and specialty 

risk. It also offers a broad range of structures and 
instruments, such as collateralised reinsurance 

transactions (private transactions), sidecars 
and quota shares, reinsurance swaps and 
industry loss warranties (ILWs). We estimate 
that the insurance-linked securities market 

is $ 75 billion in total. However, this needs 
to be treated as a rough estimate as for 

the size and number of private deals 
only estimates are available from 
various brokers and other ILS market 
participants. 

This article aims to address some of the questions that our 
insurance-linked securities (ILS) team is frequently asked by 
prospective clients. It is not intended to be an introduction to the 
asset class but rather to answer some of the questions that 
almost invariably come up once people have started considering 
ILS as a potential investment. They are questions that need to  
be addressed before investors take the next step of deciding 
  whether ILS should be added to their portfolio and, if so, what 
    type of strategy would be most suitable.
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FIGURE 1: STRUCTURE OF AN INSURANCE-LINKED INSTRUMENT

Source: Schroders,  
for illustration only.
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Are ILS exposed to the credit  
risk of the issuer?
In contrast to corporate or sovereign bonds, cat 
bonds and other insurance-linked instruments are 
not directly exposed to the credit risk of the issuer. 
This is because a “transformer” is required to 
make the insurance risk available to capital market 
investors, typically via a special purpose vehicle 
(SPV). The issuer transfers a certain insurance risk 
from its own balance sheet to the SPV by entering 
into a reinsurance contract. This reinsurance contract 
is backed by collateral which is paid to the SPV by 
investors. The SPV then issues securities – such as 
cat bonds or preferred shares in the case of a private 
transaction – against this collateral. The result is an 
insurance risk that has been transformed into an 
investible instrument.

This structure means that the cash paid for an ILS 
is not directly exposed to the credit risk of the issuer, 
as it is held separately in a trust account and invested 
in money market funds or instruments. As a result, 
the insurance-linked instrument is not directly 
affected by the issuer’s credit rating or general 
balance sheet strength. In the extremely unlikely 
event that the issuer of an ILS defaults (for example, 
by not paying the agreed risk premium), the notional 
capital remains unaffected. The insurance-linked 
instrument would cease to exist and the collateral 
in the separate trust account would then be paid 
back to the investors. What could result in a loss of 

notional capital, of course is an ‘insured event’ such 
as a typhoon, flooding or earthquake which would 
cause losses to the instrument: this is the insurance 
risk embedded in the instrument, rather than credit 
risk. 

Could issuers offload their bad  
risks onto the ILS market?
Fears are sometimes expressed that the ILS market 
may share some of the adverse characteristics of 
other debt securities. For instance, many investors 
will have had bad experiences with mortgage-
backed securities (MBS) or collateralised debt 
obligations (CDOs) based on subprime mortgages 
in the US. One of the factors seen as having 
exacerbated the subprime crisis and the subsequent 
fall in CDO and MBS prices was the fact that many 
of these mortgages were so-called “originate-to-sell” 
transactions. Banks encouraged homeowners to take 
out mortgages, which they then packaged up and 
sold as MBS, taking them off their balance sheets 
and generating origination fees in the process. This 
created moral hazard as the sale of the loans meant 
the banks would suffer no direct consequences if 
borrowers defaulted.

So do similar practices afflict the ILS market? In 
principle, investors are at an information disadvantage 
compared with issuers of the ILS, who have more 
information about the underlying insured exposures. 
In these circumstances, it would be easy for insurers 

(Re-)
insurer

Insurance risk
premium

Reinsurance contact Investment

Coupon =  
(risk premium and
money market 
return)

(Re-)insurer

Collateral  
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FIGURE 2: CAT BOND EXAMPLE:  
SIMPLIFIED REINSURANCE PROGRAMME

Source: Schroders, for illustration only.
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simply to pass on the poorer risks that they don’t 
want to keep themselves. Nonetheless, we would 
argue that there are a number of features built into 
ILS that should provide safeguards for investors. 

