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The respective merits of absolute-
return and relative-return investing

Following the turbulent events in financial markets in recent

years, the debate about whether investors should move from
relative-return investing towards an ‘absolute-return’ approach
has intensified. In this article, we consider the respective merits

of absolute-return and relative-return approaches to investment.

Relative-return investing is, as its name
suggests, the management of an investment
portfolio relative to an industry-standard
benchmark. Absolute return investing,

by contrast, is the management of
investments to achieve an attractive ‘real’
return without reference to a benchmark.
At our investment briefing, we considered
the respective investment approaches in
relation to a number of key aspects of
decision-making, including time,
transparency, accountability and risk,

and macro-environmental considerations.

Time horizons

Until the 1970s, investors were generally
preoccupied with achieving absolute
returns; only when inflation started to

rise in the 1970s did investors start to
adopt benchmarks in order to differentiate
between the returns that came simply from
the market in which they were invested
and the value added to those returns by
investment managers. The 20-year equity
bull market which began in the early 1980s
cemented the role of ‘relative’ investing

as the central approach of the investment
industry. However, the last decade has

been a highly challenging time for investors

1 Source: Bloomberg, January 2010.

and, following disappointing returns from
equity markets, the debate about the
movement from relative-return investing
towards absolute-return investing has
intensified.

In bond markets, yields have declined
steadily since the mid-1980s as inflation
has fallen. A relative-return investor would
have made a return of 653% (in US dollar
terms) by investing in U.S. government
debt between June 1984 and December
2009'. Within the overall trend of
declining yields, however, there have also
been some significant periods of negative
returns, during which yields have risen
(principally amid concerns about rising

economic growth and mounting inflation).

Government bond yields can not decline
(or prices rise) indefinitely; indeed, as

they fall closer to zero, there is a greater
chance that they stop declining. During
the 20 years before the 30-year ‘bull’
market in government bonds began, yields
rose dramatically against a backdrop of
rising inflation, strong growth and the
authorities’ loss of control of money supply.
That period would have been a very good

time to be an ‘absolute-return’ investor.
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Time allows investors to take risks by
affording them the opportunity to recoup
the losses they may incur in a volatile
portfolio. It may be that investors are
simply not prepared to suffer such losses,
either because the maturity of their scheme
is such that funds are going to be required
soon, or because their risk appetites are
not sufficiently large. Trustees may also

be concerned about their ability to adhere
to their long-term strategy in the teeth of
capital losses; if they feel unduly threatened
in seeking to do so, it may be appropriate
for them to pursue an absolute-return-
orientated strategy.

Transparency

Investors who follow an absolute-return
approach will have a very clear reference
point for the kind of assets that are held

in their portfolios. An index-based, relative-
return strategy has the benefit of having

a degree of clarity about both what the

manager is seeking to achieve and how he
or she is seeking to achieve it, and there is

simplicity in measuring its returns as well.

However, it is questionable whether
investors should strive to achieve such
clarity and simplicity when they set
investment managers their objectives.
Instead, investors might prefer to choose
a benchmark that is more closely aligned
with the objectives of their portfolio.

If, for example, pension scheme trustees
wish growth in the assets of their scheme to
match or exceed the level of employment-
cost inflation, they might choose to adopt
a benchmark or target linked to that level.

Accountability and risk

In looking at the returns from an absolute-
return portfolio, it is easy to assess the ‘risks’
that were taken to achieve those returns.

In relation to absolute-return portfolios,

the assessment of risk (certainly relative

risk) may appear to be less straightforward.
Risk might be defined simply as the risk
of losing money. In order to conclude that
risk relates instead to performance versus
a benchmark, one needs to make the leap
that the index or the benchmark itself is
risk-free, or that it embodies risk that
investors are happy to take (regardless

of the composition or valuation of that
index or benchmark). Investors might
prefer, however, to charge their investment
managers with the task of generating

a ‘real’ return, which will encourage

those managers to focus to a greater
extent upon capital preservation.

Macro environment

In relation to absolute-return strategies,
investors should be mindful of the risk of
inflation; the risk may not be imminent,
but it is salient to recognise its existence
nonetheless. Higher inflation might also
render cash-plus strategies less useful,
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and employment-cost inflation, which
historically has outstripped generalized
inflation for long periods, may also be a
major concern for pension scheme trustees.

The most powerful consideration, however,
is the fact that markets have generated
strong real returns in the long run.
Following a decade of poor returns, it might
seem like an attractive time to be investing
in a relative-return, equity-biased portfolio.
The difficulty with this conclusion, however,
is that the backdrop to equity investment
remains highly challenging.

We would argue that the fundamental
attributes of many of the developed-world
economies remain rather weak. Although
financial markets do not seem too perturbed
at present by the challenges that remain in
those economies, we believe it remains
imperative for investors to adopt strategies
that take account of risks as well as the
pursuit of returns (and particularly strategies
that allow investment managers to harness
value across a company’s capital structure).

