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The Purpose of This Document
This document describes the principles and methodology employed in creating the Provisio Limited (Provisio) range of strategic asset 
mix templates, investment management service and security selection module. 

An Overview of the Design Process
The development of the Provisio investment programme comprises four key stages.

Stage One: The Pivotal Strategic Asset Mix

Stage one seeks to identify a risk-return optimised asset mix template which is suitable for the 
typical balanced risk investor. Suitability rests on the selected risk-profiling methodology (risk-
return parameters), the assets available for investment (the opportunity set) and the core 
beliefs (doctrinal set) to which the board of directors of Provisio is committed i.e. active asset 
mix management.

Stage Two: Extending the Asset Mix Range

Once the pivotal asset mix is identified, further asset mix templates are 
constructed by increasing exposure to risky assets to the right of the pivotal 
balanced and less risky assets to the left of the pivot. 

Each strategic asset mix template is stress-tested with a view to estimating the 
range of possible investment outcomes at given levels of confidence 
(probability). This provides a wealth of data, based on a system of careful 
assumptions, upon which informed decisions can be made by adviser and 
investor alike. 

Stage Three: Populating the Strategic Asset Mix Templates

Stage three is concerned with identifying appropriate securities to represent the opportunity 
set. Appropriate securities are those which satisfy demands in three critical fields: 1) costs, 2) 
mandate and 3) availability. 

Stage Four: Managing the Asset Mix

Lying between strategic asset allocation and stock selection, tactical asset 
allocation is a strategy that aims to add value by opportunistically weighting 
seemingly attractive assets with capital taken from seemingly less attractive 
assets within the strategic framwork and before stock selection methods are 
applied. 

Tactical asset allocation is a proactive approach that seeks to answer questions 
about current market conditions and what to do next. Arguably, it is a 
necessary strategy to mitigate the risks inherent in the strategic asset allocation 
process.
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Stage One: The Pivotal Strategic Asset Mix

The Risk-Return Parameters

Provisio currently utilise the Standard Life risk profiling questionnaire to provide a reasonable estimation of an investor’s risk profile 
and to also provide an audit trail. Provisio are not tied to using this specific risk profiling tool however and amendments may be made 
in the future. For the time-being it is important that we find agreement between the idealised ‘balanced’ portfolio (given that most 
investors fall in this category) in the mind of Provisio advisers and the results of the Standard Life risk profiling questionnaire. A typical 
‘balanced’ asset allocation outcome presented by the Standard Life risk profile system is illustrated in figure 1, below. 

Figure 1: Standard Life risk profile balanced risk outcome

Additional ‘balanced’ asset mixes are illustrated in figures 2 to 4 (below). These are industry standard benchmarks and can be 
regarded as typically representative of industry opinion as to the nature of a balanced portfolio. It is worth pointing out that the 
balanced mandate originates in the attempt to provide a balance between capital growth and income and not specifically in targeting 
a balanced risk profile, although interpretation focussing on risk is, we feel, justified and is commonly adopted by the retail investment 
adviser. 

Figure 2:APCIMS Balanced Index Figure 3: IMA Balanced Managed Sector 
Average (March 2008)

Figure 4: ABI Balanced Managed Pension
Sector Average (March 2008)

It is clear that, as far as the industry standard goes, the balanced asset mix can contain between 49% and 80% invested in equity 
markets with further significant ranges in the bond and property segments. But this superficial examination of the asset mix tells us 
little of the range of risks presented to investors by any one (or any combination) of these templates, not least because of the wide 
dispersion within the broad segments outlined above. To arrive at a useful measure of risk we estimate the standard deviation of each 
candidate portfolio (see table 1) based on a system of careful assumptions (see table 4 and table 8 later in this document). 

Table 1: Risk and return estimations
Benchmark Portfolio Standard Life Outcome APCIMS Balanced IMA Balanced ABI Balanced
Expected Variance 0.010 0.018 0.020 0.024
Expected Standard Deviation 10.1% 13.5% 14.3% 15.4%
Expected Returns 7.9% 8.4% 8.6% 8.9%
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Table 2 demonstrates the likely characteristics for each of the asset mix strategies discussed. 

