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By following the Tony Barber Financial Investment Process ™, you will have: 

·  identified your individual risk profile showing the level of risk acceptable to you. 

·  an asset allocation strategy, helping maximise your returns within your risk profile. 

·  your investments with a suitable selection of investment providers and fund 
managers. 

·  appropriate investment options, flexibility and choice with no further charges to 
move between funds or fund management companies. 

·  your investment performance regularly monitored and reported to you. 
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Having determined your attitude to risk and your performance objectives, we will: 

·  review your existing investments to ensure they are in line with your current 
objectives. 

·  make recommendations to bring your existing investments into line with your risk 
profile and performance objectives. 

·  comprehensively report the progress of your investments in a quarterly investment 
bulletin giving information on the current performance and any recommendations 
which we deem necessary to achieve your ongoing objectives. 

·  use the latest fund analysis software and online monitoring systems to help you 
achieve your investment objectives. 
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We believe that the most important aspect of any investment is to provide each investor 
with a selection of assets which match their attitude to risk.  ‘Asset Allocation’ as this is 
known, has been shown to be the most important aspect of successful investing over the 
long term.  For more information on asset allocation research, please refer to the end of 
this report. 
 
The first step is to understand what the different asset types are and how they can be 
used in effective portfolio construction.  Asset allocation relies on different types of 
assets rising and falling at different times which smoothes out total returns.  The 
following list shows the asset classes we use within our portfolios and gives a brief 
description of each: 

��� �  UK: 

UK equities are shares in UK companies.  These may be large ‘blue chip’ multinationals down to smaller, 
growing companies.  UK funds may also include ‘special situations funds’ where managers seek out special 
buying and selling opportunities and may include funds which are aimed at ‘value’ or ‘growth’ investing styles.  
UK shares have the advantage that there is generally no exchange rate risk with these types on investments. 

��� �  North America:  
Funds in this category will be equity based focussing on North America.  In general this means the US, but 
may also include Canada and other developed North American areas such as within the Caribbean.   The US 
is the largest equity market in the world by some distance, so exposure to this asset class is essential if some 
of the most profitable companies are not to be overlooked. 

��� �  Europe:  
European funds invest in shares listed within any European country other than the UK, including both those 
within the EU and not.  These include the developed economies of Western Europe and can include less 
developed economies towards the East of Europe. 

��� �  Japan:  
The Japanese stock market is one of the largest in the world.  Funds in this sector invest in Japanese 
companies including many global brands and companies which may have large operations in the greater 
south east Asian markets. 
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��� �  Far East (ex. Japan):  

This category includes equities based in the Far East excluding Japan.  This includes countries such as 
Korea, Taiwan, Hong Kong, Singapore and the Australasia region.  Equities in these markets can be more 
volatile than most, but there are may be strong returns available over the longer term. 

��� �  Emerging Markets:  

Emerging markets funds invest in equities in developing economies.  These currently include countries such 
as Brazil, Russia, India and China along with other economies considered ‘emerging’.  These equities may be 
very volatile but may provide very high returns over the long term.  

��� �  UK Fixed Interest:  
Fixed interest funds include both corporate bonds (loans to companies) and government bonds (gilts).  These 
can range from very safe government issues to high quality corporate loans down to more risky, but higher 
return, high yielding corporate bonds.  The loans usually pay interest and return of the loan and are fully 
tradable on secondary markets. 

��� �  International Fixed Interest:  
These funds invest in bonds other than those within the UK.  Again, these may be to either governments or 
companies anywhere in the world.  Like UK fixed interest funds, these bonds are fully tradable and provide 
income through repayment and payment of loan interest.  

��� �  Property:  
Property funds invest in commercial property either directly in ‘bricks and mortar’ or in property related shares.  
This may be in the form of offices, retail premises or industrial units, or a mixture of these. Commercial 
property often rises and fall differently to stock markets so can be used to offset and balance a portfolio, 
however property may not be as liquid as other types of investment when looking to sell.    

