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Widening investors’ horizons

We hope all our readers will find something 
of interest in this, the latest edition of 
Investment Horizons, our magazine aimed  
at institutional investors.

In light of the many challenges, both old and new, faced by such 
investors we have sought in this edition to view the investment horizon 
through a wider lens than usual. One challenge that isn’t new but 
which is prompting a huge range of innovative solutions is the growing 
demand for “outcome-oriented investing”. Portfolios that seek 
absolute returns or have other non-market goals, like generating a 
pension income, often set overly ambitious aims, a fact which can only 
become apparent late in the day. We have devised a new approach to 
measurement that we think matches the innovation of many of these 
outcome-oriented solutions and can allow more realistic targets and 
expectations to be set.

A real world target for many investors is preserving their wealth against the ravages of inflation, 
particularly if current unconventional economic policy turns out to have been mishandled. We outline  
a risk-balanced portfolio which we think should be one of the better ways to preserve wealth in  
these circumstances. 

Property has traditionally been a buttress against inflation, but conventional wisdom suggests returns 
are hit when interest rates rise. We disagree. Indeed, we argue that investors should give listed real 
estate much more of their attention against the background of a generally improving world economy.

Another issue that we think should be commanding more of investors’ attention is the potential for 
environmental, social and governance factors to affect investment returns. 

Our article challenges the received wisdom that “sustainable investing” means less sustainable returns.

Our last piece illustrates the sort of long-term issues that investors need to address in their portfolios 
with a look at the global car market into the next decade. We conclude that, as the developed world 
rapidly approaches “peak car”, growth is shifting elsewhere and only the fittest manufacturers will 
survive in this new environment.
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Building and measuring outcome-oriented 
investment strategies

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.

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. 

Lesley-Ann Morgan
Global Head of Defined 
Contribution

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. 

Five-year period ending 

Interquartile range of 
simulated portfolios Median Inflation +3% target Inflation +5% target Inflation +7% target
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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  
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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.

Figure 4: Static strategies struggle for real-world consistency   
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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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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. 

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

Figure 5: Is the outcome-oriented portfolio on track for success?  

Risk rank (higher rank => higher volatility) (%)

Return rank (higher rank => higher return) (%)
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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.

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.
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Why focusing on risk can result in  
better wealth preservation

“Rule No. 1: Never lose money. Rule No. 2: Never forget rule 
No. 1” – Warren Buffett 

Painful losses from the financial crisis have led to a surge 
of interest in wealth preservation. Investors, however, are 
reluctant or unable to turn their backs on additional return.  
Is it possible to strike an optimal balance between generating 
sufficient growth to meet current and future demands and 
protecting invested capital? In this paper we try to develop  
a portfolio solution that achieves both goals. 

Kevin Kneafsey
Senior Advisor Multi-Asset 
Investment & Portfolio 
Solutions 

Defining wealth preservation 
Before considering traditional approaches to wealth 
preservation, we must define what it means to preserve 
wealth. Much will depend on the investor’s timescale.  
As that grows longer, investors should consider two things: 

 – The impact of inflation: Inflation may be of little 
concern over very short horizons, but it will matter  
much more over longer horizons. 

 – The opportunity cost: As the investment horizon grows, 
so does the opportunity cost of not investing the capital 
more productively than simply to preserve its value. 

These considerations should help shape our definition  
of wealth preservation, which we think should include  
four components: 

 – An investment time horizon of at least five years
 – Compensation for the longer investment horizon
 – Preservation of purchasing power
 – Consistency of returns to accommodate moderate 

capital withdrawals.

So how have traditional approaches to preserving wealth 
fared when measured against these criteria? 

The failings of individual asset classes
Money market and bond investments: Taking the 
very long view, a dollar invested in Treasury bills at the 
beginning of 1948 preserved real wealth over the following 
two generations, but had grown to only $1.60 by the end of 
2014, after adjusting for inflation1. For 10-year Treasuries, 
the gain (at least since 1953) has been much healthier – to 
over $4 – but there were long periods when  
purchasing power was not preserved for either asset  
class. Indeed, from 1953 to the early 1980s, purchasing 
power often fell considerably: over that entire period,  
there were no gains after inflation2.

Index-linked bonds, gold and commodities: For the  
12 years of data we have for Treasury Inflation-Protected 
Securities, the investor’s dollar has become $1.20 in real 
terms3. Even then, returns have been volatile, with yields 
since 2008 falling below inflation. Gold has fared better – 
with a dollar rising to nearly $5 between 1968 and 2014, 
after inflation4 – but it has been a roller coaster ride.  
Our inflation-adjusted dollar had grown to $8 in 1979 but 
was back close to par in the early noughties. Meanwhile,  
a basket of commodities put together in 1991 has since  
cut our dollar’s worth to just under $0.755, in real terms.

1  Cumulative returns after deducting monthly inflation as measured by the 
seasonally adjusted US Consumer Price Index.

 Source: Three-month Treasury bill yields, Federal Reserve Bank of St Louis, January 
1948 to May 2014.   

2  Ten-year constant maturity yield, Federal Reserve Bank of St. Louis, May 1953 to 
January 1976; Bank of America Merrill Lynch 7–10 Year Total Return Index, February 
1976 to May 2014, inflation adjusted as per footnote 1.

3  Barclays US Govt Infl-Linked Bond 0–5 Yrs Tot Ret Index, October 2002 to May 2014, 
inflation-adjusted as per footnote 1.

