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At Bloomsbury Wealth we have spent considerable time and effort 
building an investment process that sits at the forefront of the wealth 
management profession. Its genesis lies in answering the simple 
question ‘what do the theory and empirical evidence suggest that  
we should be doing to benefit clients most effectively when it comes 
to investing?’ 

The answer provides a number of clear pointers to where we should 
focus our energies to deliver our clients with a successful investment 
experience. We define a successful experience as one where our 
clients can sleep soundly at night, have a strong chance of achieving 
their lifestyle goals, and both understand and believe in the investment 
journey that they are taking. 

Our systematic approach is probably quite different to the investment 
approaches that many clients have experienced in the past. It 
allows us to remain focused on investing (maximising the chances 
of a successful outcome) and avoid speculation (the hope, but low 
likelihood, of achieving a maximal pay out). Throughout this document, 
we identify market timing, stock picking and active manager selection 
as speculative endeavours, despite the fact that these activities are 
what many in the industry regard as sound investing.

A MessAGe to  
OUR READERS



With warm regards,
The Bloomsbury Wealth Team
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Our approach to investing is elegantly simple, yet highly effective. We 
cannot control the returns that the markets deliver, but we can select 
and manage closely the risks that our clients take in their portfolios 
and capture – as closely as we can – the returns on offer. Success 
will come through managing risks, costs and emotions tightly over the 
years ahead.

This guide seeks to provide a comprehensive background for those 
who seek a deeper understanding of our methods and philosophy for 
investing and managing our clients’ money.

If there is any aspect that you would like to run through again in person 
with us, then please feel free to start a conversation.

If we had one simple message on investing to take away, it would be this: 

Belief, patience, discipline and  
fortitude are the keys to a successful 
investment experience.

Email:  truewealth@bloomsburywealth.co.uk

Phone:  0207 965 4480
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eXeCutive  
SUMMARY

At Bloomsbury Wealth we have built a sophisticated, 
yet elegantly simple approach to managing our clients’ 
investments, founded on the deep investment theory and 
empirical evidence that is available to all investors, yet acted 
on by only a few.

Our investment philosophy reflects the firm’s view 
on the markets and the basic assumptions that it 
holds. These include the beliefs that:

• Markets work effectively, pricing assets quickly 
and accurately: this means that trying to beat 
the markets, as so many investment managers 
claim that they are able to do, is an extremely 
challenging goal to set. We believe that 
capturing the market returns on offer is a more 
achievable and worthy goal.

• Risk and return go hand-in-hand: If you want 
higher returns, you need to take higher risks. 
If an investment opportunity looks too good to 
be true, it probably is.

• For every ‘winner’ beating the market, there 
has to be a ‘loser’ funding them: after costs 
there will be more losers than winners; as such, 
costs really matter. 

• Diversifying across asset types, geographies, 
sectors and companies is the only real defence 
against an uncertain future.
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• Driving down costs: all investment costs 
eat away at market returns. Small numbers 
compound into large impacts over time and we 
avoid as much return leakage as possible.

• Managing client emotions: poor decisions 
driven by emotion destroy wealth. Our 
disciplined, systematic approach helps to curb 
the influence of emotions on decision-making.

• Rebalancing portfolios regularly: as markets 
move over time, the structure of a client’s 
portfolio changes. Our disciplined rebalancing 
of portfolios back to their original structure helps 
to avoid an upward (or sometimes downward) 
drift of risk in the portfolio.

When structuring portfolios, we focus on doing a 
few things exceptionally well:

• Getting the right mix of asset classes in a client’s 
portfolio to achieve their goals: this is the driver 
of a successful outcome. It starts with ensuring 
that the right balance is set between growth 
(equity-like assets) and defensive (bond) assets.

• Diversifying broadly: client portfolios are highly 
diversified by asset class, geography, sector 
and company to ensure that they own a 
‘portfolio for all seasons’.

• Managing inflation: inflation is an unwelcome  
form of taxation and we endeavour to structure 
client portfolios so that they are adequately 
protected from it.

We treat building client portfolios as more of a science than 
an art. We make use of an empirically-based market risk 
framework to guide our portfolio construction.

Poor decisions driven by emotion destroy wealth. Our 
disciplined, systematic approach helps to curb the influence 
of emotions on decision-making.
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• In practice, high credit quality global short-
dated bonds (hedged back to GBP) and index 
linked gilts form the core of the defensive part 
of portfolios satisfying the need for strong 
defensive properties at times of equity market 
trauma, lower volatility and strong inflation 
protection.

• A range of model portfolios – from lower risk 
to higher risk – form the basic architecture for 
building client portfolios. These are created by 
combining the diversified growth assets with 
the defensive assets in differing proportions.

When it comes to implementing these portfolio 
structures, Bloomsbury Wealth uses funds 
designed to capture the bulk of the market returns 
delivered by the different risk factors that make up 
a client portfolio. We very firmly believe that this is 
the most sensible way to provide our clients with 
the greatest likelihood of a successful outcome, 
because:

• The mathematics of a winners and losers game 
ensures that the market return (the goal of an 
evidence-based strategy) will beat the majority 
of those funds trying to beat the market, after 
their higher costs have been taken into account. 
A mounting body of evidence suggests this to 
be the case.

We treat building client portfolios as more of a 
science than an art. We make use of an empirically-
based market risk framework to guide our portfolio 
construction:

• Equity investing can be described by three major 
dimensions of risk: the risk of owning the broad 
equity market instead of cash, the risk of owning 
smaller companies and the risk of owning value 
(less financially robust) companies, rather than 
the market as a whole. Expected returns of 
smaller and value companies are higher than 
those of the broad market in compensation for 
the higher risks taken. 

• In practice, developed market equities sit 
at the core of the growth-oriented element 
of client portfolios enhanced with moderate 
tilts to value and small company stocks in all 
markets, together with an allocation to global 
commercial property, which acts as an equity 
market diversifier. 

• Bond (fixed income) assets can be described 
by two risk dimensions: the maturity of the 
bonds held (maturity risk) and the risk of default 
(credit risk).
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• Active managers promising to beat the markets 
tend to move their portfolio around in terms 
of the dimensions of risks, making it hard to 
maintain and control the desired exposures to 
them, unlike an evidence-based approach.

• Winning performance rarely persists across 
time, suggesting that luck has a large role to 
play in short-term outperformance of markets. 
One needs over 15 years of data to be able 
to make a statistical distinction between the 
two. As such identifying tomorrow’s winners 
becomes a fool’s errand. Multiple studies 
reveal that skill-based managers are both very 
rare and hard to identify in advance. Estimates 
put skilled managers at less than 2% of the 
manager population[1].

• Somewhere between one third and one half 
all funds go ‘missing’ over a ten year period, 
whether through being closed or merged, 
which makes picking survivors, let alone 
winners, extremely difficult.

When it comes to implementing these portfolio structures, 
Bloomsbury Wealth uses funds designed to capture the bulk 
of the market returns delivered by the different risk factors 
that make up a client portfolio.

The ongoing governance of Bloomsbury Wealth’s investment 
philosophy and process, including the due diligence on,  
and selection of, robust products resides with its Investment 
Research committee, which meets regularly throughout  
the year.

[1] For example: Telegraph, 25 th November 2015, Revealed: The odds of picking a consistent 
Isa fund.
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True to our belief that our investment process must 
reflect what is right for our clients, we have leveraged the 
accumulated intellectual capital and empirical research that 
exists in investment academia to define exactly what this 
process should be.

In a capitalist society, where assets are owned by 
individuals and companies rather than the state, 
capital and labour are generally put to efficient use, 
seeking to generate the maximum wealth for those 
who take on the risk of enterprise in the form of 
dividends and share price increases for owners 
(equities) and interest and return of principal for 
lenders (bonds).

1.1 Assumptions

A number of basic assumptions need to be 
made in investing, without which it is impossible 
to implement a rational course of action. These 
include:
 

Assumption 1: Capitalism and 
markets work
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We believe that the market mechanism for pricing 
financial assets does so in a broadly efficient and fair 
manner, based on supply and demand, as in any 
market. We expect that the price of a company’s 
shares should closely reflect all of the information 
known about it, at any point in time[2]. In the short-
term, therefore, share prices move randomly on 
the release of new information[3]. The empirical 
evidence reveals, somewhat overwhelmingly, that 
professional fund managers who can outsmart the 
markets on a consistent basis through skill rather 
than luck are exceptionally rare and hard to identify 
in advance[4]. capturing as much of the return of the 
market as possible therefore becomes the key goal. 

[2] Eugene F. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” 
Journal of Finance 25, no.2 (May 1970): 383-417
[3] Malkiel, Burton G., (1999) A Random Walk Down Wall Street, (7th Ed) New York:  
W.W. norton
[4] Many sources exist, but a useful overview of the issues surrounding the debate can be 
found in: Bogle, John, C., (2007), The Little Book of Common Sense Investing, John Wiley 
& Sons, NY: NY.

It is a basic tenet that a company’s cost of raising 
capital equates to the rate of return that is expected 
by investors for investing in it, either by becoming 
an owner of the business through equities, or a 
lender to it via bonds. To achieve a higher level 
of return, investors inescapably have to take on a 
higher level of market risk, i.e. where the specific 
risk associated with individual issuers has been 
diversified away.

Assumption 2: Risk and 
reward go hand-in- hand

“So who still believes markets don’t work? Apparently 
it is only the north Koreans, the cubans and the active 
managers.”
Rex Sinquefield, co-founder and board member, Dimensional 
Fund Advisors
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The capital Asset Pricing Model (cAPM), developed 
by the nobel Prize-winning academic, Professor 
William Sharpe[5], describes this relationship 
between market risk taken and the level of  
expected return. Risk can be viewed in a number 
of different ways; the volatility of returns (the  
bumpiness of the investment journey) and 
the chances of loss are two commonly used 
descriptions. Many other risks exist that need to be 
identified and managed appropriately. 

There are few free lunches in investing. Any 
investment opportunity that claims to offer a high 
rate of return with low or no risk should be regarded 
with a high degree of scepticism, as either the risk 
is inadequately described or the reward overstated. 
While the cAPM is assumed to be largely valid, 
developments to it - including the identification 
of three key equity market risks described 
in detail later in this document - have added  
additional insight.

[5] Sharpe, William F. (1964). ‘Capital asset prices: A theory of market equilibrium under 
conditions of risk’, Journal of Finance, 19 (3), pp. 425-442.

