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Abstract 

This master thesis serves as a comprehensive guide for investors who feel 

overwhelmed by the complexities of personal investment. It presents a practical and 

accessible investment strategy specifically tailored for retail investors, addressing 

common barriers such as fear and lack of knowledge. The proposed Goal Investment 

Approach emphasizes the importance of setting clear financial goals and selecting 

suitable investment vehicles to achieve them. 

 

The strategy is validated by empirical data gathered from a comprehensive survey of 

retail investors, highlighting the challenges they face and demonstrating the 

effectiveness of the proposed approach in overcoming these obstacles. The survey 

results show a significant improvement in investment confidence and decision-

making among participants who adopted the Goal Investment Approach. 

 

By providing actionable insights and practical advice, the thesis aims to equip 

individuals with the confidence and tools necessary to navigate the investment 

landscape successfully and achieve their financial objectives. The results indicate that 

this strategy not only demystifies the investment process but also enhances the 

ability of retail investors to build a secure financial future through informed 

decision-making and effective portfolio management. 

 

This thesis offers a structured pathway for beginners to make informed decisions and 

confidently enter the investment world, ensuring they are well-prepared to achieve 

their financial goals. 

 

Key-words: Investing, Financial Literacy, Asset Classes, Economic Cycles, Goal 

Investment Approach, Retail Investors. 
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Abstract in lingua italiana 

Questa tesi funge da guida completa per gli investitori che si sentono sopraffatti dalle 

complessità dell'investimento personale. Presenta una strategia di investimento 

pratica e accessibile specificamente pensata per gli investitori al dettaglio, 

affrontando le barriere comuni come la paura e la mancanza di conoscenze. 

L'approccio denominato Goal Investment Approach enfatizza l'importanza di 

stabilire obiettivi finanziari chiari e selezionare strumenti di investimento adeguati 

per raggiungerli. 

 

La strategia è validata da dati empirici raccolti attraverso un sondaggio completo tra 

gli investitori al dettaglio, evidenziando le sfide che affrontano e dimostrando 

l'efficacia dell'approccio proposto nel superare questi ostacoli. I risultati del 

sondaggio mostrano un significativo miglioramento nella fiducia e nel processo 

decisionale degli investitori che hanno adottato il Goal Investment Approach. 

 

Fornendo approfondimenti pratici e consigli concreti, la tesi mira a dotare gli 

individui della fiducia e degli strumenti necessari per navigare con successo nel 

panorama degli investimenti e raggiungere i propri obiettivi finanziari. I risultati 

indicano che questa strategia non solo demistifica il processo di investimento, ma 

migliora anche la capacità degli investitori al dettaglio di costruire un futuro 

finanziario sicuro attraverso decisioni informate e una gestione efficace del 

portafoglio. 

 

Questa tesi offre un percorso strutturato per i principianti per prendere decisioni 

informate ed entrare con fiducia nel mondo degli investimenti, assicurando che siano 

ben preparati per raggiungere i loro obiettivi finanziari. 

 

Parole chiave: Investimenti, Alfabetizzazione Finanziaria, Asset Classes, Cicli 

Economici, Investimento per Obiettivi, Investitori Retail. 
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Introduction 

Investing has long been recognized as a crucial pathway to achieving financial 

security and building wealth. However, for many individuals, especially those new 

to the field, the complexities of financial markets and investment strategies can be 

daunting. This thesis aims to demystify the process of investing, providing a 

comprehensive guide tailored to retail investors who feel overwhelmed by the 

intricacies of personal finance and investment management. 

The primary goal of this thesis is to serve as a manual for novice investors, offering 

clear and practical guidance to help them navigate the world of investing with 

confidence. The research begins by defining the fundamental concepts of investing 

and explaining why it is an essential component of personal financial planning. 

Understanding the basic principles of investing is the first step towards making 

informed financial decisions that can lead to long-term wealth creation. 

The thesis includes an analysis of financial literacy across various countries, 

highlighting the disparities in investment knowledge and their impact on individual 

financial behaviors. This comparative analysis underscores the critical role of 

financial education in empowering individuals to participate effectively in financial 

markets and make sound investment choices. 

The thesis then explores various asset classes, including equities, bonds, 

commodities, and real estate, examining their performance during different phases of 

the economic cycle. By understanding how these assets behave under varying 

economic conditions, investors can make more informed decisions about where to 

allocate their resources to maximize returns and manage risks. 

Building on this foundation, the thesis delves into the principles of portfolio 

construction and allocation, introducing the mathematical frameworks and strategies 

necessary for creating a balanced and resilient investment portfolio. This section 

emphasizes the importance of diversification and strategic asset allocation in 

achieving long-term financial stability and growth. 

 



2 Introduction 

 

 

The core of the thesis introduces the Goal Investment Approach, a practical strategy 

designed specifically for retail investors. This approach addresses common barriers 

to investing, such as complexity and lack of knowledge, by focusing on setting clear 

financial goals and selecting appropriate investment vehicles to achieve them. The 

strategy is supported by empirical data from a comprehensive survey of retail 

investors, providing real-world insights and validating the effectiveness of the 

proposed approach. 

In conclusion, this thesis aims to equip retail investors with the knowledge and tools 

necessary to navigate the investment landscape successfully. By offering actionable 

advice and a structured pathway to investing, the thesis aspires to transform the way 

individuals approach personal finance, helping them build a secure financial future 

through informed and confident investment decisions. 
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1. Investing Principles and Challenges 

In Chapter 1, we embark on an academic exploration into the foundations of 

investing. This initial segment lays the groundwork for a comprehensive analysis of 

investment principles, avoiding detailed exposition at this stage. It serves as a 

preparatory discussion, introducing the concept of investing within a broad 

economic and historical context. The aim is to equip readers with a foundational 

understanding necessary for delving into the intricacies of investment strategies and 

market behaviors in subsequent chapters. Through this foundational chapter, we set 

the stage for a deeper investigation into the mechanisms and significance of investing 

in both personal finance and the wider economic spectrum. 

1.1 The Meaning of Investing 

Investing, at its essence, represents a bridge between current aspirations and future 

realities, engaging individuals in a practice that is both ancient in its origins and 

modern in its applications. It's an endeavor that transcends the mere act of saving, 

venturing instead into the strategic allocation of resources with the expectation of 

achieving greater returns over time. This forward-looking perspective, however, is 

often obscured by the myriad myths and over-simplified narratives that flood our 

digital landscape, where tales of effortless wealth and risk-free investments abound. 

Central to the investing journey is the immutable principle of risk and reward, a 

concept deeply rooted in the very fabric of financial decision-making. The pursuit of 

higher returns is invariably accompanied by an increase in risk, a truth that stands in 

stark contrast to the enticing yet misleading promises of high returns without the 

peril of loss. This foundational principle acts not just as a cautionary reminder but as 

a beacon guiding investors through the complex terrain of financial markets. A good 
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example can be found in the Tulip Mania of the 17th century in the Netherlands, 

which stands as one of the earliest financial bubbles, illustrating the perilous allure of 

quick wealth. During this time, the value of tulip bulbs soared to unprecedented 

heights, fueled by speculative investors who assumed the prices would perpetually 

escalate. This speculative frenzy epitomized the temptation of rapid financial gain, 

but the bubble's inevitable burst led to widespread financial devastation. The 

dramatic collapse of the tulip bulb market exemplifies the dangers of prioritizing 

swift profits over the foundational principles of prudent investing, which advocate 

for thoughtful analysis and a long-term perspective. This historical episode vividly 

demonstrates that chasing after quick wealth not only contradicts the tenets of sound 

investing but often results in dire consequences that starkly contrast with the 

objectives of stability and sustained growth. 

In today's era, the democratization of investing has been both a boon and a bane. On 

one hand, it has opened up the financial markets to a broader audience, enabling 

many to partake in investment opportunities once reserved for the few. On the other 

hand, this accessibility has also led to information overload, where discerning 

valuable advice from fleeting trends becomes a formidable challenge. The modern 

investor must navigate this deluge of information, distinguishing between fleeting 

fads and sound investment strategies. 

Moreover, investing today is not just about personal wealth accumulation but also 

about contributing to broader economic and societal goals. Ethical investing and 

sustainable finance have emerged as powerful trends, reflecting a growing awareness 

of the impact of investment choices on environmental and social outcomes. Investors 

are increasingly recognizing that their financial decisions can have far-reaching 

consequences, extending beyond individual returns to influence global issues such as 

climate change, social equity, and corporate governance. 

Investing, therefore, is a multifaceted journey that encompasses more than just the 

potential for financial gain. It is an exercise in strategic thinking, a test of patience, 

and a commitment to continuous learning. The essence of investing lies in its ability 

to harness the potential of today's resources for tomorrow's growth, guided by an 

informed understanding of the delicate balance between risk and reward. 
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As we delve deeper into the nuances of investing, we uncover a landscape rich with 

opportunities and fraught with challenges. It is a field where the disciplined investor, 

armed with knowledge and guided by principles, can navigate the market's 

uncertainties to carve out a path toward financial growth and stability. This 

exploration into the heart of investing sets the stage for a comprehensive journey 

through the dynamics of financial markets, investment strategies, and the pivotal role 

of financial literacy in achieving long-term financial objectives. 

1.2 The Importance of Investing 

Investing, often perceived as a domain reserved for financial experts or the wealthy, 

is a fundamental practice that holds profound importance for everyone. This section 

aims to demystify the concept of investing, illustrating its crucial role in ensuring 

financial health and stability in a manner that's both accessible and insightful. 

Consider the insidious nature of inflation. It's a common misconception that money 

kept in savings accounts remains safe and unaffected by the economic currents. 

However, the reality is that inflation steadily erodes the purchasing power of money. 

This phenomenon can be likened to a silent tide, gradually but relentlessly rising. 

While the numerical value of money saved might remain constant, its ability to 

purchase goods and services diminishes over time.  

For instance, we can observe in Figure 1.1 the purchasing power of 1,000€ and 1000$   

from the year 2000, if they were not invested, and how it corresponds over time. 

Investing, therefore, is not just a means to grow wealth; it's a vital strategy to 

preserve the real value of your savings. By investing in assets that have a track record 

of outperforming inflation, such as certain stocks or real estate, your money doesn't 

just sit idly; it grows and adapts, maintaining its relevance and strength in an ever-

changing economy. 
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Another dimension where investing plays a pivotal role is in planning for retirement. 

The traditional reliance on pensions or state-sponsored retirement plans is 

increasingly becoming a gamble. These systems face numerous challenges, including 

funding shortfalls and demographic shifts. Investing offers an alternative path, a way 

to take charge of your retirement planning. It’s about putting your savings into a 

diversified mix of investments that can grow over time, laying a foundation for a 

financially secure and independent retirement. This proactive approach to retirement 

planning is more than just a financial strategy; it’s a form of empowerment, granting 

you the freedom to make choices about how you live in your later years. 

Moreover, investing opens up opportunities for income generation that go beyond 

the sphere of regular employment. This is particularly evident for dividends from 

stocks and interest from bonds. These investment vehicles can provide a regular and 

often reliable source of income. It’s similar to building an additional stream that 

flows into your financial river, supplementing what you earn from your job or 



1. Investing Principles and Challenges 7 

 

 

business. For many, especially those approaching retirement or looking to diversify 

their income sources, this aspect of investing is not just appealing but essential. 

Finally, the role of investing in achieving personal financial goals cannot be 

overstated. Whether it’s buying a new house, funding a child’s education, or saving 

for that dream holiday, investing can accelerate your journey toward these goals. 

This acceleration is primarily due to the power of compound interest – a force that 

Albert Einstein famously referred to as the eighth wonder of the world. The beauty 

of compound interest lies in its exponential growth; not only does your initial 

investment generate returns, but those returns, in turn, generate their own returns. 

It’s a powerful concept that, when harnessed early and effectively through investing, 

can turn even modest savings into substantial sums over time as illustrated in Figure 

1.2, which compares the outcomes of investments with and without the application 

of compound interest over 20 years. 
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The graph distinctly highlights the disparity between simple and compound interest. 

With simple interest, the returns are calculated annually based solely on the principal 

amount, leading to a linear increase in investment value. In contrast, compound 

interest takes advantage of the returns generated from both the initial principal and 

the accumulated returns from preceding periods. This method results in an 

exponential increase in the investment's value, as each year's gains add more to the 

total amount than the last. 

For example, an initial investment of €1,000, growing at an annual rate of 9.74%, 

which precisely matches the average return of the S&P 500 over the past 20 years, 

showcases a striking difference in growth over three decades. With compound 

interest, the investment expands dramatically more than with simple interest. This 

demonstrates how compound interest catalyzes the growth of your savings, 

substantially increasing your financial resources over time. 

In sum, the essence of investing extends well beyond the traditional notions of 

wealth accumulation for the elite. It is a fundamental aspect of sound financial 

management, accessible and beneficial to everyone. It offers a pathway not just to 

wealth creation but to a future of financial security and the realization of personal 

aspirations. This chapter has aimed to demystify investing, highlighting its critical 

role in every individual’s financial journey. As we progress through this thesis, the 

focus will shift to more detailed strategies and insights into effective investing, 

building on the understanding that investing is not a privilege of the few, but a 

necessity for all who seek financial stability and growth. 

 

1.3 Barriers to Investing: Understanding Reluctance 

and Overcoming Challenges 

Even though, as we have seen in the preceding chapter, investing holds significant 

importance and has the potential to positively impact individuals' financial well-

being, a substantial portion of the global population remains on the margin of the 

investment world. This paradox raises a critical question: If the benefits of investing 

are so profound and well-documented, why do so many choose not to engage in it? 

This section delves into the main reasons behind the widespread reluctance to invest, 
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shedding light on the barriers that deter individuals from leveraging investment 

opportunities to secure their financial future. 

Fear of Loss and Market Volatility: The apprehension of loss, deeply entrenched in 

the unpredictability of financial markets, acts as a formidable barrier to investment. 