��� �  Cash:  
Cash holdings are invested in deposit based funds paying a variable rate of interest.  Cash is the safest 
(lowest risk) asset class and can reduce the overall volatility of a portfolio, but in times of high inflation, it is 
possible that the real value of cash holdings may fall.  Generally, cash will provide a steady base for many 
portfolios. 

��� �  Specialist & Global Equity:  

This category includes equity funds which do not fit into the other categories.  Generally, these will either be 
non-geographic specific such as ‘global equity’ funds or funds which invest only in certain sectors such as the 
‘banks and financial’ or bio-tech sectors. 

��� �  Alternative Assets:  

This category includes any asset not invested in equities, fixed interest, cash or property.  Alternative assets 
may include investments such as metals, commodities (such as oil or gas), hedge funds, timber or any other 
asset which does not fit into standard investment categories. 
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Each asset class can perform very differently, rising and falling in value at different times.  
Through effectively combining each of the asset classes, it is possible to provide much 
steadier returns without significantly affecting the growth potential of a portfolio.  The 
graph below shows the annual growth rates of the average fund in each sector over the 
past 20 years.  The black line on the graph shows how a diversified portfolio (with an 
equal weighting in each category as an example) would have performed.  You can see 
that many of the extremes are avoided and more steady growth is achieved: 
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THIS INFORMATION SHOULD BE USED AS A GUIDE ONLY.  ALL FIGURES ARE ON A BID-TO-BID BASIS AND MAKE NO ALLOWANCE FOR CHARGES.  ALL 
FIGURES ARE IN STERLING TERMS.  FIGURES ARE BASED ON THE AVERAGE FUND WITHIN EACH SECTOR.  FUNDS USED ARE UK REGISTERED PENSION 
FUNDS.  DATA SHOWN IS BASED ON ANNUAL MEASUREMENTS, THEREFORE VOLATILITY AS SHOWN MAY BE UNDERSTATED.  ‘UK’ BASED ON 50% ‘UK ALL 
COMPANIES’ PLUS 50% ‘UK EQUITY INCOME’.  ‘UK FIXED INTEREST’ BASED ON 50% ‘UK GILT’ PLUS 50% ‘UK OTHER FIXED INTEREST’.  ‘PROPERTY’ BASED 
ON 50% ‘UK DIRECT PROPERTY’ PLUS 50% ‘UK PROPERTY SECURITIES’.  ‘SPECIALIST & GLOBAL EQUITY’ BASED ON 50% ‘SPECIALIST’ PLUS 50% ‘GLOBAL 
EQUITIES’.  ‘ALTERNATIVE ASSETS’ BASED ON ‘UNSPECIFIED’ UP TO 2004 THEN ‘COMMODITY/ENERGY’ AFTER THIS DATE.  THE FUTURE PERFORMANCE 
OF INVESTMENTS WILL DEPEND ON MARKET FLUCTUATIONS AND HISTORICAL PERFORMANCE IS NOT INDICATIVE OF FUTURE VALUES.  YOU MAY NOT 
RECOVER FROM AN EQUITY LINKED INVESTMENT THE WHOLE OF THE SUM ORIGINALLY INVESTED.  SOURCE: SYNAPTIC FUND MANAGER.  DATA 
CORRECT AS AT JULY 2008.  FIGURES FOR PERIODS JUNE-JUNE ENDING JUNE OF YEAR SHOWN 
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It is very difficult, if not impossible, to predict which asset class will be the top performer 
over the short term.  This difficultly is illustrated below, showing the ranking of how the 
average fund in each sector performed over single year periods with the best performing 
sector at the top and the worst performing at the bottom.  Again, the black squares on 
the graph shows how a diversified portfolio (with an equal weighting in each category as 
an example) would have performed.  You can see that many of the extremes are avoided 
and more steady growth is achieved: 
 

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

40.53% 24.61% 13.31% 13.68% 71.91% 32.27% 18.24% 30.03% 19.30% 38.32% 71.86% 39.70% 6.81% 7.08% 10.01% 35.44% 38.09% 56.71% 38.56% 27.53%

38.77% 22.96% 11.11% 10.68% 51.76% 27.86% 11.25% 23.44% 18.65% 27.06% 54.08% 37.11% 5.16% 3.73% 8.60% 21.34% 28.38% 30.29% 35.95% 8.72%