Table 2: Asset mix management characteristics

Strategy
Action in Equity 
Market Decline

Action in Equity 
Market Rise

Pay-off Pattern Best Fit Liquidity Required

Buy and Hold None None Linear Bull Little
Constant Proportion Buy Sell Concave Trendless & Volatile Moderate

CPPI Sell Buy Convex Trend High
Tactical Asset Allocation Sell Buy Convex Multiple Moderate to High

The Opportunity Set

The opportunity set defines the spectrum of asset classes that will be included, as a matter of course in the PROVISIO range of asset 
mix templates. The following broad asset classes make up the opportunity set.

 Domestic equities
 Overseas equities (developed and emerging market)
 Domestic bonds (government, investment grade and sub-investment grade corporate)
 Overseas bonds (government and investment grade corporate)
 Commercial property
 Broad Commodities

This opportunity set is defined by a high level of liquidity, daily pricing and transparency. Other asset classes or investment strategies 
which are excluded here, hedge funds for example, are not excluded from the investment process explicitly. There may be occasions 
when PROVISIO recommends an allocation to such investments on a case by case basis. 

The Next Steps

Having identified the risk parameters, opportunity set, core beliefs and asset mix strategy we are able to begin to identify a range of 
suitable investment portfolios. The range will extend to five. 

There are a number of portfolio construction methodologies that can be employed in identifying an appropriate asset allocation policy 
for investors. After some discussion of the relative merits of each it was agreed that the mean-variance optimisation method was the 
most appropriate. 

Mean-Variance Optimisation

The mean-variance portfolio model is well described in financial text books. Markowitz reduced the optimisation problem to that of 
finding mean-variance efficient portfolios. Efficient portfolios have the highest expected return for a given level of risk. In this 
document we are measuring returns by annual geometric mean and risk by the second moment (variance) of returns, or more 
precisely its square root – the standard deviation. Given a set of risky assets and a set of weights the general formulas we have used 
are:

Portfolio return: E(rp) =  wi E(ri)

Portfolio Variance: Var(rp) = p2 =   wiwj cov(i,j) where: cov(i,j) = i2

Where E(ri) denotes the expected return for the ith asset and i2 is the risk for the ith asset.  The elements cov(i,j) make up the 
variance-covariance matrix. Portfolio variance is a quadratic function of the portfolio weights and portfolio risk is measured by its 
standard deviation, the square root of the variance.

To arrive at a practical answer to the portfolio problem we have imposed a number of conditions in the calculations, Table 5 describes 
each condition.

Table 3: Portfolio constraints

Condition Description

1 That the portfolio must be fully invested (weights sum to 1)
2 That no short sales are allowed (each weight is >0)
3 Asset 1 (UK equities) weight must be >0.3 and <0.5
4 Asset 2 (emerging market equities) weight must be <0.1
5 Asset 3 (UK commercial property) weight must be >0.1 and <0.15
6 Asset 4 (developed market ex UK equities) weight must be <0.3
7 Asset 5 (investment grade bonds) no restrictions
8 Asset 6 (sub-investment grade bonds) no restrictions
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The associated asset allocation weights for each portfolio are displayed in Figure 6 below.

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%

W
ei

gh
ti

ng

Portfolio Target

UK Equ

EM Equ

Prop

OS Equ

BBB

AAA

Figure 6:  Modelled portfolio asset allocations

Clearly there is some overlap in asset allocation; Figure 3 illustrates the constrained frontier in familiar format and confirms that our 
portfolio range comprises only 6 dissimilar portfolios. 
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Figure 7:  The constrained frontier

Those portfolios with targeted returns of 1% to 5% are ‘envelope’ portfolios but they are not efficient, it is possible to get higher 
returns for lower levels of risk, consequently these portfolios are discarded. Those portfolios with a targeted return of 11% through to 
20% are identical; it is not possible to construct a portfolio with a higher expected return given our earlier constraints. Portfolios 12% 
to 20% are therefore discarded. We are left with a range of 6 portfolios targeting geometric returns of 6%, 7%, 8%, 9%, 10% and 11% 
each year (see shaded area on Table 11). Our task is to select from this narrow list the most appropriate portfolio around which we 
can extend our risk range. To do this we must refer once again to the risk and return parameters defined earlier – calling for a annual 
standard deviation between 10.1% and 15.4%. We can immediately dispense with those portfolios targeting 6%, 7%, 10% and 11%.
We are left with a choice of 2 portfolios, see Table 10 below.