An important concept that is often overlooked by 
investors is that for every investor who beats the 
market, there has to be an investor who loses to 
it. This is often referred to as a zero-sum game. 
By definition, as a group, investors will achieve the 
market return before costs. After costs, there will 
be more losers than winners. Average costs for 
funds trying to beat the market return (active funds) 
are generally materially higher than those of funds 
aiming to deliver the return of the market (passive 
funds). On average, passive funds will beat the 
majority of active funds by the difference between 
their costs. The figure on the next page illustrates 
the concept of the zero-sum- game-less- costs.

“What becomes a zero sum game is trading back and forth 
because all of us together are, of course, average. If I make 
a smart trade, believe me, somebody out there has made 
a dumb one. I mean, that’s the other side of the trade, so 
beating the market becomes a zero sum game.”
John c. Bogle, founder, vanguard Group

Assumption 3: Trading in 
markets is a zero-sum game 
before costs

Market risk (beta)

Market risk, market return

Risk-free asset (cash)

Higher risk, higher return
than the market

Lower risk, lower 
return than the market

Source: Albion Strategic Consulting. Note: this is a conceptual diagram, not an estimate of the link between market beta and return

Figure 1-1: Market risk is what you are left with when all company specific risk has  
been eliminated
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[6] Markowitz H. (1952), Portfolio selection, The Journal of Finance, Vol. 7, No. 1., pp. 77-91

At Bloomsbury we believe that good investing, 
based on the evidence and theory, can be distilled 
down into five simple – not necessarily easy – 
principles. These form the core of the advice that 
we provide to our clients; and we seek to implement 
these simple concepts with enduring excellence.

The concept of not putting all of one’s eggs in one 
basket is intuitive. Combining two investments with 
the same level of return, whose return patterns 
do not bear any relationship to each other (in 
investment jargon they are said to be uncorrelated), 
results in a reduction of portfolio risk by a quarter 
without any return sacrifice. Four uncorrelated 
assets combined together reduce risk by a half, 
as predicted by nobel laureate Professor harry 
Markowitz[6]. Diversification is an important tool in 
portfolio construction.

1.2 Principles of  
sound investing

Assumption 4: The maths of 
diversification works

“For the individual investor, the asset allocation decision is 
by far the most important factor in determining returns.”
Sandler Report (2002), commissioned by the UK Government 

Source: Albion Strategic Consulting

Figure 1-2: The zero-sum-game-less-costs that investors play

losers

Winners

lower costs

higher costs

no costs

losers

Winners

Market return less lower 
costs (passive funds)

Market return before costs 
(average of all investors)

Market return less higher 
costs (active - funds)
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The implementation of, and subsequent adherence 
to, a chosen long term mix of assets - often referred 
to as strategic asset allocation or investment policy 
- is the core driver of portfolio returns, describing 
around 100% of the total return of a portfolio 
and over 90% of the variation in portfolio returns 
over time[7]. We focus our efforts on ensuring that 
we deliver our clients with robust strategic asset 
allocation advice above all else, and that this is 
maintained throughout their investment lifetime.

Getting the mix of assets right is a risk management 
process. Acceptable risks – the flipside of which 
should be acceptable returns – need to be 
identified, their contribution tested within a portfolio 
context and then managed assiduously over time.

This is in contrast to much of the industry that talks 
about the importance of asset allocation on the 
one hand, while continually making low-chance-of-
success market timing decisions (chasing markets 
and managers) that move the client away from their 
chosen strategic asset allocation.

[7] Brinson, Gary P., Hood, L. Randolph, and Beebower Gilbert L., (1986) ‘Determinants of 
portfolio performance’, Financial Analysts Journal, vol. 42, No. 4, pp 40-48.

“Sensible investors prepare for a future that differs from the 
past, with diversification representing the most powerful 
protection against errors in forecasts of expected asset 
class attributes.”
David Swensen, cIO Yale University Endowment.

Page 5

Principle 1: Getting the mix of 
asset classes right is key
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The above table illustrates how owning a multi-
asset- class portfolio can help to reduce risk, 
particularly at times of equity market trauma. The 
return per unit of risk taken, commonly referred to in 
the industry as ‘efficiency’, broadly improves as the 
portfolio becomes more diversified. Note the way 
in which the losses in 2000-03 and 2007-09, when 
equity markets fell dramatically, were materially 
reduced in the multi-asset Mix 6 compared to the 
pure UK equity market holding in ‘Mix 1’.

The only certainty in financial markets is their 
uncertainty. Without this uncertainty of outcome 
there would be no extra return above a risk-free 
investment. The real risk to the long term investor 
is not return volatility but the lack of certainty that 
equity markets will act as the engines of portfolio 
returns over the coming years. This uncertainty 
requires the astute investor to take advantage, 
wherever they can, of the diversification benefits on 
offer. Owning a portfolio diversified across different 
asset classes, and holding material allocations  
to each, is critical to surviving the investment 
journey ahead and maximising the chances of a 
successful outcome.

Principle 2: Diversify, 
diversify, diversify

“By a continuing process of inflation, government can 
confiscate, secretly and unobserved, an important part of 
the wealth of their citizens.”
John Maynard Keynes, economist

Annualised return %
Risk %

1/2000 - 1/2003 loss
11/2007 - 2/2009 loss
Return per unit of risk

8.0% 8.2% 8.5%

-43%
-41%

-42%
-41%

-30%
-37%

14%

0.58

14%

0.58

12%

0.69

8.0% 8.6% 8.4%

-43%
-40%

-36%
-41%

-25%
-33%

14%

0.58

14%

0.62

11%

0.75
Note: this is not a suggested strategy, but simply an example of the benefit of diversification.  All data sourced from the Dimensional Returns 2.0 program.

Table 1-1: Diversification usually pays – 25 years to Dec 2015
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Inflation is a major danger for long term investors, 
particularly to clients who need to preserve the 
wealth that they have accumulated. The insidious 
erosion of purchasing power needs to be taken 
seriously; even at what appear to be relatively 
benign levels of inflation, it is still a major concern. 
The above figure provides an insight into the UK’s 
inflation history since 1948. Although inflation is 
certainly better than during the peaks of the 1970s 
and early 1990s, it is still a very substantial risk to 
those who – perhaps in retirement or approaching 
retirement – are most vulnerable to it.

The rate of inflation is lifestyle dependent. Research 
in the US[9] indicates that the rate of inflation for a 
high net worth lifestyle is around 2.5% p.a. above 
the commonly quoted US consumer Price Index 
(CPI), since 1982. Research from Saga[10] in the 
UK indicates that inflation for the over 50s is higher 
than for the population as a whole.

A rough and ready rule of thumb for estimating how 
many years it takes to halve purchasing power of 
money at a specific rate of inflation is the ‘Rule of 
72’. One simply divides 72 by the rate of inflation. 
On this basis, inflation at 10% will halve purchasing 
power in just over 7 years. Even at 2.5%, the value 
of money halves in under 30 years.

Real (after inflation) returns are used throughout 
our investment and broader financial planning 
process. Using real returns allows us to talk to our 
clients in today’s money terms, both for assets 
and liabilities. This is far easier than trying to talk in 
tomorrow’s debased money. When we construct 
client portfolios, we are very aware of the inflation 
risk that exists and we structure portfolios using 
building blocks that can help to mitigate it.

Page 7

Principle 3: Manage the 
danger of inflation

[8] The official inflation number – the UK’s Retail Prices Index - is calculated by the Office for 
National Statistics using price changes to a basket of about 700 areas of consumer goods 
and services.
[9] Forbes: Cost of Living Extremely Well Index, (2014) www.forbes.com
[10] http://www.saga.co.uk/newsroom/press-releases/2015/april/inflation-remains-
unchanged-for-march.aspx

Data source: Bank of England

Figure 1-3: UK Inflation (Retail Price Index) 1948-2015[8]
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The above figure provides a comparison between 
the estimated costs of a portfolio of passively 
managed funds[12] split 60% into growth (equity) and 
40% into defensive (bond) assets and a similarly 
structured average actively managed portfolio. 
costs can be broadly categorised into those that 
are seen and those that are unseen. Seen costs 
are largely captured by a fund’s ‘ongoing charges 
figure’ (OCF), which represents the manager’s 
annual management charge (AMc) and other costs 
e.g. custody and auditing of the fund’s assets that 
can be offset against the fund’s performance. 
Unseen costs relate to the costs of turning over 
(buying and selling) assets within the fund. These 
include brokerage charges, bid-offer spreads and 
any tax costs. Funds with higher turnover will incur 
higher costs. Active funds generally have higher 
turnover costs than passive funds, as the figure 
above demonstrates. 

Whilst the difference in costs of these two strategies 
may not seem material, they are. The lower cost 
strategy – assuming that gross returns are the 
same of each fund – will deliver 30% more wealth 
over 30 years and over 40% more over 40 years[14].

Reducing costs is one of the few truly free lunches 
in investing. A pound of costs saved is no different 
from a pound of market performance in monetary 
terms, yet it is far more valuable as it is consistently 
delivered, over time, without taking any additional 
risk. In today’s benign return environment, and 
given the less-than- zero-sum game in which 
investors operate, costs deserve greater scrutiny 
than ever. The industry, as a whole, exhibits costs 
that are inappropriately high and may favour the 
provider over the client.

Since 2004 we have been using low cost products 
to implement investment strategy as they provide  
a significant cost advantage over higher cost 
actively managed alternatives. cost differentials 
are certain and are compounded in client portfolios 
year-on- year, whereas active management returns 
are not. Research by Morningstar[11] provides a 
useful insight:

‘If there’s anything in the whole world of mutual 
funds that you can take to the bank, it’s that 
expense ratios help you make a better decision. 
In every single time period and data point tested, 
low-cost funds beat high-cost funds.’

Principle 4: Ruthlessly drive 
down costs

[11] Morningstar (2010), How Expenses and Stars Predict Success, www.morningstar.com

[12] This portfolio is not too dissimilar to the structure and funds used in Bloomsbury’s  
client portfolios
[13] Albion Strategic Consulting (2015), Cost Calculator.
[14] Sharpe, W. F., (2013), The Arithmetic of Investment Expenses, Financial Analysts 
Journal, Volume 69 · Number 2 ©2013 CFA Institute

Source: Albion Strategic Consulting [13]

Figure 1-4: Passive fund costs vs. the average active costs of a similarly  
structured portfolio
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[15] Sharpe, W. F., (2013), The Arithmetic of Investment Expenses, Financial Analysts Journal, 
Volume 69 Number 2©2013 CFA Institute

Time and compounding play important roles 
in successful investing; time tends to smooth 
out some of the more extreme market returns 
experienced over shorter periods of time, thus 
allowing portfolios, and the individual building 
blocks from which they are built, to exhibit their 
hoped-for characteristics, rather than the shorter-
term departures from them.