30.46% 18.82% 10.52% 10.16% 46.96% 22.59% 11.19% 19.61% 16.29% 26.28% 26.39% 22.16% 2.91% 3.41% 5.93% 18.37% 26.11% 24.21% 25.38% 7.71%

24.71% 14.19% 8.13% 6.68% 37.02% 17.74% 11.14% 16.80% 13.25% 17.38% 19.51% 21.81% 1.74% 3.33% 3.13% 18.19% 19.65% 24.18% 24.70% 4.97%

22.34% 9.39% 4.08% 5.78% 33.06% 16.52% 6.85% 16.43% 10.52% 12.78% 16.62% 20.23% -1.25% -5.43% 0.29% 17.77% 19.04% 21.21% 18.40% 0.69%

21.83% 8.67% 3.85% 3.60% 30.82% 13.10% 6.03% 15.06% 9.88% 10.62% 15.50% 15.91% -7.40% -8.17% -3.01% 16.76% 17.49% 19.38% 14.46% -2.35%

19.04% 8.15% 2.02% 3.59% 30.71% 12.77% 5.11% 14.98% 9.84% 6.32% 14.16% 14.64% -8.46% -9.35% -3.63% 13.57% 15.98% 18.21% 13.15% -2.98%

18.37% 5.39% 1.30% 0.79% 24.67% 9.61% 3.12% 14.77% 7.89% 5.54% 8.22% 12.42% -10.89% -10.86% -5.28% 13.55% 12.03% 18.20% 11.31% -7.89%

18.26% 3.65% 1.04% 0.42% 23.30% 6.50% 2.62% 14.09% 5.33% 5.21% 6.98% 9.47% -13.79% -12.93% -6.57% 12.81% 11.29% 14.39% 10.11% -8.40%

17.34% 3.64% -2.31% -4.04% 20.28% 4.97% 0.64% 12.08% 5.12% 2.59% 6.50% 4.80% -16.33% -14.18% -9.01% 5.69% 8.83% 5.42% 4.12% -12.51%

15.51% 1.39% -5.63% -4.33% 18.27% 4.82% 0.30% 6.15% 2.80% -33.89% 6.35% 3.68% -19.26% -15.15% -9.28% 3.17% 8.49% 3.83% 1.44% -13.92%

11.88% -2.02% -7.64% -5.19% 7.58% -0.71% -11.47% 5.68% -1.08% -34.66% 5.87% 2.78% -21.27% -22.26% -10.50% 1.92% 4.05% 1.93% -1.83% -16.89%

11.41% -6.11% -13.51% -31.50% 2.90% -2.06% -24.52% 2.89% -15.24% -49.85% 1.58% 2.11% -27.91% -25.36% -19.83% -2.39% -1.72% -1.17% -7.82% -23.39%  
 

UK             North America             Europe             Japan              Far East (ex. Japan)             Emerging Markets            UK Fixed Interest             International Fixed Interest  
 

Property              Cash             Specialist & Global Equity              Alternative Assets           Portfolio With Equal Weighting In Each Category  

