
As world markets seem to be veering towards a more sustained bear 
market environment than we have seen in years, attention is once 
more on capital preservation. Here Newton’s Real Return1 team leader, 
Suzanne Hutchins, discusses how the team walks the line between return 
opportunities and downside protection in the current climate.i

How would you characterise the 
market today (summer 2022)?
This is undoubtedly one of the 
toughest environments faced by 
investors in recent decades. It stands 
in stark contrast both to the optimistic 
phase witnessed in the aftermath of 
the market trough in March 2020, and 
the longer-running disinflationary 
era that prevailed since the global 
financial crisis. 

What makes it more difficult than 
amid the 2008 financial crisis?
Inflation. It hasn’t been a problem over 
the past 20-plus years and it is now 
out of control. This has created a cost-
of-living crisis, which policy makers 
have been forced to address by raising 
interest rates. Inflation is not good for 
bonds or other fixed income assets 
– the traditional portfolio hedge for 
risk assets. Higher interest rates also 
make it necessary to assume a higher 
discount rate for valuations on equities, 
which means a de-rating. And there 
is margin pressure on earnings which 
creates a further de-rating. 

The Federal Reserve can’t come to the 
rescue this time around and support 
financial assets. Another distinguishing 
factor is that, this time around, there 
are many different inputs and risks 
affecting the backdrop whereas 

previously the epicentre of the crisis 
was the excesses associated with the 
banking sector.

The market falls in March 2020 
were also a jolt. How did Real 
Return fare then?
We were disappointed with the extent 
to which the strategy participated in 
the market downside in March but 
not surprised. It was a ‘liquidity’ event 
meaning even the safest of assets 
(gold, Treasuries) were marked down. 
We cannot avoid a scenario like that 
when even safe assets to hedge out 
risk assets fall in value. A black swan 
event such as we saw back then 
is uncorrelated with the economic 
backdrop. Still, in many ways the 
portfolio behaved as expected and 
subsequently regained some of its 
losses and in very short order.

How has the Real Return portfolio 
adapted to this environment?
We have been flexible and nimble and 
dramatically changed the risk profile 
of the portfolio for the better. Had we 
not made the changes we have since 
the beginning of the year, the portfolio 
performance would have been c2% 
worse than it currently is, so the asset 
allocation changes have been the right 
thing to do.
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If bonds aren’t acting as a good 
hedge in this environment, what 
are you using?
We have not, until recently, owned 
government bonds so it has been 
difficult to stabilise the portfolio 
because we don’t go short individual 
securities or asset classes. We have 
used gold and we have more cash, 
two-year US Treasuries and US dollars. 
We have also reduced the net equities 
exposure through dialling up direct 
market equity protection while changing 
the risk factors of the equity portfolio, to 
become more defensive and reduce the 
growth tilt we previously had. 

What about your holding in 
alternatives?
We favour alternatives because they 
provide diversification, income and 
inflation protection and (this year) have 
delivered in nearly all cases a positive 
return. Alternatives, particularly our 
renewables positions, has been a larger 
portion of the portfolio this year and it 
has been a positive along with exposure 
to oil, some real estate investment 
trusts (REITs) and a small exposure to a 
systematic strategy. 

Are you using currency positions 
as a proxy hedge?
Yes. We have maintained a high 
exposure to the US dollar by hedging 
out of other currencies, in which 
physical assets are denominated, which 
has enhanced returns.

Last year the strategy moved out of 
gold before rapidly moving back in 
this year. Why?   
Towards the end of last year, we 
reassessed our gold holding and 
considered it would not have the tail-
risk hedging properties with interest 
rates heading higher in 2022. Other 
factors, such as US dollar strength is 
also not usually supportive. 

However, Russia’s invasion of Ukraine 
and the resulting market volatility led 
the team to adopt a more defensive 
stance, including a shift back into gold 
and establishing a new position in 
developed market government bonds. 
We think over the longer term, as the US 
Federal Reserve pivots and ultimately 
real rates come down, gold will do well 
as an alternative currency. 

Will you be adding new types of 
alternatives in the second half of 
2022?
We are always on the hunt for new 
ideas, whether it’s in the field of 
infrastructure, alternative energy, 
commodities or direct lending, as 
long as they fit with our investment 
view, are liquid and possess the right 
characteristics, particularly inflation 
protection. We won’t be adding further 
to the systematic alternative risk premia 
strategies but will likely change the mix. 
They are there to help preserve capital 
and generate return which is exactly 
what they have done year-to-date.