4  London 3 pm gold fixing price, Federal Reserve Bank of St. Louis, May 1968 to May 
2014, inflation-adjusted as per footnote 1.      

5  Bloomberg Commodity Index and Yahoo Finance, February 1991 to May 2014, 
inflation-adjusted as per footnote 1.  

Thought Leadership6



of performance, the next two rows provide the standard 
deviation and maximum drawdown (the largest drop 
in value from peak to trough). We also examine the  
annualised median and worst return over five years to 
satisfy our ambition of growing capital over the medium 
term. (Ignore the last column of the table for now: we will 
return to it later in our discussion.)

An ideal asset for wealth preservation would provide a 
positive real return over any five-year time period and 
have a low standard deviation and maximum drawdown. 
None of these assets individually fits the bill. But there is no 
riskless way to preserve wealth. Instead of seeking to avoid 
risk, we must look for those risks that are most likely to 
provide the mix of capital protection and consistent growth 
that defines successful wealth preservation.

Equities: Investing in shares has, of course, been a much 
more potent preserver of purchasing power, turning a 
dollar in 1950 into nearly 11 inflation-adjusted dollars by 
2014. It hardly needs saying, however, that the investor  
has needed strong nerves. For instance, the peak reached 
in the late 1960s was not recovered until the early 1990s. 
And it is only lately that the all-time high attained in 2000 
was regained in real terms6. Stocks may be sensible for 
the very long run, but they lack the stability required to 
preserve wealth.

From money markets to equities, no single asset class has 
been successful in preserving inflation-adjusted value or 
minimising the investment opportunity cost. The first row 
of Figure 1 shows the compensation that investors have 
received for holding each asset (in real terms). Given that 
one of our principles for wealth preservation is consistency 

6  S&P 500 Total Return Index, inflation-adjusted as per footnote 1.

Figure 1: No asset class on its own ticks all the right boxes, after inflation

US money 
market

US 10-year 
Treasury 

bonds TIPS Gold

Bloomberg 
Commodity 

Index S&P 500

Wealth 
preservation 

portfolio

Annualised return -0.9% 3.0% 1.1% 9.1% -1.2% 4.8% 2.6%

Annualised standard 
deviation 0.5% 6.6% 3.4% 14.5% 17.4% 14.5% 4.5%

Maximum drawdown -11.1% -9.3% -9.5% -37.5% -54.6% -62.0% -13.3%

Median 5-year returb 
(annualised) -0.5% 3.6% 1.9% 16.0% -4.7% -2.0 2.7%

Worst 5-year return 
(p.a.) -1.9% 0.4% -0.5% -1.2% -12.4% -11.3% -0.7%

Analysis period November 2002 to February 2015

Money markets are represented by 3-month Treasury bills; 10-year Treasury Bonds by the 10-year Treasury Constant Maturity Rate; TIPS (Treasury Inflation-Protected Securities) 
wby 10-year Treasury Inflation-Indexed Securities, Constant Maturity; gold is based on 3 pm London fixing; equities are represented by S&P 500 Total Return Index; commodities 
by Bloomberg Commodity Index. All figures adjusted for rolling year-on-year change in the US Consumer Price Index for All Urban Consumers: All Items. Source: Bloomberg, 
Federal Reserve Economic Data, Yahoo Finance and Schroders. 

Figure 2: Gold and equities tend to move differently, making them good bedfellows   
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S&P 500 Total Return Index and Yahoo Finance.
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A risk-balanced approach
In order to reconcile these sometimes conflicting 
requirements, we frame our task as a risk-balancing 
exercise. The ultimate objective is a portfolio that preserves 
real purchasing power while minimising the risk of a 
significant shortfall. This can be done, we believe, by using 
a blend of asset classes to harness their strengths, while 
minimising their weaknesses. 

First, the need to address inflation leads us to  
inflation-linked bonds and commodities (including gold). 
Inflation-linked bonds provide protection for the invested 
capital, but remain vulnerable to changes in real rates. 
Commodities are attractive insofar as they can provide 
inflation sensitivity in excess of the invested capital and 
that they are less sensitive to fluctuations in real rates than 
inflation-linked bonds. In exchange for these advantages, 
raw materials are far more sensitive to economic growth 
and provide less consistency of return over any horizon. 

To refine this combination, we add a “shock absorber” 
in the form of nominal bonds. This expanded set should 
continue to offer reasonable inflation-hedging properties, 
with the commodities exposure likely to offset some of 
the real value erosion found in nominal bonds. But this 
portfolio is still highly sensitive to interest rate changes. 

To help balance some of this interest rate sensitivity, we 
incorporate growth assets in the form of equities. The 
nature of the volatility of growth-sensitive assets and 
interest-rate-sensitive assets tends to be very different; 
hence, risk balancing the allocations to these two assets 
should lead to more consistency. We expect the equity 
investments to deliver strong real returns over longer 
horizons, adding a cushion or margin of error to our  
wealth preservation solution.

