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"The most important key to 
successful investing can be 
summed up in just two words: 
asset allocation"
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What is asset allocation?

Asset allocation is one of the most important elements of 
investing. Put simply, it provides a framework for optimising 
the risk and reward of your investment portfolio over a 
medium to long-term time frame. This involves identifying 
and allocating to the right mix of asset classes to reflect your 
investment goals, risk tolerance and investment horizon. 

Asset allocation is also important in helping to remove 
emotion from investment decisions. Emotions can be 
detrimental when it comes to investing as human biases can 
negatively impact decision-making at inopportune times. 
Having a strategic asset allocation, and sticking to it, can 
help you take the emotion out of investing.

The biggest driver of investment success

Asset allocation decisions are typically considered over two 
time frames—the long term, which is approximately five to 
seven years, and the short term, which incorporates the next 
three to six months.

Strategic asset allocation is focused on a long-term 
investment horizon and provides the foundation upon which 
well-constructed portfolios are built. It is one of the most 
important elements of wealth management. Academic 
research has shown that strategic asset allocation is 
responsible for the majority of overall investment return 
variation over the long term. In A framework for institutional 
portfolio construction (February 2016), Vanguard Research 
found that asset allocation policy accounts for 91.4% and 
89.9% of return variation for balanced funds in the United 
States and Australia respectively.

Navigating the ups and downs of market cycles

Tactical asset allocation is focused on a short-term horizon 
and involves positioning portfolios to take advantage of 
near-term market conditions. While these short-term 
portfolio tilts are important, and are designed to add to 
return, the long-term impact of tactical asset allocation on 
performance is less pronounced than strategic  
asset allocation. 

As mentioned earlier, Vanguard Research found that asset 
allocation policy accounts for 89.9% of return variation for 
balanced funds in Australia. Tactical asset allocation and 
security selection explain the remaining 10.1% of  
return variation.

At LGT Crestone, our tactical asset allocation positioning is 
considered over a three to six-month period and expressed 
relative to our long-term strategic asset allocations. For 
example, if an asset class has a favourable outlook for the 
next three to six months, then an overweight position may 
be implemented, increasing its relative weight within  
the portfolio. 

Start with the big picture, not the details

Source: LGT Crestone.
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The relationship between risk and return

The relationship between risk and return is one of the most 
important concepts of investing. The basic tenet is that if you 
want a higher investment return, then you must be willing to 
accept higher risk. For example, cash is the asset class with 
the lowest risk profile, but it is also expected to generate the 
lowest investment return. Equities, on the other hand, have 
the highest expected investment return, but they are 
expected to be more volatile. 

The need to monitor and rebalance

Once your asset allocation has been set and your portfolio 
built, it’s important that you and your investment adviser 
monitor your portfolio. This is because asset class returns can 
vary over time, causing the relative weights of your 
investments to change. This can ultimately result in your 
portfolio moving away from its intended strategic  
asset allocation.  

The following chart shows a theoretical portfolio, which 
hasn’t been rebalanced over a three-year period. The initial 
weighting of the portfolio to equities is 50%, but this 
increases to 70% as the asset class outperforms other 
markets. This asset allocation drift, caused by market 
movements alone, has significantly altered the composition of 
the portfolio and its expected risk-return characteristics. The 
result is a sub-optimal portfolio which sits below the efficient 
frontier and its stated risk profile.

The link between risk and return

Maximising the trade-off

Common sense suggests that, as a rational investor, you 
should want to maximise the return you are getting for the 
risk you are taking—in other words, you want to get the 
most ‘bang for your buck’. This can be graphically 
represented by a curve known as the efficient frontier. The 
aim of the efficient frontier is to demonstrate which 
combinations of asset classes will generate the maximum 
return for a given level of risk. Portfolios on the efficient 
frontier have a better risk-return trade-off than any other 
portfolio and, therefore, generate the maximum return for a 
given level of risk—or, alternatively, the minimum risk for a 
specific level of return. 