Data in the 2016 Barclays Equity Gilt Study shows 
UK equities having outperformed both cash and 
UK government bonds in 68% of the periods 
of two consecutive years from 1900 to 2015.  
however, as the holding period lengthens, there 
was a substantial increase in the proportion in 
which equities outperformed, so that of the periods 
of 10 consecutive years, equities beat cash in 91% 
and bonds in 79% while of the 18-year periods, 
the proportions rose to 99% and 86% respectively.  
This does not imply that equities are less risky over 
longer periods but it does suggest that an investor 
willing to forego access to their capital and sit out 
the inevitable fluctuations over a prolonged period 
was adequately compensated for doing so.

Time also magnifies the compounding of returns, 
turning small differences into significantly different 
outcomes, both in a positive and negative manner.  
Using the example above (Figure 1.4) of the cost 
comparison between passive and active funds, the 
cost differential, which may not at first sight seem 
that large, is in fact material due to the power of 
compounding and time. The above figure provides 
some insight into the effect of suffering higher 
costs; it shows the difference in total wealth (on 
a relative basis) between a lower cost strategy 
(0.48% p.a.) and a higher cost strategy (1.29% 
p.a.) over different time horizons. 

At Bloomsbury Wealth we make sure that we fully 
understand a client’s true investment horizon, 
structuring sufficient liquidity within their assets 
to meet shorter term contingencies, thus allowing 
them to remain invested for as long as possible.

Page 9

Principle 5: Time and 
compounding play important 
roles in successful investing

Source: Albion Strategic Consulting

Figure 1-5: The relative difference in terminal wealth over different time horizons[15]
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The way in which the brain works for interpreting 
and remembering information also creates adverse 
behavioural traits, including mental accounting 
(treating each part of the portfolio separately) and 
cognitive dissonance (not wanting to accept the 
reality of a situation). These behavioural traits can 
result in wealth-destroying decisions including the 
common buy-high, sell-low strategy, driven by 
greed and fear. 

The following figure illustrates this effect in real 
life. It looks at the flow of investor money into and 
out of US-based equity mutual funds in relation to 
the previous 12 month return from global equities. 
When markets go up, investors tend to buy, and 
when they fall, they tend to sell.

Behavioural finance tells us that investors suffer 
a number of wealth-damaging psychological 
preconceptions and biases. Many struggle to be 
rational in their decision-making, demonstrating 
overconfidence and the problems that come with it, 
including taking on too much risk and undertaking 
too much investment activity. For others, emotions 
including regret, pride, greed and panic play a large 
part in influencing investment decisions.

Principle 6: Control emotions 
and stay the course

“If I have learned anything from my 52 years in this 
marvellous field, it is that, for a given individual or institution, 
the emotions of investing have destroyed far more potential 
investment returns than the economics of investing have 
ever dreamed of destroying.”

John c. Bogle, founder, vanguard Group

Source: Albion Strategic Consulting

Figure 1-6: Common wealth destroying behaviour
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“Compounding is the greatest mathematical discovery of 
all time”
Albert Einstein, physicist

Research indicates that there is a material 
discrepancy between the returns that a fund 
publishes and the returns that investors in that 
fund actually achieve. This has been dubbed ‘the 
behaviour gap’ and it is widely observed across a 
wide range of fund sectors and sits in the region of 
-1.5% pa to around -3% pa[16].

An integral part of our consultative approach is the 
education of our clients in the basics of investing 
and the management of their expectations. Our 
systematic investment process eliminates much 
of the emotional decision making that other 
investors face. As lifelong partners to our clients, 
we are there to guide them through the episodes 
of market extremes that will inevitably occur from 
time to time.

Page 11

[16] Mind the gap 2014 by Russel Kinnel, Morningstar.
http://news.morningstar.com/articlenet/article.aspx?id=637022

Source: Investment Company Institute. Copyright © All rights reserved 2015.

Figure 1-7: US investors – inflows into equity funds – 2000 to 2014
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We adopt a disciplined approach to rebalancing, 
with client portfolios reviewed regularly and 
rebalanced when the weightings of component 
parts deviate significantly from their targets. 

Table 1-2 above illustrates the point. A hypothetical 
portfolio is created using data from 1975 that starts 
out with 50% in equities and 50% in bonds. The 
portfolio which has not been rebalanced (A) ends 
up with too much risk. The rebalanced portfolio 
(B) is rebalanced to 50% equities and 50% bonds 
each year. The risk, including worst case downside 
returns, is lower in (B) than (A), and over this period, 
the return has actually been similar.

Principle 7: Rebalance the 
portfolio back to the mix 
appropriate for each investor

The balance between equities and bonds is a 
critical decision point for every client (covered 
later). Over time, if left unchecked, risky assets i.e. 
those with higher expected long-term returns, tend 
to begin to dominate the portfolio. The process 
of rebalancing seeks to realign the portfolio with 
the agreed balance between equities and bonds, 
thus maintaining an appropriate level of risk in 
the portfolio. In some instances, a return may be 
generated from the rebalancing process, often 
referred to as a rebalancing bonus, but this is not a 
primary motivation.

“The fundamental purpose of rebalancing lies in controlling 
risk, not enhancing return. Rebalancing trades keep 
portfolios at long-term policy targets by reversing deviations 
resulting from asset class performance differentials. 
Disciplined rebalancing activity requires a strong stomach 
and serious staying power.”

David Swensen, cIO Yale University Endowment

[17] Data source: Financial Analytics 2015: MSCI World Index (net div.) since inception (Jan 
1975), UK 1-month T-bills

Source: DFA Returns Program [17]

no rebalancing

-78%

7.9%

9.7%

-28%

£1,153

-19%

-13%

Jan-75 to Dec-15

Maximum equity exposure

Return % p.a.

Risk %

Worst 3 years (cumulative) %

Growth of £100

Worst 1 year %

Annual rebalancing

~50%

7.8%

7.7%

-19%

£989

-14%

-2%

Table 1-2: Rebalancing helps to reduce downside outcomes (1 Jan 1970 to 31 Dec 2016)

Worst 5 years (cumulative) %
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At Bloomsbury we believe that investing is more science 
than art and that by systematically structuring portfolios 
along the well-researched dimensions of risk (the flipside 
of which are returns) it is possible to build extremely robust 
long term investment portfolios.

These two additional equity risk factors have 
delivered incremental returns relative to the broad 
market, across a range of global markets. Their 
framework is known as the Fama-French Three 
Factor Model[18]. Its significance is that the three 
equity risk factors together can describe around 
95% of all of the risk and thus return within an 
investor’s equity portfolio. The cAPM model only 
explains around 70% of the returns of an equity 
portfolio. These two risk factors are commonly 
referred to as the value premium and the size (or 
smaller company) premium and are explained in 
more detail on the following page.

2.1 Equity market risk factors

The starting point for most investors is to move out 
of cash and to take on broad equity market risk – 
to an appropriate extent - in order to capture the 
expected excess return which this represents.

however, in a seminal paper that developed further 
on the capital Asset Pricing Model, Eugene Fama 
and Kenneth French, renowned academics in the 
US, identified two more systematic risk factors – 
over and above that of the broad equity market as 
a whole - which together help to define more fully 
the characteristics of an equity portfolio.

[18] Fama, Eugene F., and Kenneth R. French, (1993) ‘Common risk factors in the returns on 
stocks and bonds’, Journal of Financial Economics 33, 3-56
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The risk of owning equities – perhaps better 
described as the uncertainty of the return outcome, 
which may include large losses – has delivered a 
higher rate of return over time than owning either 
bonds or cash, as the figure at the top for UK 
markets from 1900 illustrates.

In general, value stocks are described by high 
book-to- market (BtM) ratios, high dividend yields 
and low price-to- earnings ratios. Value stocks are 
simplistically described as stocks that are cheap 
because of their weaker financial position. At the 
other end of the spectrum, growth stocks are those 
with lower book-to- market ratios. They are often 
seen as being companies with glamorous futures.

The value premium has been identified in the 
data series of a wide range of major global equity 
markets including the US, Australia, Canada, 
the Eurozone, Japan, the UK and the emerging 
markets. It is important to note that while the value 
premium appears to exist, lengthy periods have 
existed when growth stocks outperformed value 
stocks. Weighting portfolios toward value stocks is 
a long term strategy and not a guarantee of short-
term success.

Exploiting the equity  
risk premium

Exploiting the value premium

[19] Cash – UK T-bills, bonds – Citi World Government Bond Index (hedged to GBP), UK 
equities – Dimensional UK Market Index.

Source: Dimensional Fund Advisors

Figure 2-2: The 3-Factor dimensions  
of equity risk

Source: DFA Returns 2 program [19]

Figure 2-1: UK markets – Annualised real returns (GBP)
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“To me stock prices are just the prices that produce the 
expected returns that people require to hold them. If they 
are growth companies, people are willing to hold them at a 
lower expected return... Value stocks may continue to take 
their knocks. Their prices reflect the fact that they are in 
poor times. As a result, because people don’t want to hold 
them – in our view because they are riskier – they have 
higher expected returns.”
Eugene Fama, recipient of the 2012 Nobel Prize for 
Economic Sciences

We believe that the value premium exists and is the 
result of the increased cost of capital associated 
with these companies’ relative financial distress. 
By taking material, but controlled, long term over- 
exposure – often referred to as tilts - to value stocks 
compared to the market as a whole, we believe 
that a reasonable chance exists of capturing this 
incremental premium, relative to the broad market, 
for our clients.

We will do this wherever suitable implementation 
products are available. We do not, however, try to 
make market timing moves between investment 
styles such as value and growth, as we view this 
as speculation.

Page 15

[20] UK (07/1955 to 11/2016) – Dimensional UK Value Index, MSCI UK Index (gross div.); US 
(02/1955 to 11/2016) – Dimensional US Large Cap Value Index, S&amp;P 500 Index; global 
(01/1975 to 11/2016) – Dimensional Global Large Value Index, MSCI World Index (gross 
div.); emerging markets (01/1989 to 11/2016) - Dimensional Emerging Market Value Index, 
MSCI Emerging Market Index (gross div.).