 
THIS INFORMATION SHOULD BE USED AS A GUIDE ONLY.  ALL FIGURES ARE ON A BID-TO-BID BASIS AND MAKE NO ALLOWANCE FOR CHARGES.  ALL 
FIGURES ARE IN STERLING TERMS.  FIGURES ARE BASED ON THE AVERAGE FUND WITHIN EACH SECTOR.  FUNDS USED ARE UK REGISTERED PENSION 
FUNDS.  DATA SHOWN IS BASED ON ANNUAL MEASUREMENTS, THEREFORE VOLATILITY AS SHOWN MAY BE UNDERSTATED.  ‘UK’ BASED ON 50% ‘UK ALL 
COMPANIES’ PLUS 50% ‘UK EQUITY INCOME’.  ‘UK FIXED INTEREST’ BASED ON 50% ‘UK GILT’ PLUS 50% ‘UK OTHER FIXED INTEREST’.  ‘PROPERTY’ BASED 
ON 50% ‘UK DIRECT PROPERTY’ PLUS 50% ‘UK PROPERTY SECURITIES’.  ‘SPECIALIST & GLOBAL EQUITY’ BASED ON 50% ‘SPECIALIST’ PLUS 50% ‘GLOBAL 
EQUITIES’.  ‘ALTERNATIVE ASSETS’ BASED ON ‘UNSPECIFIED’ UP TO 2004 THEN ‘COMMODITY/ENERGY’ AFTER THIS DATE.  THE FUTURE PERFORMANCE 
OF INVESTMENTS WILL DEPEND ON MARKET FLUCTUATIONS AND HISTORICAL PERFORMANCE IS NOT INDICATIVE OF FUTURE VALUES.  YOU MAY NOT 
RECOVER FROM AN EQUITY LINKED INVESTMENT THE WHOLE OF THE SUM ORIGINALLY INVESTED.  SOURCE: SYNAPTIC FUND MANAGER.  DATA 
CORRECT AS AT JULY 2008.  FIGURES FOR PERIODS JUNE-JUNE ENDING JUNE OF YEAR SHOWN 
 

 
We believe that only through effective portfolio construction, using several different asset 
classes, can an effective, long term portfolio provide an optimum balance between risks 
and rewards.  For more information on the research and technical aspects of ‘Asset 
Allocation’, please refer to the end of this report. 
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We define the risk categories of our investors based on the Ibbotson Associates® model, 
as follows: 

�� �������
�
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The Conservative Investor 

 
UK   North America   Europe   Japan    Far East (ex. Japan)   Emerging Markets   UK Fixed Interest   International Fixed Interest   Property   Cash   Specialist & Global Equity    Alternative Assets      
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 The Moderate Conservative Investor 

 
UK   North America   Europe   Japan    Far East (ex. Japan)   Emerging Markets   UK Fixed Interest   International Fixed Interest   Property   Cash   Specialist & Global Equity    Alternative Assets      

LOW RISK HIGH RISK 

LOW RISK HIGH RISK 

This category is appropriate where the investor requires relatively high security 
and is willing to accept limited upside potential.  The investments are 
predominantly in cash deposits and fixed interest holdings.  The remainder of the 
portfolio will usually comprise of equity-backed investments (limited to around 
40% of the portfolio) predominantly in the UK in a broad selection of equities and 
property holdings and may include some 'alternative' assets.  Risk aspects include 
general stock market risk, currency risk and an additional risk of insolvency of the 
provider where return of capital may be limited to compensation scheme limits.  
Values may fall as well as rise and the investor may not get back the amount 
originally invested. 

This category is appropriate where the investor requires high security and is 
willing to accept significantly limited upside potential.  The investments are 
predominantly in cash deposits and fixed interest holdings.  The remainder of the 
portfolio will usually comprise of equity-backed investments (limited to around 
20% of the portfolio) predominantly in the UK in a broad selection of equities and 
property holdings.  Risk aspects include general stock market risk, currency risk 
and an additional risk of insolvency of the provider where return of capital may be 
limited to compensation scheme limits.  Values may fall as well as rise and the 
investor may not get back the amount originally invested. 
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The Moderate Investor 

 
UK   North America   Europe   Japan    Far East (ex. Japan)   Emerging Markets   UK Fixed Interest   International Fixed Interest   Property   Cash   Specialist & Global Equity    Alternative Assets      
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The Moderate Aggressive Investor 

 
UK   North America   Europe   Japan    Far East (ex. Japan)   Emerging Markets   UK Fixed Interest   International Fixed Interest   Property   Cash   Specialist & Global Equity    Alternative Assets      

LOW RISK HIGH RISK 

LOW RISK HIGH RISK 

This category is appropriate where the investor requires some short-term security 
and is willing to balance this with the upside potential of the portfolio.  The 
holdings are predominantly (around 60%) in equity-backed investments 
predominantly in the UK in a broad selection of equities.  The remainder of the 
portfolio will usually comprise of fixed interest holdings, cash and property backed 
investments and some 'alternative' assets. Risk aspects include general stock 
market risk, currency risk and an additional risk of insolvency of the provider 
where return of capital may be limited to compensation scheme limits.  Values 
may fall as well as rise and the investor may not get back the amount originally 
invested. 