Most importantly, with almost all of the 
transactions in which we at Schroders invest the 
issuer of the instrument retains some portion of 
the same insurance risk, and therefore will suffer 
losses before ILS investors do. The majority of ILS 
use so-called “indemnity triggers”, where investors’ 
collateral is only called on if losses insured by the 
issuer have exceeded a certain level. If the issuer 
is an insurance company, this means they will 
retain the first layer of losses – say $ 50 million of 
claims as a result of a hurricane – and may have 
reinsured losses above this level via several layers of 
traditional reinsurance contracts or insurance-linked 
instruments. ILS typically cover higher layers – or 
even the top layer – in an insurance programme as 
these are most suitable for investors in terms of their 
risk-return profile. 

The below graph shows part of the insurance 
programme of a US insurance company where one 
of the layers is a cat bond issued in 2015. The loss 
levels illustrated are “per-occurrence losses”: in other 

words the total claims paid out by the insurance 
company due to one single catastrophe.

Because ILS typically only form one of the higher 
layers in a reinsurance programme, other parties will 
often bear lower-level risks. These other parties can 
include traditional reinsurance companies and, for 
the vast majority of instruments in our portfolios, also 
the issuer of the instrument. Since they will suffer 
losses before the investors in the ILS, there is a clear 
alignment of interest between ILS holder and issuer. 
All other things being equal, this should prevent 
insurance or reinsurance companies from passing 
on “bad”, risks to the ILS market. 

For both cat bonds and private transactions, 
investors typically receive detailed data that 
allows for an accurate assessment of the risks to 
the transaction. With the appropriate tools and 
experience, it is possible for the investor to gain 
a good understanding of the risk or risks being 
transferred. However, this is where it is important to 
have access to a strong analytical team to vet ILS 
transactions and provide a second line of defence 
against “information asymmetry”.

All the risk modellers, underwriters and actuaries 
involved in analysing new investment opportunities 
for our ILS funds come from the reinsurance industry. 
They therefore have an in-depth understanding of 
how insurance and reinsurance companies work, 
how they take decisions about their reinsurance 
programmes and on what information these 
decisions are based. AIR Catrader, the vendor risk 
model that our team uses to model catastrophe risks 
such as earthquakes or tropical storms, is used by 
insurers, reinsurers and ILS investment managers. 
The same is true for other actuarial techniques we 
use to analyse and price insurance risks for which 
these vendor models are less well equipped, such 
as tornados or hailstorms. 

A particular competitive advantage that our team 
has in this regard is that some of our members also 
act as consultants to some of the world’s largest 
insurance and reinsurance companies, validating 
their risk models or advising them on topics such 
as the implementation of Solvency II. This gives our 
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as earthquakes – a key driver of “tail risk” in the 
overall ILS market – are not really touched by climate 
change. The same is true for tsunamis caused by 
earthquakes below the seabed. 

In cases where the effects of climate change 
would lead to increased frequency or severity of 
weather-related events, the affected instruments will 
not necessarily become less attractive. Professional 
ILS investors will model the risks and demand 
an appropriate compensation for assuming any 
consequent increase in the risk level. The insurance-
linked instrument would therefore command a higher 
risk premium to compensate for the increased risk 
of loss. New research is constantly embedded in 
catastrophe modelling software, which is used by 
both the issuers of insurance-linked instruments and 
ILS investors. Issuers therefore need to be willing to 
accept rising costs for the use of these instruments, 
or increase the loss threshold (“attachment level”) to 
accommodate climate change.

Should global warming lead to more extreme 
weather events in certain densely populated areas – 
either those already exposed or newly exposed – it 
could lead to an increased demand for (re)insurance 
over the medium term. This would translate into 
higher premiums and hence higher yields on 
insurance-linked instruments. Moreover, new areas 

team an additional understanding “from the inside” 
of how these companies work, the data they use and 
their risk management techniques.

Does climate change have a negative  
impact on ILS?
Although climate change will undeniably have an 
influence on the frequency and severity of certain 
natural catastrophes, its impact on insurance- 
linked instruments is more limited than one would 
expect at first glance. Climate change is a gradual and 
long-term phenomenon, whereas ILS are typically 
short-term instruments. Most catastrophe bonds have 
a three-year term, and private transactions linked to 
natural catastrophe risks typically provide cover for 
a 12-months period. Over such timeframes, climate 
change should not have any discernible influence 
on the level of risk of a security as modelled at the 
outset. There is little need to take into account the 
long-term climate change effects on the frequency or 
severity of extreme events for instruments that expire 
before these effects may impact them. 

