





Far better to combine asset classes which have appealing long-term risk and return characteristics in their
own rights, as well as a relatively low correlation with each other: assets that behave differently at any
point in the economic cycle, or are to some degree independent of the cycle. That way, if one asset falls
at any point, there is a reasonable chance that the other may not, thus providing some protection and
reducing volatility of returns for the portfolio.

Therefore, combining asset classes which show less than perfect correlation results in a diversification
benefit.

The positive result of combining assets with relatively low correlations into an efficient portfolio should
be that, for any level of risk, a well-diversified portfolio could have potential for a higher level of return.
Equally, for any desired level of return, a well-diversified portfolio should be able to achieve it with lower
risk — with less volatility. This should be attractive as price volatility can be unsettling and reducing that
volatility gives a greater likelihood that investors can stick to their long-term strategy and realise their
goals.

Correlation and Diversification can be implemented in three distinct ways:

The major asset classes — shares, bonds and cash — perform differently under different market conditions.
Historically, no single asset class has consistently outperformed all others every year. So by investing
across a variety of asset classes you may be able to reduce the volatility of your portfolio return.

It is also valuable to spread your exposure within each asset class across a wide range of countries, curren-
cies, industries and stocks. This global approach ensures that your investment is not narrowly concentrat-
ed in a particular region or industry, and helps to reduce the impact of a regional or industry downturn.

Different investment management styles also tend to excel at different times under different economic
and market conditions. By combining a range of investment managers with complementary investment
styles you may be able to neutralise the bias to any one style in each asset class.
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