Data: Dimensional Returns 2.0 program [20]

Figure 2-3: The value premium – relative to the broad market
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The empirical evidence supports the existence of 
a small company premium too, which suggests 
that owning smaller companies is higher risk than 
owning larger companies; it is observed in major 
equity markets globally including most developed 
markets such as Japan, UK, Germany and the 
US, as well as in emerging markets. This premium 
cannot be explained by the capital Asset Pricing 
Model (CAPM  - referred to in Assumption 2)  
alone. By owning exposure to these company 
characteristics, our clients are provided with 
the opportunity, although not the guarantee, of 
enhanced returns relative to the market. 

Based on the research available, we consider that 
the small company premium should exist and 
warrants making modest, systematic tilts to our 
equity holdings to try to capture the long-term 
premium on offer for long-term investors. We will 
do so on a global basis, across both developed 
and emerging markets, where suitable products 
are available.

As with the value premium we do not seek to try  
to make tactical market timing moves between 
small and large company stocks, as we regard  
this as speculation. Trading in small cap stocks is 
also expensive.

Exploiting the small  
company premium

[21] UK (07/1955 to 11/2016) – Dimensional UK Small Cap Index, Dimensional UK Market 
Index; US (02/1955 to 11/2016) – Dimensional US Small Cap Index, S&amp;P 500 Index; 
global (01/1970 to 11/2016) – Dimensional Global Small Index, MSCI World Index (gross 
div.); emerging markets (01/1989 to 11/2016) - Dimensional Emerging Market Small Index, 
MSCI Emerging Market Index (gross div.).

2.2 Fixed income risk factors

The maturity risk decision

The two risk factors identified for bonds (otherwise 
known as fixed income) are: the maturity (or interest 
rate) risk premium, being the reward from owning 
longer maturity bonds compared to cash; and the 
default (credit) risk premium, being the reward for 
lending money to entities with lower credit ratings 
than, for example, the UK government.

In order to understand how bonds work, there are 
two central concepts that investors need to take 
on board. The first is that bond yields and bond 
prices move in opposite directions; when yields 
rise, bond prices fall and vice versa. This happens 
because the interest payments on a bond – known 
as ‘coupons’ – are fixed throughout the life of the 
bond (which is why they are often referred to as 

Data: Dimensional Returns 2.0 program [21]

Figure 2-4: The smaller company premium relative to the broad market
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[22] Duration is the weighted average term to maturity of the bond’s cash flows. In other 
words, it describes the time it takes to receive back the price paid for the bond, based on all 
of its future cash flows discounted back to their present values.

fixed income instruments). If the market perceives 
that the risks of owning bonds has changed e.g. 
because inflation is expected to be higher, then in 
order for a bond to provide the new yield that the 
market requires its price must change accordingly. 
This is sometimes referred to as the bond see-saw 
(see above). 

The second concept is that the longer the time  
to the maturity of a bond, the more volatile the 
bond’s price will be. In very simple terms, it describes 
how far out on the bond see-saw you are sitting.  
The sensitivity of a bond’s price to a change  
in  yield is measured by its ‘duration’[22]. A useful  
rule-of-thumb to judge the volatility of a bond 
investment is:

The table below provides an example of the impact 
on prices of movements in bond yields.
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1% rise  
[fall] in yield duration capital  

loss [gain]x =
Source: Albion Strategic Consulting

+1%  
rise

- 1%  
fall

Yield 
changes %

+ 2%  
rise

-5%  
price fall

+5% 
price rise

Duration  
= 5 years

-10%  
price fall

-1%  
price fall

+1%  
price rise

Duration 
= 1 year

-2%  
price fall

-10%  
price fall

+10%  
price rise

Duration  
= 10 years

-20%  
price fall

Table 2-1: Duration is a useful measure

“In investing, you get what you don’t pay for”

John c. Bogle, founder, vanguard Group

Source: Albion Strategic Consulting

Figure 2-5: The bond see-saw. Prices and yields are inversely related
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The risk that a borrower will default on its obligations 
is often referred to as credit risk. The higher the 
risk of default, the greater the return that investors 
expect for carrying that risk. Credit rating agencies, 
such as Moody’s or Fitch and Standard & Poor’s, 
provide credit ratings used widely across the 
investment industry, assigning credit ratings from 
investment grade (AAA to BBB) to high yield or 
‘junk’ (BB and below) but the market does a good 
job of pricing credit risk on a constant basis.

Perhaps not surprisingly, the higher the default risk, 
the less downside protection that bonds will tend to 
provide at times of equity market crisis, particularly 
if driven by economic concerns. At times of market 
turmoil, money tends to flow from more risky, less 
liquid bonds to safer and more liquid bonds. As a 
consequence, yields on bonds with higher default 
risk tend to rise and consequently their prices 
fall; and yields on high quality bonds tend to fall 
and their prices rise. As bonds exist in portfolios 
primarily as a defence against equity market falls 
and to deliver lower volatility than equities, higher 
quality bonds should take preference over bonds 
with greater default risk.

Deciding on which fixed income risk factors to 
include one must consider the role that fixed 
income plays in client portfolios. For risk-averse 
clients, who hold significant proportions of fixed 
income in their portfolios, safety of principal, the 
chances and magnitude of losses and inflation 
remain the key concerns. The role of fixed income 
in higher risk client portfolios is to balance the risky 
equity assets in the portfolio, providing protection 
at times of equity market trauma.

Finding a sweet spot, where bonds deliver the 
defensive properties that are sought, is the key 
structuring objective. The table on the next page 
provides an insight into the trade-offs that an 
investor faces between risks assumed and returns 
achieved, based on these two dimensions of bond 
returns. It looks at UK government and corporate 
bonds of differing maturity and credit risk.

A good example was provided during the credit 
crisis when the UK equity market fell by over 40%. 
UK gilts rose by around 14%, whilst very low quality 
bonds lost over 30%. Not all bonds are equal.

The credit (default)  
risk decision

Deciding where to ‘play’ in 
bond space

Source: Morningstar © 2016.

Figure 2-6: High-quality bonds have good defensive properties – Oct 2007 to Feb 2009
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While the risk factors above tend to dominate 
portfolios, there are a number of other less well 
researched risk factors that influence risk and return 
characteristics when introduced into portfolios.

Momentum can be described as the phenomenon 
where, for example, equities that have performed 
well relative to other equities over the past year 
continue to perform well over the short term. 
Broadly speaking, the time horizon of momentum 
effects in equities tends to be from around three 
months up to about one year[23].

2.3 Other risk factors that 
have been identified

Momentum

It is perhaps evident that a sweet spot (highlighted 
in purple in the table above) appears to exist in 
the gilts to AA short-dated (1-5 year) bonds where 
the return-to-drawdown payoff is good relative to 
many other areas of the bond universe.

By the end of five years, all momentum gains have 
generally been reversed. The cause of momentum 
is somewhat unclear. Some believe that it is due 
to behavioural biases, others that it must be some 
form of priced risk factor. Research indicates that 
the momentum effect is of a comparable magnitude 
to the three conventional risk premia of the  
equity market. Carhart’s[24] four-factor regression 
model (Fama and French’s three factors plus 
momentum) is widely used to analyse active fund 
manager performance. 

capturing the momentum effect is a challenge due 
to the high turnover and trading costs associated 
with such short-term strategies. however, paying 
attention to momentum effects when trading stocks 
within a fund could be valuable, if executed with skill 
and insight. From the perspective of Bloomsbury’s 
investment proposition, at the moment momentum 
will only be a secondary consideration as part of 
the evaluation of funds.
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Source: FE Analytics – iBOXX UK bond indices

Return 
%

Max  
drawdown %

AAA

AAA

3.4%

-4.7%

3.7%

-12.8%

3.0%

-25.1%

A

A

3.2%

-14.5%

2.9%

-33.8%

5.0%

-21.4%

Gilt

Gilt

3.8%

-2.2%

1-5 years

1-5 years

5.7%

-6.7%

5-15 years

5-15 years

6.9%

-10.6%

15+ years

15+ years

AA

AA

4.1%

-2.9%

3.8%

-22.0%

5.3%

-19.6%

BBB

BBB

5.9%

-7.3%

6.7%

-19.1%

7.8%

-23.4%

Table 2-2: Risk and return trade-offs 10 years to 10 Sept 2015

[23] Jegadeesh, Narasimhan and Titman, Sheridan, (1993), Returns to buying winners and 
selling losers: Implications for stock market efficiency, Journal of Finance, Vol XLVIII, No.1, 
March 1993

[24] Carhart, M. M. (1997). “On persistence in mutual fund performance”. The Journal of 
Finance 52: 57–82.
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The concept of ‘profitability’ has been explored by 
academics for some time. Profitable firms – all else 
being equal - appear to generate higher returns 
than unprofitable firms (measured by gross profits-
to-assets), and it has broadly the same power as 
book-to-market (value characteristics) in explaining 
where returns come from in an equity portfolio[25]. 
This premium has been identified across developed
and emerging markets and is statistically significant, 
i.e. it is unlikely to be due to chance.

It would appear that the profitability premium is 
broadly positive over most five-year horizons[26]. 
From the perspective of this investment process, 
profitability will only be a secondary consideration 
as part of the evaluation of funds.

In practice, the firm can directly control risk 
allocations to the Fama-French three factors but it 
currently only accesses momentum and profitability 
strategies via the funds that it selects on behalf 
of clients. The future use of these strategies as 
individual sources of risk premia (or not) will be 
decided by the Investment Research committee 
as more research becomes available.

Profitability

[25] Novy-Marks, R., (2012), The other side of value: The gross profitability premium.
[26] O’Reilly, G., (2013) Expected profitability: A new dimension of expected returns May 
2013, Dimensional Fund Advisors

From the perspective of this investment process, profitability 
will only be a secondary consideration as part of the 
evaluation of funds.
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Source: Albion Strategic Consulting

ConstRuCtinG 
Robust 
InvESTMEnT 
PORTFOlIOS
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With the theory and evidence underlying Bloomsbury’s 
investment philosophy in place, we can turn our attention to 
the way in which we apply it to the construction of portfolios 
for individual clients.

We have given our approach the name of evidence-based 
investing to describe the systematic and robust process we 
have adopted to structure the model portfolio strategies that 
form the basic architecture for individual client portfolios. 
The process breaks down into a number of steps, which 
are highlighted in the diagram below.

Figure 3-1: The portfolio construction process
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The theoretical framework that has been adopted 
for constructing portfolios is based on established 
investment theory. In accordance with Modern 
Portfolio Theory (MPT) a rational investor should 
seek to own an ‘efficient’ portfolio, where the most 
favourable ratio of return to risk exists relative to other 
portfolio possibilities. This hypothetical portfolio sits 
on the ‘efficient frontier’ that describes the most 
efficient portfolios along the risk spectrum. In reality 
this is not investible. however, the use of MPT does 
provide some insight into how well different building 
blocks work together in the portfolio.