This category is appropriate where the investor requires relatively low short-term 
security and significantly upside potential.  The holdings are predominantly 
(around 80%) in equity-backed investments predominantly in the UK in a broad 
selection of equities.  The remainder of the portfolio will usually comprise of fixed 
interest holdings, cash and property backed investments and some 'alternative' 
assets.  Risk aspects include general stock market risk, currency risk and an 
additional risk of insolvency of the provider where return of capital may be limited 
to compensation scheme limits.  Values may fall as well as rise and the investor 
may not get back the amount originally invested. 
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The Aggressive Investor 

 
UK   North America   Europe   Japan    Far East (ex. Japan)   Emerging Markets   UK Fixed Interest   International Fixed Interest   Property   Cash   Specialist & Global Equity    Alternative Assets      

Sector
TBF Conservative 

Portfolio

TBF Moderate 
Conservative 

Portfolio

TBF Moderate 
Portfolio

TBF Moderate 
Aggressive Portfolio

TBF Aggressive 
Portfolio

��� � UK 11% 21% 29% 34% 37%

��� � North America 2% 4% 6% 8% 9%

��� � Europe 2% 4% 6% 8% 9%

��� � Japan 2% 3% 4% 6% 7%

��� � Far East (ex. Japan) 1% 2% 3% 4% 6%

��� � Emerging Markets 0% 3% 4% 6% 9%

��� � UK Fixed Interest 44% 28% 17% 9% 3%

��� � International Fixed Interest 5% 4% 3% 2% 1%

��� � Property 7% 9% 11% 9% 6%

��� � Cash 25% 17% 9% 4% 0%

��� � Specialist & Global Equity 1% 2% 3% 4% 5%

��� � Alternative Assets 0% 3% 5% 6% 8%

TOTAL 100% 100% 100% 100% 100%

PORTFOLIO ASSET ALLOCATIONS

 

 

LOW RISK HIGH RISK 

This category is appropriate where the investor requires very limited short-term 
security and high upside potential.  The holdings are predominantly (around 90%) 
in equity-backed investments predominantly in the UK in a broad selection of 
equities.  The remainder of the portfolio will usually comprise of fixed interest 
holdings, cash and property backed investments and some 'alternative' assets.  
Risk aspects include general stock market risk, currency risk and an additional 
risk of insolvency of the provider where return of capital may be limited to 
compensation scheme limits.  Values may fall as well as rise and the investor may 
not get back the amount originally invested. 
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We follow proven methods of successful long term investing, providing our clients with 
the means to meet their investment objectives.  The key areas of our process are as 
follows: 

�

�	�������	���  

Different investment types tend to rise and fall in value at different times, eg. over the 
early part of this decade, the housing market was rising while the UK stock market was 
falling.  Professor Harry Markowitz was awarded the Nobel Prize for mathematically 
proving that asset allocation and diversification work and later research showed that 
asset allocation is the most important factor in determining the performance of 
investment portfolios� . 

Through the use of detailed computer modelling, the TBF Investment Process™ provides 
our clients with a recommended mix of assets giving a higher potential return for any 
given level of risk and steadier investment growth than would otherwise be expected. 

�(�!������	���  

After assessing a suitable asset allocation mix for you, it is important to choose the most 
appropriate managers and funds within each sector.  By selecting those fund 
management companies with special areas of expertise and those fund managers with a 
history of strong performance, an effective combination of funds can be compiled.  Other 
factors we consider when recommending funds include: 

 

·   

·   

·   

 
�  DETERMINANTS OF PORTFOLIO PERFORMANCE™, PUBLISHED IN THE FINANCIAL ANALYSTS JOURNAL IN JULY/AUGUST 1986 AND UPDATED MAY/JUNE 

1991, GARY P. BRINSON, L. RANDOLPH HOOD, AND GILBERT BEEBOWER. 