This concern stems from a realistic grasp of market dynamics, stock markets are 

inherently prone to substantial fluctuations, with the potential for both significant 

gains and abrupt downturns. Such volatility fosters a climate of anxiety, particularly 

pronounced among individuals yet to venture into investing. Lacking the resilience 

to weather the market's ups and downs, these non-investors perceive the investment 

landscape as overwhelmingly risky, thus ignoring the avenues for long-term wealth 

creation. 

Research in behavioral finance, especially as detailed by Barberis and Thaler (2003), 

sheds light on the psychological dynamics influencing investment behavior. Their 

analysis demonstrates how apprehensions about economic recessions and market 

instability can substantially discourage individuals from allocating capital to 

investments. This hesitation is accentuated in those who have not yet participated in 

the market, primarily due to a perceived incapacity to manage the volatile nature of 

investments. Consequently, this unbalanced perception tends to minimize the 

acknowledgment of the market's potential for long-term growth, favoring a 

nearsighted view of immediate risks over prospective gains. 

Nevertheless, while fears concerning market volatility are justified by historical 

financial downturns, they often neglect the cyclical pattern of economic recoveries 

and growth phases. This discrepancy highlights the critical need for improved 

financial education, aiming to cultivate a balanced understanding of market 

dynamics and the inherent trade-off between risk and reward in achieving long-term 

financial goals. By reconciling investor perceptions with the historical resilience of 

markets, individuals can be better prepared to make informed decisions, capitalizing 

on the opportunities for recovery and growth that historical trends have consistently 

demonstrated. 

Perceived Insufficient Funds: The reluctance to invest, often attributed to perceived 

financial inadequacy, stands as a significant barrier for many potential investors. This 

sentiment is echoed in findings from various studies, including a survey by 

OECD/INFE (2023), which revealed that 70% of non-investors consider insufficient 

funds a major hurdle to their participation in the investment market. This perception 

predominantly stems from the myth that effective investing requires substantial 

initial capital, a notion that overlooks the wide array of investment options designed 

for smaller budgets. 
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The widespread idea that substantial capital is required to commence investing 

serves as a significant barrier to potential investors, inadvertently overlooking the 

powerful principle of compound interest. This principle posits that even modest 

sums, when invested wisely, have the potential to accumulate substantial wealth 

over time through the process of earning interest on interest. This key concept is 

robustly reinforced by the field of behavioral economics, notably through the work of 

Thaler and Sunstein (2008). Their research underscores the critical need to overcome 

the initial hesitation or inertia associated with making the first investment. By taking 

that initial step, individuals set the stage for long-term financial growth, highlighting 

the transformative potential of regular, disciplined investment practices, no matter 

the initial amount. This underscores the importance of dispelling misconceptions 

around the entry threshold for investing, advocating for a more inclusive 

understanding that opens the door to wealth-building opportunities for a broader 

segment of the population. 

Addressing these misconceptions requires a concerted effort to enhance financial 

literacy. By showcasing the success of micro-investing platforms and the strategic use 

of diversified low-cost index funds, potential investors can be educated on the 

practicality of starting small. As elucidated in "The Little Book of Common Sense 

Investing" by Bogle (2007), the key to successful investing is not the amount of 

money you start with but the commitment to persistently invest over time.  

Lack of financial literacy: One of the most formidable barriers to entering the world 

of investing is the pervasive lack of knowledge about investment processes and 

strategies. This challenge, as highlighted by various studies and surveys, transcends 

age, income, and education levels, affecting a broad spectrum of individuals who 

find the prospect of investing daunting due to their limited understanding. 

The GOBankingRates survey (2023) serves as a foundational reference, revealing that 

a significant portion of the population is deterred from investing by their insufficient 

grasp of how investments work. This knowledge gap renders the investment attempt 

intimidating and apparently inaccessible, discouraging potential investors from 

taking the initial steps towards financial growth. 

Research by the Financial Industry Regulatory Authority (2020) underscores the 

importance of financial literacy, finding that individuals with a higher understanding 

of financial principles are more likely to engage in prudent investment behaviors. 

This suggests that knowledge is not just a barrier but a crucial foundation for 

informed and diversified investing practices.  

Complexity of Product Selection: Modern applications and brokerage platforms 

have significantly widened the array of investment products available to individuals. 
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This development is both advantageous and challenging. It democratizes access to 

the financial markets, allowing investors to explore a diverse range of options 

including stocks, bonds, mutual funds, and ETFs. However, the extensive variety of 

choices can also overwhelm, especially those new to investing. The potential for 

investors to feel lost in the multitude of options can lead to analysis paralysis, where 

the fear of making an incorrect decision prevents any decision at all. This barrier is 

compounded by the requirement for financial literacy to make informed choices, a 

skill set many potential investors may lack at the beginning of their investment 

journey. 

A systematic literature review by Che Hassan, Abdul-Rahman, Mohd Amin, and Ab 

Hamid (2023) elucidates that the intricate nature and broad array of investment 

choices play a considerable role in diminishing investor confidence regarding their 

decision-making capabilities. This study highlights how the interplay of various 

factors, including market information, and personal and social influences, impacts 

investment intentions and decisions in expanding financial markets. The review 

demonstrates that understanding these dynamics is not just a barrier but a crucial 

foundation for informed and diversified investing practices. 

Time Constraints: The belief that investing requires significant time commitment is a 

widespread misconception, deterring many potential investors. Contrary to the 

image of investors constantly monitoring markets and making frequent adjustments, 

successful investing can often involve a primarily passive approach. 

Effective investment strategies do not necessarily demand daily oversight. Instead, 

they involve making well-informed decisions initially, with only occasional 

monitoring and adjustments needed thereafter. This approach aligns with long-term 

investment goals and capitalizes on the market's overall upward trend over time, 

minimizing the need for constant vigilance. 

In essence, the barrier of time constraints is more about perception than reality. 

Acknowledging that successful investing can be passive allows individuals to 

reconsider investing as a feasible and manageable part of their financial future. 

 

In summary, investment reluctance is influenced by a mix of fear, perceived financial 

inadequacy, lack of knowledge, complexity of choices, and time constraints. 

Addressing these issues is key to encouraging broader participation in investment 

activities. This involves educating oneself about market dynamics and investment 

strategies, starting with manageable investments, understanding the nature of 

market volatility, simplifying investment choices, and finding time-efficient ways to 
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invest. Through a measured strategy and appropriate tools, investing can transform 

into a more attainable and fruitful financial pursuit. 

 

1.4 Global Financial Literacy: A Comparative Analysis 

As we delved into the previous section, we recognized financial literacy as a pivotal 

factor influencing individuals' investment decisions, and a primary barrier 

preventing a wider population from engaging in investing activities. The question 

then arises: what is the current level of financial literacy around the world, and 

which countries stand out as the most financially educated? This section aims to 

explore these questions further, offering a detailed comparison of financial literacy 

rates across various nations to shed light on the global financial education landscape. 

The global landscape of financial literacy is characterized by pronounced disparities 

that reflect the diverse economic, educational, and policy environments across 

countries. Financial literacy, defined as the understanding of basic financial 

principles and the competence to apply such knowledge in financial decision-

making, varies significantly from one nation to another, influenced by myriad factors 

from educational infrastructure to governmental prioritization of financial education. 

The Nordic countries, particularly Sweden, Denmark, and Norway, consistently rank 

among the highest in terms of financial literacy. These nations have integrated 

financial education into their school curricula from an early age, ensuring that 

individuals develop a strong foundation in financial principles as they grow. 

Additionally, these countries benefit from a culture that values financial planning 

and independence, supported by widespread access to a variety of financial services. 

Similarly, countries like Canada, Germany, and Australia also showcase high levels 

of financial literacy, attributed to their comprehensive financial education programs, 

robust economic development, and proactive policies promoting financial 

knowledge among the populace. 

On the opposite end of the spectrum, many developing countries in Sub-Saharan 

Africa, parts of Asia, and Latin America report significantly lower levels of financial 

literacy. Challenges in these regions include limited access to formal financial 

education, fewer opportunities for engagement with a range of financial services, and 

overall lower educational attainment levels. For instance, countries such as India and 

Brazil, despite being fast-growing economies, still face substantial hurdles in 

elevating their financial literacy rates to match those of more developed nations. 
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Moreover, countries in Eastern Europe and some parts of the Mediterranean, like 

Greece and Portugal, demonstrate moderate levels of financial literacy. These areas 

are marked by economic transitions and reforms that have yet to fully incorporate 

financial education into the broader educational and financial policy framework 

(2016). 

The comparison of financial literacy rates among countries reveals crucial insights 

into the global economic and social fabric. Nations with higher financial literacy rates 

enjoy a multitude of benefits, including more stable personal finance landscapes, 

higher rates of savings and investments, and lower levels of financial distress among 

citizens. These countries' approach to financial education, emphasizing early and 

continuous exposure to financial concepts, sets a benchmark for others. 

Conversely, the countries lagging in financial literacy face significant challenges, not 

only in terms of individual financial well-being but also in achieving broader 

economic stability and growth. The lack of financial knowledge can lead to poor 

financial decisions, contributing to higher levels of debt, inadequate savings, and a 

general vulnerability to economic downturns. 

The stark disparities in financial literacy across the globe underscore the need for a 

concerted effort to elevate financial education standards everywhere. This involves 

not just implementing policies that foster financial literacy but also ensuring that 

these policies are adaptable to the unique socio-economic contexts of different 

countries. International cooperation, along with the sharing of best practices and 

resources, could play a pivotal role in addressing the global financial literacy divide. 

In examining the state of financial literacy worldwide, it becomes evident that while 

some countries excel, others fall behind, highlighting a significant global challenge. 

The comparative analysis reveals the profound impact of financial education—or the 

lack thereof—on individuals' financial behaviors and, by extension, on national 

economies. As the world moves towards an increasingly complex financial 

landscape, the imperative for comprehensive financial literacy has never been more 

critical. By understanding the disparities and working collaboratively towards global 

financial education initiatives, we can pave the way for a more financially literate 

and economically stable world.
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2. Overview of Financial Products and 

Asset Classes 

This chapter presents a comprehensive analysis of the main financial products 

available to investors, detailing their characteristics, associated risks, and roles in an 

investment portfolio. We explore traditional asset classes including stocks, bonds, 

commodities, real estate, and the rapidly evolving sector of cryptocurrencies. Each 

class is dissected to reveal different typologies such as sectors and countries for 

stocks, and various bond characteristics like duration and coupon, alongside the 

similar intricacies for other assets. This detailed examination not only elucidates the 

unique implications of each asset class for wealth creation and risk mitigation but 

also assesses their performance metrics. 

In addition to delineating these fundamental investment vehicles, the chapter 

introduces a robust analytical framework that includes a recapitulative table 

comparing key financial metrics across these asset classes. This framework aims to 

provide investors with practical insights to evaluate and select investment products 

that best match their financial goals and risk tolerance. 

Further, the chapter delves into the dynamics of economic cycles and their impact on 

these financial products. By analyzing historical market conditions—growth, 

recession and inflation—we illustrate how different investments have historically 

fared in each scenario, providing a deeper understanding of their behavior during 

economic fluctuations. This historical perspective is crucial for investors aiming to 

make informed decisions that capitalize on cyclical economic trends. 

Through this exploration, the chapter offers a thorough and nuanced understanding 

of the complex world of financial investments. 
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2.1 Asset Classes 

2.1.1 Equities 

A stock represents a share in the ownership of a company, providing the holder with 

a claim on the company's assets and profits in proportion to the number of shares 

owned. When individuals or entities purchase stocks, they essentially become part-

owners or shareholders of the company. This ownership grants them various rights, 

including the potential to receive dividends, which are portions of the company's 

earnings distributed to shareholders. Additionally, depending on the type of stock 

held, it may confer voting rights, allowing shareholders to influence corporate 

decisions through votes on company matters such as the election of the board of 

directors. 

The price of a stock fluctuates based on supply and demand dynamics; it rises when 

more people want to buy a stock than sell it and falls when more people want to sell 

a stock than buy it. This price movement reflects investors' collective assessment of 

the company's future earnings potential and risk profile. 

Investing in stocks is often considered one of the riskier financial endeavors, 

primarily due to the high volatility associated with stock prices. This volatility means 

that the value of stocks can fluctuate significantly over very short periods, reflecting 

a variety of underlying causes that contribute to this instability. However, it's 

important to recognize that stocks have historically been the financial product 

offering the highest returns. This characteristic underscores the fundamental 

principle of investing: higher rewards are typically associated with higher risks. 

Stocks exemplify this principle more than any other financial product, offering 

unparalleled growth potential at the cost of increased volatility and risk. In the last 32 

years, the average return has been around 10% with an average standard deviation of 

14.8%. 

The stock price can fluctuate for many reasons. Firstly, macroeconomic factors play a 

crucial role in influencing stock volatility. According to Bernanke and Kuttner (2005), 

changes in economic indicators such as GDP growth rates, unemployment figures, 

inflation, and central bank monetary policies can profoundly impact stock markets. 

For instance, an unexpected hike in interest rates by the central bank can lead to a 

sell-off in the stock market as investors adjust their expectations for economic growth 

and the cost of borrowing. 

Secondly, political stability and geopolitical events are significant drivers of stock 

market volatility. Baker, Bloom, and Davis (2016) argue that elections, changes in 

government policies, international conflicts, and trade negotiations can create 
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uncertainty, leading investors to react swiftly, often resulting in sharp price 

movements. For example, the announcement of trade tariffs can trigger volatility in 

the stock prices of companies and sectors directly impacted by such policies. 

Corporate performance and news also contribute to the volatility of individual stocks 

and, by extension, the broader market. Earnings reports, changes in leadership, 

mergers and acquisitions, and regulatory approvals or setbacks can lead to rapid 

evaluations of a company's future earnings potential, causing stock prices to rise or 

fall dramatically. 

