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Creating a clearer view of risk 

In our opinion, statistically-based risk models consistently fail investors, 
particularly during periods of extreme volatility. Effective risk management is 
an essential element in consistent alpha generation. Yet we believe the active 
management industry is overly reliant on standard statistical tools and models 
such as Barra or Style Research to monitor and manage portfolio level risk. 
While these tools can be useful barometers of volatility, we think they often 
fail to capture the underlying fundamental risk of owning a stock. Ultimately, 
it is this fundamental risk that can cause shareholders to fail to receive future 
earnings and result in forecasting errors that have a large impact on a stock’s 
value. We believe that it is crucial to incorporate a more accurate view of 
fundamental stock risk into our portfolio construction process.

Schroders’ Global and International Equity team has developed a dynamic 
fundamental-based risk scoring framework, which we believe will be 
instrumental in generating performance consistency and enhancing downside 
protection. We have incorporated this framework as an additional tool within 
our broader risk management process to enhance our analysis and position 
sizing. Portfolio construction is a primary source of value added for active 
managers and is often underappreciated by industry practitioners. We believe 
the combination of portfolio risk analysis (statistical risk) and a systematic 
framework for fundamental risk analysis (company-specific risk) can provide 
a comprehensive framework and powerful lens for our portfolio managers to 
analyze risk and construct portfolios. 
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Necessity is the mother of all creation 

Catastrophic events are almost always understated in risk models because they 
tend to rely on assumptions of a normal distribution. In 1900 Galveston, Texas 
was ravaged by the most deadly hurricane in US history with over 8,000 people 
killed. Just over 100 years later Galveston was hit by a more powerful hurricane 
with a significantly higher landfall surge. Fortunately as a result of improved storm 
forecasting and the use of satellites, scientists were able to detect the severity 
and evacuate more than 1 million people, resulting in thousands of lives saved. 
Statistically, a normal distribution would imply that a three standard deviation event 
occurs roughly once every hundred years. However, real world observation shows 
that the timing of these events is not always aligned with the normal distribution 
and is more driven by the prevailing environment. While statistical models are 
particularly useful in identifying correlated exposures and potential factor risks, they 
are merely one tool and relying too heavily on them can create an additional source 
of risk. Real world experience has shown that statistical risk models have their 
limitations and tend to be less useful during periods of extreme market volatility. 
Our development of the fundamental risk framework was incorporated into our 
process to try to help overcome many of the deficiencies inherent in traditional risk 
models and to help support appropriate position sizing. 
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Maximizing return while minimizing risk

In a world where all things are equal, portfolio managers would simply weight 
their holdings based on relative upside, ensuring that the stocks with the most 
upside received the highest weighting. As stocks perform and upside inherently 
declines, positions are reduced to ensure that the portfolio is consistently tilted 
to the greatest opportunity set. However, not all upside is equal and portfolio 
managers need to account for different levels of conviction and a wide range of 
risk profiles. The essence of portfolio construction and the sizing of positions is 
the triangulation of relative upside, relative conviction and relative risk. This is at 
the heart of seeking to maximize return, while minimizing risk.

 

Traditional covariance based risk models can be utilized to help decompose the 
risk contribution of each position, identify common factor risks and provide a 
clearer picture of the underlying volatility within a portfolio. However covariance 
models tend to be backward looking and rely on the assumption that statistical 
properties remain similar in stable periods as they do in crisis periods. As a 
result of historic bias and model lag, often times a company’s true risk profile 
will be either overstated or understated. For example, telecom cellular tower 
companies which generally had high leverage, experienced massive volatility 
during the credit crisis in 2008 as investors ran away from levered businesses. 
However these companies also had very strong and stable cash flow generation 
and substantially improving interest coverage ratios during the same period. 
This volatile period left a long lasting footprint in risk models and resulted in 
a prolonged overstated risk profile. Risk models would have implied that you 
should reduce your exposure to these stocks to reduce risk, while fundamental 
analysis would have suggested that you should increase the exposure as the 
“true” risk was lower than implied by the models. 