Summary

Investors’ preference for a relative-return

or absolute-return approach clearly depends
on their time horizons, and it is also
dependent on their objectives and risk
appetites. Where investors have a long-term
time horizon, it may well be advantageous
for them not to restrict their investment
manager(s) to a relative-return arrangement
that is unnecessarily shackled by the
imposition of an ‘off-the-peg’ benchmark.

In terms of transparency and accountability,
using a market universe as a comparator

is likely to lead to ease of analysis, but
investors need to make sure that the
comparator they use is relevant to them

in the pursuit of their objectives.

We believe that relative-return and
absolute-return approaches are
complementary and that they can be
managed by the same investment house
(not least where both approaches harness
the same investment process, as they do at
Newton). In relation to the management of
both approaches, we contend that achieving
perspective through the use of long-term
themes, and using judgment rather than
historical models, can help investors
navigate their way through challenging
financial-market conditions.

At Newton, we manage both relative-return
and absolute-return portfolios and, while
we recognise the differences that exist
between those portfolios, we contend that
they should share some characteristics;
most importantly, the investment manager
of a relative-return portfolio should not

be oblivious to the importance of capital
preservation or to the generation of an
attractive return (which may not derive
simply by exceeding the return from a
benchmark). We believe that the
appropriate way to manage both strategies
is to found the investment decisions within
them upon theme-based investing and
sound judgment.



‘Newton’ refers to the following group of affiliated companies: Newton Investment Management Limited, Newton Capital Management Limited,
Newton International Investment Management Limited, Newton Capital Management LLC and Newton Fund Managers (Cl) Limited. Assets
under management include assets managed by all of these companies except Newton Capital Management LLC, which provides marketing
services in the U.S. for Newton Capital Management Limited. Except for Newton Capital Management LLC and Newton Capital Management
Limited, none of the other Newton companies offer services in the U.S. Newton Capital Management Limited is an investment management firm,
authorized and regulated in the UK by the Financial Services Authority in the conduct of investment business and is a wholly owned subsidiary
of The Bank of New York Mellon Corporation. Registered in England no. 2675952. Newton Capital Management Limited is registered as an
investment adviser under the Investment Advisers Act of 1940.

Newton has prepared and presented this report in compliance with the Global Investment Performance Standards (GIPS®). For each of the years
from 1996 to 2006, Newton has been verified by an independent verifier. Copies of the verification reports are available upon request. Additional
information regarding the firm’s policies and procedures for calculating and reporting performance results and a complete list and description of
Composites is also available by contacting Ciaran Spillane (516) 338 3521. Results are based on fully discretionary accounts under management,
including those accounts no longer with the firm. Non-feepaying accounts are not included in the Composites. Capital gains, dividend and interest
received may be subject to withholding tax imposed by the country of origin and such taxes may not be recoverable.

The U.S. Dollar is the currency used to express performance. Returns include the effect of foreign currency exchange rates. Further information
regarding the exchange rates used is available upon request. Returns are presented gross and net of management fees and include the
reinvestment of all income. Actual returns will be reduced by investment advisory fees and other expenses that may be incurred in the
management of the account. The FTSE All World, FTSE World and JP Morgan Global Government Bond indices used for comparative purposes
are calculated gross of withholding taxes. The MSCI AC World, MSCI World and MSCI EAFE indices used for comparative purposes are
calculated net of withholding taxes.

Past performance is not a guide to future returns. The value of investments and the income from them can fall as well as rise and investors may
not get back the original amount invested. The value of overseas securities will be influenced by fluctuations in exchange rates. If part of the
portfolio is invested in sub-investment grade bonds, which typically have a low credit rating and carry a high degree of default risk, then please
be aware that this can affect the capital value of your investment. If the portfolio has exposure to hedge funds, gold, private equity and property
via publicly quoted transferable securities, then there are additional risks associated with these sectors. The information contained within this
document should not be construed as a recommendation to buy or sell a security. It should not be assumed that a security has been—or will be—
profitable. There is no assurance that a security will remain in the portfolio. Newton's process is driven by bottom-up stock-picking and this may
from time to time engender considerable relative differences to the benchmark. Newton's process is driven by bottom-up stock-picking and this
may from time to time engender considerable relative differences to the benchmark.

Important Information for past recommendations. The portfolio data included herein, should not be relied upon as a complete listing of the
strategy's holdings (or of a representative strategy’s top and bottom holdings) as information on particular holdings may be withheld if it is in the
strategy's best interest to do so. The securities discussed do not represent an account’s entire portfolio and in the aggregate may represent only
a small percentage of an account’s portfolio holdings. Characteristics, portfolio holdings and sector weightings are subject to change without
notice and may not represent current or future portfolio composition. Individual client accounts may differ from characteristics shown. The sector
weights and holdings of any particular account may vary based on any particular investment restrictions applicable to the account. The portfolio
date is 'as of' the date indicated. Stock position information refers to the representative strategy and not the composition of the comparative
benchmark. This information is for illustrative purposes only and is subject to change at any time. In accordance with Rule 206(4)-1 under the
Investment Advisers Act of 1940, upon request, we will furnish you with a list of all recommendations made by Newton within the immediately
preceding twelve months.
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