Table 10: Quick test
Mean (Target) 8.00% (8%) 9.00% (9%)
Equity Exposure
Standard Deviation
End of Year Loss (95% confidence)

The portfolio targeting 8% annualised returns is most appropriate for adoption as the pivotal balanced portfolio since it sits most 
comfortable within the parameters we have identified.  Figure 8 (below) illustrates this portfolio is familiar format.
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Figure 11: Defensive asset mix, 5 years
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Figure 12: Defensive asset mix, 20 years
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Figure 13: Defensive to Balanced asset mix, 5 years
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Stage Three: Populating the Strategic Asset Mix Templates – Main Portfolios

Asset Mix Sub-Sectors

The next stage in the portfolio construction process is the selection of securities that reflect investment in the identified opportunity 
set. Table 15 extends the definitions within the broader asset allocation to include sub categories for which securities must be 
selected. 

Table 15: Detailed asset allocation for the PROVISIO range of portfolios

Portfolio Defensive
Defensive to 

Balanced Balanced
Balanced to 
Aggressive Aggressive

Balanced High 
Yield

FTSE 100 Equities
FTSE 250 Equities
Smaller Companies Equities
High Dividend UK Equities
USA Equities
EU Equities
Japanese Equities
Asia Pacific Equities
Emerging Markets Equities
UK Gov Conventional Bonds
UK Gov Index-Linked Bonds
Corporate IG Bonds
Corporate SIG Bonds
Property
Commodities

  
Our task now is to populate these templates with securities which accurately reflect each opportunity set (by reference to the 
investment managers mandate), ranked in accordance with the costs to investors (by reference to the published Total Expense Ratio)
and which are freely available on the Standard Life administrative platform. Table 16 below presents our definitive list.

Preferred Security Selection
Table 16: Preferred security list

Asset Class Security
TER
Bps

Yield
%

Exchange Sedol / ISIN
Base

Currency
Price

Currency
Dist
Freq

FTSE 100 Equities 0.4 3.53 LSE GBP GBP Quart
erleyFTSE 250 Equities 0.35 2.1 LSE GBP GBP Semi-

annuaSmaller Companies 0.4 2.06 LSE EUR GBP Quart
erleyHigh Dividend UK 0.4 5.93 LSE GBP GBP Quart
erleyUSA Equities 0.4 1.77 LSE USD GBP Quart
erleyEU Equities 0.4 2.36 LSE EUR GBP Quart
erleyJapanese Equities 0.5 0.8 LSE JPY GBP Semi-

annuaAsia Pacific Equities 0.65 1.74 LSE USD GBP Semi-
annuaEmerging Markets 0.65 1.36 LSE USD GBP Semi-
annuaUK Gov Bonds 0.2 4.53 LSE GBP GBP Semi-
annuaUK Gov I-L Bonds 0.25 1.27 LSE GBP GBP Semi-
annuaCorporate IG Bonds 0.2 6.05 LSE GBP GBP Quart
erleyCorporate SIG Bonds 1.31 9.69 - GBP GBP Mont
hlyProperty 0.4 2.4 LSE GBP GBP Quart

erleyCommodities 0.35 0 LSE USD GBP None
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Portfolio Costs

Having identified a range of suitable investments for each sub category of the asset allocation we are able to calculate the contribution 
of each fund to the aggregate estimated costs of the portfolio. 

