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Experience makes the world of difference when it comes to investing.  As a professional fund manager, 
Schroders in Australia is part of the global Schroder plc group, which can trace its origins back 200 years.  The 
experience we have acquired over many years has reinforced some important insights.  In this article we revisit 
some of the fundamental issues we consider to be vital to a successful investment strategy. 
 

The world is a big place, so take advantage of the breadth of investment opportunities 

Many investors have generated very successful track records by investing close to home.  It’s easy to see why.  
Australian shares have performed very competitively for many years on average and come with additional tax 
benefits for Australian investors, in the form of franking credits. 
 
Interestingly, the typical Self-Managed Super Fund (SMSF) allocates just 0.8% of their portfolio to global 
shares compared to large super funds which typically allocate over 20% (Source: Australian Tax Office June 
2013).  Obviously, there is a prevalent home bias to large cap shares and cash.  We agree that Australian 
shares (as well as Australian fixed interest and cash) deserve ongoing consideration by investors, but we also 
emphasise that investors should look at the bigger picture as well.  The local Australian market is very 
concentrated, it is dominated by financials and resources, with CBA and BHP combined currently representing 
over 17% of the ASX200 market cap, and having very limited exposure to technology and healthcare stocks in 
particular.   
 
Investing offshore can provide substantially more investment opportunities which can assist portfolio 
performance but importantly add significant diversification benefits as well.  Chart 1 below highlights the size of 
the well-known S&P/ASX200 Index which contains 200 stocks with a total market capitalisation of U$1.2tn.  
However, this represents just 2% of global market cap as measured by the MSCI World Index.  Include 
Emerging Markets (MSCI AC World) and the opportunity set widens to 2,449 stocks across 44 countries.  
However, taking this one step further, with the appropriate systems and research capabilities, the total 
investable universe covers over 15,000 stocks across 58 countries with a total market cap of US$67tn.  By 
searching beyond our domestic stock exchange we can find enormous opportunity for enhancing returns. 
 
Chart 1: Comparative Market Size 
 

 
Source: Schroders as at 30 September 2014, S&P/ASX market capitalisation = US$1.2tn (A$1.3tn) 
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Diversification is key 

Everyone knows there is a relationship between risk and reward, but implementing theory is not always easy.  
The more investment risk (commonly measured by how volatile an investment is) investors are prepared to 
bear, the higher the corresponding potential investment return should be.  While this relationship has generally 
borne out over the long term, over shorter periods riskier investments generally produce much higher levels of 
volatility including periods of negative returns. 
 
Investing for the long term is not necessarily well served by avoiding risk and volatility.  By staying invested in 
cash, the risk of negative returns is avoided but so is the potential for higher returns.  This can make the task of 
beating inflation more difficult over time. 
 
A better strategy for maintaining the potential for strong and consistent investment returns while controlling risk 
is ensuring an appropriate level of diversification in an investment portfolio.  Consider Chart 2 below which 
shows the returns of major asset classes over the last 17 years from an Australian investor’s perspective. 
 
Chart 2: Annual asset class returns from an Australian investor’s perspective 1998 – 2014
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Source: Datastream, 12 months to 30 June.   
Australian Equities – S&P/ASX 200; Global Equities – MSCI World A$ Unhedged; Global Emerging Market Equities – MSCI Emerging Markets A$ Unhedged; 
Australian Property Trusts – S&P/ASX 200 A- REIT; Australian Credit – UBS Australian Credit  Index All Maturities;  
Australian Fixed Income - UBS AU Composite All Maturities; International Fixed Income – Barclays Global Aggregate A$ Hedged;  
Cash – UBS AU Bank Bill  All Maturities; Inflation – RBA Consumer Price Index 
 
The key point the above chart makes is that no single asset class generates the best annual return year in, 
year out.  It makes sense to invest across  a range of investments ensuring an appropriate level of 
diversification and therefore smooth out the shorter term highs and lows while still accessing opportunities 
capable of producing higher average returns over longer periods.  Markets never move in straight lines and as 
Chart 2 shows, last year’s winners are very often displaced. 
 
 

Buying at the right price matters 

In any discussion about investing, it helps to ask the question about why a particular security or asset class 
produces the particular return it does.  While there are always numerous influences, one of the most important 
factors common to all investments is its valuation.  That is, the price at which an investment is acquired will 
have a large bearing on its subsequent return. 
 
There are many different ways of assessing appropriate value of an asset class or specific investment.  The 
price to earnings ratio (P/E), or the price per dollar of earnings, is often used when assessing the valuation of 
the share market.  There are many different nuances of this measure including using last year’s earnings, 
forecast earnings or cyclically adjusted earnings (often called the Shiller P/E).  However, using a simple 

                                                      
1
 An interactive version of this chart is available at www.schroders.com/staticfiles/campaigns/au/mais/app.html. 

http://www.schroders.com/staticfiles/campaigns/au/mais/app.html
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measure of historic earnings, Chart 3 looks at the international share market over the last 40 years.  It shows 
the average three year return for international developed market stocks when they were considered “cheaply 
priced”, “fairly priced” and “expensively priced”.   
 
