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Asset Allocation 
 
In the last two months’ newsletters, we have looked at how we develop an  
understanding of a client’s risk profile and how we use Attitude to Risk Questionnaires 
to help us understand more about a client’s willingness to take risk when it comes to  
investing their savings. 
 
Once we have a good understanding of our client’s ability to take risk, their need to take 
risk and their willingness to take risk and we have agreed the likely time horizon for the 
planned investment, we can start to determine how we are going to construct their  
investment portfolio. The first stage in this process is asset allocation. 
 
Asset allocation simply means deciding how to spread our money across the four main 
asset classes - equities, fixed interest securities (which, for simplicity, we will refer to as 
‘bonds’, property and cash - and how much we should be looking to hold in each, based 
upon our risk profile and the time horizon of our investment. 
 
In this newsletter, we will look at how this works in more depth. 
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Why does asset allocation matter? 
 
The reason we ask this question is because it 
matters a lot; more than most investors  
appreciate. 
 
Let us consider two different portfolios which both 
have a starting value of £10,000. 10 years later, 
one is worth £20,000 and the other is worth 
£15,000. Most of the £5,000 difference in the end 
value is due to asset allocation. 
 
This has been shown to be true in a number of 
academic studies. Possibly the most influential 
was the study in the US entitled Determinants of 
Portfolio Performance by Brinson, Hood and  
Beebower. This showed that over a 10 year  
period, 1974 to 1983, 94% of the variation in  
returns between pension plans was due to their 
asset allocation and not due to their selection of 
managers or individual funds. 
 
Different studies, using a variety of individual 
funds and time horizons, have come up with  
different results. But they all point to one  
conclusion that somewhere around 80% to 90% 
of the return difference between one investor’s 
portfolio compared with another is determined by 
the long-term mix of equities, property, bonds and 
cash, i.e. asset allocation. 
 
Asset classes 
 
An asset class is a broad group of securities or 
investments that have similar financial  
characteristics. Traditionally, there are four main 
asset classes: 
 
• Cash 
• Shares (also called equities) 
• Property 
• Bonds (formally known as fixed interest  

securities) 
 
Mixing different asset classes is knows 
as diversification. It helps us manage the amount 
of risk we take with our portfolio by way of  
increasing or decreasing the correlation between 
particular asset types. 

Asset allocation is the proportion of our portfolio 
that we put into each asset class. At its simplest, 
an asset class can be defined as a broad type of 
investment. 
 
Managing risk 
 
One of the most important aspects of risk is the 
extent to which the value of our investments is 
likely to swing up and down. This is called  
capital risk. Different asset classes have  
different levels of risk. For example, cash 
(saving in things like bank accounts) has low 
capital risk. 
 
Ranked in order of increasing capital risk, the 
traditional asset classes generally come out like 
this: 
 
• Cash (lowest risk) 
• Bonds 
• Property 
• Shares (highest risk) 
 
If we want a low-risk portfolio, we should aim to 
hold a high proportion of our investments as 
cash and bonds. A higher risk portfolio will have 
a relatively high proportion in shares. 



How much to have in each asset class 
 
In an ideal world, we would achieve high returns 
from our savings and investments with no risk. 
Sadly, in the real world, there is a trade-off – to 
gain higher returns, we will typically have to  
accept higher risk. 
 
For all profiles of investor, from the low risk to the 
high risk, it is prudent to hold part of our assets in 
low-risk investments, such as Cash ISAs or  
Premium Bonds, to cover the cost of short-term 
expenses and to create an ‘emergency fund’ to 
provide for any unforeseen expenses. By  
investing in low-risk investments, we can limit the 
risk of a fall in capital values. 
 
After that, the percentage we allocate to higher 
risk assets will be determined by our risk profile in 
combination with the likely term of our investment.  
 
For example, a high-risk 30-year-old managing 
their pension fund for their retirement is likely to 
invest at least 80% of their savings into equities, 
whereas a low-risk 30-year-old managing their 
savings with a view to buying a property in five 
years is likely to keep the majority of their savings 
in low-risk assets. 
 
The reason why the investment term is so  
important is because, if we have time on our side, 
we can afford to tolerate the short-term volatility in 
asset values which can be a key characteristic of 
high risk assets. 
 
Key points to remember 
 
1 Strategic asset allocation is the most important 

driver of long-term performance. It is  
fundamental to investment success. The  
essence of asset allocation is to make use of 
the long-term characteristics of financial  
markets to fulfil our financial objectives. 

 
2 Asset allocation means the choice of assets, or 

financial markets, in which we invest. For  
example, should we invest in equities,  
property, bonds or cash? 

3. Experience shows that the great majority of 
investment returns comes from the big  
decisions, e.g. how much to invest in each 
asset class. Not from the smaller decisions 
such as which fund or which fund manager? 
Making the right choice is critical. 

 
4. A curious characteristic of financial markets is 

that they tend to be noisy and unpredictable 
day to day. There is a lot of news and prices 
jump around. It is a confusing place. Over the 
long term, by contrast, market behaviour is 
surprisingly consistent. 

 
5. The art of asset allocation is to create a  

portfolio likely to fulfil our future financial  
objectives using the known long-term  
behaviour of financial markets. 

 
The next step 
 
Once we have determined a suitable asset  
allocation for our investment, the next step is to 
select the individual funds to be held within the 
portfolio. Clearly, the combination of these  
individual funds will achieve the agreed asset 
allocation. 
 
In next month’s newsletter, we will look at fund 
research and selection and explain how we do 
this when constructing investment portfolios. 



Market Value at the 
start of 2017 

Current 
situation   Comments 

Interest Rates 
(BOE base 
rate) 

0.25% 0.25% at 
28.02.17 The Bank of England Base Rate remains at 0.25%. 

House Prices 
(Nationwide) 

House prices 
increased by 
4.5% in 2016 

The annual 
change in 

house prices 
is 4.5% at 
28.02.17 

  House prices increased by 0.6% month on month in 
  February. 
  Annual house price growth edged up to 4.5%. 

UK Share 
Prices 
(FTSE 100) 

7142.83 
7,263.44 

at the close on 
28.02.17 

 
The FTSE 100 increased by 2.31% in February.  
 

If you have received this email in error, please contact us on the email below with your correct details or  
removal request info@breedelliott.co.uk 
 
The information contained in and transmitted with this email is confidential and/or privileged and intended only for the 
person to whom it is addressed. Any unauthorised use, retransmission, dissemination or action undertaken based on 
this information by persons, or entities other than the intended recipient, is strictly prohibited. 
 
The information contained in this newsletter is for information purposes only and does not constitute advice, if you 
don't understand any of its contents we recommend you seek Independent Financial Advice. 