Table 17: Weighted cost contributions

The weighted average TER for each portfolio is detailed in Table 18, below. 
Table 18: Weighted average portfolio costs

Portfolio Defensive
Defensive to 

Balanced
Balanced

Balanced to 
Aggressive

Aggressive
Balanced High 

Yield
Weighted Average 0.33% 0.42% 0.47% 0.43% 0.44% 0.48%

Portfolio Yields
Table 19: Weighted yield contributions

The weighted average yield for each portfolio is detailed in Table 20, below. 
Table 20: Weighted average portfolio yields

Portfolio Defensive
Defensive to 

Balanced Balanced
Balanced to 
Aggressive Aggressive

Balanced High 
Yield

Weighted Average 4.24% 4.08% 3.78% 3.18% 2.53% 5.56%
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Stage Three: Populating the Strategic Asset Mix Templates – Simplified Portfolios

Asset Mix Sub-Sectors – Simplified Portfolios

PROVISIO has also devised a range of simplified portfolios where dealing costs would not apply in order to facilitate regular 
contributions and smaller investment portfolios. Rather than using ETFs these portfolios are constructed using a combination of 
traditional index-tracking and actively managed funds. The funds utilised carry no initial charge and have been chosen to closely 
replicate the asset allocations of the ‘main’ portfolios. 

Table 21: Detailed asset allocation for the PROVISIO range of simplified portfolios

Portfolio Defensive
Defensive to 

Balanced Balanced
Balanced to 
Aggressive Aggressive

FTSE 100 Equities
FTSE 250 Equities
USA Equities
EU Equities
Japanese Equities
Asia Pacific Equities
UK Gov Conventional Bonds
UK Gov Index-Linked Bonds
Corporate IG Bonds
Corporate SIG Bonds
Property

  
Our task now is to populate these templates with securities which accurately reflect each opportunity set (by reference to the 
investment managers mandate), ranked in accordance with the costs to investors (by reference to the published Total Expense Ratio)
and which are freely available on the Standard Life administrative platform. Table 22 below presents our definitive list.

Preferred Security Selection – Simplified Portfolios
Table 22: Simplified portfolio preferred security list

Asset Class Security
AMC

%
TER
Bps

Yield
% Sedol / ISIN

Dist
Freq

FTSE 100 Equities 0.50 0.52 3.00 Semi-A
FTSE 250 Equities 0.75 0.90 1.63 A
USA Equities 0.75 0.78 0.80 Semi-A
EU Equities 0.75 0.80 1.70 A
Japanese Equities 0.75 0.79 0.50 A
Asia Pacific Equities 0.75 0.83 1.80 Semi-A
UK Gov Bonds 0.20 0.22 4.50 Semi-A
UK Gov I-L Bonds 0.20 0.22 2.10 Semi-A
Corporate IG Bonds 1.25 1.36 1.20 Semi-A
Corporate SIG Bonds 1.00 1.11 9.69 M
Property 1.75 1.79 3.40 Q
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Appendix 1 – Backdated Proxy Performance
The following proxies have been used to provide backdated performance charts:

Table 21: Weighted cost contributions

Asset Class Proxy

FTSE 100 FTSE 100 Index
FTSE 250 FTSE 250 ex IT Index
Smaller Companies FTSE Small Cap ex IT Index
High Dividend FTSE 350 Higher Yield Index
USA MSCI USE Index
EU MSCI Europe ex UK Index
Japan MSCI Japan Index
Asia Pacific MSCI Pacific ex Japan Index
Emerging Markets ABI Global Emerging Markets Pension Sector Average
UK Gov Con Bonds ABI UK Gilt Pension Sector Average
UK Gov I-L Bonds ABI UK Index-Linked Gilt Pension Sector Average
AAA Overseas Bonds ABI Global Fixed Interest Pension Sector Average
Corporate IG Bonds ABI Sterling Fixed Interest Pension Sector Average
Corporate SIG Bonds ABI Sterling Other Fixed Interest Pension Sector Average
Property IPD UK All Property Index
Commodities MSCI The World index

Notes
WKH was the former trading name of Provisio Limited. 
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Appendix 3 – Tactical Asset Allocation
This article was originally published in our October 2007 newsletter and is written by Steve Williams, Director, 
Assetfirst Ltd. 