In any case, climate change is only likely to have 
an influence on part of the ILS market. Only those ILS 
that cover natural catastrophe risks are (potentially) 
af fected – and within that only meteorological 
insurance risks. Other natural catastrophes such 
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uu becoming exposed to extreme weather could lead to 
a broader ILS market, which would be beneficial for 
investors as risks could be better diversified. Given 
the short-term nature of the natural catastrophe ILS 
market and the short spread duration, premium 
increases over a medium to longer time horizon will 
have a limited impact on ILS portfolios. If increases 
take place gradually, then investors should benefit 
from the reinvestment of their capital at higher yield 
levels over time.

It is worth bearing in mind that climate change 
is just one of many elements that will shape the ILS 
market over the longer term. Other factors that will 
play an important role include building standards, 
demographic changes (e.g. more people living in 
exposed regions such as coastal areas) and general 
trends in the loss thresholds of insurance-linked 
instruments. 

Has the opportunity gone?  
Is it better to wait till yields have risen?
Potential investors frequently ask whether ILS as 
an asset class is still attractive, following media 
reports that yields have been declining in the last 
couple of years. This inevitably leads them to ask 
whether they should wait for yields to recover before 
buying. The answer is not totally straightforward. 

We would say that it is still possible to find fairly 
valued investment opportunities, by which we mean 
those that compensate investors sufficiently for 
taking the insurance risk embedded in them, both 
on a stand-alone basis and within a portfolio. Their 
structure means that most resemble a floating-
rate note with a spread over money market rates. 
With interest rates having been brought down to 
near-zero levels (or below) since the financial crisis, 
the returns on the floating leg of insurance-linked 
instruments have also been reduced. However, it 
is important to remember that this element of the 
return remains independent of the spread, which 
represents the reinsurance premium for taking on 
the underlying risk. This lack of connection means 
that, although yields have fallen, they still remain 
attractive on a risk-adjusted basis.

That said, the lower yields mean that it takes more 
effort to find attractive investment opportunities.  
This has three implications for ILS managers: 

First, having suf f icient resources and the 
right specialism is crucial in the current market 
environment. We have to review more potential ILS 
investments and also decline more. This is true for 
new cat bond issues and in particular for private 
transactions. Attractive investment opportunities 
can still be found, but it takes more homework. This 
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means more modelling, pricing and underwriting 
work, particularly around the key reinsurance 
renewal dates are concerned. A well-resourced 
team is important, but not enough. It is just as vital 
to have a team that has experience in working in 
various market conditions and fully understands the 
dynamics of the reinsurance industry, of which ILS as 
an asset class clearly forms a part. 

Second, gaining access to private deals has 
become even more important. Well-maintained 
links with the (re)insurance and industry have 
always been important for ILS managers who want 
to offer more than just pure cat bond strategies. 
Now, however, given the rate pressures being felt 
in the more standardised part of the market, there 
is a crucial advantage to being the first to look at 
new transactions or to venture into less mainstream  
areas. Here it helps to be able to offer a so-called 
“quoting market” for private transactions, which 
means being able to price insurance risks which 
are brought to the market. For most of these 
transactions, a broker will contact ILS investors 
to gauge interest and to seek input on the pricing 
of the deal. Brokers will look at quoting markets 
for indications of the level of yield (reinsurance 
premium) at which they would be able to place the 
transaction in the market. In some instances our 
team would also suggest alternative loss trigger 
levels or structures which the broker could then take 
back to the issuer to discuss. 

Being able to analyse a broad range of deals and 
put a price tag on them means getting preferential 
access to deals and potentially a larger allocation 
of the most coveted transactions. Only a few ILS 
managers are “quoting markets”: many are price 
takers who will only review a transaction once it has 
been priced before deciding whether they would like 
to invest. Needless to say, this makes the analysis 
and decision-making easier, but means such 
investors can miss out on some of the most attractive 
deals which are placed quickly and not shown to the 
wider market. 