As a development to this, Tobin’s Separation 
Theorem[27] suggests that the most efficient 
portfolio available is the ‘market portfolio’, i.e. the 
market capitalisation-weighted global mix of all 
assets; no other portfolio has a theoretically better 
set of risk-to- return characteristics. In a theoretical 
world, investors should own this market portfolio 
and add risk free assets to it (cash) to create lower 
risk/lower reward portfolios, or borrow against 
it, if they wish to increase the risk of the portfolio 
beyond that of the market portfolio. This concept is 
illustrated in the figure above.

In practice, a broadly comparable approach 
is adopted. Instead of using all available asset 
classes, a menu of asset classes that provides 
a solid investment rationale is used. A well-
diversified, equity-oriented asset mix (‘diversified 
growth assets’) has been designed with favourable 
risk/return characteristics and the expectation of 
delivering strong inflation-plus returns over the 
medium to long term. This is then mixed with lower 
risk assets (‘defensive assets’) to create portfolios 
at different points on the risk spectrum. These 
model portfolios offer the base architecture for 
constructing client portfolios.

3.1 The construction 
framework we have adopted

[27] Tobin, James (1957), ‘Liquidity preference as behaviour towards risk’, Revue of 
Economic Studies, 67

We have identified a short and robust menu of 
investment building blocks that we use in our 
clients’ investment portfolios, as well as those 
that are excluded. having a clear rationale for 
either circumstance provides discipline against 
being drawn into fashionable investments for 
fashion’s sake, rather than for sound and logical  
investment reasons.

3.2 Defining the asset  
class menu

Source: Albion Strategic Consulting

Figure 3-2: Tobin’s Separation Theorem
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To meet the criteria for inclusion an asset class 
must exhibit the following characteristics:

• The returns of the asset class rely on market-
based returns and investment theory, not on 
manager skill.

• The return history is long enough and reliable 
enough to provide adequate insight into its 
characteristics.

• The reward is adequate compensation for the 
risk being taken.

• The functional attributes that it possesses will 
make a meaningful contribution to the overall 
portfolio characteristics.

• The ability to access these characteristics 
easily and cost-effectively exists and the 
investment vehicle has continuous liquidity to 
allow rebalancing as required. 

• The ongoing governance of the risks involved 
can be controlled effectively by Bloomsbury’s 
Investment Research committee.
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criteria for inclusion

The growth assets portion of the portfolio represents 
a logically constructed, globally diversified mix 
of risky assets that seek to deliver strong after-
inflation mid-single digit returns over medium to 
longer-term investment horizons. Diversification is 
achieved at the asset class, geographic, sector 
and security levels. The shorter-term return 
experience from this part of the portfolio will be 
volatile with negative returns likely in around one-
in-three annual periods. Material negative returns 
can and will be experienced at times of extreme 
equity market returns, such as during the credit 
crisis. Investors therefore need to temper the risk 
of owning growth assets through an allocation to 
high quality defensive assets, according to their 
circumstances.

3.3 Growth assets on  
the menu
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[28] Market capitalisation represents the value of a company, being the number of shares in 
issue multiplied by the share price.

[29] South Korea sits on the cusp between developed and emerging markets and is 
classified as either one or the other depending upon the market index used.

Emerging market equities provide the opportunity 
to allocate a portion of the growth assets to equity 
markets with a higher expected rate of return 
than those of more developed markets. Emerging 
economies are loosely defined as those where 
per capita GDP is less than $25,000 per annum. 
These include South Korea[29], Brazil, chile, china, 
colombia, the czech Republic, Egypt, hungary, 
India, Indonesia, Malaysia, Mexico, Morocco, Peru, 
Philippines, Poland, Russia, South Africa, Taiwan, 
Thailand and Turkey. 

Emerging market stocks represent around 15% of 
global market capitalisation but a little under half 
of global GDP. As their capital markets develop, 
their market capitalisation share is likely to grow as 
more companies list and the proportion of shares 
available to investors in each company rises. Again, 
due to the complex web of cross-border earnings 
between developed and emerging economies, 
allocations are made in rounded allocations rather 
than precise measures.

Emerging market equities – 
Role: return enhancer

Developed market, publicly 
listed equities –  
Role: core return driver

Developed market equities form the core return 
driver of the growth assets mix, providing access to 
the broad rewards of global capitalism. Developed 
markets include countries such as the US, Canada, 
UK, France, Germany, Switzerland, Australia and 
Japan. They make up around 85% of all listed 
companies, globally, by market capitalisation[28] and 
generate just over half of global gross domestic 
product (GDP). As the UK represents less than 
10% of global equity market capitalisation and 
less than 5% of global GDP, it makes good sense 
to invest on a more global basis to diversify from 
UK-specific risks. Long-term returns are estimated 
at around 4-5% above inflation, but shorter term 
returns will vary – sometimes dramatically – around 
this long-term average. The ability of companies 
to raise prices, combined with the rising values of 
assets held (e.g. property and trademarks) provides 
longer-term protection from inflation.

As the UK represents less than 10% of global equity market 
capitalisation and less than 5% of global GDP, it makes 
good sense to invest on a more global basis to diversify 
from UK-specific risks.
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As described previous, value stocks are companies 
whose characteristics make them higher risk than 
the market as a whole. They are perhaps best 
described as being less healthy (and thus cheaper) 
companies, which offer an incremental return 
relative to more robust stocks. This premium is 
unlikely to be consistently delivered in the short-
term but has a greater chance of being captured 
over the longer term. The average annual return is 
estimated to be in the region of around 2% higher 
than the market as a whole over the longer term. 
Moderate allocations will be made to value stocks 
across all markets.

Value stocks –  
Role: return enhancer

Incremental returns come from the higher risks 
associated with investing in these less developed 
capital markets such as ill-defined ownership rights, 
political and social unrest, corruption and lower 
levels of corporate governance. These incremental 
annual returns are estimated to be in the region of 
2% above those of developed markets over the 
longer-term. Moderate allocations will be made to 
emerging market equities due to these higher risks.
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As described previous, smaller company (‘small 
cap’) stocks, like value stocks, appear to be more 
risky – this time on account of their size – when 
compared to larger capitalisation stocks. Again, 
empirical evidence suggests that a return premium 
exists across global markets and that this premium 
becomes more likely to be collected over longer 
investment horizons. It is estimated to be in the 
region of around 1% p.a. above the return of 
market as a whole over the longer term. Moderate 
allocations will be made to small cap stocks across 
all markets.

Smaller company stocks – 
Role: return enhancer
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Developed market equities are the core engine of 
growth and represent the starting point away from 
which other allocation decisions are assessed and 
made. Diversification across global markets and 
asset classes is used to diversify domestic equity 
risk; as such, non-domestic equities will represent 
a significant part of the equity allocation. No broad 
asset class will generally represent less than 5% of 
the diversified growth assets, as below that level 
its effect on the portfolio is statistically insignificant.

Global commercial property represents investment 
in industrial units, office blocks and retail shopping 
malls around the globe, where returns are derived 
predominantly from rental income and changes 
in the capital values of the underlying properties. 
Investment in publicly listed property securities 
(equities) – real estate investment trusts or REITs, 
as they are known – provides long term property 
return characteristics with a high level of liquidity 
in what is otherwise an illiquid asset class. Over 
the shorter term REITs may exhibit equity-like 
volatility, in part due to their gearing. It provides 
useful diversification properties with equities whilst 
avoiding the lower returns associated with owning 
bonds. Expected annual returns are estimated to 
be at around 1% less than those of developed 
market equities. It also provides long-term inflation 
protection. Moderate allocations will be made to 
global commercial property.

3.4 Constructing the 
diversified growth assets mix

Global commercial property – 
Role: equity risk diversifier

Figure 3-3: Bloomsbury Wealth’s standard diversified growth assets mix
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Defensive assets play an important role in all 
portfolios. For cautious investors they provide 
downside protection by delivering lower levels of 
potential losses than equity markets and help to 
preserve purchasing power over time. Returns 
are expected to be 1% to 2% above inflation over 
the medium term. For many more risk tolerant 
investors they provide a crucial balance against 
equity market trauma such as that experienced 
during the technology crash (2000-03) and the 
credit crisis (2007-09), delivering solid returns to 
offset equity market losses.

3.5 Defensive assets
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holding a small percentage in cash is an inevitable 
consequence of owning income-producing assets 
in the form of equities (dividends) and bonds (coupon 
payments); in this context, cash is an acceptable 
holding in a client portfolio, when monitored and 
managed. cash generated by the portfolio will be 
used to pay management fees and to rebalance 
portfolios. Adequate liquidity reserves are held 
aside outside the long term portfolio according to 
each client’s specific requirements.

Cash – Role: portfolio liquidity

For more cautious investors, short-dated bonds 
(i.e. bonds that are scheduled to repay capital within 
the next 1-5 years) help to contain the magnitude of 
short to medium term losses, as explained above. 
Provided that the expected inflation is realised, 
short-dated bonds will provide some protection 
from inflation. These bonds also provide protection 
from periods of deflation. Credit quality must be 
maintained at high levels (e.g. AA on average) to 
ensure that investors maintain a high chance of 
preserving capital. The temptation to pick up yield 
from higher yielding bonds should be avoided. 
Bonds issued by the UK government, supra-
national bodies such as the World Bank, other 
non-UK governments and high quality corporations 
are the main focus. Any currency exposure arising  
from owning non-UK bonds is avoided through 
currency hedging.

Short-dated, high quality 
bonds – Role: low volatility, 
equity market diversifier
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A number of investment assets/strategies have, 
after careful consideration, been excluded from the 
asset class menu, as they do not meet our criteria 
for inclusion on one or more grounds. The rationale 
for their exclusion is given below.

lower quality corporate bonds provide yields that 
should theoretically compensate for expected 
inflation, the risk of default and lower liquidity. 
However, given the attributes that we seek for 
fixed income assets, on balance they do not 
perform as well at these roles as index-linked gilts 
and short term bonds. We believe that default 
risk (below an AA credit rating) is, on balance, 
unattractive for a number of reasons. At times 
of financial market crisis, when defensive assets 
are of most value, credit spreads tend to widen, 
liquidity falls, and bonds with higher credit risk will  
likely underperform those issued by the 
governments of major economies and higher 
quality corporate bonds.

