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Melanie Tringham: Now more than ever
the issue of asset allocation is up in the
air. With markets going from one direc-
tiont to another and questions being
asked about whether other assets are
still non-correlated in the same way
that we have been used to, now is a
good time to refresh our ideas about
asset allocation, whether the same the-
ories hold true or whether it is worth
having another look.

Matthew can you give us a bit of con-
text about the state the markets are in
and whether now is a good time to be
thinking about asset allocation, and
what challenges it poses for financial
advisers?

Matthew Merritt: The financial crisis
which came to light back in July of last
year has moved on very swiftly to
become something the scale of which is
beyond all previcus banking crises,
going back at least to the 1930s.

Central banks and governments
have put forward a range of packages
which should in time stabilise the
financial system, but the market’s con-
tinued fragility is a reflection that the
real economic impact of that erisis is
still in its relatively early stages.

So any discussion on asset allocation
needs to be framed against that back-
drop, and a lot of the underlying

assumptions that people have got used
to are being challenged. |

When we are thinking about asset
allocation we need to be thinking about
the wider universe that we should be
incorporating and the roles of strategic
and tactical asset allocation.

Also, there are additidnal risks we
need to consider. ?

People tend to think about risk in
terms of volatility, which is one aspect
but what the last few months have
highlighted is other risks; the risk of
illiquidity, the risk of counterparty
exposure, and the crisis has thrown up
a whole range of issues about money
we should consider.

Melanie Tringham: One thing to think
about is what sort of feedback or que-
ries IFAs are getting from their clients.

Marcus Blase: Normally, when markets
are rising you do not hear from your
clients, but when the markets go down,
you can virtually guarantee the phone
is ringing. Clients want to know what is
going on. I think it is still too early to
say how long we are going to be in this
bear market, and what type of recovery
we are going to have because no one
has got a crystal ball.

Pension funds are down hy easily 20
per cent so people who are close to
retirement, whether it be six years, five
years or three years to retirement, their
pension funds are going to be really hit
and I do not know how many of them
are aware of this at the moment.

I am sure many are, but to what

extent, and this is one of the problems
we are facing at the moment.

Graham Bentley: Clearly these are unu-
sual circumstances but I am not actu-
ally sure how many people looking at
the market know how unusual it is.

‘The interesting guestion to start with
rather than where does asset allocation
go from here as far as clients are con-
cerned and considering the state the
market is in, is to think more in terms
of what asset allocations did people
have before we got to here that meant
they suffered maybe more than they
might have done given the strategy that
was taken.

How many people knew what the
volatility of that portfolio was before
they built it, or its expected volatility, as
opposed to thinking, well diversifica-
tion is a bit of a mix of things I will just
pop a bit of fixed interest in here, a bit
of equity in there and see how we go
along rather than testing it to say what
is my value at risk, Now people are say-
ing, I did not expect all these things to
fall together, but sometimes they do.

Trevor Whiting: We decided that we had
to be active with clients, getting to them
before they came to us. In times like
this a lot of investment advisers and
IFAs put their head below the parapet
because they know that if they contact
the client then they are probably going
to get bad news and a bad reaction.
They are going to get upset clients
and people generally do not like to do
that. But 1 think we have to do that,

&£ Yes in theory asset

allocationis

phenomenal, it works,

but as | tell clients, in

theory Communism

works

when times are like this we have 1o
reassure our clients, rather than wait-
ing tor that phone call to come.

That 1t is so important from an advis-
er perspective that no matter what you
have done with your asset allocation,
reassure the clients that what you have
done is there for a reason, yes it may
need to be changed, but also you have
to stand by your original advice.

Melanie Tringham: Do you think advisers
are going to come under more pressure
from clients? Is there going to be a need
for more client management, to try and
persuade them we are living in extraor-
dinary times and however much the
portfolio has fallen, you have done the
best you could in the circumstances?

Keith les: That is definitely going to
happen because in the falling market
people are just going to look around for
somoeonce lo hla.me.