Market sentiment, fueled by investor perceptions and reactions to news and events, 

can further exacerbate stock volatility. As Shiller (2000) explains, in times of market 

stress or euphoria, herd behavior can lead to overreactions, pushing stock prices 

away from their intrinsic values. This sentiment-driven trading amplifies volatility, 

with fear leading to steep declines and greed driving up prices in speculative 

bubbles. 

Not all stocks react to market conditions or geopolitical events with the same level of 

fluctuation. For instance, Chinese stocks can exhibit different behaviors compared to 

their Western counterparts, largely due to being influenced by another market 

ecosystem and the decisions of the Chinese government. Regulatory policies, 

economic reforms, and market interventions by the Chinese government can have 

profound impacts on the performance of Chinese stocks, sometimes isolating them 

from trends observed in global markets. This distinct fluctuation pattern underscores 

the importance of understanding the unique market dynamics and regulatory 

environments influencing stock prices in different regions. 

Similarly, stocks across different sectors may respond diversely to the same set of 

market conditions. For example, technology stocks are often more volatile, subject to 

rapid changes based on innovation breakthroughs, regulatory scrutiny, and shifts in 

consumer preferences. In contrast, stocks in sectors like utilities or consumer staples, 

often referred to as commodity stocks, tend to be perceived as more secure and 

fluctuate less. This stability is attributed to the consistent demand for the essential 

services and goods they provide, regardless of economic conditions. These sectors 

are often considered defensive, offering investors potential safe havens during 

periods of heightened market volatility or economic downturns. 

To mitigate the inherent volatility associated with individual stocks and to simplify 

the investment process, many investors turn to Exchange-Traded Funds (ETFs). As 

Bogle (2010) explains, an equity ETF is a type of fund that trades on a stock exchange 

much like individual stocks, but it offers broader diversification by holding a 

portfolio of stocks. Each equity ETF is designed to track the performance of a specific 
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index or a sector of the stock market, such as the S&P 500 or an industry-specific 

index. By investing in equity ETFs, retail investors can gain exposure to a 

comprehensive cross-section of market segments or the entire market through a 

single transaction. This approach significantly diversifies their investment and 

reduces the portfolio's exposure to volatility, as the risk is spread across many stocks 

rather than concentrated in a single company. 

In the past two decades, the landscape of global equity markets has been vividly 

painted by the varied performances of key indices, each reflecting the unique 

economic and political climates of their respective regions. The S&P 500, a bellwether 

for U.S. equities, has shown robust growth, boasting an average annual return that 

slightly exceeds 8.5%, coupled with a relatively stable volatility near 16%. This 

performance underscores the resilience and sustained investor confidence that 

characterizes the U.S. market. 

Across the Atlantic, Europe's STOXX600 presents a slightly more conservative 

picture, with returns hovering around 7.5% annually, paralleled by a comparable 

level of volatility. This mirrors the diverse economic conditions within Europe, 

where varying degrees of political and economic integration impact market 

performance. 

Looking globally, the MSCI World Index, which amalgamates insights from 23 

developed markets, offers a moderate return of close to 6% and a similar risk profile. 

This index provides a balanced view of the developed world, blending the stability 

of mature economies with the dynamic growth of newer markets. 

However, the Shanghai Composite Index paints a different picture. Despite the 

burgeoning growth of the Chinese economy, the equity market there has delivered a 

modest average return of just over 3.5%, but with volatility that soars to over 36%. 

This stark contrast in risk and reward highlights the unique challenges and 

uncertainties inherent in China's market, driven by regulatory shifts and rapid 

economic changes. 

These indices collectively illustrate not only the disparate returns and risks inherent 

in various global markets but also the profound impact of regional economic policies 

and investor sentiment on market performance. The divergence seen, especially in 

the Shanghai Composite, serves as a reminder of the complexities that investors must 

navigate when engaging with international markets. Figure 2.1 shows the returns on 

a 100€ investment in various equity indices starting from 2002. 
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2.1.2 Bonds 

Despite stocks being among the most well-known and frequently discussed financial 

products, they represent only a small portion of the global financial market. 

According to Fabozzi (2015), most of the world's investment capital is held in bonds, 

which underscores the pivotal role that bonds play in the global economy and in 

formulating diverse investment strategies. As defined by Liaw (2011) bonds, 

essentially loans made by investors to issuers, mainly governments and corporations, 

serve as the backbone of financial markets by providing the crucial capital needed for 

a wide range of endeavors. 

These endeavors include funding public infrastructure projects like highways and 

schools, supporting corporate expansion through new developments or acquisitions, 

and enabling government operations and initiatives. By purchasing bonds, investors 

are essentially extending credit to these entities, which agree to repay the borrowed 

funds over time with interest. This system not only fuels economic growth and 

development but also offers investors a reliable stream of income, often with lower 

risk compared to equities. 
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Furthermore, the bond market's sheer size and diversity make it a critical area for 

understanding the dynamics of global finance. Tuckman and Serrat (2011) note that it 

encompasses a range of instruments from safe, government-issued securities to 

higher-risk corporate bonds, each offering different levels of return and exposure to 

various economic conditions. This variety allows investors to tailor their portfolios 

according to their risk tolerance, investment horizon, and financial goals, making 

bonds an indispensable component of both institutional and individual investment 

portfolios. 

Over the past twenty years, the landscape of the bond market has vividly illustrated 

the intricate relationships between global economic shifts, investor behavior, and 

financial market dynamics. This section focuses on the analysis of returns and 

standard deviations of select bond instruments: 3-month U.S. Treasury Bills, 10-year 

U.S. Treasury Bonds, Baa Corporate Bonds, Germany's 10-year Bonds, and China's 

10-year Bonds for developing countries. These specific bonds were chosen to provide 

a broad perspective across different risk levels, durations, and geographic exposures, 

thereby offering a comprehensive view of the bond market's diverse components. 

The data shows that 3-month U.S. Treasury Bills, with an average return of 1.38% 

and a standard deviation of 1.65%, have been the least volatile, reinforcing their 

status as a safe haven during times of economic uncertainty. Their low return is 

consistent with the typical risk-return trade-off associated with short-term, lower-

risk investments. In contrast, 10-year U.S. Treasury Bonds display an unexpectedly 

high standard deviation of 8.89%, despite a modest return of 2.74%. This discrepancy 

can primarily be attributed to several significant factors. First, the global financial 

crisis, followed by the Federal Reserve's unprecedented quantitative easing 

measures, introduced substantial long-term interest rate fluctuations. More recently, 

the economic repercussions of the COVID-19 pandemic have further heightened 

volatility, as fiscal stimuli and changing investor sentiment have drastically affected 

bond yields, particularly in the last few years. 

Baa Corporate Bonds, offering the highest return of 5.98% alongside a standard 

deviation of 7.93%, highlight the increased risk inherent in corporate debt, which is 

more vulnerable to economic downturns and variations in corporate financial health. 

This choice of corporate bond for analysis reflects their middle-ground risk profile, 

positioned between safer government bonds and riskier high-yield bonds, thus 

providing insights into a critical segment of the corporate bond market. 

Turning to European government bonds, we selected Germany's 10-year Bonds, 

which are seen as some of the safest investment options in Europe, similar in 

perception to U.S. bonds. These bonds returned 2.55% with a standard deviation of 
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6.83%, reflecting the stability yet cautious optimism within Europe's core economy, 

shaped by broader EU economic policies and intermittent crises. 

From a perspective of developing markets, we examine China’s bonds, which 

provided a return of 3.63% and a standard deviation of 6.03%, a surprising 

observation given the volatile nature typically associated with emerging market 

economies. The relatively higher return and lower volatility compared to U.S. and 

German bonds can be attributed to China’s unique position in the global economy. 

China's economic policies, including stringent regulatory measures and capital 

controls, have historically insulated its financial markets from external shocks, 

contributing to a more stable bond market environment. Furthermore, China’s 

continued economic growth, coupled with increasing global integration, has 

attracted significant foreign investment, which has bolstered the bond market's 

stability and attractiveness, resulting in returns that are competitive with developed 

markets but with lower volatility. 

The variance in standard deviations across these bonds underlines the differing 

levels of risk and market perceptions, offering a stark illustration of how different 

bond types respond to global and local economic changes. The relatively high 

volatility of the U.S. 10-year bond during this period underscores the changing 

landscape of investor confidence and fiscal policy in the United States. Meanwhile, 

the stability seen in China’s bonds, despite being from an emerging market, 

highlights the unique risks and opportunities presented by its economic and policy 

environment. 

Figure 2.2 presents a chart summarizing the returns of the bonds discussed in this 

section, based on a 20-year investment starting with an initial 100€ investment. 
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In the vast financial landscape, there are thousands of different bonds, which can be 

distinguished by the issuer (such as government or corporate bonds) or by their 

specific characteristics. In this section, we will introduce the main distinctions among 

these bonds. 

Government Bonds: 

Government bonds are issued by national governments and are generally considered 

one of the safest investment options available. According to Mishkin (2015), they are 

utilized to fund a variety of federal expenditures and national projects, such as 

infrastructure development and public services. The security of these bonds is largely 

due to the backing they receive from the government's creditworthiness and its 

ability to levy taxes to fulfill financial obligations. U.S. Treasury bonds, for instance, 

are widely regarded as risk-free benchmarks in the global debt securities market. 

This perception persists even though absolute safety is not guaranteed, reflecting the 

high degree of trust investors place in the U.S. government's financial stability. 

Corporate Bonds: 
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Corporate bonds are debt securities issued by private and public corporations. The 

funds raised through these bonds are typically used for business activities, including 

expansion, research and development, and refinancing existing debt. Since they are 

backed by the issuing company rather than a government, corporate bonds carry a 

higher risk of default and consequently, offer higher yields compared to government 

and municipal bonds. According to Altman and Saunders (2001), these bonds are 

categorized based on credit ratings provided by agencies such as Moody's, S&P, and 

Fitch. Investment-grade bonds are deemed safer with lower yields, while high-yield 

(or "junk") bonds offer higher returns but come with a greater risk of default. 

Zero-Coupon Bonds: 

Zero-coupon bonds are distinct in that they do not make periodic interest payments. 

Instead, they are issued at a significant discount to their face value and are redeemed 

at par (face value) at maturity. The investor's profit is derived from the difference 

between the purchase price and the par value paid at maturity. This type of bond is 

particularly suited for investors who do not require periodic income but are focused 

on achieving long-term capital gains. However, zero-coupon bonds are highly 

sensitive to changes in interest rates, which can lead to considerable volatility in their 

prices. 

Convertible Bonds: 

Convertible bonds combine elements of both debt and equity, offering a fixed-income 

investment that can be converted into a predetermined number of shares of the 

issuing company's stock. This conversion feature allows investors to participate in 

the equity's potential upside, which can provide significant returns if the company 

performs well. However, because of the potential equity benefit, convertible bonds 

typically offer lower yields than comparable non-convertible corporate bonds. They 

present a balanced option for investors looking to mitigate risk while retaining the 

possibility for capital appreciation. 

Inflation-Linked Bonds: 

Inflation-linked bonds, such as the U.S. Treasury Inflation-Protected Securities (TIPS), 

protect against inflation. The principal value of these bonds adjusts in accordance 
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with changes in the inflation rate, as measured by consumer price indices. This 

adjustment ensures that the bond’s real value is not eroded by inflation. The interest 

payments on these bonds are calculated based on the adjusted principal, thus 

varying with inflation and providing the investor with a return that keeps pace with 

the cost of living. These bonds are particularly appealing to retirees and other 

investors who are concerned about the impact of inflation on their savings. 

One of the pivotal aspects of bond investing involves understanding the interplay 

between bond prices and interest rate fluctuations. The sensitivity of bond prices to 

changes in interest rates is quantified by a metric known as the bond's duration. 

According to Mishkin (2015), duration is a measure that estimates the weighted 

average time until a bond's cash flows are expected to be repaid, and it acts as an 

indicator of the bond’s price sensitivity to interest rate changes. For instance, consider 

a bond with a long duration—this bond will typically exhibit higher price volatility 

in response to interest rate adjustments. This heightened sensitivity is because the 

present value of the bond's future cash flows, which are fixed at the bond's issuance, 

becomes increasingly susceptible to the prevailing market discount rates. As interest 

rates rise, the present value of these future cash flows is discounted more heavily, 

leading to a decrease in the bond's price. 

Mathematically, the relationship between a bond’s price P and the yield to maturity 𝑦 

can be approximated by the formula:  

ΔP ≈ −D×Δy×P (2.1) 

where ΔP represents the price change, D is the duration of the bond, P is the initial 

price of the bond, and Δy signifies the change in yield. This formula illustrates how a 

bond's price inversely correlates with changes in yield, more profoundly so for bonds 

with longer durations. 

Therefore, in environments where interest rates are rising, bonds with longer 

durations may see their prices decline significantly. This decline reflects the 

decreased attractiveness of the bond’s fixed payments relative to newly issued bonds 

that offer higher yields. This scenario underscores the importance for investors to 
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carefully consider duration as a central component of bond selection and portfolio 

management, particularly in volatile interest rate environments. 

Furthermore, understanding this dynamic is crucial for constructing a bond portfolio 

that aligns with the investor’s risk tolerance and market outlook. Investors might opt 

for shorter-duration bonds during periods of anticipated rate hikes to minimize 

interest rate risk, whereas longer-duration bonds might be preferable in a declining 

rate environment to maximize price appreciation. 

It is also important to consider the actions of central banks in response to 

macroeconomic conditions. Typically, central banks adjust interest rates as a tool to 

combat inflation or to stimulate the economy during periods of crisis. For example, 

during periods of high inflation, central banks may increase interest rates to cool 

down the economy and control price increases. Conversely, in times of economic 

downturns, they might lower interest rates to encourage borrowing and investing, 

providing a boost to economic activity. These policy decisions can have profound 

effects on bond markets, influencing bond yields and prices across various durations 

and risk categories. Investors must stay informed about these macroeconomic factors 

and central bank policies to effectively manage their bond portfolios in alignment 

with evolving economic conditions. 