 
Source: LGT Crestone.
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To avoid this asset allocation drift, the portfolio must be 
rebalanced back to its intended weightings. While rebalancing 
the portfolio on a frequent basis will eliminate any asset 
allocation drift, this isn’t necessarily the best solution. It can 
result in higher trading costs and outweigh any benefit gained 
from maintaining the original asset allocation. 

A more practical approach is for the portfolio to be monitored 
frequently and rebalanced either on a fixed-time basis or if the 
allocation moves beyond a pre-determined trigger level. A 
common strategy involves quarterly rebalancing with trigger 
levels in place to manage risk in between rebalancing dates. 
How often rebalancing occurs, and what these trigger levels 
are, will depend on the type of assets held (which dictates the 
trading costs) and upon your individual needs as an investor.

The relative weights of your investments can change 
over time
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If you could look into the future and know which asset class was going to perform the strongest, there would be no need for a 
diversified portfolio or to allocate between asset classes—you would simply allocate all your capital to the best performer.  

Nobody has a crystal ball, however, and each asset class has different return drivers so will perform differently depending on the 
market environment. In other words, asset classes are not perfectly correlated. As investing requires allocating capital in an 
uncertain future, it’s important to come up with a strategy to adequately manage risk and return. The following image shows 
returns for the main asset classes since 2009, and demonstrates how difficult it can be to predict the winners and losers each year 
in markets. 

By having a mixture of investments in your portfolio that have non-perfect correlations, you can diversify risk associated with 
specific asset classes and markets. This reduction of non-systematic risk increases the efficiency of your portfolio and should 
provide you with more consistent returns across the business cycle.

You need a diversified portfolio

Source: Morningstar, Bloomberg, LGT Crestone. Calendar year returns 
relate to total returns in Australian dollars for the S&P/ASX 200 
Accumulation index, Bloomberg Aus Bond Composite 0+Y TR index, 
Barclays Global Aggregate TR AUD Hedged index, MSCI World ex-
Australia NR index AUD and the HFRI Fund Weighted Composite index 
AUD. Data as at 31 December 2022. 
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By having a mixture of 
investments in your portfolio that 
have non-perfect correlations, you 
can diversify risk associated with 
specific asset classes and markets.
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The beauty of the link between risk and return, 
diversification and portfolio optimisation is that several 
portfolios can be created for varying levels of risk. 

At LGT Crestone, we do exactly this—we analyse the universe 
of asset classes and establish forward-looking capital market 
assumptions of risk and return to generate a range of 
portfolios. This results in strategic asset allocations that cater 
for a range of risk tolerances.

Evaluate your goals and constraints

Your goals and constraints are assessed quantitatively via a 
questionnaire and qualitatively through discussions with your 
investment adviser. 

Create an investment universe

Our investment universe includes a broad range of domestic 
and international asset classes so you can rest assured your 
portfolio is sufficiently diversified. These include a range of 
sub-asset classes within equities, fixed income and 
alternatives, as well as cash. We regularly review these asset 
classes to ensure they remain appropriate and relevant.

Establish capital market assumptions

Establishing assumptions for the expected performance of 
various asset classes is one of the most complex and 
important parts of the asset allocation process.  
To derive forward-looking capital market assumptions, we 
use a combination of research from our strategic partners, as 
well as input from our team of internal asset class specialists.

Perform quantitative analysis

How individual asset classes interact with each other within a 
diversified portfolio, and how they contribute to risk, is a 
complicated process. We use forward-looking risk and return 
estimates together with historical correlations to produce an 
efficient frontier of asset class combinations. 

Build model portfolios

With the creation of the efficient frontier there are now 
thousands of possible portfolio combinations that would be 
considered efficient. We offer five model portfolios that cater 
for a broad range of needs. 

Construct individual portfolio

We then design an individual portfolio based on your 
particular needs for return, as well as your tolerance for risk.

Our approach to asset allocation

Evaluate goals  
and constraints

Create investment 
universe

Perform 
quantitative  

analysis

Construct  
individual  
portfolio

Establish capital 
market  

assumptions

Build model  
portfolios
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The outcome is a portfolio that's right for you

At LGT Crestone, we offer a range of strategic asset allocations, or risk classifications, that cater for a broad range of 
needs. We offer four base strategic asset allocations, but can tailor these to suit your specific requirements. 