Figure 3: The blended portfolio can smooth the path between individual asset classes   
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Notional portfolio comprises 39% 10-year Treasury bonds, 33% TIPS, 20% equities (S&P 500 Index) and 8% commodities. Cumulative returns rebased to April 1968, adjusted for 
inflation, as per footnote 1. Source: Bloomberg, Federal Reserve Economic Data, Yahoo Finance and Schroders as per Figure 1, rebased from October 2002–February 2015.
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Conclusion
On the surface, the twin goals of wealth preservation – combating inflation without undue opportunity cost –  
may seem unattainable on a long-term basis. Traditional approaches fail because the risks involved in meeting 
these goals are not balanced. Either they are too conservative and fail to protect purchasing power or they are 
too aggressive and experience unacceptably large swings in value. The solution is to take a risk-aware perspective 
and find a balanced portfolio that is most likely to succeed in a full range of market environments. 

Even a simplified balanced portfolio that includes so-called “risky” assets goes a long way toward addressing the 
competing desires for capital protection and added returns. Expanding this simplified approach to include exposure 
to global markets or advanced portfolio techniques may be the next frontier for successful wealth preservation.

Figure 2 illustrates the complementary relationship 
between equities and gold. Equities thrive on growth  
and stability while gold, not being very productive, thrives 
on fear and a lack of growth. This natural balance makes 
these two assets attractive partners for a portfolio. 

Translating our insights into a simplified portfolio
To help balance the offsetting risks of each of the assets in 
our wealth preserving mix, we focus on how much risk each 
brings to the portfolio and allocate smaller amounts of the 
portfolio to the more risky assets and vice versa. Following 
this approach, if we start with a portfolio that only includes 
inflation-linked bonds and commodities, we end up investing 
approximately $4 in inflation-linked bonds for every $1 that 
is spent on raw materials. To bring growth to this inflation-
sensitive pairing we add an equity investment, again in a 
risk-balanced weighting. To try to achieve our third aim of 
consistency, we mix in a risk-balanced allocation of Treasury 
bonds, to complement the growth exposure and to smooth 

out performance. The result of this is a portfolio in which  
just over 40% is invested in inflation-sensitive assets of TIPS 
and commodities in the ratio discussed earlier. Nominal 
Treasury bonds account for almost 40%, and the balance is 
invested in equities.

Figure 3 and the table in Figure 1 on page 2 show that 
the blended portfolio delivered an annual real return 
of 2.6%, which was in line with most “safe” assets with 
similar volatility and drawdown and was also well ahead 
of inflation. We would prefer to see no drawdown periods, 
but this is unrealistic given our goals. While the maximum 
drawdown may appear disappointing, there is a silver  
lining – the episodes associated with these drawdowns 
were reasonably short in duration (in the context of our 
target five-year horizon) and approximately 90% of the 
invested capital would have always been available for 
short-term withdrawals. 
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Listed real estate: an unexpected  
buttress against rising rates?

After a strong year for listed real estate securities, many 
investors are wondering whether the sector can continue 
to grow in an economic environment which may see rising 
interest rates. We think it can. Indeed we think listed property 
can be a useful diversifier for investors looking for a way to 
gain exposure to real estate, traditionally seen as an illiquid 
asset class. Typically, real estate investors tend to allocate only 
to their domestic market and predominantly to physical assets. 
In fact, real estate securities give exposure to companies with 
high quality management teams around the world in a variety 
of sub-sectors, thereby reducing the risk to investors who do 
not have the knowledge to invest directly. 

Andrew Robbens
Product Manager, Real Estate 

In 2014 the listed real estate sector (which includes REITs) 
delivered returns of over 15%, with the US alone rising by 
over 30%1. We believe that the continuation of a low growth 
environment will be supportive of the real estate sector as 
long as investors are selective in their approach. With bond 
yields at historically low levels and investors searching for 
income, real estate offers both income and the potential for 
capital growth. 

Will resurgent rates demolish returns?
There is a strong – and we believe misguided – belief 
that, as interest rates rise, the listed real estate sector will 
underperform. If increasing rates drag bond yields up, the 

1 FactSet, FTSE EPRA/NAREIT Developed, FTSE EPRA/NAREIT USA, in US dollar terms, 
gross, unhedged. 

expectation is that investors will move back into bonds 
from other higher yielding asset classes.

It is certainly true that the announcement of increases in 
interest rates, or indeed other measures designed to limit 
economic growth, can cause short-term volatility in the 
listed property sector. This happened in 2013 when the 
US Federal Reserve (Fed) announced that it would taper 
its bond buying programme. However, it is worth looking 
a bit further back in history to gain some clues as to how 
the market reacts over a slightly longer period. The period 
2004 to 2006 saw a total of 17 US Fed rate increases against 
the background of an improving economic climate. Despite 
that, over these years the US listed real estate market still 
delivered returns of almost 80% (Figure 1). This does not 
suggest a negative relationship between tighter money 
and the real estate market. 

Figure 1: Interest rates and real estate can move up together
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There is no question that many investors are constantly 
on the lookout for more promising income propositions. 
However, with US 10-year Treasuries currently yielding less 
than 2% and 30-year Treasuries less than 2.6%2, it will take 
a significant correction to make them attractive compared 
with higher yielding companies in the property sector. For 
instance, a number of Australian property companies are 
currently paying dividends of 5% or more, as are a number 
of Singapore REITs3. Even in the stronger markets, such as 
the US West Coast and London, bond yields will have to rise 
by a notable margin to be a threat.

This suggests that those markets offering both strong 
fundamentals and higher yields are more protected from 
the impact of rate rises, at least in the short to medium 
term. Further out, the likelihood is that any tightening 
announcement by the Fed this year will be as a result of 
an improving economy. Even then, such a decision will not 
be taken lightly and any increases will probably be in small 
steps, as a sharp rise could imperil the recovery.