To protect against the potential rise in interest rates and the consequent depreciation 

of bond values, investors may consider incorporating inflation-linked bonds into 

their portfolios. As previously mentioned, inflation-linked bonds, such as U.S. 

Treasury Inflation-Protected Securities (TIPS), adjust their principal value in line with 

inflation rates, thereby providing a hedge against inflation. As interest rates often rise 

in response to increasing inflation, the inflation adjustments to these bonds can help 

preserve their real value, mitigating the impact of rising rates on the portfolio. This 

strategy is particularly beneficial for investors looking to maintain stable purchasing 

power and protect their investments from erosion due to inflation and rising interest 

rates. 

Another fundamental concept in bond investing is credit risk, reflecting the potential 

that a bond issuer may fail to meet its financial obligations. This risk is not uniform 

across all bonds but varies considerably depending on the type of issuer. For 
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example, government bonds generally exhibit lower credit risk because they are 

backed by the taxation power and regulatory authority of a sovereign entity. In 

contrast, corporate bonds are more vulnerable to default, as their ability to meet 

financial commitments is closely tied to business performance and market 

conditions. 

The evaluation of an issuer's creditworthiness is a critical task undertaken by credit 

rating agencies. These agencies assess the financial health of issuers and assign credit 

ratings that play a pivotal role in shaping investor perception and the market pricing 

of bonds. Ratings are categorized into different levels: investment-grade bonds are 

considered safer because they are issued by entities with a lower risk of default. 

Consequently, they typically offer lower yields. On the other hand, bonds rated 

below investment grade are commonly referred to as 'high-yield' or 'junk' bonds. 

These carry a higher risk of default but compensate investors with higher returns. 

Credit ratings are dynamic and can be influenced by various factors, including 

changes in an issuer's financial condition, macroeconomic shifts, and regulatory 

changes. For instance, a corporation facing operational challenges or declining 

profitability may be downgraded, which can lead to an increase in its bond yields 

and a decrease in bond prices. Conversely, an improvement in an issuer's financial 

stability or positive market developments can lead to upgrades and enhanced bond 

valuations. 

Understanding the nuances of credit ratings involves recognizing that these ratings 

are not just reflections of current conditions but also indicators of potential future 

performance. For bond investors, this understanding is crucial for making informed 

decisions. It helps them gauge the appropriate risk premium they should demand for 

investing in bonds with varying degrees of credit risk. Additionally, knowledge of 

the factors that affect an issuer’s credit profile enables investors to anticipate rating 

changes and adjust their investment strategies accordingly. 

In practice, investors might diversify their bond portfolios across different credit 

ratings to balance the trade-off between risk and return. For instance, conservative 

investors may prefer a portfolio dominated by investment-grade bonds to minimize 
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default risk, while more aggressive investors might include a higher proportion of 

high-yield bonds to seek greater returns despite the increased risk of default. 

Due to its vast size and the variety of available bonds from different countries, each 

denominated in various currencies, the global bond market offers significant 

diversification advantages. This diversity enables investors to capitalize on different 

economic conditions, interest rates, and currency values across the world. The 

availability of bonds from virtually any country makes it possible for investors to 

construct a globally diversified portfolio that can tap into differing economic cycles 

and monetary policies. 

However, investing across different currencies introduces the risk of currency 

exchange fluctuations, which can impact the returns from foreign bonds. Currency 

values can fluctuate due to changes in interest rates, economic policies, or 

geopolitical events, potentially erasing gains made from interest payments or capital 

appreciation of the bonds themselves. 

To mitigate these risks, investors can use financial instruments such as options and 

futures to hedge against currency volatility. By hedging, investors can lock in 

exchange rates or set parameters for potential currency losses, protecting their 

investment from adverse shifts in currency markets. This strategy requires a 

proactive approach to portfolio management and an understanding of derivatives 

trading, but it can significantly enhance the stability and predictability of returns 

from foreign bond investments. 

In conclusion, for investors aiming to make informed decisions, a deep 

understanding of the bond market and its dynamics is crucial. Knowledge of how 

bonds respond to changes in interest rates, global economic shifts, and credit ratings 

enables investors to skillfully navigate the complexities of investing, ensuring they 

are well-equipped to capitalize on the opportunities that arise within this diverse 

financial landscape. 
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2.1.3 Commodities 

Commodities represent a distinct asset class within the financial markets, comprising 

tangible goods or raw materials that are essential for everyday life and economic 

activities. Examples include agricultural products like wheat and corn, energy 

resources such as crude oil and natural gas, precious metals like gold and silver, and 

industrial metals including copper and aluminum. Unlike stocks and bonds, which 

are financial instruments representing ownership or debt, commodities are physical 

assets traded on exchanges worldwide, as noted by Gorton and Rouwenhorst (2006). 

According to Pindyck and Rotemberg (1990), commodities exhibit unique 

characteristics that distinguish them from other asset classes. One notable feature is 

their inherent volatility, driven by factors such as supply and demand dynamics, 

geopolitical events, weather conditions, and global economic trends. This volatility 

can lead to significant price fluctuations, presenting both opportunities and risks for 

investors. 

Bodie, Kane, and Marcus (2014) highlight another key aspect of commodities: their 

potential for attractive returns. Historically, commodities have provided 

diversification benefits to investment portfolios due to their low correlation with 

traditional asset classes like stocks and bonds. Moreover, commodities have 

demonstrated the ability to outperform during periods of inflation or economic 

uncertainty, serving as a hedge against adverse market conditions. 

While commodities offer diversification benefits and profit potential, they also entail 

certain risks that investors should carefully consider: 

• Price Volatility: As mentioned earlier, commodities are prone to significant 

price fluctuations due to various factors beyond investors' control. Rapid price 

movements can result in substantial gains or losses within short periods, 

making commodity investments inherently volatile. 

• Liquidity Risk: Some commodity markets may lack liquidity compared to 

more traditional asset classes like stocks and bonds. Illiquid markets can 

hinder investors' ability to buy or sell commodities at desired prices, 

potentially leading to increased trading costs or difficulty exiting positions. 
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• Currency Risk: For investors trading commodities denominated in foreign 

currencies, currency fluctuations can affect investment returns. Exchange rate 

movements may amplify or offset gains/losses from commodity price changes, 

introducing additional uncertainty into investment outcomes. 

The quantitative analysis of long-term investment returns for commodities such as 

gold, oil, and wheat over a 20-year period reveals compelling insights into their 

performance and the inherent nature of these asset classes. The updated average 

returns and standard deviations illustrate the unique volatility and risk-return 

dynamics characteristic of each commodity. 

Gold, with an average return of 8.88% and a standard deviation of 14.48%, continues 

to affirm its status as a relatively stable investment. Historically viewed as a safe 

haven, gold's higher average return compared to earlier figures suggests its enduring 

appeal during periods of economic uncertainty, maintaining its value and even 

appreciating during inflationary times or geopolitical tensions. The moderate 

volatility further underscores gold's role in providing stability within a diversified 

investment portfolio. 

Oil presents a more complex picture with an average return of 7.72% and a high 

standard deviation of 45.42%. These figures indicate that while oil investments can 

yield significant returns, they also carry substantial risk. The volatility is primarily 

driven by global supply-demand imbalances, geopolitical influences, and shifts in 

energy policies, including the transition towards renewable sources. The positive 

return over this period, however, suggests that despite the high risks, strategic 

investments in oil, managed with acute market awareness and timing, can be 

profitable. 

Wheat offers an average return of 5.39% with a standard deviation of 32.98%. As an 

essential agricultural commodity, wheat's investment performance is heavily 

influenced by external variables such as weather conditions, agricultural policy 

changes, and global demand fluctuations. The positive return indicates a stable 

demand over the long term, but the significant volatility highlights the potential risks 

from rapid price changes driven by unforeseen events or market adjustments. 
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These statistics confirm the speculative nature of commodities, particularly in the 

short term, but also showcase their potential to contribute positively to long-term 

investment strategies. For long-term investors, the data underscore a need for a 

cautious approach, especially with volatile commodities like oil and wheat. The 

positive returns across all three commodities challenge the notion that commodities 

cannot be reliable long-term investments, but they also highlight the importance of 

strategic, informed participation in the markets. 

This analysis, especially when viewed alongside the visual fluctuations in returns 

illustrated in Figure 2.3, serves as a critical reminder of the complexities involved in 

commodity investing. Investors must navigate not only the opportunities for 

substantial returns but also the significant risks posed by the inherent volatility of 

these markets. Strategic planning, diversification, and vigilant market analysis are 

essential for harnessing the benefits of commodities while mitigating potential 

downsides. 

 

In conclusion, while commodities offer unique opportunities for diversification and 

profit potential, investors should approach commodity investing with caution and 

awareness of the associated risks. By understanding the dynamics of commodity 
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markets and implementing appropriate risk management strategies, investors can 

harness the benefits of commodities while effectively mitigating potential downsides 

to achieve their investment objectives. 

 

2.1.4 Real Estate 

Real estate investment presents a unique opportunity for retail investors, offering 

both tangible assets and considerable economic leverage. Traditionally, direct 

ownership has been the primary route for investing in this sector, involving 

significant capital outlay, extensive management, and maintenance responsibilities. 

However, Real Estate Investment Trusts (REITs) and Real Estate Exchange-Traded 

Funds (ETFs) have emerged as viable and popular options that democratize access to 

real estate investments. These financial vehicles transform real estate into more liquid 

assets available on major stock exchanges, allowing individuals to engage in 

property portfolios with far less capital and without the complexities associated with 

physical property management. 

Investing in real estate through these instruments offers several strategic advantages, 

including the potential to generate steady income. Over the past 20 years, real estate 

has produced an annual return of around 4.38% with a standard deviation of only 

7.34%, confirming it as one of the best investments in terms of risk-return profile. 

According to industry standards, REITs are mandated to distribute a minimum of 

90% of their taxable income to shareholders annually in the form of dividends, often 

resulting in yields that can exceed those of other income-generating investments. 

Additionally, this asset class serves as an excellent hedge against inflation, as 

property values and rental rates typically rise with inflation, preserving the 

purchasing power of capital. The performance of real estate often shows a low 

correlation with other financial assets like stocks or bonds, reducing overall portfolio 

volatility and providing a buffer against market fluctuations. 

Another advantage of these financial products is the access they provide to a diverse 

range of properties and real estate-focused companies, including commercial, 

residential, and industrial sectors, across different geographical regions. Such 
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exposure is challenging to achieve with direct investments unless one has substantial 

financial resources. Furthermore, these real estate funds allow investors to tap into 

the liquidity and cost efficiencies of the ETF structure, combining the benefits of real 

estate investment with the flexibility of stock trading. 

While the benefits are significant, the risks associated with investing in real estate 

through REITs and ETFs must also be carefully considered. Economic downturns, 

changes in consumer behavior, shifts in the job market, or unforeseen events can 

drastically affect real estate values and rental demand. Interest rate sensitivity is 

another crucial risk factor, as real estate markets are generally sensitive to changes in 

interest rates. When rates rise, financing costs for properties increase, potentially 

reducing profitability and lowering property values. For these real estate vehicles, 

higher interest rates can lead to increased borrowing costs and may put downward 

pressure on dividend payouts and stock prices. 

Investing in real estate through REITs and ETFs offers an accessible, diversified, and 

potentially lucrative avenue for investors to add real estate exposure to their 

portfolios. These vehicles provide the benefits of income generation, inflation 

protection, and portfolio diversification, making them an essential part of a balanced 

investment strategy. However, like all investments, understanding the associated 

risks—particularly those related to market volatility, interest rate changes, and 

liquidity—is crucial. Investors should weigh these factors carefully, consider their 

long-term financial goals, and perhaps consult with financial professionals to 

effectively navigate the complexities of real estate investment in today's economic 

landscape. 

 

2.1.5 Cryptocurrencies 

Cryptocurrency investment has gained considerable traction over the past five years, 

attracting attention for its unique characteristics and potential to diversify investment 

portfolios. According to the CFA Institute Enterprising Investor (2022), one of the key 

reasons for including cryptocurrencies in an investment strategy is their historically 

low correlation with traditional financial markets. This distinct market behavior can 
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reduce overall portfolio risk and offer a counterbalance during market downturns or 

financial crises. Furthermore, cryptocurrencies have shown high potential returns 

over short periods, particularly during phases of widespread adoption and positive 

market sentiment. Such rapid growth has the potential to significantly enhance 

overall portfolio performance. 

Investing in cryptocurrencies like Bitcoin is also considered by some investors as a 

hedge against inflation and currency devaluation, akin to commodities like gold. This 

perspective is largely due to their fixed supply, which, unlike fiat currencies, is not 

subject to devaluation through excess issuance. Additionally, this asset class provides 

exposure to innovative blockchain technology, anticipated to have transformative 

applications across various industries and sectors. This technological exposure offers 

growth opportunities that are largely independent of traditional economic cycles, 

adding another layer of diversification to investors' portfolios. 

However, the investment landscape for cryptocurrencies is also fraught with risks. 

The market is known for its extreme volatility, with prices capable of significant 

fluctuations within very short time frames. This volatility is largely driven by 

regulatory news, market sentiment, and technological advancements, and can result 

in substantial investment losses. The regulatory framework for cryptocurrencies is 

still in a formative stage and varies considerably across different regions, adding a 

layer of complexity and risk. Changes in regulations or enforcement actions can have 

immediate and adverse effects on market prices and investor confidence. 