3.7 Excluded investments

lower quality corporate bonds

The defensive assets mix seeks to provide 
protection from inflation, strong defensive qualities 
in the face of equity market trauma and materially 
lower volatility than equities. This structure adopted 
to achieve these aims is: 75% in global short-term 
bonds (0-5 years maturity) with high credit quality 
(AA min) and all non-GBP currency exposure 
hedged back to GBP; and 25% in intermediate-
dated (5-15 year maturity) index-linked gilts.

3.6 Constructing the defensive 
assets mix

At times of unanticipated high inflation such as in 
the 1970s, holding ordinary bonds risks losses to 
purchasing power. Inflation-linked bonds provide 
a structural link to inflation indices such as the 
UK’s Retail Price Index, providing some protection 
from inflation. Ideally, inflation-linked bonds should 
be shorter-dated to reduce unwanted volatility, 
although in practice, good products in this space 
remain limited.

Inflation-linked bonds –  
Role: protection from 
unanticipated inflation

Figure 3-4: Bloomsbury Wealth’s standard defensive assets mix
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This was illustrated in Figures 2-6 earlier. In addition, 
the 100% downside loss potential, in exchange for 
a relatively small increase in yield, makes lower-
quality corporate bonds less attractive than other 
fixed income alternatives. These unfavourable 
traits were exemplified during the period November 
2007 to March 2009, when the UK equity market 
fell almost 40% and index-linked gilts delivered a 
positive return of a little over 7% but UK corporate 
bonds lost around 30%.
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Hedge funds superficially appear to provide 
appealing characteristics to investors, either as low 
correlation, stable return funds, or funds seeking 
to generate high returns. however, care must be 
taken when using commonly available risk and 
return numbers for such funds, given the biases 
that exist which overstate returns and understate 
correlations and volatility, as well as concealing 
unwelcome characteristics such as the increased 
probability of large losses. Industry claims that, in 
aggregate, hedge funds generate superior returns 
due purely to manager skill should regarded with a 
high degree of scepticism.

hedge funds

Increasingly, questions are being raised as to what 
hedge funds are actually offering; research suggests 
that this may in fact be systematic exposure to 
alternative sources of market-based returns rather 
than manager skill[30] [31]. It is interesting to note 
that during the period November 2007 to March 
2009, when the UK equity market fell almost 40%, 
diversified funds of hedge funds failed to live up 
to their diversification and skill-based returns sales 
pitch, losing over 20% in US$ terms. This suggests 
that such products are simply taking directional 
market bets, accompanied by very high fees. 

The difficulties of understanding the underlying 
strategies, selecting truly skilful managers in 
advance and performing the necessary due 
diligence as well as the very high costs (e.g. 2% 
annual management charge and 20% of the 
upside above what is often a cash hurdle, plus 
1% and 10% respectively on top of that for funds 
of funds) in what is still a zero-sum game make 
their inclusion unjustifiable in our view, despite the 
current investor and industry enthusiasm for them.

“Investors require unusual self-confidence to ignore the 
widely hyped non-core investments and to embrace the 
quietly effective core investments.”
David Swensen, cIO Yale University Endowment

[30] Gehin, W. & Vaissie, M., (2005), The right place for alternative beta in hedge fund 
portfolios: An answer to the capacity effect fantasy, Edhec-Risk Asset Management 
Research centre.
[31] Jensen, Grieg (2003), Hedge funds selling beta as alpha, Bridgewater Associates Inc. 
Daily Observations
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The basic, at-first- glance, risk/return trade-off of 
structured products (guaranteed nominal principal 
protection with market upside potential) looks 
appealing to less sophisticated investors and 
many have been sold through banks and adviser 
channels. In our opinion, a number of issues make 
them unsuitable for long-term investors.

• costs are very high. The dividend payments 
from companies in a market index are used to 
pay for the derivative strategy underlying the 
structure. A foregone dividend yield of 3% a 
year equates to a cost of approximately 15% 
over a five-year period.

• Pricing is opaque and margins are high. The 
one thing that is certain is that these are highly 
profitable products to sell because of the 
favourable pricing of the embedded derivative 
strategy and access to cheap capital[33].

• Counterparty risks exist. The Lehman Brothers 
collapse served to remind everyone that 
counterparty risk exists in structured products 
and is not always transparent.

Private equity, i.e. leveraged buy-outs and venture 
capital, appears to provide exciting opportunities 
for higher returns than the public market. In reality, 
capturing these higher returns comes at the price 
of illiquidity and higher risk. A Yale study[32] of 542 
buyout deals illustrated a gross return of 48% 
compared to that of the market’s 17% and a net 36% 
after costs. Yet after adjusting for leverage between 
these transactions and the public market resulted 
in the latter outstripping the buyout deals by 40% 
p.a.. Only a small number of the top managers is 
likely to deliver returns that compensate for these 
additional risks. This implies the need for superior 
manager selection skills, access to manager funds 
(which is often highly restricted) and high investor 
asset levels for direct access and appropriate levels 
of diversification. High costs decrease the upside 
opportunity further. For the individual investor, the 
benefits of private equity are outweighed by the 
practical problems of entry and diversification.

Structured products

lower quality corporate bonds

Synthetic hedge funds, replicating underlying 
market risk factors at far lower cost and with greater 
liquidity, could be a possible option for inclusion in 
the future but it is still too early to establish their 
efficacy in delivering the desired characteristics.

[32] Swensen, David (2000), ‘Pioneering portfolio management: An unconventional 
approach to institutional investment’, page 231, The Free Press, New York; NY.

[33] A structured product uses derivative instruments to create the pay-off structure of the 
product e.g. 100% of the S&P 500 rise over five years. Unless an investor is a derivative 
expert, it will be impossible to tell how richly priced the strategy is in favour of the issuer. An 
assumption that it is likely to be highly in favour of the issuer should be made. These product 
provide cheap capital because, unlike a deposit, no regular interest is paid on the principal 
amount, which can then be used for other activities, e.g. lending.

“...private equity is simply public equity with additional 
layers of leverage; it is therefore likely to be a good deal 
more risky than quoted equity markets, while several 
orders of magnitude more expensive in management fee 
structures... From an accounting perspective, private equity 
might appear to be a lower risk investment than quoted 
equities, while delivering historical returns that display low 
correlations with equities. In the real world, nothing could 
be further from the truth.”
Barclays Capital, Equity Gilt Study 2007
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• Products are complex. Many structured 
products are extremely complex to understand 
and are simply gambles on the direction and 
magnitude of the movement of one or more 
markets or even of individual shares. They fit 
uneasily with our desire to deliver transparent, 
low cost access to market risk factors that are 
expected to deliver adequate compensation 
for the risks taken.

Page 31

• Tax. Returns from structured products are 
taxed as income or capital gains – depending 
on the structure - in the year in which they are 
received, perhaps at a time that an investor 
does not want to receive it.

• liquidity. Once purchased, structured products 
are illiquid. Although a secondary market exists, 
where structured products can be bought and 
sold, it is not liquid. Investors usually have 
recourse only to the product’s issuer, who is 
not obliged to buy the product back.

The lehman Brothers collapse served to remind everyone 
that counterparty risk exists in structured products and is 
not always transparent.
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We have structured a number of model portfolios along 
the risk spectrum, created on the basis of our investment 
philosophy and what we regard as reasonable return and 
risk assumptions for the underlying assets (and which we 
are happy to discuss in more detail). These offer theoretically 
sound and practically robust portfolios for any client and form 
the basic architecture around which we build client-specific 
portfolios. They are formed by combining the diversified 
growth assets with the defensive assets. Bloomsbury offers 
two basic versions of its core model portfolios.

4.1 Our Standard portfolios 4.2 Our Global portfolios
The equities in the growth assets mix are allocated 
50% to the UK and 50% outside the UK. This 
structure is suitable to investors who have sterling 
liabilities and who feel more comfortable having 
a material allocation to UK assets. The defensive 
assets mix comprises 50% in short term high 
quality global bonds from which all non-sterling 
currency exposure has been hedged out and 50% 
in index-linked gilts.

We recognise that everyone is different and some 
people are comfortable and perhaps happier with 
a wider global approach to their investments, 
perhaps due to their personal outlook, reservations 
about the UK, their domicile being overseas or a 
more global lifestyle. They are also less concerned 
with holding little in the way of sterling-denominated 
assets.

blooMsbuRy 
weAltH’s  
MODEl PORTFOlIO 
STRATEGIES
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To that end we offer a global version of our portfolios 
where the exposure to developed market equities 
and commercial property is provided on a broadly 
market capitalisation basis; exposure to UK listed 
companies falls to around 10% of the developed 
market exposure and that to the US market rises 
to around 50%. The global growth assets mix is 
illustrated below.
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The defensive assets mix comprises 50% in short 
term high quality global bonds from which all non-
sterling currency exposure has been hedged out 
and 50% in index-linked gilts.

Figure 4-1: Bloomsbury Wealth’s diversified global growth assets mix

We recognise that some of our clients are comfortable 
and perhaps happier with a wider global approach to  
their investments.
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A sample of the standard portfolios which 
Bloomsbury employs at different points along the 
risk spectrum is structured as above.

In practice around 1%-2% of the portfolio value will 
be held in cash to cover fees, with this generally 
coming from the defensive assets mix.

4.3 Standard  
portfolio strategies

Note: Index proxies less estimated costs used to create comparable portfolios. Source: DFA Returns 2.0 program. Full portfolio simulation methodology available on request.

Metric

After-inflation  
return %
Risk %

Return per unit  
of risk

Worst drawdown

2nd worst 
drawdown

3rd worst 
drawdown

1.5%

4%

0.38

-11%

-6%

-5%

3.3%

9%

0.35

-30%

-27%

-27%

0.4%

3%

0.15

-6%

-6%

-3%

2.4%

6%

0.37

-17%

-16%

-16%

4.0%

12%

0.32

-42%

-36%

-36%

Portfolio
100

Portfolio
80

Portfolio
60

Portfolio
40

Portfolio
20

Portfolio
0

4.5%

15%

0.30

-51%

-44%

-43%

Table 4-1: Bloomsbury Wealth’s standard portfolio strategies – simulated performance 1956 
to 2015

Figure 4-2: Bloomsbury Wealth’s Standard portfolio strategies
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A sample of the global portfolios which Bloomsbury 
employs at different points along the risk spectrum 
is structured as above.

In practice around 1%-2% of the portfolio value will 
be held in cash to cover fees, with this generally 
coming from the defensive assets mix.

4.4 Global  
portfolio strategies

Note: Index proxies less estimated costs used to create comparable portfolios. Source: DFA Returns 2.0 program. Full portfolio simulation methodology available on request.