Rising rents should provide robust underpinning 
If, as we suspect, economic 
growth and business 
sentiment are improving 
by the time rates start to 
go up, companies will want 
to expand their workforces 
and will need space to 
accommodate the growth 
of their businesses. In these 
circumstances, they will 
gravitate towards those 
locations that will give them 
a competitive edge. These 
places tend to be the major 
global cities as businesses 
seek to keep pace with their 
global customer base. 

As things stand, increasing occupier demand is already 
resulting in rental growth, particularly in prime areas in 
major cities. This is good news for the listed market, which 
tends to own the best assets in these locations, such as 20 
Fenchurch Street (otherwise known as the Walkie Talkie) in 
London and Times Square Tower in New York (pictured). As 
long as there is sustained rental growth, then any modest 
increases in interest rates are unlikely to have any significant 
effect on the attraction of these assets for investors. This 
is borne out by history: if we take the UK market as an 
example, the short-term relationship between real estate 
yields and 10-year gilts has historically been very weak. 
The correlation over the last 15 years has been zero. This 
suggests that, while 10-year gilt yields are an important 
anchor, or reference point, for real estate yields over the 
long term, in the short term the main influence has been 
the outlook for the economy and investors’ expectations 
for future income growth. By contrast, investment grade 
corporate bonds have tended to move with 10-year gilt 
yields and are quite highly correlated at 0.524. 

2 FactSet, as at 24 March 2015.
3 FTSE EPRA/NAREIT.
4 IPD Annual Index to end 2014, Thomson Reuters Datastream.

Figure 2 (overleaf) plots the spread between property and 
bond yields against rental growth expectations over the 
last 10 years. In 2006, real estate looked expensive, with 
average yields below long-dated gilts, even though there 
was strong rental growth. Despite the rapid re-pricing 
(downwards) in 2007 and 2008, the spread over gilts was 
still not sufficient to tempt investors back, especially as 
rents began to tumble. The real estate sector only started 
to see investors return once rents stabilised and the spread 
over gilts grew. 

Income is undoubtedly the core of real estate returns, but 
in many markets capital growth has also been a significant 
factor. This capital growth is being driven by the significant 
increase in the sums being allocated to real estate around 
the world. Investors are seeking high quality property in 
prime locations, property which has traditionally been 
owned by the listed sector. These property companies 
should therefore be able to cash in on the increasing values 
in these areas, redeploying the capital to new projects 
where they can create value and provide a growing and 
sustainable rental stream.

A well balanced supply
The final part of the jigsaw is supply. The biggest risk to the 
property sector is oversupply, particularly as economies 
recover and developers push ahead with construction. 
The good news is that in many locations new construction 
is being undertaken only on the back of space that has 
already been let. The low level of supply means that those 
companies owning property in the more desirable locations 
are seeing, not just capital appreciation, but rental growth 
too. This is providing them with another source of rising 
cashflow to take advantage of new opportunities as they 
arise. 

Longer term, some markets are still woefully short of 
supply. For instance, in the Hong Kong market it will be 
some time before developers catch up. This means that 
investors in listed real estate should be able to anticipate 
any significant increase in supply well in advance and 
adjust their allocations accordingly. Investors will still need 
to be selective as to the companies in which they invest. We 
believe companies with experienced management teams, 
strong balance sheets and strategies that will be rewarded 
by long-term trends, such as technological advances or 
demographics, are likely to offer the strongest returns. 

Evidence demonstrates that, over the longer term, the 
correlation of listed real estate securities is closer to “bricks 
and mortar” than equities. If we compare the correlation of 
UK listed securities against the equity market and physical 
property (Figure 3), after about 18 months listed real estate 
securities correlate more closely with “bricks and mortar” 
property than equity markets. This is also the case for the 
US market, which shows similar correlation with bricks and 
mortar. We recognise, however, that short-term volatility 
remains a challenge for some investors. We believe, 
however, that any short-term volatility in the equity market 
is a great opportunity for active real estate managers to 
increase positions in strong companies.
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Technical enhancements
The attractions of listed property should be further 
enhanced from August 2016, when real estate will become 
the 11th sector in the Global Industry Classification 
Standard (GICS) and the first to be added since GICS was 
launched in 1999. GICS has stated that the reason for 
the addition of real estate was because feedback from 
investors had “confirmed that real estate is now viewed as 
a distinct asset class and is increasingly being incorporated 
separately into strategic asset allocation”. The move will 
certainly give the sector its own status with MSCI, one of 
the major index providers. It should result in a reduction 
in the sector’s volatility and enhance its ability to provide 
liquidity and diversification. 

Figure 2: Rental growth should temper the impact of rising gilt yields
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Figure 3: Correlations with equities diverge over longer periods
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There is a significant quantity of research which suggests 
that investors should include both listed and unlisted 
exposure in their portfolios. Such a blend can enhance 
returns and provide liquidity. At the same time, the large 
amount of capital seeking real estate exposure is making 
it difficult for investors to find deals and is resulting in 
increasing capital values. The listed sector allows investors 
to gain immediate exposure, without investing in direct 
property portfolios which may have to hold high levels of 
cash while they try to gain access to physical assets.
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Conclusion
We do not believe rising interest rates should deter investors from investing in property. Both the historical evidence 
and current fundamentals suggest that select real estate markets should continue to prosper if monetary policy 
tightens. If, on the other hand, we remain in a low interest rate environment, then the growing income yield that 
the best real estate companies can offer will become increasingly attractive. The key to a successful strategy is the 
careful selection of stocks. Not all regions, countries and companies were created equal. However, a global fund 
allows the investor to invest in the strongest markets and sub-sectors, wherever they may be.
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Can investors do well while  
also doing good?