Moreover, despite its growth, the cryptocurrency market remains relatively 

immature compared to established financial markets. This immaturity can lead to 

liquidity issues and potential market manipulation, particularly in the case of less 

popular cryptocurrencies with smaller market caps. Security is another critical 

concern; despite the robust security features of blockchain technology, 

cryptocurrency exchanges and digital wallets are vulnerable to hacking and other 

types of cyber threats. Past incidents involving major exchanges have underscored 

the importance of robust security practices and careful platform selection to mitigate 

these risks. 
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In conclusion, while cryptocurrencies' dynamic and innovative nature presents 

appealing opportunities for diversification, high returns, and technological 

investment, it also carries substantial risks. Investors must navigate extreme 

volatility, regulatory uncertainty, market immaturity, and security vulnerabilities. 

These factors necessitate a cautious approach, thorough market research, and 

possibly the guidance of financial professionals when integrating cryptocurrencies 

into a diversified investment portfolio. 

2.2 Economic Cycles 

In this section, we will delve into the cyclical nature of economic activity, a 

fundamental aspect that underscores the oscillation between periods of growth and 

recession within economies. Throughout history, from the industrial revolutions to 

the digital age, the economy has consistently exhibited this cyclical behavior. This 

natural rhythm of economic expansions and contractions reflects technological 

advancements, policy changes, and shifts in consumer sentiment. The concept of 

business cycles is pivotal for understanding the dynamics of economic performance 

over time, offering a lens through which to interpret the complex interplay of factors 

that drive economic fluctuations. Numerous economists have dedicated extensive 

research to understanding business cycles, contributing to our current knowledge. 

For instance, Arthur Burns and Wesley Mitchell's groundbreaking work in 

"Measuring Business Cycles" (Burns & Mitchell, 1946) meticulously analyzed 

economic data to establish a systematic approach to identifying and understanding 

these cycles. Similarly, Milton Friedman and Anna Schwartz, in "A Monetary History 

of the United States" (Friedman & Schwartz, 1963), explored the impact of monetary 

policy on business cycles, offering critical insights into the role of financial 

institutions and policy in shaping economic fluctuations. These studies, among 

others, have been instrumental in developing the theoretical and empirical 

foundations that underpin modern macroeconomic analysis. 

While economies inherently exhibit cyclical fluctuations, it is important to recognize 

that over the long term, the global economy has historically demonstrated an upward 

trajectory in growth. This growth suggests that long-term investments in the broader 
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economy have generally yielded positive returns over time, underscoring the benefits 

of sustained investment despite periodic downturns. 

 

2.2.1 Structure of a Business Cycle 

Every business cycle is characterized by four different phases as shown in Figure 2.4: 

expansion, peak, downturn or recession, and trough. 

 

Every cycle starts with an expansion phase, where the macroeconomic environment 

is marked by a series of positive developments that signal growing economic 

strength. According to Hall (2011), GDP growth accelerates as consumer demand 

increases, leading to higher levels of production and investment across various 

sectors. This uptick in economic activity fosters job creation, reducing unemployment 

rates and boosting consumer confidence and spending. Interest rates in the 

expansion phase may rise as central banks aim to preempt inflationary pressures 

stemming from increased demand. Such monetary policy adjustments are made to 

maintain economic stability without curtailing growth. Inflation rates can begin to 

climb during this phase, reflecting the rising costs of goods and services as demand 

outpaces supply. Government fiscal policies may shift towards moderation to avoid 

overheating the economy. While public spending might be reined in, tax policies 

could be adjusted to ensure that the expansion is sustainable and not leading to 
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excessive deficits. The expansion phase also sees an increase in corporate profits, 

encouraging businesses to expand operations and explore new markets. This positive 

economic outlook leads to increased investments, not just in traditional industries 

but also in innovation and development, laying the groundwork for future growth. 

Overall, the expansion phase is characterized by optimism and upward momentum 

in economic indicators, setting a favorable stage for both consumers and businesses 

to thrive. 

When the economy reaches its maximum output and efficiency within a given 

period, we enter the peak phase of a business cycle. As stated by Hall (2011), during 

the peak, the macroeconomic environment reflects the culmination of economic 

growth, where several indicators reach their zenith. GDP growth rates start 

decreasing, signaling that the economy is operating at or near its full capacity. 

Employment levels are high, leading to tightened labor markets and, potentially, 

wage inflation as businesses compete for skilled workers. Interest rates may be 

adjusted upwards by central banks to curb inflationary pressures without 

precipitating a downturn. Inflation itself is a critical concern during the peak phase, 

as the increased demand for goods and services that has driven the expansion begins 

to outstrip supply, pushing prices higher. Government fiscal policies might become 

more restrictive during this phase, with measures aimed at cooling down the 

overheating economy. This could include reducing public spending or increasing 

taxes to prevent the economy from expanding beyond sustainable levels. Investor 

and consumer confidence often remains high during the peak phase, driven by 

positive economic performance and the prosperity it brings. However, this 

confidence can sometimes lead to speculative investments and financial imbalances, 

as stakeholders may underestimate the risk of an impending downturn. The peak 

phase is a period of transition, marked by robust economic activity but also emerging 

signs of strain, such as rising inflation and interest rates, which can act as precursors 

to the next phase of the cycle: the downturn or recession. 

As the cycle progresses to this next phase, the macroeconomic landscape undergoes 

profound changes. Economic expansion gives way to contraction, entering a 

downturn phase (a country officially enters a downturn phase when its GDP 

decreases for two consecutive quarters). During the downturn phase, the 
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macroeconomic environment undergoes significant changes, reflecting a contraction 

in economic activity. According to Blanchard (2017), GDP growth slows markedly as 

businesses reduce production in response to declining consumer demand. This 

decrease in spending is influenced by rising uncertainty and, potentially, increasing 

unemployment rates, which erode consumer confidence and disposable income. 

Interest rates during this phase may be adjusted by central banks in an attempt to 

stimulate economic activity. Lower interest rates are intended to encourage 

borrowing and investing by reducing the cost of credit for individuals and 

businesses. However, the effectiveness of such monetary policy can be contingent on 

the overall economic sentiment and the degree of liquidity in the market. Inflation 

typically slows down in the downturn phase due to decreased demand for goods 

and services. With less pressure on prices, inflation rates can stabilize or even fall, 

leading to a period of disinflation. In some cases, if demand drops significantly, 

deflation—a general decline in prices—can occur, posing challenges for economic 

recovery. Government fiscal policy may become more active during this period, with 

increased public spending or tax cuts to bolster the economy. These decisions aim to 

increase aggregate demand and counteract the negative effects of the downturn. 

However, the timing and scale of such interventions are crucial to their success in 

mitigating the economic contraction. 

When the downturn reaches its minimum, we enter the trough phase. During this 

phase, the macroeconomic environment begins to show signs of stabilization and 

potential recovery following a period of contraction. Blanchard (2017) notes that GDP 

growth, while perhaps still weak, starts to pick up as the economy bottoms out from 

the recession. Employment levels may lag in recovery, but job losses slow down, 

setting the stage for future labor market improvements. Interest rates during the 

trough phase are often at their lowest, as central banks implement accommodative 

monetary policies to encourage borrowing and stimulate economic activity. These 

lower interest rates aim to make credit more accessible for consumers and businesses, 

fostering investment and spending. Inflation is typically subdued during this phase 

due to the preceding period of reduced demand for goods and services. The low 

inflation environment provides a conducive backdrop for monetary stimulus without 

the immediate pressures of overheating the economy. Government fiscal policies may 
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focus on stimulus measures, including increased public spending and tax cuts, to 

spur economic growth. These interventions are designed to boost aggregate demand 

and accelerate the recovery process. The trough phase marks a turning point, with 

cautious optimism beginning to emerge as economic indicators stabilize. For 

businesses and investors, it represents a period of potential opportunities, as asset 

prices and valuations can be at their most attractive levels before the next expansion 

phase begins. This phase underscores the cyclical nature of economies, highlighting 

the perpetual cycle of decline and renewal that characterizes economic activity over 

time. 

2.2.2 Why is it Important to Know What a Business Cycle Is? 

Grasping the cyclical patterns of the economy is crucial for investors, serving not just 

as a theoretical concept but as a practical tool to adeptly maneuver through the 

intricacies of the investment world. The essence of economic cycles—marked by 

phases of expansion and contraction—provides a macroeconomic backdrop that 

significantly influences investment decisions and outcomes. Firstly, acknowledging 

that the economy operates in cycles allows investors to develop a long-term 

perspective, essential for strategic planning and setting realistic expectations about 

investment returns. It helps in distinguishing between short-term market volatility 

and fundamental shifts in economic conditions. By recognizing the signs of economic 

transitions, investors can anticipate changes in market sentiment and adjust their 

strategies accordingly, rather than reacting to short-term market fluctuations. 

Furthermore, understanding economic cycles equips investors with the insight to 

discern risk more accurately. During periods of expansion, when the economy is 

growing, and investment returns might be favorable, risks can accumulate as asset 

prices inflate and investment behaviors become overly optimistic. Conversely, during 

contractions, when pessimism prevails, opportunities may arise for those who 

recognize the cyclical downturn as a temporary phase in the broader economic cycle. 

Moreover, the economy's cyclical nature underscores the importance of 

diversification in investment portfolios. Knowing which sectors are likely to be 

impacted during different phases of the cycle can guide investors in spreading their 

investments across a range of assets, thus mitigating risks associated with economic 

downturns. It fosters a proactive rather than reactive investment approach, enabling 
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investors to position themselves advantageously ahead of economic shifts. Lastly, an 

understanding of economic cycles is crucial for interpreting government and central 

bank policies, which often aim to moderate these cycles. Policy measures such as 

interest rate adjustments, fiscal stimulus, or regulatory changes can have profound 

implications for various investment vehicles. Investors attuned to the implications of 

such policies can better gauge their potential impact on the economy and financial 

markets, refining their investment strategies to capitalize on policy-driven market 

movements. In essence, for investors, the importance of recognizing and 

understanding economic cycles transcends mere market speculation. It is about 

gaining a holistic view of the economic environment, which informs more grounded, 

informed, and strategic investment decisions. This awareness not only enhances the 

ability to navigate through periods of economic uncertainty but also to identify and 

seize opportunities that arise throughout the cyclical nature of economic activity. 

 

2.3 Asset Classes Behavior 

The preceding analysis has meticulously examined the phases of business cycles: 

expansion, peak, downturn, and trough. This exploration, fundamental in 

elucidating the cyclical nature of economic activities, has laid the groundwork for 

advancing understanding of the practical implications of these cycles on broader 

economic conditions and investment decisions. Moving beyond the theoretical 

framework of business cycles, attention shifts towards the concrete economic 

scenarios that materialize at varying stages of these cycles. Thus, this section is 

dedicated to exploring potential macroeconomic conditions commonly encountered: 

Economic expansion, recession, and high inflation. 

The significance of dissecting these scenarios lies in their profound impact on 

investment landscapes, presenting distinct challenges and opportunities. The 

analysis will not only delineate the characteristics of each market condition but will 

also delve into historical instances where these scenarios have unfolded. Such an 

approach provides a contextual backdrop, enhancing understanding of the dynamics 

at play. Moreover, a critical component of this exploration involves identifying the 
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asset classes that have historically exhibited resilience or outperformance in each 

scenario. 

This discourse aims to equip with a comprehensive understanding of the nuances 

associated with each macroeconomic condition. By integrating historical evidence 

with investment theory, the aspiration is to shed light on the strategic considerations 

that should guide investment decisions in response to varying economic signals. This 

inquiry is not solely academic; it endeavors to offer practical insights for navigating 

the complexities of the investment landscape amidst fluctuating macroeconomic 

conditions. Through this analytical journey, the objective is to arm with the 

knowledge requisite for informed investment decision-making, enabling adept 

adaptation to the evolving dynamics of the global economy. 

2.3.1 High Inflation 

In the economic discourse, high inflation is delineated as a rapid augmentation in the 

prices of goods and services, culminating in the diminution of the purchasing power 

of the national currency. This economic phenomenon manifests through various 

mechanisms, notably: demand-pull inflation, where an excess of demand over 

supply precipitates price increases; cost-push inflation, initiated by hikes in the costs 

of production inputs; and built-in inflation, propelled by anticipatory wage and price 

adjustments in response to expected inflation. 

The 1970s are exemplified by significant cost-push inflation, precipitated by the oil 

embargoes of 1973 and 1979. These geopolitical events induced pronounced increases 

in oil prices, leading to elevated energy and production costs globally. This period 

illustrates the profound impact of external geopolitical tensions on domestic 

economic conditions, necessitating a revaluation of energy policies and economic 

strategies within the affected economies. 

The inflationary peak of the early 1980s in the United States, characterized by a 

synthesis of demand-pull and cost-push inflation, underscores the influence of 

expansive fiscal policies, inclusive of augmented government expenditure and 

lenient monetary policy. The Federal Reserve's response, characterized by a 

substantial elevation of federal interest rates, delineates the complex interplay 
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between inflation mitigation and the induction of economic recession. This episode 

underscores the intricate balance required in monetary policy formulation and 

highlights the potential dichotomy between combating inflation and sustaining 

economic growth. 

In the contemporary context, the year 2022 marked a resurgence of inflationary 

pressures globally, primarily attributed to the sequela of the COVID-19 pandemic 

and augmented by geopolitical unrest, including the conflict in Ukraine. Factors such 

as supply chain disruptions escalated demand post-pandemic restrictions, and 

increased energy costs contribute to a multifaceted inflationary landscape. This 

recent episode accentuates the challenges central banks and policymakers face in 

balancing economic recovery stimulation with inflationary pressure management. 

The synthesis of these historical instances illuminates that inflation can be triggered 

by an array of factors, ranging from external supply shocks to policy missteps and 

shifts in consumer behavior and expectations. 

 

Equity 

In periods of high inflation, the performance of equities can vary significantly across 

different sectors, influenced by the underlying economic activities of the companies 

within those sectors and the overall market dynamics. Inflation impacts sectors 

differently based on their ability to pass on higher costs to consumers, their pricing 

power, and the elasticity of demand for their products or services. 