Position  
Size

Relative 
Conviction

Relative  
Upside

Relative  
Risk
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Upside, risk and conviction are a function of 
company fundamentals, not historic stock 
price movement

Our analysts undertake a rigorous fundamental research process including 
numerous qualitative aspects, such as meeting with a company’s management 
and their competitors to better understand the industry dynamics and strength 
of the business model. This process helps shape non-quantitative assessments 
that are essential not only in developing their growth assumptions and valuation 
forecasts, but also in understanding risk. While assessing relative upside 
between companies is simply a function of the analysts’ forecast relative to the 
current share price, assessing relative risk is not quite as straightforward. For 
example, the risk profile for a biotech company’s stock can often be quite binary 
and dependent on the outcome of a single clinical trial, whereas the risk profile 
of a conglomerate with potentially multiple drivers of growth can look quite 
different. These two companies can have equal relative upside but very different 
relative risk profiles that need to be accounted for when sizing the positions. 
Companies operating in the same industry often will also have very different 
risk profiles depending on the competitive dynamics of the industry and their 
unique business models. While an assessment of statistical risk factors can 
provide some guidance based on where a company has been, an exhaustive 
assessment of its business model can provide a more useful assessment of 
where it is headed. 
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In analyzing a company, there is a broad set of risk factors that need to be 
considered within the context of the investment case (as illustrated below). 
These sources of risk have long been a part of our investment theses at an 
individual stock level. However skillful a portfolio manager is, it is very difficult to 
systematically and objectively compare and combine all of these risk contributors 
between all stocks in a portfolio. Our aim was therefore to create a more 
dynamic and systematic risk assessment that can easily be updated in real time 
and incorporated into our portfolio analysis. 

 

Considerable background research and iteration has been conducted by 
investment teams at Schroders to try to better understand the risk factors having 
the most significant impact on performance and developing an appropriate mix 
of those factors in deriving a risk score for every company that we hold. 

As a result, we have combined the above risk factors into four groups, with 
weights shown below:

 – 50% Leverage

 – 20% Business and industry quality

 – 20% Management and ESG assessment 

 – 10% Country risk

Leverage
We have incorporated both financial leverage and operational leverage within 
this component. Financial leverage (60%) has a greater influence on the score 
than operating leverage (40%) because it is financial leverage that contributes 
most to distress, and amplifies the volatility in returns to equity. A company’s 
ability to service its debt and pay its fixed costs is critical to avoiding default risk. 
Accordingly, we utilize fixed charge cover ratio and net debt to earnings before 
interest, taxes, depreciation and amortization (EBITDA) as the primary measures 
of financial leverage. 

Incorporating a fundamental risk 
assessment

Fundamental 
risk factor Examples

Operational Supply chain, legal, regulation, physical assets, inventory

Financial Capital structure, balance sheet strength, cash flow and liquidity, tax and accounting changes

Strategic Communication, capital allocation/discipline, competitive environment, M&A

Geopolitical Economic growth, market volatility, interest rates, exchange rates, input costs

Management Credibility, track record, delivery of promises

Environmental Climate change mitigation and adaption, environmental risks and pollution

Social Labor practices, animal welfare, predatory lending, community relations

Governance Disclosure and transparency, division of responsibility, board independence, share class 
structure, majority voting
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This is consistent for all industries except banks and insurance companies, 
where we believe that utilizing capital ratios and measures of capital generation 
is more relevant. Operating leverage is an important measure for capturing the 
relationship between fixed and variable costs. While operating leverage can 
accelerate profits in good times, it can destroy them in bad times and companies 
with high operating leverage are often vulnerable to sharp swings in economic 
and business cycles. For evaluating operating leverage risk, we primarily assess 
revenue volatility and margin volatility, using history as a guide, but updated for 
the current business mix of the company. 

Business and industry quality
The business and industry quality score is an assessment of factors such as 
industry concentration, pricing power, competitive landscape, barriers to entry 
and exit, returns and growth. Whereas the leverage score is based off clear 
quantifiable metrics, the quality score is more subjective and established by our 
Global Sector Specialists’ (GSS) assessment of the landscape based on their 
extensive fundamental research. 

Management and ESG assessment
Management quality encompasses strategy, communication, credibility and 
consistency among other factors. The scoring system also has an override on 
transparency, as companies with poor transparency scores will automatically 
have their overall risk rating adjusted to “high risk”. With respect to ESG, the 
team benefits from the broader resources within Schroders as our dedicated 
ESG team is able to provide supporting analysis and ongoing research of key 
ESG issues to help the team evaluate the key risks. The score for management 
and ESG factor assessment is aggregated by our overall assessment of 
management quality (40%), company transparency (40%) and ESG profile (20%). 

Country risk
The GSS conduct their own analysis and leverage the work of Schroders 
dedicated Economic Team in order to understand and calibrate a country risk 
score. This score is driven primarily by the stability and trajectory of currency, 
fiscal, monetary, regulatory and political factors relevant to the industry. It is 
important to highlight that the score is based on the company’s business 
exposures rather than its country of domicile. This is an important distinction 
to make, as quantitative risk models typically default to a company’s country of 
domicile, and we believe this can often give a false reading on country factor 
exposures in a portfolio.
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Incorporating the analysis in practice

The culmination of our fundamental risk framework is an overall risk score (between 
1 and 10) for every stock in the portfolio as well as scores for a range of factors 
that enable us to better understand our total portfolio exposures. An example of 
the input/output screen is shown below for 2 recent portfolio holdings.