Third, the current market environment increases 
the need for an ILS strategy which is as broad as 

possible. The wider the investment universe, the 
more opportunities an ILS manager has to find the 
best-paid risks. Having a wider spectrum of risks, 
structures and risk levels also helps to diversify 
an ILS portfolio in terms of its risk drivers. In this 
regard the private transactions market offers many 
advantages in terms of breadth, diversity and risk-
adjusted returns. However, the addition of these 
instruments to an ILS portfolio inevitably means 
lower liquidity as they are non-tradable: most have 
a 12-month maturity and are held in the portfolio 
for the entirety of this period. Investors considering 
an allocation to ILS must accept that there is likely 
to be a trade-off between return and diversification 
potential, on the one hand, and liquidity, on the 
other. 

As we suggested earlier, in our view most ILS are 
still fairly valued, although we have become more 
selective. It is important to remember, though, that 
the main reason most investors to allocate to ILS is 
for the diversification benefits that they bring. ILS 
are an excellent diversifier for equities, sovereign 
and corporate bonds, real estate and almost 
all hedge fund strategies, regardless  
of their valuation or the particular stage of 
the economic cycle. This point has also 
been made in Mercer’s latest Research 
Perspectives paper, which states 
that “we believe that 
the diversification 
benefits presented 
by this asset class 
[insurance-linked 
securities] still remain 
attractive”2 

2 Mercer Research  
Perspectives Vol. 3,  
December 2015. 
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Today we use the terms modern portfolio theory, risk 
management or diversification with as much ease as 
we step into a car, send an e-mail or browse social 

media with our smartphone. While for most people the times 
when we weren’t always switched on are still relatively fresh 
in the memory, this is quite different for cars – and likewise 
also applies to risk management etc. Some things are simple.

Just like the Stone Age didn’t end just because there was 
no more stone, the idea of buying shares based entirely on 
intuition came to an end with the ideas from a then 24-year-
old, who shortly after receiving his degree in 1952 published an 
essay in The Journal of Finance with the snappy title Portfolio 
Selection. In those 15 pages Harry M. Markowitz developed 
what we know today as modern portfolio theory. And here 
we can also watch the author thinking a little. As he said 
himself with some understatement in his Nobel Prize speech, 
he “added a few details bit by bit in the months and years 
afterwards”, after the essay was first published. For instance 
the critical line algorithm, which can be used to calculate 
expected return and risk for any given number of shares. 
Additionally, in the 1959 edition he set out his mean-variance 
theory of portfolio selection in relation with the fundamental 
observations of the economists von Neumann, Morgenstern 
and Savage about acting under uncertainty.

The addition of a few details has since helped grow 
Markowitz’s magnum opus to over 460 pages. Many purists 
prefer to read in the original, as is their prerogative. However, 
even without the language barrier, reading Portfolio Selection 
is no easy task. In his own words Markowitz designed the 
layout “largely for non-mathematicians”, but in a number of 
places it separates the wheat of a Nobel Prize winner from the 
chaff of many an aspiring reader. 
But first things first. What Markowitz argues in the first 
three parts of Portfolio Selection describes the basis of his 
way of thinking. It must be possible to quantitatively and 
empirically plot random movements of stock prices into 
a model (previously first described as random walk by Louis 
Bachelier in 1900), where both the possible return and also the 

Inside the Black Box
Watch the thinker thinking in  
Portfolio Selection from Harry Markowitz

BOOK RECOMMENDATION

MISCELL ANEOUS

expected risks in the form of a standard deviation represent 
a key variable in the construction of a portfolio, and that the 
combination of expected risk and return lead to what can be 
described as an optimal or efficient portfolio. In the fourth part 
Markowitz goes into what we hear today in countless different 
versions – “past performance is not necessarily indicative of 
future results.” As rational behaviour under uncertainty this 
includes the chapter on maximising expected utility, dynamic 
analysis, expectations of probability as well as the effects 
on portfolio selection. Since, to use another classic phrase, 
what holds the investment world together is uncertainty and 
diversification. Or as Markowitz said during his Nobel Prize 
acceptance speech as already quoted, “We diversify. Why? 
Because we want to reduce uncertainties!” And he also gives 
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Harry Max Markowitz was born in Chicago on 24 August 
1927. He studied Economics at the University of Chicago 
among others, being taught by Milton Friedman, Tjalling 
Koopmans, Jacob Marschak as well as Leonard 
Savage, and completed his PhD thesis on portfolio 
theory in 1955 after completing his bachelor’s and 
master’s degrees. Markowitz has worked for various 
think tanks, such as the RAND Corporation and the 
Coles Foundation. In order not to restrict himself simply 
to academic teaching, Markowitz was a co-founder of 
the software company CACI (where he developed the 
SIMSCRIPT simulation and programming language) 
and also worked for a hedge fund which pursued the 
first computer-supported approach towards arbitrage 
transactions. Today Markowitz is Associate Professor 
at the Rady School of Management of the University 
of California in San Diego and at the same time holds 
supervisory and consultancy positions of various 
investment managers.
In 1989 he was awarded the John von Neumann Theory 
Prize and in 1990 won the Nobel Prize for Economics 
together with Merton H. Miller and William F. Sharpe.