·  Consistency of fund performance 

·  Fund risk  

·  Value/growth orientation 

·  Small/large cap orientation 

 

·  Fund size 

·  Industry holdings 

·  Underlying stock holdings 

·  OBSR ratings 
·  Citywire ratings 

 



 
 
 

P R E S E N T E D  B Y :  T O N Y  B A R B E R  F I N A N C I A L  L T D  

 

                                           T B F  I N V E S T M E N T  P R O C E S S  

Date: December 2008    
Private & Confidential    © 2008 Tony Barber Financial Ltd 

 

11 

���	��
�
 

�	����) �������
	&��	�����������

(&�	���
  

The first step of our process is to ensure that you are happy with The TBF Investment 
Process™ and the planning assumptions outlined. 

�	����)�� ���
��&�!������  

Using sophisticated computer modelling, we assess your attitude to risk allowing us to 
accurately reflect your investment needs in your portfolio construction. 

�	���") ����

�	�������	���  

Once your risk modelling is complete, we formulate an asset allocation strategy for your 
investments, optimising the balance of risks and rewards you should expect. 

�	���#) ����

�

�*�(
��(

��	���	(�	���  

Having assessed your risk profile and determined your recommended asset allocation, 
we then compare this with your current investments, showing any disparity between your 
current and recommended position. 

�	���$) ���+	��
�����
	&��	��
�	�
��  

We then look at other aspects of your current investments including flexibility, fund 
choice, performance and charges. 

�	���,) ����
��
��
������
�
  

Having defined your recommended investment strategy, should your existing 
investments not match this strategy, we will analyse the effect of transferring your 
investments to more suitable providers. 
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Should any transfer be recommended, we will manage the smooth transition from the 
existing to new providers. 

�	���.) ��� ���	�
����������
	��� �
 
We will report the progress of your investments on a quarterly basis� , recommending 
switches or rebalancing where necessary and providing relevant market commentary. 

 
�  GENERALLY, INVESTMENT REPORTS WILL BE PROVIDED QUARTERLY.  AS WE ARE REMUNERATED IN LINE WITH THE PERFORMANCE OF YOUR 

INVESTMENTS, IT IS IN OUR MUTUAL INTEREST TO SEE YOUR INVESTMENTS GROW OVER TIME.  IF WE FEEL IT IS IMPORTANT TO RECOMMEND A 
FUND SWITCH AT AN INTERVAL OF LESS THAN THAT STATED, WE MAY REPORT TO YOU AT MORE FREQUENT INTERVALS.  WE ACCEPT NO LIABILITY 
SHOULD WE BE UNABLE TO PROVIDE REPORTS AT THE INTERVALS STATED. 
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In addition to any responsibilities imposed by law or by the rules of the Financial Services 
Authority, our responsibilities are: 

�� When so requested by you, to help you decide on a suitable asset allocation policy.  
To recommend pensions, offshore bonds, individual savings accounts, unit trusts, 
investment trusts and/or investments managed by insurance companies and/or 
others and to attempt to arrange for you the investments you select� . 

��  You have not imposed any specific restrictions on the type of investments you may 
wish to consider, thereby leaving TBF free to suggest whatever may seem 
appropriate having regard to your circumstances at any particular time. 

"�  For the avoidance of doubt, it is understood and agreed that TBF is not a manager 
of investments.  When so requested, TBF will recommend managers (e.g. Fidelity, 
M&G, INVESCO Perpetual, Schroder, etc.) and will monitor the performance of 
those managers. 

#� When so requested by you, to use its best endeavours to provide valuations of the 
investments it has arranged for you. 

$� It is understood and agreed that TBF should use its best endeavours to exceed 
your investment performance expectations but will incur no liability to you if 
unsuccessful. 

 

 
 

�  PLEASE NOTE: TBF DOES NOT ADVISE ON THE SELECTION OF SHARES IN INDIVIDUAL COMPANIES; THAT IS THE ROLE OF A STOCKBROKER AND FOR 
THE AVOIDANCE OF DOUBT, TBF IS NOT AUTHORISED TO ADVISE ON FUTURES AND OPTIONS. 
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�� To review this Investment Policy Statement and satisfy yourself that it is acceptable 
to you before you sign it.  If any points are not absolutely clear you should discuss 
them with TBF. 