 

Source: Schroders (as of November 30, 2014). Risk factors are scored on scales of 1 to 10 and 1 to 5 with 
the higher numbers reflecting higher risk factors. Values are adjusted to a common scale in calculating the 
overall risk score. Securities mentioned are shown for illustrative purposes only and should not be viewed as a 
recommendation to buy/sell. The opinions stated in this document are those of the Global and International Equity 
team and are subject to change.

This fundamental risk assessment is useful to us in several ways:

1.  The component factors are transparent and the subject of discussion and 
debate by team members in the same way that we scrutinize our earnings 
forecasts and ‘growth gap’ for the upside part of the investment thesis. This 
helps us consistently think about the stock level risk in our best ideas, rather 
than run the risk of neglecting any one factor in a particular situation.

2.  Our assessment of fundamental stock risk may lead us to conclude  
that a particular situation is simply too risky to invest in, whatever the  
upside potential.

3.  The overall view of risk is a direct contributor to the decision by our portfolio 
managers on the appropriate position size of individual stocks in portfolios.

We have found that our own assessment of risk adds considerable insight into 
some of the questionable risk contributions that traditional portfolio risk models 
produce. For example, the table below illustrates a comparison between our 
active weights, the key contributors to risk (as calculated using Style Research) 
and the weighted risk scores based on the fundamental risk assessment of our 
team of GSS. 
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Sedol Security Sector Industry 1 to 10 1 to 10 1 to 10 1 to 10 1 to 5 1 to 5 1 to 5 1 to 5 1 to 5

2488671 Cemex SAB 
de CV 

Industrials Building Materials 10 9 6 6  8.1 4.5  4.5 4.5 4.5 4  4.4 4  8.4 

5902941 Nokia Oyj Info Tech Communications 
Equipment

1 1 6 7  3.2 3  3.0 2 2 1  1.8 1  3.7 
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Source: Schroders, Style Research. Data shown for Schroders Global Alpha Equity representative portfolio as of 
November 30, 2014. Securities mentioned are shown for illustrative purposes only and should not be viewed as a 
recommendation to buy/sell. The opinions stated in this document are those of the Global and International Equity 
team and are subject to change.

Interestingly, the quantitative risk model is showing Nokia as the largest risk 
contributor by a very wide margin, yet it does not even register as a top ten 
position in terms of our weighted fundamental risk contribution. This is a clear 
illustration of the limits of quantitatively based risk models, as Nokia is being 
skewed based on its history. In late 2013, Nokia sold its handset business to 
Microsoft which marked a complete business model shift to a licensing (IP) 
business as it retained its monetizable patents, enhancing the scope for future 
royalties. Prior to the sale, Nokia was managing a struggling business, with a 
more stretched balance sheet, and the performance volatility around the time 
of the sale is a key driver of the inflated volatility contribution. However, in our 
view, the sale of the handset business has enabled the company to restructure 
to focus on profitable and more stable businesses and deliver a successful 
turnaround that is not being captured in quantitative risk models.

On the basis of our fundamental risk analysis, Nokia received an overall 
risk score of 3.7 which is below average within the portfolio. Based on 
our assessment, it has very low risk scores in terms of financial leverage, 
management quality, transparency, ESG and country factors. It does have an 
above average operational leverage risk score. However, this may decline over 
time as the IP business grows, since that is a near “pure margin” business. 

Conversely, Cemex (one of the world’s largest building materials suppliers and 
cement producers headquartered in Mexico) has one of the highest fundamental 
risk scores in the portfolio, yet it barely registers on the key contributors based 
on the risk model. Its stock performance volatility has been relatively low over the 
past three years, leading the model to understate its risk profile. 

Schroders Global Alpha Equity

Top 10 Active 
Positions % Active

Top 10 Risk 
Contributors
Style Research

% Total 
Risk

Top 10 Weighted
Fundamental Risk 
Scores

Risk Score x 
Portfolio 

Weight

Amgen Inc. 2.70 Nokia Oyj 10.45 Amgen Inc. 0.17

Harley-Davidson, Inc. 2.26 Sprouts Farmers 
Market

4.84 Roche Holding Ltd 
Genusssch.

0.13

SMC Corporation 2.15 Harley Davidson 4.74 UnitedHealth Group 
Incorporated

0.12

Citigroup Inc. 2.13 Amgen 4.01 Thermo Fisher 
Scientific Inc.

0.11

Danaher Corporation 1.97 Hilton Worldwide 3.38 Cemex SAB de CV 
Sponsored ADR

0.11

Roche Holding Ltd 
Genusssch.