ABOUT THE BOOK

Harry M. Markowitz, Portfolio Selection:  
Efficient Diversification of Investments.

Wiley  
Second edition, March 1991
Hardcover, 402 pages, EUR 83.70  
(ISBN-13 978-1-55786-108-5)

Portfolio Selection: Efficient Diversification of Investments 
is not something to be read at one sitting – and the last 
calculation can perhaps be leafed through. What makes 
reading this book in all its complexity so fascinating is being 
able to see up close how a whole structure of principles 
and assumptions is built and how Markowitz sets out his 
conclusions with unbelievable elegance. Also to think that 
Markowitz’s thoughts are so universal that 23 years after 
he was awarded with the Nobel Prize they formed the basis 
of Eugene Fama being honoured in the same way in 2013 
for developing Markowitz’s conclusions in another way. It 
could all have turned out much differently. In 1955, Milton 
Friedman in his capacity as Professor at the University 
of Chicago was convinced that Markowitz’s portfolio 
theory was completely unsuitable for awarding the young 
economist a PhD. How times change. Thankfully.

OUR VIEW

ABOUT THE AUTHOR

us readers of Portfolio Selection the key piece of advice which 
we all would still do well to remember even 60 years later:  
“A good portfolio is more than a long list of good stocks and 
bonds. It is a balanced whole, providing the investor with 
protections and opportunities with respect to a wide range of 
contingencies. The investor should build toward an integrated 
portfolio which best suits his needs.” 
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Older men in plaid knickerbockers walking across 
manicured greens as guardians of the rules are part 
of an institution known as the “Royal and Ancient”, 

which only allowed women to join as full members in 2014, 
260 years after it was founded (previously, and in this order, 
its position was “no dogs – no women”. There seem to be 
enough reasons to think of golf as a hobby for somewhat 
likeable snobs.

As early as the 15th century King James II, who recognised 
the damage the game was doing, issued a decree banning 
the sport in addition to “fute-ball” – “golfe be utterly cryit and 
nocht done”. His Scottish subjects were obviously having 
more fun hitting small balls around than practising archery.

Thankfully though the ban wasn’t to last long, and 
there are even more reasons to like golf – as a sport that 
teaches humility as well as resolve; and where etiquette 
and sportsmanship play such a fundamental role in the 
rules of the game and how its players approach it that the 
great Ben Hogan even made it into a game of existential 

meaning. He is quoted as having said, “As you walk down 
the fairway of life, you must smell the roses, for you only 
get to play one round.”

Today the days of plaid trousers are over, and this 
summer golf fans can look forward to the 145th staging 
of The Open Championship, the oldest golf tournament 
still played for anywhere in the world, and the only one 
of golf’s four Majors to be contested in Europe. The story 
of The Open began in 1860, when eight professionals, 
greenkeepers, club makers and caddies got together at 
Prestwick Golf Club in Scotland to play three rounds of  
12 holes all on one day. The following year the field was 
increased by eight amateurs, which brought about the 
name of an Open championship. The winner was awarded 
the challenge belt, a belt made of red Morocco leather with 
silver trimmings, which he kept until the next year. It was 
only after “Young” Tom Morris (1851 – 1875) won for the third 
year in a row in 1870 that he was allowed to keep the belt 
for good. This means that the three host clubs – Prestwick,  

Golf and The Open Championship
The third Sunday in July, at least 72 holes –  
and a Claret Jug. This summer for the 145th time.

