
We are all faced with real-world investment problems. These 
might be the need to achieve adequate savings for retirement, 
to generate income to cover living costs, to meet the pension 
promises made to employees, or simply to maintain purchasing 
power over time. For many years, however, there has been 
a fundamental disconnection between these problems and 
the benchmark related portfolios which have been built to 
solve them. The use of market indices as de facto proxies for 
the intended risk exposures has allowed segmentation into 
convenient building blocks and easier portfolio monitoring, 
but has also led to differences between asset owners and their 
investment managers in how success is defined.
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Building and measuring outcome- 
oriented investment strategies

By using real-world outcomes as the explicit target results 
for portfolios, investors can dispense with these market 
related proxies and better align the success measures 
of their appointed managers with their own. Portfolios 
are judged on the delivery of the outcome, rather than 
compared with an abstract market measure (Figure 1). 

These five target outcomes can be distilled into more 
specific objectives. This article outlines a method to 
ensure these objectives are realistic and achievable. But 
such targets do not exist in isolation. As well as primary 
and secondary objectives, investors also have tolerance 
levels and investment restrictions to consider – it is the 
combination and relative importance of these elements 
that define the portfolio’s shape.

The likelihood of the successful achievement of target 
outcomes depends on:

 – the reasonableness and consistency of primary and 
secondary objectives

 – the extent of constraints imposed on the manager(s)
 – the market environment experienced over the investor’s 

time horizon, including starting valuations, and
 – the manager’s ability to control outcomes through active 

management decisions. 
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Figure 1: What’s the problem you’re trying to solve?  
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Source: MSCI Asset Owner Survey 2014.
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Over the whole period, the proportion of portfolios 
exceeding an inflation +5% p.a. objective was around 
29%. For a target real return of 3% p.a., the proportion 
of portfolios successful would have been 44%. At a 7% 
p.a. real return target, the success rate falls to 18%. For 
an active manager, inflation +5% p.a. seems to be a 
reasonable, if stretching, objective in terms of achievability. 
The chart clearly shows, however, that there will still be 
no guarantee of success, and probably significant periods 
when the primary target is unrealistic.

The secondary objective concerns risk, the aim being to 
control it subject to satisfying the primary objective. To 
analyse this, we looked at all the portfolios which achieved 
a real return greater than 5% p.a. in each period, and 
examined their volatility levels (Figure 3).

Of the 29% of portfolios which were successful on the 
primary objective, the average volatility was 8.7% p.a. 
However, Figure 3 shows that the range of volatilities can 
be quite wide. Volatility of more than around 12% p.a. 
might be unacceptable, thereby failing the secondary 
objective.

Monitoring an outcome-oriented mandate
One of the difficulties in monitoring outcome-oriented 
portfolios is that the primary objective can often be an 
impossible target to achieve in the short term. In the 
absence of a market index to use as a benchmark, we 
believe the best approach is to use the same range of 
simulated portfolios as a “peer group” to help answer two 
key questions:

 – How achievable were the primary and secondary 
objectives, given the restrictions?

 – How well did the portfolio take advantage of the 
opportunities available?

Creating an outcome-oriented framework
As the basis for our analysis, we created an unbiased 
range of permutations of five asset classes – US equities, 
global equities, US Treasury bonds, commodities and 
cash. Rather than being random, these asset allocations 
attempt to replicate the full universe of possible portfolios. 
By populating them with actual market data, we can then 
define ranges of achievable outcomes, such as returns, 
volatility, drawdowns, income-generation or capital 
preservation. This demonstrates how outcomes change 
with asset class opportunities and over time, allowing us to 
identify realistic parameters for outcome-oriented portfolios.

Such a framework can be used to demonstrate how 
investors’ objectives and their constraints are inherently 
linked by showing, for example, the returns achievable 
from portfolios within certain risk limits or with restricted 
capital allocations. This framework can also be used as 
a monitoring tool for outcome-oriented portfolios. By 
combining information about the medium-term market 
environment with the actual long-term objectives, an 
intelligent assessment can be made of the portfolio’s 
performance.

The remainder of this article is a worked example of a 
risk-controlled growth portfolio, demonstrating the setting 
of realistic parameters and the use of our framework to 
monitor the outcomes. The main growth objective here 
is a typical specified portfolio return, often in absolute 
terms or in excess of a cash or an inflation measure. The 
secondary objective is the “risk-controlled” part. Here 
again, definitions can vary, with risk being seen variously 
in terms of loss tolerance, return variability/smoothness or 
in measures like value at risk. Figure 2 plots the range of 
return outcomes from our simulated portfolios over time. 
We also show a few real return target levels.