Events like BP’s Gulf of Mexico oil spill, or the discovery that 
major banks have been manipulating the $5 trillion foreign 
exchange market, are stark reminders of the risks of ignoring 
environmental, social and governance (ESG) issues. Losses to a 
company’s reputation, profits and, increasingly, its share price, 
can be immediate. In BP’s case, the shares halved in little more 
than two months following the 2010 disaster, while – to date 
– the five banks involved in the foreign exchange scandal have 
been fined a collective £2.6 billion. 

Jessica Ground
Global Head of Stewardship 

Despite these and other high profile disasters, many 
investors have been reluctant to embrace “sustainable” 
investing, wary of its possible effect on long-term 
returns. We understand such concerns, but would point 
to recent research that suggests that worries about 
underperformance may be misplaced. Indeed, it may  
be that investors who incorporate ESG or other sustainable 
criteria into their investment decisions can actually  
enjoy better returns than those who only rely on more 
traditional methods.

One of the more interesting bits of analysis has been a 
“study of studies” conducted jointly by Oxford University 
and Arabesque Asset Management1 published towards  
the end of 2014. This confirmed that companies deemed  
to be operating sustainably tended to outperform their 
more traditional rivals. The authors looked at 190  
academic analyses to arrive at their conclusions, which 
were divided up according to various different measures  
of performance.

Sustainability and the cost of capital 
One very telling finding was that an overwhelming 90% 
of studies confirmed that adopting good ESG standards 
lowered a company’s cost of capital. Few might be 
surprised that good governance would reduce the cost of 
debt, but the research shows that high environmental and 
social scores have the same effect. Moreover, “according  
to recent studies, the converse relationship also holds. 
Firms with significant environmental concerns have to  
pay significantly higher credit spreads on their loans.  
For instance within the pulp and paper industry firms that 
release more toxic chemicals have significantly higher bond 
yields than firms that release fewer toxic chemicals.”2

1  From the Stockholder to the Stakeholder, Smith School of Enterprise and the 
Environment, University of Oxford and Arabesque Asset Management,  
September 2014.

2  Oxford-Arabesque, as above.

This is confirmed by rating agencies, which tend to give 
better ratings to issuers with good ESG policies. And, of 
course, more than four years on from the BP disaster, 
the 10-year credit spread on the oil company’s debt (as 
measured by credit default swaps) is, at more than 100 
basis points, still about double the level at which it stood 
before the incident.

It’s a similar story with respect to equity cost. According to 
one analysis3, well-governed firms enjoyed an equity cost 
advantage of anywhere between 0.8% and 1.3%. Another 
found a reduction of 1.8% in the cost of equity for firms 
with “good” corporate social responsibility and which were 
reporting their policies for the first time. 

Sustainability and operational performance 
This divergence between firms with strong and weak 
implementation of ESG policies was carried over into 
internal measures: 88% of the studies reviewed concluded 
that there was a positive correlation between sustainable 
companies and operational performance. It is perhaps 
not so surprising to find that evidence confirms the 
role of good governance – reflected in areas like small 
boards and well-designed executive pay schemes – in 
higher company performance. More interesting, though, 
was the finding that: “Proper corporate environmental 
policies result in better operational performance. In 
particular, higher corporate environmental ratings, the 
reduction of pollution levels, and the implementation of 
waste prevention measures, all have a positive effect on 
corporate performance.”4 We at Schroders are trying to put 
this theory into practice through our membership of the 
Carbon Action Initiative (see box).

3  Corporate Governance and the Cost of Equity Capital, Hollis Ashbaugh, Ryan 
LaFond, both University of Wisconsin, and Daniel W. Collins, University of Iowa, 
October 2004.

4  Oxford-Arabesque, as above.
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went long on firms with “more adequate” shareholder 
rights and went short of those with “less adequate” rights 
produced annual outperformance of 8.5% between 1990–
1999. The analysis included whether or not anti-takeover 
measures were in place, something which is likely to have 
had an obvious impact on the share price. Less obvious is 
the impact that good employee relations can have on stock 
market results.

Sustainability and share prices 
Arguably, the most important test of responsible corporate 
policies for investors is whether they lead to superior 
share price performances. Again, as might be expected, 
better governance standards do appear to equate to 
better stockmarket performance. As far back as 2003, US 
academic research showed this healthy outperformance 
in practice1. The researchers found that a portfolio which 

1  “Corporate Governance and Equity Prices”, Paul A. Gompers, Harvard Business 
School, Joy L. Ishii, Stanford Graduate School of Business, and Andrew Metrick, Yale 
School of Management, Quarterly Journal of Economics, vol. 118, no. 1, February 
2003.

Carbon Action Initiative – a Schroders case study
We have been involved in the Carbon Action Initiative 
with 13 other asset managers since 2010. This is a plan 
spearheaded by the Carbon Disclosure Project (CDP), an 
investor-led charity, that aims to encourage companies to 
reduce carbon emissions and increase energy efficiency.