From the UK

18th green  
at Muirfield, 
hosting The Open 
in 2013.
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Turnberry. And of course at Royal Troon Golf Club, which 
first hosted the Open in 1923 and which will welcome the 
top professionals and amateurs in the world for the ninth 
time. One thing is sure, no sudden shower here on the 
South Ayrshire coast will be able to dampen the joy of 
whoever emerges as the winner 
here on the third Sunday in July. 
And to be able to read his own 
name on the trophy alongside 
those of legends such as Bobby 
Jones, Harry Vardon, Walter 
Hagen and Seve Ballesteros will 
more than make up for the fact 
that it is only a replica …

GOLF COURSES WITH THE ROYAL SEAL OF APPROVAL

It’s not just distinguished golfers such as Sir Nick Faldo that get 
rewarded with a title, there is also an elite group of clubs which enjoy 
the privilege of royal patronage, including the Royal Troon Golf Club, 
host of this year’s Open Championship, which was honoured on the 
occasion of the club’s centenary in 1978. In total, there are 64 golf 
clubs worldwide allowed to call themselves “Royal”, of which 34 are in 
the United Kingdom and 26 in other Commonwealth countries. The four 
exceptions to the rule include two clubs in the Republic of Ireland, the 
Mariánské Lázně Golf Club in the Czech Republic as well as the newest 
addition to royal circles: in April 2013 Queen Elizabeth II bestowed the 
title upon the Homburger Golfclub in Bad Homburg near Frankfurt. This 
honoured the historical royal connection with the Taunus spa town and 
the oldest Golf Club in Germany. Its first honorary member was the 
future King Edward VII, then known as the Prince of Wales. 

St Andrews and the Honourable Company of Edinburgh 
Golfers – had to agree on a new prize. This was easier said 
than done. The gentlemen disagreed with one another so 
vehemently that the 1871 Open had to be cancelled due 
to the lack of a trophy – and in 1872 only a medal was 
awarded, again to Young Tom Morris.

In the following year the The Golf Champion Trophy 
was first produced by Mackay Cunningham & Company in 
Edinburgh, and as another first, the Open Championship 
was played on the Old Course at St Andrews. At his home 
course, Tom Kidd (~1848 – 1884) became the first person 
to receive the Claret Jug as the winner of the 1873 Open, 
in addition to £11 in prize money. The Claret Jug has since 
gone on to become one of the best-known icons in golf, 
alongside the green jacket awarded to the winner of the 
US Masters.

Perhaps to avoid a repeat of the problem which 
occurred with the original winner’s belt, since 1928 the 
Open winner has only been awarded a replica of the 
original to lift into the air. But where exactly is The Open 
held? A total of 14 courses have had the honour of hosting 
The Open Championship. Before the First World War six 
different clubs were on The Open Rota, the rotation system 
whereby the event moves between Scotland, England and 
(once again) Northern Ireland, which has since increased 
to ten. In England the courses which play host to the event 
include Royal St George’s, Royal Liverpool, Royal Lytham & 
St Annes and Royal Birkdale. In Scotland the Open is held 
at the Old Course in St Andrews in every year ending in 0 or 
5 as well as at regular intervals at Carnoustie, Muirfeld and 

As you walk down the fairway 
of life, you must smell the 
roses, for you only get to play 
one round.

BEN HOGAN (1912 –1997)

“The stamp”,  
the famous 8th at Royal Troon  
on a British stamp ca. 1994.
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The Open 2016 results

Pos Name Country To Par

1 STENSON Henrik Sweden -20

2 MICKELSON Phil USA -17

3 HOLMES J B USA -6

4 STRICKER Steve USA -5

5 GARCIA Sergio ESP -4

5 HATTON Tyrell ENG -4

8 JOHNSTON Andrew ENG -3

9 HAAS Bill USA -2

9 JOHNSON Dustin USA -2

9 KJELDSEN Søren DEN -2
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Schroders, although headquartered 
in London, has historically had an 
exceptionally strong client base in 

Germany, and Schroders’ history shows 
us something of the impact of those 
turbulent times. 