Figure 2: Real returns over five-year periods are often impossible to achieve  
Rolling five–year returns, p.a. 
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1001 simulated portfolios for each five-year period. Source: Bloomberg, Thomson Reuters Datastream and Schroders. Indices used are the S&P 500 TR, US 10 year Treasuries, 
MSCI World, US 1 week LIBOR and DJ AIG Commodity.
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Figure 3: Achieving the primary objective may conflict with the secondary objective  

Proportion of successful portfolios (LHS) Minimum to maximum volatility range (RHS)
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Successful portfolios are defined as portfolios which have outperformed the inflation +5% p.a. target. 1001 simulated portfolios for each five-year period. Source: Bloomberg, 
Thomson Reuters Datastream and Schroders. Data for 5-year periods as described on axis. Indices used are the S&P 500 TR, US 10 year Treasuries, MSCI World, US 1 week LIBOR 
and DJ AIG Commodity.

By directly comparing results against the primary objective, 
this gives a monitoring dashboard that can help in making 
more accurate interim assessments of whether the 
portfolio is on track.

In our next example, we use two portfolios for illustration, a 
pure equity strategy and a 60% equity, 40% bonds strategy. 
Clearly, neither is explicitly an outcome-oriented portfolio, 
although a 60/40 strategy is often considered a balanced 
growth approach. 

Looking first at the long-term outcomes, Figure 4  
shows how these portfolios performed on a rolling five-
year basis, as compared with the simulated peer group and 
primary objective. The range shown is the same as  
in Figure 2 earlier.

Both static strategies generally fell short of the primary 
objective: the pure equity strategy was successful only 
40% of the time and the 60/40 strategy was successful only 

38% of the time. Even though the success rates were fairly 
similar, the experienced volatility from both strategies was 
very different. The equity strategy’s volatility peaked at over 
20% p.a., while the 60/40 strategy only peaked at around 
11% p.a.

Looking at shorter time periods, Figure 5 shows how these 
two strategies performed over individual calendar years. 
Each point on the chart represents one year and is coloured 
green if the portfolio achieved the inflation +5% target and 
red if not. The points in the top left (green) quadrant are 
where the strategy provided high returns with low volatility 
(the ideal scenario) relative to the simulated portfolios. The 
lower right (red) quadrant is the opposite: portfolios which 
have performed relatively weakly and with comparatively 
high volatility.

An active, outcome-oriented manager taking portfolio 
decisions with the primary and secondary objectives 
in mind would be expected, if successful, to deliver 

Figure 4: Static strategies struggle for real-world consistency   
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The pure equity strategy consists of 50% US equities and 50% global equities, while the 60/40 strategy consists of 30% US equities, 30% global equities and 40% US Treasuries. 
1001 simulated portfolios for each five-year period. Source: Bloomberg, Thomson Reuters Datastream and Schroders. Indices used are the S&P 500 TR, US 10 year Treasuries, 
MSCI World, US 1 week LIBOR and DJ AIG Commodity.
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Conclusion
Real-world problems need real-world solutions. We believe an outcome-oriented approach is the most effective 
and direct way to provide these solutions. But the approach is not always easy and, at times, the objectives set are 
unachievable. However, it is better to aim for a real target and narrowly miss it than to aim for the wrong target 
and hit it precisely.

By aligning their objectives, opportunities and realistic expectations, the investor and manager can build on 
the general familiarity of the benchmark-relative system to create a portfolio specification and monitoring 
framework for true outcome-oriented portfolios. 

mainly green points in the green quadrant of the chart. 
On observing the results unfolding, an investor could 
take action in the same manner as they would take on 
seeing a benchmark-relative manager outperforming or 
underperforming the relevant index.

So, by using our dashboard approach in this example, an 
investor using the pure equity portfolio to target inflation 
+5% p.a. growth would quickly conclude that, while it 
sometimes delivers a satisfactory return, this strategy 
fails on the “risk-controlled” front. By the same token, the 
investor would also realise that the 60/40 strategy has 
more success in controlling risks than pure equity, but 
only a mixed ability to use the opportunities available to 
generate real returns.

Figure 5: Is the outcome-oriented portfolio on track for success?  
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Successful portfolios are defined as portfolios which have outperformed the inflation +5% p.a. target. 1001 simulated portfolios for each five-year period. Source: Bloomberg, 
Thomson Reuters Datastream and Schroders. Data for 5-year periods as described on axis. Indices used are the S&P 500 TR, US 10 year Treasuries, MSCI World, US 1 week LIBOR 
and DJ AIG Commodity.