There are some contentious issues in this month’s newsletter, which is why I want to make an important point before I 
start. Our role at Assetfirst is to design appropriate investment processes for authorised firms. We do this by maintaining 
an objective view and a singular refusal to assert a particular branch of investment management until all avenues have 
been explored. So, we do not favour an active approach over the passive alternative. The best solution – be it active or 
passive – is bespoke, fitting neatly into our clients’ business model and adhering to commercial constraints which are 
pre-defined. 

We have some clients with strong and sometimes opposing views about investment management. Ironically, those in the 
fund management industry on both the passive and active sides of the debate have a common interest in encouraging us 
to buy and hold their funds for the ultra long-term. The contentious issues I am going to touch on are all in the public 
domain. I hope that I will represent a balanced opinion but inevitably there will be an element of selection in presenting 
my case for the potential implementation of a tactical asset allocation programme, where appropriate. 

Tactical asset allocation lies between the familiar aspects of strategic asset allocation and stock selection. I have wanted 
to write about this, in a public setting, for some time. This is because it is one of a number of activities that set my 
company apart from almost every other company within our sphere of operation. Of course my own interests in tactical 
asset allocation go beyond the intellectual – a significant proportion of our turnover relies on our ability to deliver the 
research that informs this method of management. However, our commercial interest is firmly embedded in my belief 
that tactical asset allocation is attractive to investors but sadly lacking in the retail investment offering. Perhaps it is 
missing because it has been misrepresented by both sides of the fund/asset management industry and consequently 
misunderstood by professional advisers and investors.

The Three Asset Allocations

To illustrate my first assertion (the misrepresentation of tactical asset allocation), Goldman Sachs Asset Managementi

differentiate their ‘Global Tactical Asset Allocation’ (GTAA) proposition from ‘Tactical Asset Allocation’ (TAA) by 
associating TAA with “the traditional market timing strategies of recent decades” and claiming that “in spite of the poor 
performance in mostly value-orientated TAA managers, the largest and most successful GTAA managers have, in the 
past, generated [good returns]”. Now, setting aside the reality that those successful managers wouldn’t have provided 
good returns unless they were, well, successful, I think that the GTAA-TAA distinction is unnecessary and confusing. 

The Nobel Prize winner, William Sharpe (1987), describes just three asset allocation sets, those being strategic, dynamic 
and tactical.  

1. Strategic Asset Allocation: The process of determining the appropriate percentage targets for each of the major 
asset classes to form a diversified portfolio. Another Nobel Prize winner, Harry Markowitz (1952), provided a definition 
for the optimal portfolio which depends not just on the risk and return of each asset class but also their covariances (the 
way that the returns move in relation to one another over time – most financial assets go up in value over a long enough 
timeframe but gilts, for example, will increase in price in some instances as coinciding share prices decline). In essence, 
strategic asset allocation seeks to identify a mix of assets that will provide the necessary returns an investor needs at the 
lowest possible risk over a single-period horizon. Strategic asset allocation provides us with a long-term benchmark for 
portfolio weights, risks and returns.

2. Dynamic Asset Allocation is what strategic asset allocation becomes if pre-defined rules are applied 
systematically over time. If you rebalance your client’s portfolios back to the strategic benchmark weighting at each 
review point, you are engaged in dynamic asset allocation. It is called ‘dynamic’ because the application of rules alters
the return distributions of the portfolio. Dynamic asset allocation also encompasses various portfolio insurance 
strategies. 

3. Tactical Asset Allocation: A strategy that aims to achieve better-than-benchmark returns by attempting to 
predict the vector of returns, risks and covariances in the short-term (say a 6-month to 3-years timeframe). The tactical 
asset allocator will try to add value by opportunistically weighting seemingly attractive assets with capital taken from less 
attractive assets within the strategic asset allocation framework. The performance of a tactical asset allocation strategy 
should always be measured against the strategic benchmark.


