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The issue 

An objective based investment strategy is a strategy that specifically targets the achievement of an 
outcome over a defined time frame, rather than a level of performance relative to some market index.  
The outcome that is targeted is usually related to that which an end investor is looking for from their 
total portfolio – e.g. an absolute or real return.   By way of example, the Schroder Real Return Fund is 
an objective based strategy that seeks to deliver a return above inflation of 5% p.a. over rolling three 
year periods.  Often objective based strategies are designed to enable investment across a range of 
asset classes and in varying proportions in response to prevailing market conditions.  Such strategies 
are deliberately structured to avoid ‘anchoring’ bias and therefore lack a ‘natural’ or neutral strategic 
asset allocation. 
 
Given the breadth and discretion of such objective based investment mandates, how should these 
strategies be monitored and held to account over all periods of time?  In this paper we propose that the 
inherent design of the mandate itself determines how it should be measured and held to account.  The 
measures of accountability need to be explicitly identified and linked clearly to the objective the investor 
is seeking to achieve.  Moreover, they should be designed in such a way as to offer transparency in 
terms of how the strategy is being managed in order to make an appropriate assessment of the efficacy 
of the manager and degree of confidence in meeting objectives on a forward looking basis.  We argue 
that the traditional accountability framework is not appropriate for this purpose and propose an 
alternative approach. 
 
This alternative approach would also be a more useful framework for assessing traditional portfolio 
accountability. 
 
The traditional accountability framework 

Investment managers, including Schroders, are used to being held to account by measuring 
performance relative to benchmark portfolios.  Such portfolios are designed to represent a ‘passive’ or 
‘naïve’ portfolio which would be regarded as a default portfolio position in the absence of a manager 
expressing an ‘active’ view. 
 
Within each relevant asset class, a representative index is typically chosen to represent the benchmark 
portfolio.  The desirable characteristics of such indices would include: 
 
 Investability: the index must be capable of being replicated by the manager; 
 Completeness: the index must be representative of the asset class for which it is purported to 

represent; and 
 Simplicity and transparency: its constituent components and rules of construction must be 

available for scrutiny in an accessible manner. 
 
The obvious benefit of indices with the above characteristics is it enables those monitoring a manager’s 
performance to observe the performance difference relative to the benchmark index as well as the 
active positioning that caused the difference.  This can also be achieved over varying time periods.  In 
a multi-asset context, the same traditional framework can readily be extended by choosing a relevant 
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benchmark index for each asset class and then allocating each index a fixed strategic weight such that 
the sum of combined weights represents the total portfolio. 
 
This approach provides the advantage of being able to attribute actual performance versus passive 
benchmark performance through the familiar decomposition of:  
 
 Asset allocation effects: the actual asset allocation combination versus the fixed strategic 

combination; 
 Stock selection effects: the actual portfolio positions within each respective asset class versus 

the respective benchmark index; and 
 Interaction effects: the stock selection effects that arise in asset classes that are held over or 

under weight the strategic asset allocation weights. 
 
Again, by applying such an accountability framework, an investor can over any chosen time period 
assess the active portfolio versus the benchmark portfolio in a straightforward manner.    
 
Shortcomings 

Underpinning the above framework is the fundamental premise that a long term strategic asset 
allocation portfolio exists that is appropriate for the measurement of a multi-asset portfolio over a 
defined period of time.  This premise of an appropriate SAA existing in turn rests on the assumptions 
that expected asset class returns, volatilities and correlations are stable through time to establish a 
reliable long term SAA.  In particular the investor has to be comfortable that the objectives can be met 
by simple replication of an underlying index or series of indices.  In an outcome or objective based 
portfolio this is simply not the case. 
 