I am probably different in the way I
have approached a lot of things, and I
have had a problem for along time with
the exam answer to asset allocation -
where asset allocation is just a diversi-
fied fund, a little bit of this, a little bit of

that, and hope it all comes good.

I have not held that view for vears.
You hanve pot 1o fook at the times, where
wo are and where we are heading, The

traditional maodel has only been fine
Becase thal was the way the wind was
Llowing. Right or wrong, whether the
people who advised clients knew what
they were doing, they turned out to be
correct purely because that was the




direction the wind was blowing. now
times have changed considerably.

Graham Bentley: That is a very impor-
tant point. The idea of something 1
read in a magazine somewhere that
somebody says [ should have X of this
or Y of that or whatever, is different
from a mathematical or strategic view.
The classic example is property.

Anybody who had a high exposure to
property would have looked fantastic
uver the last six or seven years or even a
iot longer than that.

Keith lles: Do the risk questions apply
anvmaore?

Graham Bentiey: One of the problems
that you get with risk profilers is what
they do is behave as if it is a one-off set
7 questions. You are a paratrooper,
iherefore vou will be a bull market fan
for the rest of your life for example.

All that a risk profiler should do s say
siven a population of peaple there will
be some who prefer more risk than oth-
ers, and if you look at the population it
f move depending on what the back-

i3t is g hullish market.

"
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what happen: o -
bullish end. Ifitis bearisn. itke 7 s o
it moves back in that direction. All you
are either doing is saying you are less
risky than someone else, but in terms of
the definition, the definition is how
much money can you afford to lose
before you have to stop?
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Jonathan Davis: I have never used a pro-
filer in 20 odd years of business. It is
just a way to cover your back for the
FSA. The risk that people talk about is
that they do not want to lose money. It
has been shown time and time again in
psychological studies that we aré more
than twice affected by a realised capital
loss than a realised capital gain. People
absolutely hate losing money.

Five years ago, when the stock mar-
ket and property was not as troubled as
it is now, there was this big thing that
grew in the profession about diversified
portfolios. In the last five years the
1FP’s been pushing it and the PFS has
been pushing it. Those portfolios will

now be down 20, 30 or 40 per-cent in.

the last year. The clients will not be

happy. The only risk that they care

about is losing money.

Now where we are at, the stock mar-
ket for example is 40 per cent down,
commercial property is probably simi-
lar but it is more hidden, bonds are on
their way, and the discussion will move
from diversified portfolios which have
been the perceived wisdom, to tactical
asset allocation, which I'have to say 1
have been pushing and advising my cli-
ents on for the last three or four years.

Matthew Merritt: We believein having a
diversified portfolio but to be able to
move that asset allocation tactically
and within very wide bounds. Now how
do you do that other than by waking up
in the morning and thinking whether
you feel lucky or not?

There are multiple solutions that
involve moving away from a static asset
allocation but they require a solid
understanding of risk management
and the role of tactical asset allocation.
To e the two are pretty much inter-
linked alongside a sensible understand-
ing of what different asset ¢lasses can
do for your portfolio.

All of the points T am hearing are all
valid but I.do not think there is a one
size fits all solution. You can actually
pull these building blocks together to
achieve different results' depending on
a client’s risk tolerance.



- Graham Beat!ey My colleague here is

absolutely right in terms of what clients

care most about is losing monéy. And
that asymimetric uhhty argument is

well made:

M poinis gut somethmg e]se as well '

From a fund Hanager’s pomt of view,

. froman economist’s potnt of view, from

a marketing person’s point of view, itis

a textbook thing. ¥rom an adviser’s
point of view it is somebody in your

face, and that is the big difference. Try-
ing to explain all the umbers-and so
onta a client. Clearly if you are fortu-
nate, then you have a rocket scientist
for a client who you can have that con-
versation with but typically not and the
danger is trying to over simplify the
other way so.that people’s expectations
tend to be more posmve than they
shou]d be

_‘Ii‘avur Smlth T#m an asset allocator and.