The rationale is simple. Recent CDP research has shown 
that carbon reduction activities generate positive returns, 
delivering an average return on investment of 33% 
and a payback in three years. The CDP figures show 
that convincing management to implement energy 
efficiency initiatives has the biggest impact on emissions 
reduction. Moreover, high-emitting companies that set 
absolute reduction targets achieve emission cuts that 
are double the rate of those without targets, with firm-
wide profitability 10% higher. The leaders in carbon 
disclosure see a return on equity (ROE) that is 18% more 
than laggards, while generating 67% higher ROE than 
companies with no disclosure policies at all. 

As part of our involvement in this initiative, Schroders is 
having conversations with four companies: Sime Darby, 
Santos, Newcrest Mining and PetroChina. Over the past 
two years, we have engaged with these companies to 
encourage them to adopt a more strategic approach to 
climate change. Three out of the four have responded in 
varying degrees: 

Sime Darby: This conglomerate has publicly committed 
itself to a 40% reduction in emissions per tonne of 
production at its plantation division. It will consider 
absolute targets once it has assessed progress on its 
current carbon management plan. 

Santos: Although there has not been much progress in 
this oil and gas group’s approach to carbon emissions, 
it is nonetheless encouraging that it is ready to consider 
longer-term targets for both energy efficiency and 
emissions savings.

Newcrest Mining: Management of this gold and 
copper miner has to date focused its energy efficiency 
improvements on cost control. We are now encouraging  
it to take the natural next step of setting a carbon 
emissions target.

We are continuing our efforts to engage with oil  
producer PetroChina on carbon issues, but have yet to 
make progress.
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Conclusion
No study – or even study of studies – can be conclusive. Nonetheless, we believe recent research adds substantial 
weight to the argument that incorporating ESG considerations into investment decisions does no harm to returns, 
and may even improve them. This makes the decision over whether or not to include ESG increasingly finely 
balanced, to say the least. If performance is no longer an issue, and if sustainable investing can help improve 
the world in non-financial ways, then why not? On the other hand, if ESG can genuinely add to the financial 
performance of investments, institutional investors with a fiduciary duty to their clients may have to place 
this issue much higher up the agenda. Whatever the case, while no professional will claim that they can avoid 
disasters like BP’s, it is becoming increasingly clear that investing with ESG issues in mind doesn’t have to be a 
drag on performance. Indeed, it may even create outperformance that is not available from any other source.

More sustainability leads to better returns – but only over the long term
Researchers from the Harvard Business School wanted to 
look at the impact of sustainability since its first serious 
adoption. Using 1994 as a starting date, they identified  
90 non-financial firms that have been following a 
substantial number of environmental and social policies 
since then. These they called “high-sustainability” 
companies. To provide a benchmark, they picked another 
90 comparable firms that adopted few of these policies, 
labelling this group “low-sustainability” companies.

Together, these two groups provided a database from 
1993 to 2010 to evaluate what effect, if any, sustainability 
has had on the performance of companies. 

To measure operational or “accounting” performance, 
the researchers assessed, among other things, return 
on equity (net profits divided by shareholders’ equity). 
On this basis, $1 invested in a value-weighted, high-
sustainability portfolio would have grown to $31.70 by 
2010, or 23% more than the value of a value-weighted 
low-sustainability portfolio. 

The even better news for shareholders is that these  

hefty differences in operational returns also fed through 
to stockmarket results. The Harvard researchers 
calculated that the same $1 invested in the shares of the 
high-sustainability companies in 1993 (weighted by value) 
would have become a healthy $22.60 by the end of 2010, 
some 47% more than $1 invested in a value-weighted 
portfolio of low-sustainability companies.

The researchers noted that society’s concerns about 
sustainability have grown from next to nothing in  
the early 1990s to being “a dominant theme today”.  
They added that high-sustainability companies 
dramatically outperformed their low-sustainability 
brethren over the 18 years studied. “However, the  
results suggest that this outperformance occurs only in 
the long term. Managers and investors that are hoping 
to gain a competitive advantage in the short term are 
unlikely to succeed by embedding sustainability in the 
organisation’s strategy.”

A dollar can grow much bigger if it’s invested in a company with ESG in mind
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Have cars reached the end of  
the road in the developed world?

The collapse in the oil price and the resulting cut in the cost  
of driving have led to expectations of higher global car sales. 

While the cut in fuel prices may provide short-term relief,  
we believe the auto market is actually in structural decline,  
at least in developed markets. Our research suggests that  
car sales in the developed world are showing signs of hitting  
“peak car”: a plateau or peak in vehicle ownership and  
usage. Future growth, we believe, will come from emerging 
markets. But car companies will only thrive in these markets 
if they have strong brand equity (in other words premium 
brands) or can cut costs to compete with (slowly) improving 
local competition. 

Katherine Davidson
Global Equities Sector Specialist, 
Autos

Signs of stagnant vehicle use in the West have been  
evident for some time. Figure 1 shows that annual 
kilometres driven per capita have been in decline since  
the early 2000s in the US and in all major European 
countries except Germany. Data for Japan also suggest  
car use has plateaued in the last decade, levelling off at 
around 10,000 kilometres per capita per year. 

Millennials are leading the way
There are myriad possible explanations for this trend, 
but a good place to start is by looking at the behaviour of 
younger generations. Millennials – those born in the 1980s 
and 1990s – are leading the change in driving behaviour. 
Figure 2 shows the proportion of the population by age 

who have a driving licence in the US (although a similar 
pattern is evident across Western Europe). The data clearly 
show a declining tendency for young people to get their 
licence in recent decades. More detailed evidence from the 
UK suggests the turning point occurred in the 1990s.