We recognise that it is not particularly helpful to identify that a long used accountability framework is 
invalid without nominating an alternative approach. And one might also argue that anchoring to a 
particular portfolio that is strategically problematic from an accountability point of view is better than not 
using a benchmark at all.  After all, it is still possible to use such a SAA portfolio to assess the degree 
to which a manager considers it inappropriate by positioning away from it.  In addition, it is also open to 
the investor of a particular objective to conclude there is no appropriate long term portfolio that will 
meet the objective over the time period chosen at all times.  However, a particular SAA may still be 
chosen as it represents the “best” static portfolio available based on a probability maximizing basis.  In 
this regard, it is common to observe in the industry, objectives that target CPI +x% portfolios which go 
on to prescribe neutral SAA portfolio to which they are held to account.  In addition to the primary CPI+ 
objective, a rolling x year timeframe is also defined as is the expected probability of meeting the target.  
In our view and analysis, the shortcomings of the way such accountability measures are defined are 
always driven by the same flawed logic.  That is, it is inconsistent for a SAA based portfolio to seek to 
minimize the probability of failing a particular real return target for a given time period given the time-
varying nature of asset class risk premia and correlations.   
 
This method of accountability is also therefore flawed.  Consider that over a relevant timeframe, a 
manager tasked with implementing a real return strategy held to account by a SAA approach may 
produce positive stock selection and asset allocation relative to the passive benchmark portfolio and 
yet still underperform the primary real return objective.    
 
Return and risk objectives 

To overcome the issues highlighted above, we argue that the accountability framework needs to be 
fundamentally tied to the objectives defined for a particular strategy.  This can only be successful as an 
approach if the objective is fully described in terms of expected return and expected risk over a defined 
period of time. 
 
In order to demonstrate how these principles are applied, we use the objectives of the Schroder Real 
Return strategy in the proceeding analysis.  We define the following objectives for the portfolio: 
 
 Return objective: To achieve a real return of CPI+5% p.a. over rolling three year periods; 
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 Volatility objective: To control annualized portfolio volatility with an indicative target of 5% p.a.; 
and 

 Drawdown objective: To minimize the incidence of portfolio drawdowns. 
 
Each of the above investment objectives fully describes the expected risk and return outcomes for the 
objective based strategy.  In addition, each can be quantitatively measured over time and compared to 
a benchmark measure. 
 
While the ability to objectively measure the progress of portfolio objectives from a quantitative portfolio 
is essential, in our view it represents an incomplete analysis without understanding the investment 
environment in which they are achieved. 
 
What are we trying to achieve with our accountability measures? 

In our view, a complete analysis of performance would include taking a view on the decisions of the 
manager in the context of the investment environment the strategy is run.  In terms of understanding 
the decisions of the manager that are under its control, the following question needs consideration: 
what is the default position that a manager can assume if it wishes to take no risk? Or put another way, 
if it wishes to express no view or active position?  From an accountability perspective, this is an 
important question for an objective based investor.   
 
An important feature to recognize in an objective based portfolio is that using the CPI+x% as a 
benchmark portfolio violates a key characteristic of good benchmark design – it is not an investable 
portfolio and therefore there is no passive default position.  In combination, by removing a passive SAA 
benchmark portfolio to proxy the CPI+x% objective for the reason that the return outcomes generated 
by the SAA portfolio can also be inconsistent with the end investment objective, we are actually adding 
a measure of accountability given that we do not allow by design the manager to passively default to a 
SAA portfolio. We are in fact recognizing in the accountability framework that there is no passive 
portfolio allocation fixed through time that will deliver the investment objective. 
 
By removing the SAA portfolio as a benchmark, we consider it more likely to be argued that a passive 
default short run position for an objective portfolio such as the Real Return Strategy is more logically 
cash.  This is because cash is the most likely asset class to satisfy two of the three objectives. That is, 
cash will ensure low and controlled volatility outcomes (certainly less than 5% annualized volatility) and 
will not result in any occurrence of nominal drawdowns.  However, while in the current environment and 
inflation regime, cash will likely result in the generation of positive real returns, it will not produce real 
returns of 5% p.a.. 
 
The lack of any available static long term allocation to either a single asset class (including the ‘risk 
free’ asset class) or a combination of asset classes is the principal insight we argue needs to be 
incorporated into a framework of appropriately assessing the performance of objective based 
strategies. 
 
The combination of asset class betas and active security selection will drive the difference between the 
return over time and thus aggregate portfolio performance versus the return objective.  Without a 
‘natural’ passive market benchmark to fall back on, these positioning decisions need to be 
transparently understood to provide context for the portfolio’s ultimate performance against its 
nominated objectives.  This includes looking into major factors responsible for driving asset class 
performance, including the impact of currency and interest rate exposures embedded with the portfolio. 
 