look at all asset classes. A prime éxam-

ple of calling markets was two years

ago when there was obvmusly a very
- good run on property. -

‘We held up a high exposﬁre ina ch- -

- erit’s portfolio but we saw that it was
coming to-an end: We sold out of prop-
erty completely; we just ditched it asan
asset class until we wanted to come
back to it. So we had called the prop-
erty market. I cannot see any differerice
between that and calling the equity
market. We.do not have to hold equities

in the portfolio. I do ot see that tacti-

calallocation is not achievable, you just
have to have a strong cormctlon

Melanie Tl-mgham Itis J.mporta.ntbo bear
in mind that any kind of asset has some

kind of risk attached. We are living ini.
such extraordinary times that there is.

an array of different risks attached to.
different kinds of assets that are ‘mak-
itig us stop and think,

Marcus Biase: From an IFAs point of
view, it is a case of getting right back to

 grass roots, when you go outand see a.
‘client and find out their attitude to risk.

It is fandamental that you go in‘and

firmly establish what that athtude to

nsk is.

behind asset allocation in theory seem
sound: My worry is first that people are -

inaccurately self-identifying their atti-
tude to risk, and nine times ot of 10
they will get it wrong because they will
not understand. Second, you are
putting them into a model which from
a statistical point of view is based on
fiscal a.ssumptxons which in reahty
break down.

Yes in theory asset allocation is phe-

'nomenal it works, you look at the sta-
“tistics, you look at the graphs, the

theory behind it is great, but as T tell

. clients, in theory Communisim works.
To delegate the task of risk manage- -
inent to a stochastic modelling process

- which has so many assumptions behind
it,-and delegating the attitude of risk

decision to the client is irresponsible.

Graham Bantiey: You are right to say that
to leave it to a subjective discussion
about what risk is about from a client’s
point of view is absolutely asking for
trouble. That is why the biggest weight
in that questiening process should

always be how much money can you

afferdtolose: - .

What the profiling process is
designed to do'is to take away some of
the behavioural biases that individuals
have when they are making selections.
Nobody is saying that is the right way to
do it and everybody else is wrong, all it

'is saying is if you do not want to take

responsibility for making those asset
decisions yourself, use a machine,

&€ Ifitis abullish

market, what happens

Is everyone shifts to

the bullish end. If it is

bearish, like it is now;

Jonathan Savé_ga: Thé.-ﬁn.damentals .. -‘t moves ba0k Il"l that

dlrectlon

Jonathari Savage: The fundamental _
point is that you are exploring diversi- =

fication, yon are looking at different

.assets but you are not leaving ituptoa. -
. model. You are making subjective deci-~

sions based on your expertise and

: --essentially you are chasing asset classes
<of the best performing in your opinion’

atthe time, whether that works or not
I do notknow but my perc eption ofit -
is you are cha.rgmg a fee because yon
are trying to marry two ideas together, -
personal mput and asset alloc ation.

Trevar Smith: Nobody has ever vomwe 1o
me and said actually what you want o
look at is what is going to happen in the
future. Where is this world yoinj,

‘where is this market going and so on.

That does not feature in any s
allocation model I have seen. Fhe dic-
tionary definition of stochastic is pro-
ceeding by guess work: And 1 think it
says it all really. | prefir o rely onony
persatial View ol Hie futuve,

Matthew Marrlt: What Uscise here s

Ahat there s gn awhil lot of conlusion

abiout what people are talking about'as
asset allocation,

Strategic asset allocation mvolves
holding pretty much static weightings
say, 60 per cent equity, 40 per cent
bonds and not moving significantly
away from that allocation. “This -
a,pploach tends to be driven by historic
risk/return and correlation analysis.

Tactical asset allocation involves
having the scope to move meaning-
fully into or out of asset classes
depending on perceived opportuni-
ties. Certainly the former will he
under considerable serutiny after
recenf events but the Lmor 18 1ot easy
Its vmpurs ‘ IR
matels be
they e s