Stock sectors: 

During periods of high inflation, the performance of various industry sectors can 

vary significantly. The Energy sector, for example, typically benefits due to the strong 

linkage between commodity prices and inflation rates. As proven in the study of 

Baltussen (2023) companies in the oil and gas sectors are well-positioned to manage 

cost pressures effectively because of the critical role they play in the economy and the 

inelastic demand for their products. These companies usually manage to pass on 

increased raw material costs to consumers with minimal resistance. Historical data 

show that during the oil price hikes of the 1970s and early 2000s, the Energy sector 
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not only protected its profit margins but significantly expanded them, outperforming 

the broader market by capitalizing on the rising global demand for energy. This 

ability to leverage pricing power during inflationary spikes underscores the sector's 

potential as a hedge against inflation. 

Similarly, the Consumer Staples sector demonstrates traditional resilience in high 

inflation scenarios, supported by the constant demand for essential goods such as 

food, beverages, and household items. Firms within this sector effectively mitigate 

the impact of inflation on their operations by successfully passing on higher costs to 

consumers. This sector's stability was particularly evident during the inflationary 

early 2000s when it showed lower earnings volatility compared to more cyclical 

industries and maintained robust dividend distributions. Such financial durability 

during economic fluctuations underscores Consumer Staples as a reliable sector for 

investors seeking stability. As we can observe in Figure 2.5, which reports the returns 

of some consumer staples stocks against the S&P 500 during the high inflation period 

from 1987 to 1990, the stocks outperformed the S&P 500. 
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Conversely, the Financials sector presents a complex and dual-faceted relationship 

with inflation. Rising interest rates, often accompanying high inflation scenarios, can 

initially enhance the profitability of banks and financial institutions by increasing the 

net interest margin—the difference between the interest income generated and the 

interest paid out to lenders. However, persistently high inflation can strain the 

financial system, leading to higher loan default rates and reduced demand for 

borrowing as businesses and consumers tighten spending. In the study of Baltussen 

(2023) we note that while financial entities may see short-term profitability during 

initial increases in inflation, these benefits are often offset by the broader economic 

slowdown triggered by sustained high inflation. The nuanced performance of 

financial stocks through different inflationary cycles indicates that their success is 

highly contingent on the duration and intensity of inflationary pressures. 

In contrast, sectors like Technology and Consumer Discretionary often encounter 

significant challenges during high inflation periods. Technology companies, typically 

associated with growth and innovation, are vulnerable because their expansion and 

research often rely heavily on capital. High inflation leads to increased borrowing 

costs, stifling innovation and growth by making financing more expensive. 

Additionally, tech products, despite their importance, lack the pricing flexibility of 

essential goods, complicating the ability for companies to pass on costs to consumers. 

The Consumer Discretionary sector, which includes industries like automotive, 

luxury goods, and non-essential services, also suffers as high inflation erodes 

disposable income, leading to reduced spending on non-essential goods and services. 

This shift in consumer behavior drastically impacts these companies, leading to 

lower sales and profits. Historical data and economic analysis, such as those 

presented in studies like the one from Lipper Alpha Insight (2021), frequently 

highlight the vulnerabilities of these sectors, showing a trend of underperformance in 

high inflation exacerbated by their fixed cost structures and the competitive markets 

in which they operate, limiting their ability to adapt quickly to rising costs and 

further impeding their performance during inflationary spikes. 

Stock Size: 

One of the fundamental aspects influencing equities' behavior is company size. 

Larger companies, typically represented by large-cap stocks, have greater market 
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share, pricing power, and international operations, which can buffer them from 

inflationary pressures. Their established brands allow them to raise prices without 

significantly impacting demand, and their geographic diversification enables them to 

tap into regions with more favorable inflationary conditions. Additionally, these 

firms often carry stronger balance sheets, providing them with cheaper borrowing 

costs and more financial flexibility to absorb rising input prices. 

In contrast, small-cap companies are usually more exposed to inflationary risks due 

to their narrower profit margins, limited pricing power, and higher debt-servicing 

costs. Inflation often increases production costs, and with limited global reach, these 

companies struggle to pass these costs onto customers. This results in compressed 

margins and reduced profitability, thereby increasing their vulnerability to economic 

downturns. This dynamic was evident following the COVID-19 pandemic when 

inflation surged due to supply chain bottlenecks and geopolitical tensions. During 

this period, the S&P 500 outperformed the Russell 2000 (stock market index that 

tracks the performance of 2,000 small-cap companies in the United States), as shown 

in Figure 2.6. 



2. Overview of Financial Products and 

Asset Classes 

45 

 

 

 
In conclusion, while inflation can present challenges for the broader equity market, 

the impact is heavily influenced by sector characteristics, company size, and the 

overall economic environment. Companies that maintain or increase their 

profitability during inflationary periods—through effective pricing strategies, 

stringent cost controls, or strategic positioning—are typically more resilient and thus 

often better investment candidates. Additionally, the return on equities during 

periods of high inflation is also contingent on the prevailing economic conditions. In 

a robust economy with significant growth, equities tend to perform well as 

businesses capitalize on favorable conditions. Conversely, in a sluggish economic 

environment, equities may struggle as reduced consumer spending and business 

investment can dampen corporate earnings. Therefore, understanding the interplay 

between inflation, economic health, and sector-specific dynamics is crucial. 
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Bonds 

Traditionally viewed as less favorable in such periods due to their fixed income 

nature, bonds' actual performance across different time frames and types reveals a 

complex interaction with economic conditions, especially concerning the effects of 

rising interest rates initiated to control inflation. 

Historically, long-term bonds have not always fared well during high inflation 

periods. For example, during the inflation surge of 1973 to 1975, triggered by the oil 

crisis and significant global economic upheaval, long-term bonds yielded neutral 

nominal returns. However, when adjusting for inflation, these investments 

experienced negative real returns of around 6-7% per year, marking them as 

suboptimal investments for that period. A similar situation occurred between 1979 

and 1981, a time when inflation rates were extraordinarily high. Here, long-term 

bonds did even worse, with real returns plummeting to about -10% per year. 

These periods illustrate the sensitivity of long-term bonds to prolonged high inflation 

and associated interest rate hikes, which typically erode the real value of fixed-

income returns. Conversely, short-term bonds during the same earlier periods (1973-

1975 and 1979-1981) managed to deliver returns that were more aligned with 

inflation, achieving real returns around zero or slightly negative. This relative 

resilience compared to long-term bonds underscores the potential utility of short-

term bonds in preserving capital in inflationary times. 

The dynamics observed in these historical periods contrast sharply with more recent 

trends, particularly following the COVID-19 pandemic. From 2021 to 2023, long-term 

bonds faced a severe downturn, reflecting a nominal return of around -7% and an 

average real return over the three years of about -12.5%. This marked the worst 

performance phase for long-term bonds in recent history, exacerbated by low initial 

interest rates and sudden, sharp rises in inflation, which significantly impacted bond 

prices. 

Short-term bonds, while also impacted negatively in the post-COVID period, did not 

suffer to the same extent as long-term bonds. Their returns were negative but less 

severe than those of long-term bonds, highlighting a persistent but diminished 

protective capacity against inflation compared to historical performances. 
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Corporate bonds, another pivotal category in bond investing, have historically 

mirrored the behavior of the 10-year Treasury bonds but with added layers of 

complexity. These securities tend to exhibit higher volatility due to the dual influence 

of market interest rates and the financial health of their issuing corporations. Despite 

this, they have maintained a high correlation with Treasury bonds, suggesting that 

broader economic and bond market trends significantly affect them. During periods 

when Treasury bonds have performed well, corporate bonds have generally followed 

suit, albeit with higher returns to compensate for their increased risk. 

Furthermore, the introduction of inflation-linked bonds has been a significant 

evolution in bond investing, particularly relevant during inflationary periods. These 

bonds, which adjust their principal and interest payments based on inflation indices, 

aim to preserve the purchasing power of the investor's capital. Although they 

represent a relatively new addition to financial markets, the initial data from 2021 to 

2023 show promising results, with these bonds outperforming traditional bonds. 

Overall, the bond market's response to inflation is intricate, influenced by the type of 

bond, the prevailing economic conditions, and central bank policies. Long-term 

bonds, while offering substantial returns when interest rates drop or stabilize, can 

pose significant risks during high inflation periods when real returns often turn 

negative. In contrast, short-term bonds typically exhibit less volatility in such 

conditions, providing near-neutral to slightly negative real returns. For investors, this 

historical insight underscores the importance of strategic bond selection and 

investment timing, aligning choices with economic indicators and inflation 

expectations to manage risks and capitalize on potential opportunities effectively. 

This well-informed approach is crucial for navigating the complexities of bond 

investment during varying economic cycles. 

 

Real estate 

Real estate is traditionally viewed as a reliable hedge against inflation. This 

perspective stems from its tangible nature—property values and rental income 

generally rise with the overall price level, thereby preserving or even enhancing the 

asset’s value during inflationary periods. However, the response of real estate to 
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economic pressures varies depending on the severity and duration of inflation, as 

well as other concurrent economic factors such as interest rates. 

During the inflationary periods of 1973-1975 and 1979-1981, and more recently in 

2021-2023, real estate exhibited different behaviors. The early to mid-1970s, marked 

by an oil crisis and significant economic adjustments, saw real estate delivering 

positive nominal returns. Despite these returns turning slightly negative when 

adjusted for inflation, they demonstrated the asset’s capacity to sustain value better 

than many other classes during similar economic upheavals. Moving into the late 

1970s and early 1980s, a time characterized by extremely high inflation rates, real 

estate investments showed resilience. Although nominal returns remained positive, 

the real returns dipped into negative territory, highlighting the challenges imposed 

by intense economic volatility. 

Studying the evolution of real estate prices, it becomes apparent that historically, real 

estate has required time to adjust its prices to match inflationary trends. After 

periods of significant inflation, real estate values and demand typically do not 

rebound until there is a noticeable decrease in interest rates. This was observable 

from 1977 to 1979, when a slight decrease in interest rates revived the demand for 

housing, allowing real estate to recover from the earlier inflation impacts. Similarly, 

from 1985 to 1988, the real estate market adjusted its valuations in response to the 

previously high inflation of the late 1970s and early 1980s. As interest rates stabilized 

and then began to decline, there was an uptick in housing demand, facilitating a 

recovery and growth in property values. 

Contrasting sharply with these earlier periods, the years 2021 to 2023 saw real estate 

not only maintain positive nominal returns but also achieve significant real returns of 

around 4.5% annually. This period, marked by post-pandemic economic recovery 

and considerable inflationary pressures, showcased the robustness of real estate as an 

investment choice, significantly outperforming both equities and bonds. 

The interaction between interest rates and real estate performance adds complexity 

to this dynamic. While high interest rates typically increase the cost of borrowing and 

could dampen real estate market activity, recent trends have demonstrated that real 

estate can still perform well despite these challenges. This suggests that strategic 
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management and favorable market conditions can mitigate some traditional barriers 

to real estate investment. 

In conclusion, the analysis of real estate across different high-inflation periods 

strongly supports its role as a viable hedge against inflation. However, investors 

must understand that the performance of real estate is not solely dependent on 

inflation but is also significantly affected by interest rates and overall economic 

conditions. Therefore, it is essential to develop well-informed real estate investment 

strategies that consider these factors, enabling investors to both anticipate and 

mitigate the risks associated with fluctuating inflation and interest rate 

environments. 

 

Commodities 

Regarding Commodities, we are going to focus on the performance of Gold, Oil, and 

Wheat during periods of high inflation. The intrinsic nature of commodities makes 

them excellent candidates to protect investments during times when inflation erodes 

monetary value. Given their fundamental characteristics and importance in global 

economics, these commodities offer a comprehensive view across the spectrum—

metals, energy, and agricultural goods. Gold has long been regarded as a superior 

method for safeguarding wealth against inflation, making it a focal point of this 

analysis alongside Oil and Wheat, which represent critical components of the energy 

and food sectors, respectively. 

Gold has often been championed as a typical inflation hedge due to its intrinsic value 

and scarcity. Historically, during the inflationary surge of 1973 to 1975, triggered by 

the oil crisis and significant global upheaval, gold prices saw substantial increases. 

For instance, gold prices surged by approximately 73% in 1974 alone, vastly 

outperforming other investment vehicles by offsetting the inflation rate of 11.05% 

during the same year. This period underscores gold's effectiveness in preserving 

capital amidst rising prices. A similar trend was observed between 1979 and 1981, 

another period of soaring inflation rates, where gold continued its stellar 

performance with an average annual return of about 35%, providing a robust shield 

against an average inflation rate of over 10%. 
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Oil, on the other hand, is typically more volatile, influenced heavily by geopolitical 

tensions and supply disruptions, in addition to economic inflation. The oil shocks of 

the 1970s are a prime example, where the 1973 oil embargo led to a staggering 

increase in oil prices, doubling them in a matter of months. This not only reflected 

oil's high sensitivity to supply constraints but also its potential for high returns 

during periods of economic turmoil. However, the volatility of oil can also lead to 

significant losses, as seen in the dramatic price drops during subsequent years when 

geopolitical situations stabilized or when demand faltered, as was the case in the 

early 1980s and more recently post-2020 due to economic slowdowns caused by 

global pandemics. 

Wheat represents a different aspect of the commodity market—agricultural goods, 

which are often subject to the combined effects of inflation, changes in global 

consumption patterns, and climatic conditions. During the 1973-1975 period, wheat 

prices increased moderately as inflation rose, reflecting the direct impact of cost-push 

inflation on agricultural commodities. However, wheat's performance as an inflation 

hedge is less pronounced than gold, with more subdued returns that often only 

marginally outpace inflation. For example, during the high inflation years of the late 

1970s, wheat prices provided some buffer against inflation but were also greatly 

affected by other factors such as global harvest yields and changes in consumption. 