Metric

After-inflation  
return %
Risk %

Return per unit  
of risk

Worst drawdown

2nd worst 
drawdown
3rd worst 
drawdown

1.5%

4%

0.38

-11%

-6%

-4%

3.3%

9%

0.35

-30%

-27%

-27%

0.5%

3%

0.16

-6%

-6%

-5%

2.5%

7%

0.38

-17%

-16%

-16%

4.0%

12%

0.33

-42%

-36%

-36%

Portfolio
100

Portfolio
80

Portfolio
60

Portfolio
40

Portfolio
20

Portfolio
0

4.6%

15%

0.31

-51%

-44%

-44%

Table 4-2: Bloomsbury Wealth’s global portfolio strategies – simulated performance 1956  
to 2015

Figure 4-3: Bloomsbury’s global portfolio strategies
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At Bloomsbury Wealth we have a disciplined and 
regular rebalancing process which acts as a risk 
management tool. Rebalancing is undertaken 
using new cash or accumulated portfolio income 
wherever possible, particularly in taxable accounts. 
Given the discretionary nature of Bloomsbury’s 
service, we will carry out these transactions as 
and when they become necessary and confirm 
to clients any such action taken, thus minimising 
the impact of their emotional reactions to market 
movements and the time that they need to devote 
to their finances.

As indicated in the section covering the principles 
of sound investing, rebalancing is an important risk 
management mechanism. It should be systematic 
and unemotional - reducing exposure to assets 
that are above their target weights and increasing 
it to those which are below them. At times it can 
take a strong stomach to sell out of rising markets 
and to buy into falling markets, yet it is logical as 
it results in a ‘buy-low, sell-high’ approach which 
also maintains the portfolio at the risk level chosen 
specifically by the client in the first place.

4.5 Regular rebalancing  
of portfolios

Rebalancing client portfolios should be systematic and 
unemotional - reducing exposure to assets that are above 
their target weights and increasing it to those which are 
below them.
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In a recent article, charles Ellis[35] - a legendary US 
investment consultant and author – highlighted the 
issue most succinctly:

‘All is fair in love and war and marketing. So, 
active investors can take great pride in their PR 
masterstroke of hanging on index funds the 
dreaded albatross “passive.” Would any among us 
ever want to be called passive? (Try it: “This is my 
husband. He’s passive.” or: “Our team captain is 
passive.”) Of course not! Throughout our society, 
passive has a major negative connotation while 
active has a major positive connotation’.

Having structured robust, diversified portfolios 
structures at the asset class level, these strategies 
need to be implemented in real life. The key 
question that we asked ourselves was “should 
we try to identify, today, the very limited number 
of active managers who may beat the market in 
the years to come, or should we try and beat the 
majority of active managers simply by capturing the 
market returns available, as closely as possible?” 
Fortuitously, this is one area where the evidence, 
theory and logic make the decision relatively 
straightforward.

As an aside, we have always disliked the word 
‘passive’ and have preferred to use the term 
‘evidence-based’. [35] In defence of active ivesting, by Charles Ellis, CFA, 23 June 2015. This is a good, easily 

digestible piece, which is a back-handed compliment to the members of the CFA Institute 
comprising many active investment managers.
https://blogs.cfainstitute.org/investor/2015/06/23/in-defense- of-active-investing[34] Sinquefield, Rex (1995), Schwab Institutional Conference, San Francisco

“Let us agree on what we are debating, discussing and 
disagreeing about: active vs. passive management. Active 
management is the art of stock picking and market timing. 
Passive management refers to a buy-and- hold approach to 
money management.”

Rex A. Sinquefield[34]
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It is an ongoing form of irritation to read in the 
newspapers that passive funds are simply run 
by computers. nothing could be further from the 
truth. Passive funds employ skilled fund managers, 
who are highly focused and experienced at 
making decisions that minimise costs throughout 
the portfolio management and trading process. 
Whatever label is used, the overriding conclusion 
of reviewing the data is that such an approach 
provides investors with a highly effective and, 
serendipitously, a simpler way to invest than an 
active approach. Below we make the case for why 
Bloomsbury has arrived at the decision to use this 
type of fund in client portfolios.

considerable evidence exists to demonstrate that 
developed markets are largely efficient: information 
is incorporated into prices quickly, after between 
five minutes and an hour. The dispersion of returns 
between active managers provides an indication 
of the efficiency of markets. A low dispersion 
of outcomes suggests that markets are pretty 
efficient, so no-one is able to get a major advantage 
and deliver materially better performance than 
anyone else. Over the 10 years to June 2013 
difference between the top and bottom quartiles 
of fund performance was a mere 0.8% p.a. among 
US fixed income managers, and 1.5% among 
US large cap managers (suggesting that these 
markets are relatively efficient), yet it was almost 
20% between the top and the bottom US venture 
capital managers[36].

“I remain sceptical that markets are systematically irrational 
and that knowledge of irrationalities can lead to profitable 
trading strategies. Indeed, the more potentially profitable 
a discoverable pattern is, the less likely it is to survive. 
This is the logical reason one should be cautious not to 
overemphasise the apparent departures from efficiency”
Professor Burton Malkiel, author of ‘A random walk down 
Wall Street’

5.1 Market efficiency
The concept of market efficiency is a simple but 
important one; the basic premise is that prices 
reflect all publicly available information accurately 
and quickly and that in a free market the price 
represents the fairest assessment of value at 
any point in time until the arrival of new public 
information. This is known as the Efficient Market 
hypothesis and was developed by Eugene Fama in 
1966. Its implications are immense; if it holds, then 
it is almost impossible, particularly after costs, to 
make returns greater than the market without taking 
more risk than the market. The logical conclusion 
would be that active management does not work.

[36] The Yale Endowment 2012 Report, from
http://investments.yale.edu/images/documents/Yale_Endowment_12.pdf
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The table above provides some evidence of 
the power of the zero-sum- game-less- costs 
environment. It illustrates the percentage of 
actively managed funds beaten by an appropriate 
benchmark. Note that even in markets where one 
might expect active managers to do well at finding 
mispriced securities – such as emerging market 
equities or small cap stocks – over 80% fail to 
achieve their promise to beat the market return.

A classic piece of research[37] shows that of 355 
US equity mutual funds in existence in 1970, 
only three (<1%) delivered statistically significant 
and consistent outperformance through to 2005. 
Around two thirds of funds failed to even make it 
through the period under review.

In the event that outperformance persisted over 
time it would be possible to select managers on the 
basis of their track records to outperform the market 
in the future, based on their past performance.

however the research evidence from the US, the 
UK and Australia, where major studies have been 
undertaken, broadly shows that performance fails 
to persist and where it does, it is weak, short-
lived and unexploitable due to costs. Evidence of 
performance persistence largely only exists when 
performance is poor.

The table on the following page, from some UK 
research[38], illustrates the point clearly. It ranked 
the five-year performance to the end of 2009 of 
1,440 funds available to UK investors into quintiles 
(the top 20% of managers are designated as being 
quintile 1 etc.). It then looked at how the managers 
performed over the next five-year period to the end 
of 2014. If all of the quintile 1 (top 20%) managers 
in period 1 were skilled - rather than lucky - one 
would expect that nearly 100% would end up in 
quintile 1 (top 20%) in period 2 ending in 2014. 

In fact, reading across the page only 25% of funds 
did (column 2), with 14% in the second quintile, 
11% in the third and so on. One would expect this 
more or less even spread of period 1, quintile 1 
managers across the five quintiles in period 2 to be 
attributable to an outcome based on luck. Perhaps 
the most shocking statistic is the number of funds 
‘missing’ at the end of 2014. Good funds do not 
disappear! In total, one third of all UK funds failed 
to make it through the 10-year period of the study.
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5.2 The zero-sum-game-less-
costs is hard to win

5.3 Performance persistence 
fails to occur

[37] Bogle, John C. (2007), The little book of common sense investing, John Wiley & Sons
[38] Vanguard (2015), The case for index investing for UK investors’, April 2015  
www.vanguard.co.uk

Source: SPIVA © report Europe, year-end 2015

Table 5-1: SPIVA – GBP denominated active funds beaten by their benchmarks - 
10 years to 2015
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Short-term market rankings based on performance 
are truly meaningless, yet these are used by most 
individual investors and many advisory firms (and 
institutional investors) to pick funds or compile best 
buy lists. In the few cases where managers appear 
to exhibit market-beating returns, this could be 
down to either luck or skill. One can establish which 
it is, with a high degree of confidence, if their level 
of skill persists over a significant length of time. A 
leading manager needs a track record of around 
16 years to distinguish skill from luck, something 
which few have.

Given that most managers have track records too 
short to distinguish skill from luck, performance fails 
to persist, many funds close or merge and that any 
manager with a long enough track record is unlikely 
to be around for the period of time required going 
forward, success in manager selection becomes 
an extremely resource-intensive and risky business 
with a low probability of success.

The risk-factor based approach to investing 
adopted by the firm requires the maintenance of 
risk exposures over time. This is more effectively 
achieved using passive products that provide pure 
risk factor exposure, compared to using active 
managers whose exposures to different risk factors 
may well drift over time. In the annual S&P SPIvA 
report[39], the analysis revealed that only 36% of ‘All 
domestic US funds’ demonstrated style consistency 
over a 10-year period to the end of 2015. 

5.4 Distinguishing skill from 
luck is not easy as sufficient 
data rarely exists

5.5 Controlling risk factor 
exposure is hard to maintain 
with active managers

[39] SPIVA (2015) – US year end 2015

Source: Vanguard 2015 (data in table rounded to nearest 1%)

Period 1 
ranking to 
12/2009

42Quintile

15%18%2

14%15%4

15%14%1 (top 20%)

14%18%3

11%5%5

Subsequent quintile ranking
Period 2: to 12/2014

5 Missing31 (top 20%)

13% 26%14%15%

11% 39%14%8%

21% 16%11%25%

12% 28%18%12%

13% 51%13%8%

Table 5-2: Performance fails to persist – Five-year transition matrix to 31/12/2014
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“Each investor has to develop his or her own methodology 
for forecasting manager alpha [outperformance of the 
market return]... if you don’t think that you can do this, 
maybe you should not hire active managers”
Waring and Siegel[40]

At Bloomsbury we hold the firm conviction that 
we will, where appropriate products are available, 
use passive strategies to construct our clients’ 
portfolios. The evidence, theory and logic firmly 
back our stance. This strategy provides our clients 
with the best chance of a favourable outcome – our 
definition of investing.