Chart 3: Average Annualised 3 Year Return over 40 years – International Equity 

 
Source : GFD, 31 Jan 1970 to 30 September 2014 in USD 
 
As you can see, when market valuations were attractive investing in global equities produced a far better future 
outcome compared to when they were expensive.  The insight here is that there is more potential for higher 
investment returns when buying stocks, or indeed any asset, when valuations make sense.  Importantly, 
avoiding the purchase of overvalued investments can also increase the probability for better returns.  This is 
further discussed in Schroders’ paper entitled “Avoiding the valuation traps in strategic asset allocation”

2
. 

 
 
Accessing opportunities in the right way 
 
As discussed earlier, outside the local market there are many opportunities, but specifically there are also a 
wide variety of ways to access different investments.  Consider the Commonwealth Bank of Australia (CBA), 
currently the largest company on the Australian Securities Exchange with over $130bn of market cap.  
However, CBA has over $700bn of capital on issue with over one thousand

3
 different ways of investing in the 

company including through cash, term deposits, fixed, floating, onshore, offshore, hybrids and the shares 
amongst others.  Each investment represents a different risk/reward profile which through the cycle presents 
an investor with different opportunities depending on their objective.  Refer to Chart 4 for the investment 
breakdown of CBA’s capital structure.  As professional investors with the ability to invest across the complete 
capital structure

4
, Schroders looks to exploit the best payoff profile for our strategies.   

 
 
 
 
 
 
 
 
 
 
 

                                                      
2
 “Avoiding the valuation traps in strategic asset allocation”; Durack, November 2012 

www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/20121121-Avoiding-the-valuation-traps-in-SAA.pdf 
3
 Source: Bloomberg available securities. 

4
 Retail investors have more limited direct access to investment instruments offered.  Chart 4 indicates where an investment 

is also available to a direct retail investor. 

http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/20121121-Avoiding-the-valuation-traps-in-SAA.pdf
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Chart 4: Finding value across the bank capital structure 
 

 
Source: CBA Half Year Results 30 June 2014.  Bloomberg, Evans & Partners, CBA. 
*Bar chart shows a stylised representation of CBA capital structure from an investors point of view using reported and market data.   
# Yields hedged back to AUD.  

 
Recent Hybrid issuances are no longer as attractive as they used to be.  In the post GFC world the structural 
characteristics of hybrid securities has changed and made them more complex and more equity like in nature. 
They have been deliberately structured by the regulators as being loss absorbing capital in the event of a bank 
reaching a “point of non-viability” (PONV). The definition of PONV is unclear and in practice its application is 
untested. APRA has made clear that in the next financial crisis rather than the banks being bailed out by the 
government, the investors, and in particular subordinated investors (i.e. hybrid investors), will incur hefty losses 
to share the pain.  This is discussed further in a recent paper “Developments in the hybrid securities market 
and the broader impact on credit investors

”5
.  Similarly at times CBA’s attractive fully franked yield may not 

adequately compensate investors relative to other more attractive places on the capital structure. 
 
 

Be clear about your objectives and have a plan 

We highlighted above that there are many investment opportunities and considering a wide set of these can 
lead to better potential returns and diversification.  Some asset classes, such as shares, provide the potential 
for higher returns but come at the expense of higher volatility.  However, the decision as to whether to invest in 
a particular asset class should always come down to whether it can assist with the particular objective you are 
trying to achieve. 
 
For example, if you are a patient investor, seeking high returns over the long term and willing to accept 
disappointing (perhaps even negative) returns over shorter periods, then you are more likely to hold more 
“risky” assets such as shares in your portfolio compared to an investor whose objective emphasises short run 
capital protection, or a need for income. 
 
Being clear and realistic about what you are seeking from investment markets can assist greatly in formulating 
an appropriate strategy.  The discipline of assessing the valuation of all investments is encouraged over time 
while ensuring each makes good sense in contributing to financial objectives.   Consider an investor looking to 
achieve a return above inflation of 5% p.a. on average over three year periods.  While this objective is not 
unrealistic, achieving it with consistency over time can be challenging.  It requires an investor to take on risk 
since cash based investments do not typically deliver high enough returns.  Building a portfolio to meet a 
specific objective is about maximising the chance of achieving a specified real rate of return with a clear focus 
on the risk taken to achieve this, in a given timeframe.  Asset allocation must be forward looking and flexible 

                                                      
5
 “The Fix: Developments in the hybrid securities market and the broader impact on credit investors”, Kase, May 

2014. http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/Developments-in-the-hybrids-market-
20140429.pdf 
 

http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/Developments-in-the-hybrids-market-20140429.pdf
http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/Developments-in-the-hybrids-market-20140429.pdf
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with regard to market valuations and likely future returns.  A Strategic Asset Allocation
6
 (SAA) anchors you to 

past performance or requires an exceptionally long investment horizon (discussed in our paper “Why strategic 
asset allocation is flawed”

7
).  Ideally positions should only be included in the portfolio if they are contributing to 

meeting your objective, i.e. adding to return or reducing risk. 
 