The recent scenario from 2021 to 2023 offers a contemporary view of how these 

commodities react to modern inflationary pressures and economic conditions. Gold 

continued to perform well, offering significant protection against inflation, which 

averaged around 5.6% during these years. Oil and wheat also showed resilience, with 

oil prices recovering from their lows during the pandemic and wheat responding to 

both inflationary pressures and supply chain challenges. 

Examining the broad spectrum of commodities through the lens of the S&P GSCI 

Commodity Index, which aggregates 24 different commodities, we gain a nuanced 

understanding of commodity behaviors in scenarios of high inflation. This index 

demonstrates more tempered volatility, with a standard deviation of around 32.47%, 

compared to the higher variability observed in gold and oil (approximately 50%) and 

the more stable wheat at around 21%. 
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In conclusion, the performance of commodities grouped in the GSCI index presents a 

compelling case for their role as effective hedges against inflation. However, despite 

their potential for high returns, the inherent fluctuations across this asset class 

highlight the risks involved. For investors, these insights are crucial for developing 

diversified strategies that leverage both the protective and speculative characteristics 

of commodities. 

 

2.3.2 Economic Expansion 

Economic expansion, a phase characterized by rising output, employment, and 

consumer spending, signifies a period of robust growth within an economy. This 

phase is marked by increased production capacity, technological advancements, and 

heightened consumer confidence, fostering an environment conducive to investment 

and innovation. The dynamics of economic expansion are intricate, involving a 

synergy between supply-side enhancements and demand-side stimuli, resulting in a 

self-reinforcing cycle of growth. 

The 1991-1999 period in the United States is emblematic of such an expansion. This 

era, often referred to as the "longest peacetime expansion," was propelled by a 

confluence of factors including technological innovation, increased globalization, and 

sound monetary policies. The proliferation of information technology, particularly 

the advent of the internet, revolutionized industries and enhanced productivity 

across sectors. 

During this period, the Central Banks’ monetary policy played a pivotal role in 

sustaining economic growth. By maintaining relatively low interest rates, the central 

bank fostered an environment of accessible credit, which spurred both consumer 

spending and business investment. This period also saw significant improvements in 

labor markets, with unemployment rates declining to historically low levels, thereby 

bolstering household incomes and further stimulating demand. 

The economic expansion from 2010 to 2020 presents a more recent illustration of 

sustained growth, albeit under different circumstances. This decade-long expansion 

followed the severe recession triggered by the global financial crisis of 2007-2008. The 
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recovery and subsequent growth were supported by substantial fiscal and monetary 

interventions aimed at stabilizing the financial system and stimulating economic 

activity. The implementation of unconventional monetary policies, such as 

quantitative easing, played a crucial role in lowering borrowing costs and boosting 

asset prices, thereby supporting consumption and investment. 

Technological advancements once again acted as a catalyst for growth during this 

period, with the proliferation of smartphones, cloud computing, and the rise of the 

gig economy reshaping business models and consumer behavior. The labor market 

witnessed a significant recovery, with steady job creation and wage growth 

contributing to increased household spending. Additionally, the expansion of the 

service sector, particularly in areas such as healthcare and technology, provided new 

avenues for economic growth. 

Both periods underscore the importance of technological innovation, sound 

economic policies, and the interplay between domestic and global factors in driving 

economic expansion. They also highlight the varying mechanisms through which 

economic growth can be achieved, whether through technological breakthroughs, 

trade liberalization, or targeted policy interventions. 

 

Equities 

In periods of robust economic growth, analyzing the entire equity market with the 

S&P 500 as a benchmark reveals strong performance. During the 1991-1999 period, 

equities delivered an impressive annual compounded return of approximately 16.8%. 

Considering the inflation rate of about 2.5% during the same period, this underscores 

the robust performance of equities during phases of economic expansion. This 

observation is further substantiated by data from the 2010-2020 period, during which 

the S&P 500 yielded an average return of approximately 11.5%, juxtaposed with a 

modest inflation rate of only 1.5%, thereby confirming the sustained strong 

performance of equities in such macroeconomic scenarios. 

Building on this foundation, the next phase of analysis focuses on the sectors of 

Technology, Consumer Discretionary, and Industrials. These sectors are renowned in 
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scholarly literature for their propensity to outperform during times of economic 

expansion. The objective is to determine whether investments in these specific sectors 

can indeed surpass the broader market's performance. According to Fidelity's 

insights on sector investing and the analysis by Visual Capitalist (2021), these trends 

are well-documented and provide valuable context for understanding sector-specific 

performance dynamics. 

In the 1991-1999 period, the Technology sector recorded an astonishing average 

annual return of 28.44%. This exceptional performance is largely attributable to the 

Internet revolution and the tech boom, which catalyzed extensive growth and 

investment in the sector. Businesses and consumers rapidly adopted new 

technologies, which significantly expanded the market and drove up stock 

valuations. 

During 2010-2020, although the growth rate moderated, the Technology sector still 

achieved a strong average annual return of 17.84% against a return of the S&P 500 in 

the same period of 11.94%. This period was marked by significant advancements in 

mobile technology, cloud computing, and artificial intelligence, solidifying 

technology's role as a cornerstone of modern economies. The persistent demand for 

tech-driven solutions across various industries underpinned the sector's ongoing 

outperformance. 

For the Consumer Discretionary sector, the 1990s were a period of prosperity with an 

average annual return of 20.72%. This growth paralleled rising disposable incomes 

and a stable economic environment, which encouraged higher consumer spending 

on discretionary goods and services. 

In contrast, the 2010-2020 recovery phase saw this sector achieving an average annual 

return of 17.42%. The resurgence in consumer confidence, coupled with innovations 

in retail and a shift towards online shopping, fueled growth. The economic recovery, 

characterized by improving job markets and increasing personal incomes, supported 

sustained consumer spending. 

The Industrial sector experienced more moderate growth, reflecting the broader 

market conditions. During 1991-1999, the sector's average annual return was 16.65%, 

benefiting from increased global trade and advancements in manufacturing 
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technology, but it aligned closely with the entire market. However, during 2010-2020, 

the return dropped to 10.43%, underperforming the S&P 500. 

Both periods featured stable to modest inflation rates, which historically benefitted 

equity performance by maintaining consumer purchasing power and encouraging 

investment. Specifically, the S&P 500's average annual returns of 17.40% during 1991-

1999 and 12.33% during 2010-2020 illustrate how favorable economic conditions 

bolstered market-wide gains. 

In conclusion, the detailed sector performances, underpinned by numerical data, 

clearly reflect how macroeconomic trends and sector-specific dynamics influence 

investment returns. The Technology and Consumer Discretionary sectors, in 

particular, have shown resilience and capacity to capitalize on economic expansions, 

outperforming the S&P 500 for both periods analyzed, driven by innovation and 

consumer trends. Conversely, there isn’t evidence that the Industrial sector is a good 

sector to invest in during periods of economic expansion since it hasn’t been able to 

outperform the market in either analyzed period. This does not necessarily mean it's 

a poor investment choice in these macroeconomic scenarios, but it is not the optimal 

one. Considering the overall robust performance of equities during the economic 

expansion periods analyzed clearly positions this asset class among the top possible 

investments in periods of economic expansion.  

 

Bonds 

The exploration of bond behavior during periods of economic expansion delves into 

two distinct phases in recent economic history: 1991-1999 and 2010-2020. The 

performance of long-term bonds, short-term bonds, and corporate bonds is analyzed 

in the context of prevailing economic conditions, monetary policies, and financial 

market dynamics. 

During the economic expansion from 1991 to 1999, the behavior of 10-year Treasury 

bonds was markedly volatile, largely due to the Federal Reserve's monetary policies 

aimed at controlling inflation. In 1994, for instance, the Fed aggressively increased 

interest rates to temper the overheating economy, leading to a significant decline in 
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bond prices and resulting in a -8.04% return on 10-year Treasuries. A similar scenario 

unfolded in 1999 when a notable increase in interest rates—up 0.82 percentage 

points—coupled with rising inflation, culminated in a -8.25% return. This instability 

stands in stark contrast to other years within the same decade, such as 1991 and 1995, 

which saw returns of 15.00% and 23.48% respectively, during periods of stable or 

declining interest rates. 

This illustrates the heightened sensitivity of long-term bonds to interest rate hikes, 

which are often implemented during economic expansions to control inflation. The 

impact of inflation means that the real returns on these bonds frequently fail to offset 

the risks involved, making them less attractive as investment options during times of 

rising rates and higher inflation. Despite high nominal yields, the real returns were 

often eroded by inflationary pressures. Despite some negative years, the treasury 10-

year treasury bond was able to generate a yearly average return of 7.5% (4.77% 

considering inflation). 

The period from 2010 to 2020 was marked by an extended phase of historically low 

interest rates, a direct consequence of the Federal Reserve's quantitative easing 

measures initiated in response to the 2008 financial crisis. During this period, the 

yields on long-term bonds were considerably muted, reflecting the central bank's 

efforts to foster economic growth through reduced borrowing costs. The returns on 

long-term bonds during this decade were relatively stable, with fewer sharp 

fluctuations and an average nominal return of approximately 4.77%, a figure closely 

aligning with the real returns due to the lower inflation environment of the time. 

Short-term bonds, such as the 3-month T.Bills, have shown a direct correlation with 

the Federal Reserve's immediate monetary policy decisions, with a correlation 

coefficient between the yearly return and the interest rate of 0.75. During the period 

from 1990 to 1999, these bonds generated an average return of 4.56%, which, when 

adjusted for inflation, translates to a real return of 1.82%. This performance was 

achieved with a standard deviation of less than 1%, confirming their status as one of 

the safest financial products on the market. 

The 2010-2020 period witnessed even lower yields on short-term bonds, in line with 

the Federal Reserve's policy of maintaining near-zero short-term interest rates to 
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bolster economic recovery. This environment resulted in very low returns on short-

term bonds, which often just barely outpaced inflation. Nonetheless, they continued 

to serve as a reliable safe haven for capital preservation in a volatile market 

environment. 

During the economic expansion from 1991 to 1999, corporate bonds thrived, 

benefiting from a conducive environment of robust economic growth that bolstered 

corporate profits. Throughout this period, corporate bonds outperformed more 

conservative government bond investments significantly. The average nominal return 

on corporate bonds was 9.83%, and when adjusted for inflation, the average real 

return was 7.11%. These returns underscore the attractiveness of corporate bonds in a 

growing economy, where investor confidence tends to be higher. For instance, in 

1995, the return on corporate bonds peaked at 21.29%, coinciding with moderate 

inflation of 2.81% and a relatively low GDP growth rate of 2.60%. Conversely, the 

sharp interest rate increase in 1994 led to a rare negative return of -0.97% for 

corporate bonds, illustrating their sensitivity to sudden monetary policy shifts. 

The decade following the 2008 financial crisis saw a resurgence in the popularity of 

corporate bonds. This period was characterized by a sustained low-yield 

environment for government bonds, prompting investors to seek higher returns in 

corporate bonds. The average nominal return for corporate bonds from 2010 to 2020 

was 7.34%, with the real return adjusted for inflation at 5.62%. Corporate bonds 

showed strong performance in years like 2019, where they achieved a 15.25% return 

against an inflation rate of 1.81%. This performance was supported by continued 

economic recovery signals, as indicated by a GDP growth rate of 1.23% and relatively 

stable interest rates. However, the years 2013 and 2018 presented challenges, with 

returns of -0.98% and -3.27% respectively, reflecting the vulnerabilities to adverse 

economic shifts and tighter monetary conditions, such as the interest rate peak of 

2.4% in 2018. 

Overall, corporate bonds have demonstrated the ability to offer better returns, 

compared to long and short-term government bonds, especially in favorable 

economic climates. However, their performance is also marked by notable volatility 

in response to changes in interest rates and economic conditions. This volatility 
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highlights the inherent risks in corporate bond investments, which must be managed 

alongside the potential for higher returns 

The analysis of bond market performance highlights the critical interplay between 

economic indicators, monetary policy, and bond type characteristics. Long-term 

bonds offer potentially high returns compared to short term when interest rates are 

stable or declining but are vulnerable to losses during rate hikes due to their 

sensitivity to interest rate changes. Short-term bonds, on the other hand, provide 

greater stability and liquidity, making them a safer choice for risk-averse investors 

during periods of economic uncertainty and during periods of rising interest rates 

they experienced less volatility confirming their nature of safe investment even with 

lower returns. Corporate bonds, tend to perform well during economic expansions as 

corporate earnings grow but require careful credit risk management due to their 

susceptibility to default during downturns, so even during periods of economic 

expansion they experienced significant volatility. 

In conclusion, it is evident that bonds do not necessarily perform poorly during 

periods of economic expansion; however, these phases are frequently marked by 

increases in interest rates. Such hikes can significantly diminish the returns of this 

asset class. Despite experiencing positive returns, the volatility of these returns 

remains considerable. A comprehensive comparison of all asset classes will be 

provided at the end of this section to contextualize the performance of bonds relative 

to other investment opportunities during times of economic growth. 

 

Real estate 

Throughout the 1991-1999 period, the real estate market experienced modest growth, 

with an average annual return of 3.05%. When adjusted for inflation, which averaged 

2.75% during this period, the inflation-adjusted return was a mere 0.29%. This 

minimal real gain contrasts sharply with the broader economic environment, 

characterized by strong GDP growth, peaking at 4.86% in 1997. The interest rates 

during this period showed some volatility, starting at 4.03% in 1991 and ending at 

5.45% in 1999. 
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The modest real estate returns during this booming economic period suggest that 

despite a favorable economic climate, real estate did not capitalize as robustly as 

other sectors like equities. This can be attributed to several factors, including the 

lagging effect of real estate to immediate economic stimulants and the lengthier 

nature of real estate investment cycles compared to more liquid assets. 