The efficacy of passive investing is summarised 
neatly in the statement below: 

“The significance of the evidence is not that passive 
investing will always outperform active investing, 
but that when an investor has to make a decision 
about which way to invest, the probability of success 
always lies in favour of passive investment.”

5.7 Passive investing is the 
high probability route to 
investment success

Today, the use of passive investing is more 
prevalent in the US than elsewhere but its global 
use is expected to grow. In 2012[41], passive 
management strategies (split relatively evenly 
between institutional mandates and investment 
funds, i.e. mutual and exchange traded funds) 
accounted for around $7.3 trillion or 11% of global 
assets under management (AUM). It is estimated 
that by 2020, around 22% of global AUM will 
be managed on a passive basis ($22.7 trillion, 
split $12.2 trillion to mandates and $10.5 trillion  
to investment funds). The UK is late to the game, 
with around 10% of retail assets invested on a 
passive basis.
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5.6 Passive investing is  
not new

[40] Waring and Siegel (2003), part one: The dimensions of active management, part two: 
Debunking some myths of active management, Investment Research Journal, Blackrock, 
Volume 6, Issue 1, April 2003.
[41] PCW Asset Management (2014): Asset management 2020, A brave new world,  
Feb 2014
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The efficacy of each fund used in our client portfolios 
is reviewed at Investment Research committee 
meetings. The wealth team at Bloomsbury, assisted 
by external research organisations, keeps abreast 
of new products and if they meet our inclusion 
criteria better than existing products, the latter 
will be replaced, but only if the benefits outweigh  
the total costs of moving to the new fund, such  
as the crystallisation of capital gains and  
transaction costs.

We have defined a number of selection criteria 
against which we undertake our due diligence to find 
best-in- class products to use in client portfolios. 
The responsibility for the discussion, approval 
and ongoing monitoring of products rests with 
Bloomsbury’s Investment Research committee. 
Serendipitously, the selection of passive strategy 
funds is reasonably straightforward as the choices 
are relatively limited and the criteria easy to identify 
and evaluate.

5.8 Employing a  
‘best-in-class’ investment 
product approach
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Passive investing is not new. The UK is late to the game, 
with around 10% of retail assets invested on a passive basis.



CHoosinG tHe 
RiGHt PORTFOlIO 
STRATEGY FOR  
A clIEnT
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As stated at the start of this document, setting the  
appropriate long term asset allocation for a client is the 
most important element of investment advice. higher quality 
decisions will have an enormous and beneficial impact on 
our clients, both emotionally and financially.

Every client needs to understand and to be able 
to live, both emotionally and financially, with the 
risks of the portfolio that they own. At Bloomsbury 
Wealth, we break the risk equation for clients into 
three distinct areas that need to be understood and 
addressed, these being: first, the client’s emotional 
tolerance for investment risk; second, their financial 
capacity to suffer falls in the value of their portfolio; 
and third, their need to take on risk in the first place.

We explore the first element of risk, i.e. a client’s 
ability to tolerate investment risk, using a process 
known as psychometric risk profiling. This 
independently assesses the emotional trade-off 
between upside gain and downside pain with 
which the client feels comfortable, which improves 
the likelihood that they will be able to adhere to the 
investment strategy that they adopt.

6.1 Making the best possible 
decisions for clients

Evaluation of a client’s 
emotional tolerance for risk
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We use a market leading psychometric tool – 
FinaMetrica – to evaluate a client’s emotional risk 
tolerance. It was developed in conjunction with 
the Applied Psychology Unit at the University 
of new South Wales and exceeds international 
standards for tests of this kind. The results provide 
an indication of the range of exposures to risky 
(equity-like) assets with which the client is likely to 
be comfortable. Our portfolio strategies then map 
to these risk score ranges. We use FinaMetrica as 
a starting point in our discussion of risk with clients 
but do not rely slavishly on its output.

Alternatively, a client with a short investment 
horizon may not be as able to ride out the inevitable 
falls and recoveries in portfolio value as one with a 
longer term horizon.

On the financial side of the equation it is important 
to understand a client’s capacity to suffer and 
survive financial losses. Their ability to do so will 
depend on their level of wealth, the flexibility of 
the goals set, and their investment horizon. For 
example, a client with a high level of income derived 
from a final salary pension scheme, or an annuity, 
which covers their basic cost of living, may be able 
to cope with losses on the portfolio of a greater 
magnitude than a client whose portfolio’s goal is to 
fund basic living costs.

The third leg of establishing a suitable level of risk 
to take in a portfolio is driven by a client’s need to 
take risk in order to generate the level of portfolio 
returns that are needed to help fund their agreed 
financial goals. It is possible that the need to take 
risk – to achieve returns – is higher that a client’s 
emotional tolerance for risk and their financial 
capacity to suffer losses. Simply taking on more 
risk will inevitably lead to considerable emotional 
and financial concern in the future. Goals may 
therefore need to be reassessed. On the other 
hand, it may be the case that their need to take 
risk is actually lower than the client’s emotional 
and financial capacity for loss. They then have the 
choice either to take on a lower level of risk or to 
take on more risk, albeit in the knowledge that they 
can afford to do so.

Defining a client’s financial 
capacity for loss

Defining a client’s need to  
take risk

Figure 6-1: Defining a suitable level of risk for a client
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We use lifetime cash flow planning models to help 
us, and our clients, to understand the potential 
impact on their future of different portfolio outcomes 
and to estimate their financial capacity for losses 
and their need to take risk.
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Defining the right level of risk to take is not simply 
a prescriptive output of the tools that we use but 
requires careful discussion and the resolution of 
the trade-offs that a client may need to make. This 
ensures that clients end up owning portfolios that 
are suitable for delivering on their unique emotional 
and financial objectives.

A client with a short investment horizon may not be as able 
to ride out the inevitable falls and recoveries in portfolio 
value as one with a longer term horizon.
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At a strategic level, the firm’s owners drive the investment 
philosophy and process at Bloomsbury via the Investment 
Research committee (IRc). At the client level, a dedicated 
financial planning manager has overall responsibility for 
ensuring that the investment strategy for each client is fully 
aligned with their goals and risk profile and that the overall 
financial planning undertaken creates both simplicity and 
sense for the client.

As such our decision-making responsibilities are 
based around process improvement, best-in-class 
product analysis, new money implementation 
and rebalancing, rather than requiring the  
tactical short-term investment decisions faced by 
active managers. 

consistent with our investment philosophy, the 
committee’s primary role is one of oversight, 
investment research and review.

onGoinG 
GoveRnAnCe of 
tHe InvESTMEnT 
PROcESS

Bloomsbury Wealth’s investment philosophy (which 
then leads to its investment process) is a simple, 
yet highly effective, one based on strategic asset 
allocation, implementation using predominantly 
passive funds, and disciplined rebalancing.

7.1 Investment Research 
committee (IRc)
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Major decisions relating to the investment 
management or implementation processes are 
discussed, resolved and agreed within its structure. 
Formal meetings are held every few months but 
can be called on an ad hoc basis if circumstances 
warrant it. The committee also retains the services 
of an independent strategic consultant with 
expertise in wealth management and investment 
solutions to provide it with objective input. All 
meetings are minuted and held on record.

The committee acts as the forum for discussing 
investment-related issues, some of which are 
discussed on a regular basis, such as product 
updates, portfolio rebalancing actions and new 
client transition progress with others addressed 
on an ad hoc basis. Key areas for which it has 
responsibility include:
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• Ongoing review, retesting and refinement of the 
investment process;

• Review of Bloomsbury Wealth’s portfolio 
strategies;

• Review of the existing components used in 
portfolio implementation and of their continued 
best-in- class status (or otherwise);

• Reaffirmation or refinement of the asset class 
exposures in portfolios;

• Review of the long term asset class return 
and other assumptions used in the financial 
planning process and

• Review of due diligence undertaken on any 
new products that may be used in portfolios 
and agreement on the appropriate applications 
for them.
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Bloomsbury Wealth is a multi-award winning specialist wealth management 
and financial planning firm based in London owned and led by Carolyn Gowen 
and Robert Lockie.

©2017 Bloomsbury Wealth

Email:  truewealth@bloomsburywealth.co.uk

Phone:  0207 965 4480

Our approach to investing is elegantly simple, yet highly effective. neither we, 
nor anyone else, can control the returns that the markets deliver but we can 
select and manage closely the risks that our clients take in their portfolios. We 
can help them to obtain the bulk of the returns delivered by the markets, by 
minimising both financial and emotional costs, and helping them to stay the 
course. Belief, patience, discipline and fortitude are the pillars of a successful 
investment experience.

To start a conversation with one of our friendly and experienced advisers in 
the Bloomsbury Wealth team to find out how we can help you to discover the 
meaning of true wealth contact us:

Disclaimer:
This document is intended for informational purposes only and no action should be taken or refrained from being taken as a consequence of 
it without consulting a suitably qualified and regulated person. It does not constitute financial advice under the terms of the Financial Services 
and Markets Act 2000. It is not an offer to sell, or a solicitation of an offer to buy, the instruments described in this document. Interested parties 
are advised to contact the entity with which they deal, or the entity that provided this document to them, if they desire further information. The 
information in this document has been obtained or derived from sources believed by Bloomsbury Wealth to be reliable but Bloomsbury Wealth 
does not represent that this information is accurate or complete. Any opinions or estimates contained in this document represent the judgement of 
Bloomsbury Wealth at this time, and are subject to change without notice. Certain investments carry a higher degree of risk than others and are, 
therefore, unsuitable for some investors. The value of investments, and the income from them, can go down as well as up, and you may not recover 
the amount of your initial investment. Where an investment involves exposure to a foreign currency, changes in rates of exchange may cause the 
value of the investment, and the income from it, to go up or down. Tax treatment depends on an investor’s individual circumstances and may be 
subject to change.
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For further information please get in touch 
with your usual Bloomsbury contact, 
telephone 0207 965 4480 and ask for a 
member of the wealth team or alternatively
email truewealth@bloomsburywealth.co.uk

Bloomsbury Wealth and Bloomsbury are trade names of Raymond James Investment Services Ltd (Raymond 
James) utilised under exclusive licence. Raymond James is a member of the London Stock Exchange and is 
authorised and regulated by the Financial Conduct Authority. Registered in England and Wales number 3779657. 
Registered Office Broadwalk House, 5 Appold Street, London, EC2A 2AG.

Bloomsbury Wealth
30 Crown Place
london
EC2A 4BT
United Kingdom

bloomsburywealth.co.uk

T: +44 (0)20 7965 4480
E: truewealth@bloomsburywealth.co.uk