��  To advise TBF in writing if at some future date the terms of the Statement become 
unacceptable to you. 

"�  To advise TBF in writing if you anticipate any significant encashment of your equity 
linked investments within the next five years.  This means a rolling five years. 

TBF normally recommends such investments on the assumption that, emergencies 
excepted, they will be held for at least 5 years and if you identify a future need to 
release capital from your portfolio it would be helpful for TBF to be aware of this. 

#� To read any investment literature provided for you by TBF or by the managers of 
your investments and to notify TBF if there are any points which you do not 
understand.  You retain absolute discretion over all investment and implementation 
decisions. 

$� To advise TBF in writing if you wish any specific 'ethical' concerns to be considered 
before investment advice is given to you.  This could cover, for example, particular 
industries such as alcohol, armaments or tobacco or might relate to investment in 
countries with a political regime which you would find unacceptable.  You should 
note that with collective investments, other than the small number of specifically 
'ethical' funds, it may not be possible to identify from day to day the exact 
constituents of a fund in which you have invested or in which you are considering 
investing so it would be appreciated if you would stipulate investment constraints 
only in relation to those matters about which you feel strongly.  To date you have 
made no such stipulation. 

,�  Should you wish to follow our ongoing advice, to reply to e-mail correspondence 
recommending any fund switches, promptly and clearly. 
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What is Asset Allocation?  
 
The saying “don’t put all your eggs in one basket” is 
fundamental to successful long term investment management.  
Different investments tend to rise and fall in value at different 
times.   A well diversified portfolio can have these usual peaks 
and troughs reduced, reducing the risk of loss, and producing 
steady growth. 
 
Asset allocation is the science (or art) of diversifying a portfolio 
optimally.  Diversification can be through asset class (stocks, 
bonds, property, cash, etc.), geographic (different stock 
markets), sectorial (over different industries) or by other factors 
such as between small and large cap stocks or ‘value’ and 
‘growth’ stocks. 
  
 

Why is Asset Allocation Important? 
 
There have been numerous studies into this area of investment 
management.  When Brinson, Hood & Beebower (1986) 
published their paper “Determinants of Portfolio Performance”, 
their results were startling.  Their paper attempted to 
understand the relative importance of various factors on the 
performance of a portfolio.  The factors considered were asset 
allocation, stock selection and market timing.  Asset allocation 
in this study meant the relative holdings in cash, bonds and 
equities. 
 
The results showed that the overwhelming factor in the 
determination of portfolio performance was the asse t 
allocation of the portfolio.   Even picking the best stocks or 
timing the market correctly would only account for a small 
fraction of a portfolios performance.  This study, and others like 
it, have shown investors the importance of optimal asset 
allocation within their portfolios. 

 
Factors contributing to portfolio performance 

 

 
Source: Financial Analysts Journal, July-August 1986 

 

An important point of note:   You will notice that the word 
‘performance’ has been used in the above explanation.  By 
‘performance’ we do not mean ‘growth’, but rather the variation 
of returns or risk.  This is a fundamental point and one which 
many large investment institutions do not fully understand.  The 
studies often quoted state that over 90% of the variance of 
investment ‘returns’ in attributable to asset allocation. 
 
These studies are actually saying that diversifying across 
different asset classes, significantly reduces the variance or 
volatility of a portfolio and is quite another from saying that 
diversification necessarily leads to increased returns.  Using the 
word ‘return’ or ‘growth’ in this context is incorrect and 
misleading. However, a portfolio with reduced risk (through 
diversification) could allow higher risk elements to be added to 
the portfolio, possibly increasing growth for the original level of 
risk. 
 
 

What is Modern Portfolio Theory? 
 
In the early 1950’s, Harry Markowitz published a thesis.  This 
formed the basis of what has come to be known as ‘Modern 
Portfolio Theory’.  Markowitz won a Nobel Prize in 1990 for his 
work in this area.  His ideas looked at finding an optimal 
balance between investment risk and reward. 
 