At the end of the first world war the 
two partners of the firm of J. Henry 
Schröder & Co., Baron Bruno Schröder 
and Frank Tiarks, were only too aware 
of the desperate situation in Germany. 
In 1919 Tiarks had been appointed civil 
financial advisor to the British Army of 
occupation in Germany and had been 
shocked by the plight of the civilian 
population, writing to his wife on his 
arrival in Cologne:

“The children’s faces look pale & 
pinched poor little beggars they have 
had all the chocolate you packed for me 
to eat on the journey.”1 

When the Schröder family in England 
could resume correspondence with their 
extended family on the other side of the 
conflict they too became aware of the 

Compressed into a mere decade, the 1920s offer any number  
of dramatic economic phenomena for students of economic 
history, theory and policy to contemplate. Perhaps more than 
any other country in the world, Germany in those ten years  
was to experience the full intensity of the forces acting on  
the global economy: food shortages, punitive reparations, 
hyperinflation followed by currency stabilisation, massive  
capital transfers from the United States, modern  
industrial consolidation, and stockmarket crash.

Schroders,  
Germany and the 1920s

suffering. Emma Schröder, wife of Baron 
Bruno, arranged for food and milk to 
be sent to a children’s home in Vienna 
where one of her relatives was working, 
but commented in 1920 that while the 
situation in Austria might soon begin to 
improve, “hated Germany’s food-supply 
is ebbing away”2

The firm, too, was concerned about 
the situation in Germany. During the war 
around twenty percent of its balance 
sheet had been frozen in Germany and 
the firm had had to avail itself of Bank 
of England emergency funds in order 
to honour the obligations to which it 
was contracted on behalf of its German 
clients. The City of London had been 
impressed by the firm’s early repayment 
of these funds in 1916, but with the 
cessation of hostilities Schroders were 
anxious for trade with Germany to be 
resumed and to reconnect with their 
erstwhile clients. 

Schroders did indeed re-establish 
their links with Germany. The majority of 

      Hyperinflation: emergency money (Notgeld), 1923. 

the pre-war debts were recovered, and 
by 1924 the demand for sterling finance 
to rebuild industry and commerce 
meant that Germany was once again 
the largest market for Schroders’ 
banking operations. The firm was very 
well known in Germany, particularly 
in the area around Hamburg where 
Schröder family businesses had been 
operating since the eighteenth century, 
and were a visible symbol of friendly 
and improving Anglo-German relations. 
A correspondent for the British firm of 
Helbert, Wagg & Co. Ltd. – which was 
to merge with Schroders in 1962 – wrote 
from Hamburg in 1923: 

“All business here is conducted in 
foreign currency, and as far as I can 
judge, a great mainstay of German 
trade since the war has been J. Henry 
Schroder. They have vast connections 
all over the country, and especially 
here in Hamburg. I travelled from the 
Hook of Holland with a representative 
of theirs who told me many interesting 
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1 Letter, Frank Tiarks to Emmy Tiarks, 16 January 1919 (Schroder Archive).  
2 Letter, Emma Schröder to Clarice Rothschild, 8 February 1920 (Rothschild Archive).
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things. No doubt he was inclined to 
exaggerate the importance of his firm, 
but it is evident that a large number  
of German f irms receive support  
from J. H. Schroder. Their influence  
is tremendous and the name is 
a household one here.”3 

1923 was, of course, the year that 
hyperinflation took hold of Germany. 
Schroders responded by offering its 
clients sterling clearing accounts to 
enable them to conduct business in 
a stable currency. These accounts 
were in great demand, but managing 
them was a labour intensive activity 
that contributed to a rapid doubling 
of staf f numbers in London, of 
which over a hundred were German 
speakers. The new staff did not come 
from Germany however, but from 
Switzerland because of the persistence 
of anti-German feeling in Britain. At 
the same time as this expansion in 
staff numbers, the firm’s premises 
underwent a major refurbishment, with 

many departments finding themselves 
in rather unsatisfactory temporary 
accommodation. Visitors were not 
always impressed: two clients from 
Germany exchanging currency notes 
were overheard to remark in disgust 

“So! das berühmte Bankhaus Schröder – 
zwei Zimmer am dritten Stock!”4

Germany didn’t just need access 
to a stable currency: it desperately 
needed access to capital. The Dawes 
Loan, raised in 1924 to stabilise the 
German currency, proved popular with 
investors, particularly in the United 
States. The loan marked the beginning 
of large scale capital transfers from 
America to Germany, and the return to 
productivity and dynamism in German 
industry. The J. Henry Schroder Banking 
Corporation had opened in New York in 
1923 and soon joined the London firm 
in issuing and marketing securities for 
German industry and infrastructure, 
as well as for the cities of Berlin and  
Hamburg. 