1.95 Owens-Corning 3.11 Zimmer Holdings, Inc. 0.10

Nokia Oyj 1.91 SMC Corp 2.86 Hilton Worldwide 
Holdings, Inc.

0.10

UnitedHealth Group 
Incorporated

1.88 Citigroup 2.83 Vodafone Group PLC 0.10

Reckitt Benckiser 
Group plc

1.85 Walgreen 2.51 Sekisui House, Ltd. 0.10

Zimmer Holdings, Inc. 1.82 Sensata Technologies 2.51 Sumitomo Mitsui 
Financial Group, Inc.

0.09



9Schroders Global and International Equities

However, our fundamental risk analysis results in a risk score of 8.4, among the 
highest in our portfolio. While it has a very attractive growth profile, it operates in 
a cyclical industry and has very high leverage and low coverage ratios. It also has 
high operating leverage risk. The net result is that our fundamental analysis of 
risk has led us to temper the position size. With just over a one percent position 
it is our fifth largest fundamental risk contributor. If we were to hold more than 
1.5% it would become our largest risk weight and begin to represent an outsized 
risk exposure relative to our conviction and the potential upside. Often times the 
smallest positions in your portfolio can be the most dangerous and it is essential 
to have a properly gauged view of the fundamental risk when sizing the position.

We are also able to utilize the fundamental risk scores to visually assess our 
overall risk profile through the slope of the portfolio by plotting a regression of 
fundamental risk scores against active weights. All else being equal (which it is 
not as conviction, upside potential and liquidity are all other important factors 
that feed into our position sizing decisions), the larger the fundamental risk, the 
lower the active weight should be. This results in a downward slope as illustrated 
in the chart below. By plotting the analysis we can quickly assess the overall 
risk profile and changes over time, as well as highlight specific outliers for us to 
conduct additional research on to ensure that all position sizes are intended  
and justified. 

Position size relative to fundamental risk

Source: Schroders, FactSet (as of November 30, 2014)
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Consistency is king

The aim of our risk management process is to achieve better outcomes in our 
decisions on a more consistent basis. Sometimes you make the most money 
by not losing it. Identifying and managing risks that can erode capital is equally 
as important as identifying growth drivers that can unlock capital appreciation. 
We are a growth-biased investor that seeks to add value primarily through our 
stock selection. Growth style investors typically have been good at adding value 
in rising markets, but have tended to be more volatile and lag on the downside. 
Schroders incorporation of a systematic fundamental risk analysis framework 
provides a key difference in our process that seeks to protect investors from the 
torpedoes that usually sink most growth managers in volatile markets.

Active equity portfolio managers add value primarily through two ways: the 
interpretation of information and portfolio construction. Schroders Global and 
International Equities team leverages a multi-layered approach to research. 
We begin by incorporating the views of our extensive network of local analysts 
around the world and then marry that analysis with a global vision through the 
work of our dedicated Global Sector Specialists. Our research is then cross-
examined and debated by our team of portfolio managers ensuring a rigorous 
process of consecutive deepening. When building the portfolios, our managers 
are then able to draw off a broad and comprehensive set of proprietary risk 
management tools to optimize their decisions. We believe that our structure 
and process provide us with two distinct value adding advantages in seeking to 
generate consistent performance over the long term.
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market entry or exit restrictions, illiquidity and taxation. Emerging markets pose greater risks than investments in developed markets. Sectors/indices mentioned are for illustrative 
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Schroder Investment Management North America Inc. (SIMNA) does not warrant its completeness or accuracy. No responsibility can be accepted for errors of facts obtained from 
third parties. Reliance should not be placed on the views and information in the document when taking individual investment and / or strategic decisions. The opinions stated in 
document include some forecasted views. We believe that we are basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. 
However, there is no guarantee that any forecasts or opinions will be realized. Schroders has expressed its own views and opinions in this document and these may change. 
Past performance is no guarantee of future results. Portfolio holdings may change at any time. Schroder Investment Management North America Inc. is an indirect wholly owned 
subsidiary of Schroders plc and an SEC registered investment adviser registered in Canada in the capacity of Portfolio Manager with the securities regulatory authorities in the 
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is not being provided for delivery to or review by any prospective purchaser so as to assist the prospective purchaser to make an investment decision in respect of any securities, 
and is not otherwise provided in furtherance of a trade in securities. This document is delivered to certain qualified recipients only and may not be communicated, disclosed or 
quoted from except as specifically approved by Schroder Investment Management North America Inc. Schroders investment products are only available to “Accredited Investors” 
and “Permitted Clients” as that term is defined by Canadian securities laws. This document does not constitute an offer to sell securities. Qualified investors will receive material 
documentation containing important information about their investments prior to investing. Schroder Fund Advisors, LLC is a wholly-owned subsidiary of Schroder Investment 
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