Appendix 1 sets out a ‘dashboard’ of the major positioning decisions of the Schroder Real Return 
Fund to demonstrate how a concise summary of major portfolio exposures can assist in understanding 
the performance outcomes of the strategy. 
 
Chosen measures of accountability  

In view of the discussion outlined above, in this section we put forward a summary of the measurement 
objectives we believe collectively represent a more appropriate accountability framework for examining 
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the performance of an objective based strategy.  Below we outline four benchmark measures which 
collectively are useful in assessing performance outcomes.   
 
In each case, the benchmark is defined in terms of the objectives put forward for the strategy to 
achieve for the end investor. 
 
Measurement 1: Return benchmark 

Description:  Strategy returns should be measured against the CPI +x% benchmark over the 
defined performance interval. 
 
Example: The Schroder Real Return Fund is measured relative to a CPI+5% p.a. benchmark over 
rolling 3 year periods 
 
Rationale: While CPI+5% p.a. itself is not an investable index, the strategy adopts this target as its 
primary measure of success given that it seeks to deliver directly on this end objective. 
 
Measurement 2: Volatility benchmark 

Description: The strategy’s annualised volatility should be measured over nominated rolling 
periods.  Comparative market index measures should also be shown for context.   
 
Example: The Schroder Real Return Fund has an indicative volatility target of 5% p.a.. Its ex-post 
volatility is also compared to a high volatility index (ASX 200) and low volatility index (Bank Bills) for 
context. 
 
Rationale: Given objective based strategies do not seek to maximize returns but rather seek to 
generate a target return objective, the degree to which the portfolio varies around this measure is an 
important measure of success.  The strategy is able to invest up to 75% in equities and 100% in cash.  
Measuring the degree to which the strategy takes on the volatility characteristics of these markets 
provides insight as to how efficiently the strategy employs various market exposures. 
 
Measurement 3: Drawdown benchmark 

Description:  The Strategy frequency and magnitude of drawdowns should be measured. 
 
Example: The Schroder Real Return Fund measures drawdown events and compares these to 
drawdown events in major equity markets (in this case the ASX 200).  
 
Rationale: Given that equity risk is the major source of drawdown risk, the magnitude of drawdown 
should be compared with equity market drawdown events to analyse the degree to which drawdown 
events have been mitigated within the strategy. 
 
Measurement 4: Efficiency benchmark 

Description: The Sharpe ratio should be used as to calculate risk adjusted performance.   
 
Example: The following calculation is applied to the Schroder Real Return Fund. 

 
Rationale: The Sharpe ratio measures how well the actual portfolio return has compensated the 
investor for the level of volatility risk taken.  It also has the advantage that it can be compared across a 
variety of investment strategies to compare the efficiency of risk taken to generate the return objective. 
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Appendix 2 provides a summary of the measures used to track the performance for the Schroder Real 
Return Fund to provide a concise quantitative illustration of the benchmarks discussed above. 
 
Looking ahead 

In this paper, we argued that the traditional performance benchmarks associated with SAA driven 
approaches are less appropriate for objective based strategies.  Instead we proposed that a basket of 
risk and return measures should be used to track the performance and risk outcomes that matter to the 
end investor.  We also argued that providing appropriate measurements around the inputs to portfolio 
decision making can enhance forward making assessments of the strategy for investors as well. 
 
Within the current regulatory environment which emphasizes that superannuation funds and other long 
term investors should directly address investor objectives and the risks that impact on their 
achievement, more attention has been directed at ways to efficiently capture a “dashboard” of 
appropriate measures to hold investment strategies to account.  In this paper we also provided our 
preferred alternative accountability measures in such a dashboard format using the Schroder Real 
Return fund to illustrate. We believe presenting outcomes in a way that directly communicates the 
success of the objective based strategies against measurements relevant to the end investor will 
promote greater understanding and decision making in the pursuit of returns above inflation going 
forward. 
 
 

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. 
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Appendix 1: Dashboard of Schroder Real Return Fund portfolio positioning.  Data as at 30 April 2014  

 



May 2014  For professional investors and advisers 

 

Schroder Investment Management Australia Limited  7 

Appendix 2: Dashboard of Schroder Real Return Fund performance measurement.  Data as at 30 April 2014  
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