Yield

Suits investors with a conservative to medium risk tolerance 
who favour income generation over capital growth. The 
overall portfolio is tilted towards cash flow.

Balanced

Suits investors with a moderate risk tolerance and who are 
willing to accept short-term price fluctuations in return for a 
return comprising capital growth and income. The portfolio 
is well diversified and allocated almost equally between 
income and growth-orientated assets.

Growth

Suits investors with a high risk tolerance and who are willing 
to accept potentially larger short-term price fluctuations in 
the pursuit of maximising long-term capital growth.

Endowment

Suits investors with a high risk tolerance, very long 
investment horizon, limited liquidity needs, and who are 
willing to accept potentially larger short-term price 
fluctuations in the pursuit of maximising long-term capital 
growth. Generally, these investors will have a larger  
capital base. 

 

Source: LGT Crestone as at 31 December 2022.
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At LGT Crestone, we specialise in 
delivering global solutions to help 
guide you through market cycles. 

Speak to one of our investment 
advisers to understand how we 
can construct a portfolio tailored 
specifically to your needs.
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Important note

This document was produced in March 2023.

This document has been authorised for distribution to ‘wholesale clients’ and ‘professional investors’ (within the meaning of the Corporations Act 
2001 (Cth)) in Australia only.

This document has been prepared by LGT Crestone Wealth Management Limited (ABN 50 005 311 937, AFS Licence No. 231127) (LGT Crestone 
Wealth Management). The information contained in this document is provided for information purposes only and is not intended to constitute, nor 
to be construed as, a solicitation or an offer to buy or sell any financial product. To the extent that advice is provided in this document, it is general 
advice only and has been prepared without taking into account your objectives, financial situation or needs (your ‘Personal Circumstances’). Before 
acting on any such general advice, LGT Crestone Wealth Management recommends that you obtain professional advice and consider the 
appropriateness of the advice having regard to your Personal Circumstances. If the advice relates to the acquisition, or possible acquisition of a 
financial product, you should obtain and consider a Product Disclosure Statement (PDS) or other disclosure document relating to the product before 
making any decision about whether to acquire the product.

Although the information and opinions contained in this document are based on sources we believe to be reliable, to the extent permitted by law, 
LGT Crestone Wealth Management and its associated entities do not warrant, represent or guarantee, expressly or impliedly, that the information 
contained in this document is accurate, complete, reliable or current. The information is subject to change without notice and we are under no 
obligation to update it. Past performance is not a reliable indicator of future performance. If you intend to rely on the information, you should 
independently verify and assess the accuracy and completeness and obtain professional advice regarding its suitability for your Personal 
Circumstances.

LGT Crestone Wealth Management, its associated entities, and any of its or their officers, employees and agents (LGT Crestone Group) may receive 
commissions and distribution fees relating to any financial products referred to in this document. The LGT Crestone Group may also hold, or have 
held, interests in any such financial products and may at any time make purchases or sales in them as principal or agent. The LGT Crestone Group 
may have, or may have had in the past, a relationship with the issuers of financial products referred to in this document. To the extent possible, the 
LGT Crestone Group accepts no liability for any loss or damage relating to any use or reliance on the information in this document.

The information provided in this document comprises a restatement, summary or extract of one or more research reports prepared by LGT 
Crestone Wealth Management’s third-party research providers or their related bodies corporate (Third-Party Research Reports). Where a 
restatement, summary or extract of a Third-Party Research Report has been included in this document that is attributable to a specific third-party 
research provider, the name of the relevant third-party research provider and details of their Third-Party Research Report have been referenced 
alongside the relevant restatement, summary or extract used by LGT Crestone Wealth Management in this document. Please contact your LGT 
Crestone Wealth Management investment adviser if you would like a copy of the relevant Third-Party Research Report.

This document has been authorised for distribution in Australia only. It is intended for the use of LGT Crestone Wealth Management clients and 
may not be distributed or reproduced without consent. © LGT Crestone Wealth Management Limited 2023.
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