Taking risk to mean the variation of returns, Markowitz’s 
proposal was that rather than considering the risks of individual 
stocks in a portfolio, that the risk of a portfolio should be look at 
as a whole.  Markowitz argued that it should be possible for a 
high risk (high reward) stock to be added to a portfolio and 
actually reduce the risk of the portfolio as a whole. 
 
This comes back to the idea of correlation or the ways stocks 
(or funds) move in relation to one another.  It is not true to say 
that a portfolio of risky (high variance) funds will necessarily be 
high risk as it depends of the so called ‘correlation co-efficient’.  
This is a term to describe how funds move in relation to one 
another.  An ideal portfolio will have a number of funds, which 
are negatively correlated, meaning they tend to rise while others 
are falling and vice versa.  This allows high risk (high growth) 
funds to be used whilst not increasing the overall risk or 
variance of the portfolio as in the example below.  

 
How negatively correlated funds reduce risk 
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The Efficient Frontier  
 

 ‘Optimal’ or ‘efficient’ portfolios are theoretical concepts and 
are achieved when a portfolio is established where a maximum 
mathematical return for a given level of risk has been 
established. In order to determine these efficient portfolios it is 
necessary to analyse every combination of assets and plot the 
expected risk-return outcome for each combination. The optimal 
or efficient portfolios are then defined as those which maximise 
the expected return for the desired level of risk. This is 
illustrated in the diagram below. 
 
Having established the expected outcomes for all the 
combinations of assets, a line can be drawn to join up each of 
the optimal portfolios at each risk level; this line is known as the 
Efficient Frontier.  

 
The Efficient Frontier 

 

 
 
 
There are no portfolios with better theoretical risk-return profiles 
than those plotted on the Efficient Frontier. 
 
It's clear that for any given value of standard deviation (risk), 
you would like to choose a portfolio that gives you the greatest 
possible rate of return; so you always want a portfolio that lies 
up along the efficient frontier, rather than lower down, in the 
interior of the region. This is the first important property of the 
efficient frontier: it's where the best portfolios are.  
 
The second important property of the efficient frontier is that it's 
curved, not straight. This is actually significant - in fact, it's the 
key to how diversification lets you improve your reward-to-risk 
ratio.  To see why, imagine a 50/50 allocation between just two 
securities (or funds).  Assuming that the year-to-year 
performance of these two securities is not perfectly in sync - 
that is, assuming that the great years and the poor years for 
Security 1 don't correspond perfectly to the great years and 
poor years for Security 2, but that their cycles are at least a little 
off -- then the standard deviation of the 50/50 allocation will be 
less than the average of the standard deviations of the two 
securities separately. Graphically, this stretches the possible 
allocations to the left of the straight line joining the two 
securities.  

 

The Efficient Frontier optimisation 
 

 
 
 
The Advantages Of Regular Rebalancing 
 
Rebalancing (reverting a portfolio back to its original 
weighting) regularly can have significant advantages.  Over 
time, some holdings will outperform others and the portfolio 
will become out of line with the initial optimal position.  By 
rebalancing regularly, not only are the investments kept in 
line with the initial investment needs, but some existing 
assets are sold which have risen in price (locking in some 
gains) and some new assets are bought at a lower price than 
previously.  This can have significant advantages in terms of 
long term risk/reward trade off positions.  The chart below 
shows a static portfolio (left) against a regularly rebalanced 
portfolio (right).  You can see that the rebalanced portfolio 
has a higher overall return and lower risk: 

 
How Rebalancing Can Improve A Portfolio 

 
 

 
 

Source: MPI Stylus, 12/31/04. The example above is based on a 
hypothetical portfolio consisting of 60% S&P 500 Index, an unmanaged 
index that is widely regarded as the standard for measuring large-cap U.S. 
stock market performance, and 40% Lehman Brothers Government/Credit 
Index, which is composed of the Lehman Brothers Government Bond Index 
and the Lehman Brothers Credit Index. The portfolio that was regularly 
rebalanced was done so quarterly throughout the 20-year period. The 
indices are unmanaged and do not charge fees or expenses. An investment 
cannot be made directly into an index. Diversification and Rebalancing do 
not ensure gains or prevent losses from occurring in a portfolio or account. 
 

 