Depending on your objective and what you are trying to achieve portfolios can, and should, look quite different.  
To demonstrate this further, Chart 5 highlights two portfolios managed by the same Schroders investment 
team. Each portfolio utilises the same investments however the approach is quite different resulting in a 
different composition of portfolios.  The Traditional portfolio (Schroder Balanced Fund) aims to beat its strategic 
benchmark by making active decisions away from it, but will have the majority of the portfolio in growth assets.  
Whereas the Objective Based

8
 (Schroder Real Return CPI Plus 5% Fund) portfolio targets an outcome of 

inflation + 5% over rolling 3 year periods with a clear focus on the risk taken to achieve this target.  Immediately 
noticeable differences are the cash weighting and share allocations

9
. 

 
Chart 5: Two Objectives = Two Portfolios 
 

 
Source: Schroders 
*Traditional strategy refers to the Schroder Balanced Fund 
**Objective Based strategy refers to the Schroder Real Return CPI +5% Fund 
Please note that these are indicative asset allocation only and may change, subject to market conditions and outlook, and may not add to 
100 due to rounding, as at 30 September 2014 
 
 

Conclusion 

Maximising the full range of investment opportunities, purchasing when valuations are attractive and 
maintaining a well-diversified portfolio are important investment principles.  Markets never move in a straight 
line and although cash is a good store of value in the short run, it will not meet most investors’ long run 
objectives.  Investors need to be flexible and take advantage of re-pricing markets. 
 
 

 

 

 

                                                      
6
 Strategic Asset Allocation - a portfolio strategy that involves setting target allocations for various asset classes, and 

periodically rebalancing the portfolio back to the original allocations when they deviate significantly from the initial settings 
due to differing returns from various assets. 
7
 “Why strategic asset allocation is flawed”; Cooper, Doyle, Durack, Stevenson, March 2012. 

www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/20120329-Why-SAA-is-flawed.pdf 
8
 “Real returns…an investor’s perspective”, Schroder Investment Management Limited, November 2013. 

http://www.schroders.com/staticfiles/pdf/realreturns.pdf 
9
 To further understand the portfolio positioning of Objective Based portfolios, and cash weights in particular, refer to a 

recent article  “2014: The year of the boiling frog”, Doyle, June 2014. 
www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/Boiling-frog-20140625.pdf 

http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/20120329-Why-SAA-is-flawed.pdf
http://www.schroders.com/staticfiles/pdf/realreturns.pdf
http://www.schroders.com/staticfiles/Schroders/Sites/australia/pdf/Boiling-frog-20140625.pdf
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About Schroders 

- At Schroders, asset management is our business and our goals are completely aligned with those of our 
clients - the creation of long-term value. 

- We manage A$491.8 billion of assets on behalf of institutional and retail investors, financial institutions and 
high net worth clients from around the world, invested in a broad range of asset classes across equities, 
fixed income and alternatives. 

- In Australia we manage A$49.6bn on behalf of Australian sourced clients. 
- We employ over 3500 talented people worldwide operating from 37 offices in 27 different countries across 

Europe, the Americas, Asia and the Middle East, close to the markets in which we invest and close to our 
clients. 

- Schroders has developed under stable ownership for over 200 years and long-term thinking governs our 
approach to investing, building client relationships and growing our business. 

- Source: Schroders, all data as at 30 June 2014.  
 
 

Useful Links 

- Strategies available on the mFunds platform scheduled for December 2014 

 Australian Equities 
o Schroder Wholesale Australian Equity Fund  
o Schroder Equity Opportunities Fund 
o Schroder Australian Smaller Companies Fund 

 Global Equities 
o Schroder Global Core Fund 
o Schroder Global Emerging Markets Fund  

 Fixed Income 
o Schroder Fixed Income Fund 

 Multi-Asset 
o Schroder Real Return CPI +5% Fund 

 
- Investing with Schroders www.schroders.com/australia/invest-with-schroders/how-to-invest 
 
- Recent investment articles www.schroders.com/australia/resources/articles 

 
 
 

 

Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  In 

preparing this document, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except 
insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) 
for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or 
otherwise) suffered by the recipient of this article or any other person.  This document does not contain, and should not be 
relied on as containing any investment, accounting, legal or tax advice.   

 

http://www.schroders.com/australia/invest-with-schroders/how-to-invest
http://www.schroders.com/australia/resources/articles