Studies suggest that people who delay learning to drive 
are less likely ever to do so and spend less time in the 
car even if they do pass their test. Drivers in Britain who 
learn in their late 20s drive 30% less at any age than those 
who learn in their teens. Unsurprisingly, lower licence 
penetration implies lower car ownership, with data from 
General Motors showing propensity to buy for 16-24 year 
olds has been falling since 19901.
1  “The dubious future of the American car business – in 14 charts”,  

The Atlantic, 2013.

Figure 1: The West is driving less   
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(for accommodation) or Zipcar and BlablaCar (for car 
use) – aided by technological improvements. A study 
commissioned by Transport for London suggests that 
one shared car results in 11-17 fewer cars on the road 
(either through the sale of existing cars or new cars not 
purchased), though it need not be negative for overall 
distances driven6.

Our base case is that these trends will continue, leading 
to a structural stagnation in the developed world auto 
industry. With no further gains in vehicle density (cars per 
capita), all future vehicle sales will therefore be driven by 
replacement demand.

Counting the cost of car ownership 
The obvious counter to the “peak car” argument is that the 
recent fall-off in demand has been driven by the financial 
crisis. However, a closer examination of the data suggests 
that this is not necessarily the whole story. While the 
flattening in vehicle density as a result of lower car sales 
does indeed coincide with the crisis, Figure 1 shows that 
the start of the plateau in driving preceded it by several 
years. So, while the crisis certainly seems to have caused 
a cyclical fall in auto demand, we would contend that the 
longer-term trend looks structural. If we are right, we 
can expect, at best, a more muted recovery, or, worse, 
stabilisation at persistently lower levels.

This is not to say that economic factors may not be part of 
the structural trend. About a third of respondents in both 
the AAA survey and a University of Michigan survey cited 
cost as a key reason for not having a licence. While the 
affordability of a new car has significantly improved since 
the 1990s, the total cost of ownership has risen as a result 
of higher fuel prices, road tax, congestion and parking 
charges etc. For young people in particular, spiralling 
insurance costs represent a major deterrent. Combined 
with better public transport and the falling cost of air 
travel, this reduces demand for cars versus other modes of 
transport, even if the recent decline in oil prices temporarily 
reduces the cost of fuel.

6  Cited in “How disruptive is ‘car-on-demand’ for autos?”, UBS, 2014.

What explains young people’s lower enthusiasm for 
driving and vehicle ownership? The most straightforward 
explanation is rising urbanisation. Even in the developed 
world, the OECD expects urbanisation to rise from 77% 
in 2010 to 86% by 2050. As one would expect, there is 
a correlation between the percentage of a country’s 
population that lives in megacities and vehicle density. 
Young people in particular are opting to stay in city 
centres for longer. Aided by better public transport, this 
simply makes car ownership less necessary. In a survey 
by the American Automobile Association (AAA), 45% of 
respondents who did not get a learner’s permit before their 
18th birthday said they could get around without driving2.

Technological advances
However, the most important reasons for changes 
in driving behaviour appear to be related to changes 
in culture and society, in many cases precipitated by 
technology. An increasing body of data suggests that 
young people have a fundamentally different relationship 
with the car than their parents. For millennials, cars are not 
such a status symbol, and getting a licence is no longer a 
“rite of passage” in the way it once was. One global survey 
of teen attitudes found that young people increasingly view 
cars as “appliances not aspirations”3.

In large part, this is because the car has been supplanted 
in the affections of young people by more affordable 
technology. The rise of smartphones and social media 
has made it easier to connect digitally, and reduced the 
need to see people personally. One study found that 
internet penetration had a statistically significant negative 
relationship with driving licence penetration among young 
people (although this research has since been challenged)4. 
There is also some evidence that e-commerce has reduced 
distances driven: in Britain, shopping has been the type of 
car use that has declined most since 19955. 

A related technological factor is the rise of the so-
called “sharing” economy. Millennials have shown a 
remarkable willingness to rent or share rather than own 
assets – using websites like Airbnb and Couchsurfing 
2  “Timing of driver’s license acquisition and reasons for delay among young people 

in the United States, 2012”, AAA, 2013.
3  TNS market research survey cited in “The future of driving”, The Economist, 2012.
4  Recent changes in the age composition of drivers in 15 countries”, Michael Sivak 

and Brandon Schoettle, University of Michigan, 2011.
5  “The future of driving”, as above.

Figure 2: Young Americans have fallen out of love the car   
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Will emerging markets drive to the rescue?
If growth is grinding to a halt in developed markets,  
the fate of the auto industry will depend increasingly on 
emerging markets where, fortunately, the prospects for 
growth are good. The levels of vehicle penetration are 
much lower than in the developed world – around 10% in 
China and as low as 2% in India, versus 50-60% in Europe 
and 80% in the US – and should rise with growth in GDP  
per capita. Most emerging countries are on the steep part 
of the “S-curve” for vehicle ownership (see Figure 3).