One could argue that it was Schroders’ 
exceptional understanding of German 
industrial finance that enabled them to 
launch their first investment product 
and take their first key steps towards 
becoming the leading asset manager 
that they are today. The highly 
successful Continental and Industrial 
Trust Ltd, launched in 1924, brought 
together capital from investors in Britain 
and invested it in promising industrial 
concerns in Germany. Having said 
that, Schroders were active investment 
managers and by the end of the decade 
the trust’s assets had been greatly 
diversified.

When Wall Street crashed in 
October 1929, Schroders’ business 
in New York emerged, somewhat 
to its of ficers’ surprise, unscathed. 
Longer term this would not turn out 
to be the case in Germany, and the 
next decade would see the f irm 
withdraw and look to America and  
beyond. 

Gold bond issued by Hamburg-American Line  
(Hamburg-Amerikanische Packetfahrt Actien-Gesellschaft), 1925. 
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3 Letter, Harold Fraser to Helbert, Wagg & Co. Ltd, 14 June 1923 (Wiener Library for the Study of Holocaust & Genocide). 
4 Reminiscences of F. K. Dingle, 1962 (Schroder Archive).
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T R U S T E D  H E R I T A G E  A D V A N C E D  T H I N K I N G

Important information. For professional investors or advisers only. *Source: Schroders, as at 31 December 2015. Past performance is not a reliable 
indicator of future results, prices of shares and the income from them may fall as well as rise and investors may not get back the amount originally 
invested. Issued in April 2016 by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA. Registered number 1893220 
England. Authorised and regulated by the Financial Conduct Authority. w48772

virtuoso range
Access our growing

In today’s volatile times, building 
robust, diversified portfolios is as 
important as ever.
Schroder GAIA offers investors access to 
leading hedge fund managers from around the 
world within a UCITS framework. Our suite of 
funds spans a diverse range of asset classes 
and strategies, including:

 – Equity & credit long/short 

 – Trend-following

 – Event-driven   

 – Catastrophe bonds

With $6bn* already invested, our specialist 
in-house manager solutions team is constantly  
on the hunt for the most compelling hedge  
fund strategies.

To find out more, visit www.schroders.com/gaia



SCHRODERS E XPERT 2 |  2016  53

Who we are
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Store Strandstræde 21, 2nd
DK-1255 Copenhagen K
Phone: +45 3315 1822
Fax: +45 3315 0650
www.schroders.com/nordics
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SE-111 57 Stockholm
Phone: +46 8 678 40 10
Fax: +46 8 678 44 10
www.schroders.com/nordics

Ketil Petersen
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Direct phone: +45 3373 4899 
Mobile: +45 5120 8079
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Direct phone: +45 3315 1822 
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Lars K. Jelgren
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Direct phone: +45 3373 4891 
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Email: lars.jelgren@schroders.com
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Direct phone: +46 8 545 13665
Email: senait.asgede@schroders.com

Victor Rozental
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Direct phone: +46 8 545 136 62 
Mobile: +46 70 853 1922
Email: victor.rozental@schroders.com

Britt Larsen
Client Executive
Direct phone: +45 3373 4892
Email: britt.larsen@schroders.com

Anders Nilsson
Intermediary Sales
Direct phone: +45 3373 4890
Mobile: +46 70 595 22 70
Email: anders.nilsson@schroders.com

Lykke Jensen
Chief Operational Officer
Direct phone: +45 3373 4898 
Mobile: +45 2410 2667
Email: lykke.jensen@schroders.com
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S C H R O D E R  I S F  G L O B A L  M U L T I - A S S E T  I N C O M E

Schroder ISF* Global Multi-Asset Income offers a 
regular and sustainable source of income with a focus on 
quality and diversification, using our active asset allocation 
and robust risk management strategies.

We employ a global, flexible and unconstrained approach, 
taking advantage of yield opportunities in whichever region 
or asset class they arise.

Get ahead with our winning approach to income at 
www.schroders.com/gmai