Over the second quarter we reduced 
both the copper and crude oil ETF 
positions as our near-term macro 
concerns outweighed the encouraging 
medium-term supply/demand 
dynamics in both cases. However, 
the market tumult is also starting to 
surface some interesting opportunities 
in certain, more esoteric, areas. For 
instance, at the end of the quarter, we 
participated in a contingent convertible 
bond (coco) on a yield of just under 9%.

In this market, how do you 
balance capital growth and capital 
preservation?
This year it is going to be more difficult 
to achieve capital growth when all 
asset classes are falling in value. As 
such, we are more focused in these 
market conditions on preserving 
capital, hence the minimal net 
equity exposure alongside holdings 
underpinned by secure, and in some 
cases index-linked, income streams 
within alternatives. We have also had 
an elevated cash weighting, including 
short-duration government bonds, and 
a long US dollar position. 

We know market conditions can rapidly 
change and present new opportunities 
where we would want to add risk. 
We are poised, looking ahead, with 
perspective and armed with a ‘shopping 
list’ when this event occurs. Having 
the flexibility and the experience to 
be dynamic will continue to serve the 
strategy well. 

Is this a realistic tightrope to walk 
in today’s investing world?
Our job as investors is to seek out the 
best risk-adjusted returns. We maintain 
the aspiration to generate a return in 
line with our cash + 4% target while 
minimising downside participation 
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over the long term. However, we need 
to be flexible. During discrete periods, 
we will be presented with short-term 
opportunities due to valuations or 
market dislocations. We always look 
to adapt to the prevailing market 
environment while still having a longer-
term roadmap in mind.

How do you manage the longer-
term picture?
We have always been long term 
investors. Portfolio construction is 
based on our long-term outlook for the 
market as defined by our investment 
themes. We believe we are in a 
significant regime shift more akin to the 
1970s and early 2000 than the post-
global financial crisis (GFC) period.    

We are not fixed in our asset allocation; 
we can be flexible. We have benefitted 
in the past few years from taking on 
more risk and that was the right thing 
to do in that environment, but we have 
been quick to adapt and reduce risk in 
the portfolio for this new regime without 
changing our philosophy or process.

Have you needed to turn the 
portfolio over more today?
It has been a busy period in terms of 
activity, but necessarily so, as we have 
sought to render the portfolio more 
resilient to a uniquely challenging 
combination of factors that are 
evolving rapidly. 

However, we have always deployed an 
element of tactical positioning in our 
portfolios and, in fact, our current level 
of tactical activity is materially less 
than seen during the 2008/09 GFC.

The strategy appears to be 
employing a greater number of 
instruments than it once did. Does 
it need to go ‘back to basics’?
The market has evolved. The strategy 
has evolved. We have not been in this 
type of inflationary regime in decades, 
so we require a different toolkit. It’s true 
we are using a greater number of tools 
to diversify and preserve capital, but 
we think that is necessary in a market 
regime that doesn’t allow fixed income 
to stabilise the portfolio consistently. 

Has the portfolio become over 
complicated?
We don’t think it is unnecessarily 
complicated. We are not using 
leverage or investing in private equity, 
hedge funds or illiquids. We are using 
transparent and systematic strategies 

– our use of derivatives and other such 
tools are no more a permanent fixture 
than any of the other strategies we use 
to make returns while protecting capital. 
And importantly, risk premia strategies 
offer daily trading and daily liquidity.

Your derivatives positions in effect 
reduce your equity exposure. 
Doesn’t being invested in more 
defensive companies achieve the 
same thing – only more cheaply? 
Short futures are not like options where 
you pay out a premium, it is basically 
just shorting the market. Using them 
we hope to achieve capital preservation 
by stripping out the market beta while 
adding value through the alpha generated 
from stock selection. In most cases we 
have long-term conviction in the stocks 
we hold and prefer to use derivatives to 
make shorter-term adjustments.

Given the high cost of options-based 
portfolio hedging due to elevated 
market volatility, we elected to increase 
protection further in May and June by 
expanding the scale of the short futures 
positions on the US S&P 500 and 
Eurostoxx 50 indices. This proved to be 
the right decision as equity markets are 
now lower.  

Considering one of the strategy’s 
main features is capital 
preservation, have you been too 
exposed to risk assets during this 
market downturn? 
Although we started reducing our risk 
exposure from September last year, 
we had not cut equity beta risk enough 
in hindsight given the stark market 
rotation seen in January. At the start 
of the year, our net equity weight was 
around 57%, while the return-seeking 
core net was around 77%. By the end of 
January, we had cut net equity risk to 
42% and changed the mix to increase 
defensiveness. We continued to act 
decisively to bring down the net equity 
weight which stands at  18%, as at 8 
July 2022, and the net return-seeking 
core, 43%. 