It is probably fair to assume that emerging markets  
can continue to support decent industry growth –  
albeit with cyclical fluctuations – for at least the next 5-10 
years. But a shift in demand from the developed to the 
developing world will necessitate continued restructuring 
at auto manufacturers, primarily to enable them to sell cars 
at lower prices in poorer countries. This implies that:

 – Further capacity needs to be closed in high-cost 
European and Japanese car plants

 – Companies will have to refine their model line-ups to  
suit the tastes of their new customers

 – More consolidation in the industry is likely as growth 
slows and profitability is pressured.

With respect to the third point, we believe emerging  
market car makers are most likely to act as consolidators. 
Indeed, from China we have already seen Geely buy 
Sweden’s Volvo and Dongfeng Motor buy part of joint-
venture partner Peugeot-Citroen of France. Separately, 
India’s Tata Motors has taken over the UK’s Jaguar Land 
Rover, where it has executed an impressive turnaround. 

Figure 3: Emerging car markets are in a growth ‘sweet spot’
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The outlook for parts suppliers depends on their  
individual geographic footprint and product profile.  
The most important (tier 1) suppliers with strong 
intellectual property and barriers to entry should benefit 
from both rising vehicle production and content per 
vehicle in emerging markets, allowing them to outgrow 
the industry. However, producers of commoditised parts 
will continue to struggle as they come up against domestic 
competition in emerging markets. Meanwhile, automakers 
will increasingly look to source locally to cut their own 
costs, and will be less willing to shield legacy suppliers or 
group companies from competition.

The outlook for tyres is more positive. Even assuming 
distances driven hardly rise in the developed world,  
tyre demand will still benefit from an expanding global 
vehicle fleet. Tyres are generally replaced after 3-4 years  
of driving, so tyre companies have not yet benefited from 
the strong growth of the industry in recent years and 
should therefore have a full pipeline of sales for many 
years. Analysts at Redburn, the broker, find that even 
if there is zero annual growth in car sales in China, the 
momentum from previous growth and longer vehicle life 
means the total fleet will still expand by 150% by 2020 
(Figure 4). Tyre makers will also benefit from the rising 
share of premium cars and sports utility vehicles, as larger 
tyres are harder to make and more profitable.
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Conclusion
Ultimately, car companies will only thrive in emerging markets if they have strong brand equity (i.e. premium 
marques) or can cut costs to compete with (slowly) improving local competition and serve poorer customers. 
While auto investors are generally concerned with the shorter-term business cycle, there are also structural 
trends that cannot be ignored. When investing in the sector we believe it is important to be cognisant of these 
trends, choosing companies with a competitive advantage in terms of cost or brand, and with management 
teams that have a coherent long-term vision. We tend to prefer premium automakers, select emerging market 
automakers, tier 1 suppliers and tyre companies as long-term holdings, steering clear of mass market automakers 
with high cost structures and a high dependence on their home markets. 

Figure 4: Even if new car sales are flat, the replacement tyre market should continue to grow
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Further reading: 
Investment Horizons 

Issue 2, 2014

Harvesting bond returns as rates rise
With bond yields set to start reversing decades of decline, 
fixed income portfolios face an unfamiliar future. We 
argue that investors can still harvest returns if they adopt 
an unconstrained, global strategy, able to allocate risk 
wherever it is rewarded, without being unduly tied by 
benchmarks.

Is volatility risk?
Periods of low volatility in markets can sometimes 
represent the calm before the storm. Raised volatility 
can signal danger or it can mean opportunity. The key 
to determining which will to a large extent depend on 
investors’ time horizons.

Should investors be increasing equity allocations to emerging 
markets?
Investors have withdrawn capital from emerging markets 
in recent years. We think it’s time they started taking a 
second look. The strategic case remains firm, while the 
tactical arguments for investing now are increasingly 
compelling.

Tapping into behavioural biases can create repeatable returns
It is being increasingly recognised that investors often 
behave irrationally.  
They take shortcuts when making decisions, throwing up 
opportunities for cooler-headed investors. We identify 
some of the strategies that can be used to exploit these 
opportunities. 

The hidden risks of going passive
Index-based investing appears to offer low costs and 
easier governance for passive investors, but it also 
harbours hidden risks. Such investors may also be cutting 
themselves off from the genuine outperformance available 
from better portfolio construction and certain types of 
active management.

Pointers towards a better pensions landscape
The maturing of defined contribution pensions is throwing 
up new issues for the investment and savings industry. We 
outline a number of principles we think the industry should 
follow if it is to meet the needs of the increasing number of 
retired people who must provide for themselves. 

Issue 1, 2014

Managing volatility for performance and safety
Many investors are looking for a way of reducing and, if 
possible, avoiding major losses. Measuring and managing 
volatility can offer an effective solution.

Putting a premium on risk
Simply owning different assets doesn’t amount to a 
diversified portfolio. A risk premia approach is a much 
better way to ensure that risk is being properly rewarded.

How chasing storms can generate uncorrelated returns
Insurance linked securities are becoming increasingly 
mainstream. Offering good returns and true diversification, 
we think they deserve a place in many more portfolios.

A framework for action in fixed income
Bond investors still need the certainty and income that 
fixed income has provided, but can’t see where returns 
are going. One answer is to loosen or break the link to 
benchmarks.

Is there a smarter alternative to smart beta?
Smart beta seems to offer active-like performance at a 
passive-like cost, but it’s no panacea. We outline a better 
way to achieve the same ends.

Engaging for alpha: why more involved fund managers can 
create better returns for all
The long-term effects on companies of decisions made by 
equity and bond holders are increasingly under scrutiny. 
We think fund managers can do better.
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