What do you feel is a reasonable 
drawdown?
A reasonable drawdown relative 
to markets has historically been 
about 30% of the equity market. 
Our drawdown year-to-date is lower. 
In 2008, the fund declined 18% in 
September/October (drawdown capture 
47%) only to end the year up over 6%. 
This year is not yet over… 
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How do you feel about the 
performance of the strategy 
this year?
I was disappointed with January’s 
drawdown; it was our worst month 
on a year-to-date basis. We have 
since improved drawdown capture 
significantly. We have short futures on 
various indices and year-to-date, stock 
selection has added a lot of value on the 
equity side. 

I feel confident in the positioning and 
our ability to be adaptable and flexible 
to take on opportunities as they present 
themselves.

Market timing is always tough. 
How have you managed that this 
year?  
We are in a bear market where there 
are periodic bull market rallies. For 
example, there was a point where we 
added protection around the start of 
the Ukraine war. Over the full quarter, 
this looked poorly timed, but markets 
went subsequently lower still, so that 
decision proved to be right. 

At the same time, we did buy some 
government bonds when the 10-year 
US Treasury yield was 2.65%. It was too 
early. We sold them in recognition that 
the Fed would be a lot more hawkish on 
inflation. We have started to add back 
to duration as yields have moved above 
3% and the probability of a recession 
and policy mistake is higher. 

How does the team feel the 
strategy is working?
There are no concrete hiding places in 
markets where you can be sure to make 
a return and not lose capital. We saw 
significant drawdowns in 2008, and 
during the Covid crisis, and recovered 
from those. At those times our stock 
selection and asset allocation proved 
to be beneficial.  It is better to judge us 
on a longer-term timeframe rather than 
just the past six months.

What would you say has changed 
about the fund since its inception?
There has been no change to our 
process or philosophy since inception in 
2004. The strategy has evolved as have 
markets and our process is enhanced. 

Analysis of the broad structural trends 
driving the global economy has been 
pivotal to the Real Return strategy since 
its inception. However, we have always 
stressed the longer-term view cannot 
dominate so completely that we are 

seen to be intransigent or dogmatic, 
particularly at times when the backdrop 
diverges from our roadmap. 

Given the strategy’s large AUM can 
you still be nimble? Has it become 
too slow?
We are nimble especially within the 
stabilising layer. The size of the fund 
is not an issue and were it to be then 
we would close it to new investors. As 
managers, we are not incentivised on 
AUM. All positions are sized according 
to their liquidity, risk contribution and 
level of conviction. If there are securities 
that are less liquid, we size them 
appropriately and that tends to be in 
the corporate bond space and some of 
the closed-ended alternatives. 

What is your outlook for H2? 
We expect to see a marked economic 
slowdown in the second half of the year. 
Many leading indicators are already 
flashing red and once-relatively sanguine 
corporate earnings expectations now 
look vulnerable. However, given the 
mechanics of its calculation and the 
impact of the demand destruction we are 
now witnessing in many areas, inflation 
looks set to moderate from here. 

In many ways, the key dynamic for 
markets in the coming months will be 
how quickly this transpires.

How are you positioned for this 
outlook?
Our focus is on capital preservation. 
As inflation eases, we are likely to see 
the traditional negative correlation 
with risk assets reassert itself and this 
asset class once again become a more 
valuable part of our toolkit. In addition, 
as the prices of risk assets have fallen, 
and burned off much of the excesses 
of the post Covid-19 period, expected 
return profiles have improved, with a 
number of securities on our ‘wish list’ 
approaching buying territory. 

Why do you think clients buy this 
strategy?
Because it has a good long-term track 
record and a stable team. It “does what 
it says on the tin”. Recent performance 
has been in line with our expectations 
and positioning and it is not out of kilter 
with what we have done historically. 
The diversified strategy has exposure 
to active stock selection, alternative 
assets, management flexibility and 
inflation protection, which is the 
solution we think clients need in this 
volatile market environment. 
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Source: Newton. Total return, gross of fees in GBP. Data as at 31 May 2022. 

Newton 
Real Return 
(GBP) 
Composite

Newton 
Global  
Real Return 
(Euro) 
Composite

2005 16.93 –

2006 9.24 –

2007 16.41 –

2008 6.58 –

2009 10.73 –

2010 10.17 –

2011 1.11 2.45

2012 4.66 5.30

2013 6.56 4.45

2014 4.20 6.65

2015 2.05 2.88

2016 4.62 1.90

2017 3.35 2.55

2018 0.86 -0.04

2019 13.10 12.28

2020 7.95 8.50

2021 7.77 8.34

Source: Newton. Total return, gross of fees in GBP 
and EUR. Data as at 31 December 2021. 

Past performance is not a guide to future 
performance.

Newton Global Real Return EUR Composite Since Launch
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