In contrast, the period from 2010 to 2020 showed a stronger performance in real 

estate, with an average annual return inflation-adjusted of 2.61%. These returns came 

during a period of recovery from the Great Recession, with significantly lower 

interest rates aimed at stimulating economic growth; rates dropped from 0.17% in 

2010 to 0.09% in 2020. The GDP growth rates were generally lower than in the 1990s 

but stable, contributing to a favorable investment climate for real estate. 

According to Wu and Chen (2021), this period also coincided with technological 

advancements in real estate, such as online marketplaces, and a shift towards more 

flexible living and working spaces, which may have helped drive up values and 

returns on real estate investments. The significant recovery in real estate returns, 

especially in 2013 and 2020 with annual returns exceeding 10%, indicates that the 

sector was able to capitalize on the extended period of low interest rates and ongoing 

economic recovery. 

The analysis of real estate performance during these periods of economic expansion 

shows that while real estate does not always offer the high short-term returns seen in 

more volatile sectors like technology or consumer discretionary, it provides a stable, 

albeit modest, growth in value, particularly when the economy provides low-interest 

rates and consistent GDP growth. This stability makes real estate a valuable 

component of a diversified investment portfolio during economic expansions, 

particularly for investors looking for assets less susceptible to short-term market 

fluctuations. 

 

Commodities 

The behavior of commodities during periods of economic expansion in the 1990s and 

post-2010 offers a nuanced view of how different asset classes respond to varying 
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macroeconomic environments. The mixed performance of these commodities can be 

better understood through the lens of economic theory and empirical evidence found 

in scholarly studies. 

The 1990s witnessed robust economic growth with an average GDP increase of 3.3%. 

Despite this, gold, typically seen as a safe haven during economic uncertainty, 

experienced a significant decline with an inflation-adjusted return of -5.88%. This 

downturn is indicative of investors shifting their focus towards more lucrative 

opportunities in equity markets, a trend supported by the confidence in continued 

economic stability during the decade. This shift aligns with findings by Deaton and 

Laroque (1992), which suggest that traditional safe havens like gold tend to 

underperform in stable economic times when the appeal of riskier assets rises due to 

their higher return potential. 

Oil, conversely, demonstrated modest gains with an inflation-adjusted return of 

1.03%, likely fueled by increased industrial demand and sporadic geopolitical 

tensions that typically bolster oil prices. This observation is consistent with the 

broader implications of macroeconomic determinants on commodity prices, as 

outlined by IMF research (2023), which notes that commodities sensitive to industrial 

demand and geopolitical disruptions can perform differently from broader market 

trends. 

Agricultural commodities such as wheat depicted a more challenging scenario with a 

negative inflation-adjusted return of -2.59%. This performance can be attributed to 

the sector's vulnerability to technological advancements and evolving global supply 

chain dynamics, which, while generally positive, can disrupt existing market 

structures and negatively impact prices in the short term. 

The GSCI Commodity Index's marginal positive movement with an inflation-

adjusted return of 0.59% suggests a diversified but tepid impact of economic 

expansion across different commodity sectors. This supports the idea that not all 

commodities uniformly benefit from macroeconomic growth, with some sectors 

facing disruptions even in generally favorable economic conditions. 

The decade following 2010, marked by a recovery from the global financial crisis, 

saw lower interest rates and modest GDP growth averaging 2.1%. In this 
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environment, gold regained its luster, posting a notable inflation-adjusted return of 

3.45%. This rebound likely reflects gold's renewed appeal as a hedge against 

potential inflation and lingering economic uncertainties—an aspect highlighted in 

both IMF (2023) and NBER studies. The results suggest that gold performs best 

during periods of economic growth characterized by low interest rates. 

Oil, however, faced significant challenges, recording a negative inflation-adjusted 

return of -3.22%. This period was particularly tough for the oil sector due to a global 

oversupply and a notable shift towards renewable energy sources, aligning with the 

structural changes noted in commodity behaviors during economic shifts, as 

explored in the cited studies. 

Wheat experienced a modest recovery with an inflation-adjusted return of 1.14%, 

supported by stable global demand and advancements in agricultural technologies. 

This aligns with findings that suggest agricultural commodities can recover when 

broader economic conditions stabilize and technology drives efficiency gains in 

production. 

These findings underline the critical need to understand the varied influences on 

commodities during economic expansions. The differing behaviors highlight the 

importance of sector-specific dynamics, global economic conditions, and 

technological advancements in shaping commodity market outcomes. Investors must 

consider these diverse factors when making decisions, acknowledging that 

commodities do not move in lockstep with traditional financial assets like equities or 

bonds. 

 

2.3.1 Recession 

Economic recessions, defined by significant declines in economic activity, are 

characterized by contractions in GDP, rising unemployment, and reduced consumer 

spending. These downturns often lead to significant shifts in resource allocation, 

policy adjustments, and changes in investor behavior. By analyzing the recessions of 

1960, 1974, 1981, 1990, 2007-2009, and 2020, we can gain valuable insights into the 
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factors that drive economic resilience and recovery, setting the stage for a detailed 

examination of various asset classes during these challenging periods. 

The recession of 1960 was relatively mild but still marked by a significant slowdown 

in economic growth. It resulted from a combination of tight monetary policy and a 

reduction in consumer spending. The S&P 500 experienced a moderate decline, 

reflecting the broader economic malaise. This period provides an early example of 

how monetary policy can influence economic cycles and investor behavior. 

The 1974 recession, caused by the oil embargo and skyrocketing energy prices, led to 

stagflation—a combination of high inflation and stagnant economic growth. The S&P 

500 plummeted by nearly 50%, underscoring the vulnerability of the stock market to 

external shocks and inflationary pressures. This period highlighted the importance of 

energy prices and geopolitical factors in shaping economic outcomes. 

The recession of 1981 was induced by the Federal Reserve's aggressive interest rate 

hikes to combat high inflation. The S&P 500 experienced significant volatility, with 

investors reacting to the high interest rates and economic uncertainty. This recession 

demonstrated the impact of monetary policy on financial markets and the economy's 

ability to adjust to rapidly changing interest rates. 

The 1990 recession was triggered by a combination of restrictive monetary policy, 

reduced consumer confidence, and the savings and loan crisis. The S&P 500 saw a 

notable decline, reflecting the broader economic contraction. This period 

underscored the interconnectedness of financial institutions and the broader 

economy, as well as the role of consumer sentiment in economic cycles. 

The Great Recession of 2007-2009, triggered by the collapse of the housing bubble 

and subsequent financial sector turmoil, resulted in the S&P 500 plummeting by 

nearly 50% from its pre-crisis peak. This crisis underscored the interconnectedness of 

global financial systems and necessitated unprecedented interventions, including 

bank bailouts and extensive monetary easing by central banks. The widespread 

impact on various sectors during this recession provides a rich context for examining 

how different asset classes reacted to severe economic stress. 
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The most recent recession, caused by the COVID-19 pandemic in 2020, presented 

unique challenges. The abrupt halt in global economic activity due to lockdowns and 

health crises led to a sharp economic contraction, with the S&P 500 experiencing a 

swift decline of over 30% early in the year. Unlike previous recessions, the 2020 

downturn accelerated trends such as digital transformation and remote work. This 

period offers a contemporary perspective on how sudden global disruptions can 

affect economic activities and asset performance. 

Understanding these historical contexts is crucial as we delve into the behavior of 

individual asset classes during recessions. Each of these periods provides distinct 

lessons on how various sectors and assets respond to economic downturns. In the 

subsequent sections, we will explore these responses in detail, focusing on the 

performance and underlying factors that influenced different asset classes. 

 

Equities 

To discuss and analyze the behavior of equities during periods of recession, this 

analysis will focus on two distinct periods: the 2000 to 2002 interval, marked by the 

burst of the dot-com bubble, which resulted in significant losses for many technology 

companies, and the year 2008, defined by the financial crisis triggered by the collapse 

of the subprime mortgage market. Preliminary examination of the S&P 500 index 

during these periods reveals an immediate and stark negative reaction in the equity 

markets. In 2008, for instance, the market experienced a dramatic decline, with 

returns plummeting more than 40%, and reaching a nadir of approximately 50% 

below the pre-crisis valuation. A similar, albeit less severe, trend was observed 

during the 2000-2002 period, where the index decreased to about 35% below its prior 

valuations. 

Such initial analysis might lead to the preliminary conclusion that equities generally 

underperform during recessions. However, according to S&P Global (2020), a more 

nuanced examination is required by assessing the performance of three sectors—

Health Care, Energy, and Consumer Staples—identified by literature as potentially 

resilient during economic downturns. 



2. Overview of Financial Products and 

Asset Classes 

63 

 

 

Beginning with an analysis of healthcare stocks, we observe that during the early 

2000s, this sector provided better returns compared to the broader market. 

Specifically, healthcare stocks achieved an average return of approximately -12.8%, 

while the S&P 500 posted a significantly lower return of -43% over the same two-year 

period. Shifting our focus to the 2008 crisis, the trend remains consistent. The 

healthcare sector outperformed the rest of the market by around 20 percentage 

points, further confirming its resilience to economic shocks compared to the broader 

market. 

Analyzing the performance of the energy sector during the two recession periods, we 

find diverse results. In the year 2000, the energy sector significantly outperformed 

the broader market, with a return of 11.64% compared to a -2.04% return in the S&P 

500. This suggests a strong resilience and even growth potential for the energy sector 

in this particular year. 

However, the subsequent years saw a reversal in this trend. In 2001 and 2002, the 

energy sector experienced declines of -11.26% and -13.94%, respectively. These losses 

were substantial, though they still outperformed the S&P 500, which fell by -17.26% 

and -24.29% during the same years. This indicates that while the energy sector was 

not immune to the downturn, it was somewhat less affected than the broader market. 

The pattern of resilience reemerged in 2007, with the energy sector posting a robust 

gain of 20.14%, contrasting sharply with the -4.15% decline in the S&P 500. This 

rebound highlights the cyclical nature of the energy sector, which can benefit from 

geopolitical and economic factors unique to this industry. 

However, 2008 was challenging for all sectors, including energy, which saw a 

significant drop of -30.35%, although this was still marginally better than the -40.09% 

plunge experienced by the S&P 500. This performance in a notably tough year further 

underscores the relative, though not absolute, resilience of the energy sector to 

economic shocks compared to the broader market. 

Analyzing the performance of the consumer staples sector during the examined 

recession periods provides a detailed view of its behavior relative to the broader 

market: 
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2000: The consumer staples sector demonstrated notable strength, achieving a 15.09% 

return even as the broader market, indicated by the S&P 500, experienced a modest 

decline of -2.04%. This performance underscores the sector's resilience and its typical 

role as a safe haven during economic uncertainty, supported by the fact that 

consumer staples products—such as food, household goods, and hygiene products—

are essential and remain in demand regardless of economic conditions. 

2001-2002: This period saw a downturn for the consumer staples sector, although the 

declines were less severe than those of the broader market. In 2001, the sector 

decreased by -1.10%, and in 2002, it further declined by -10.68%. Despite these losses, 

the sector's performance was still notably better than the S&P 500, which fell by -

17.26% and -24.29% in the same years, respectively. The relatively milder declines in 

consumer staples during these years highlight its defensive characteristics, as 

consumers continue to prioritize basic necessities even during economic downturns. 

2007: During this year, the consumer staples sector posted a positive gain of 3.74%, 

contrasting with the S&P 500's decline of -4.15%. This again illustrates the sector's 

defensive nature and its ability to provide stability and potential growth even when 

other sectors are retracting. The positive performance in a challenging economic 

environment reinforces the sector's reputation for resilience. 

2008: The global financial crisis impacted all sectors, including consumer staples, 

which saw a significant drop of -19.68%. However, this decline was still somewhat 

better than the -40.09% plunge experienced by the broader S&P 500. The relative 

outperformance of consumer staples during one of the most severe economic 

downturns in recent history further emphasizes its role as a relatively safer 

investment choice during periods of extreme market stress. 

From this analysis, we can confirm that the consumer staples sector, while not 

entirely immune to the impacts of economic recessions, tends to outperform the 

broader equity market during such times. Its essential nature and the inelastic 

demand for its products help mitigate the effects of economic downturns, making it 

an attractive sector for investors seeking to reduce volatility and preserve capital 

during challenging economic periods. 
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In conclusion, equities often decline during recessions, but strategic investments in 

sectors like Healthcare and Consumer Staples can cushion this downturn, offering 

relative safety and potentially reducing losses. The distinct performance of these 

sectors in economic downturns underscores the critical role of diversification and 

targeted sector analysis in developing robust investment strategies. 

 

Bonds 

Since the 1950s, the global economy has endured numerous recessions, each differing 

widely in severity and impact. Against this backdrop, it becomes particularly 

relevant to explore how the bond market has historically reacted to these economic 

shocks. This analysis will specifically focus on the recessions of 1960, 1974, 1981, 

1990, and 2008, examining the behavior of three distinct categories of bonds: short-

term government securities (3-month T-bills), medium to long-term government 

bonds (10-year U.S. Treasury Bonds), and corporate bonds (Baa-rated). 

Typically, the behavior of medium and long-duration bonds exhibits an inverse 

correlation with interest rates: generally, as interest rates rise, the value of existing 

bonds in the market decreases, with a more pronounced impact on long-duration 

bonds compared to short-duration ones. This dynamic is explained by the higher 

yields offered by newly issued bonds, which render the existing ones with lower 

rates less attractive. 

During recessionary periods, it is common for the interest rates set by the Federal 

Reserve to decrease as a measure to stimulate the economy. This reduction in rates 

tends to increase the value of existing bonds since new bonds will be issued with 

lower yields, making the older ones more appealing. Consequently, one would 

expect bonds to exhibit positive returns during recessions, reflecting their status as a 

preferred safe-haven asset amidst economic uncertainty. This analysis aims to verify 

these expectations by studying historical data across different types of bonds during 

specified downturn periods. 

Short term bonds: 
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Examining historical data, we observe that short-term bonds, such as 3-month T-bills, 

tend to closely follow interest rate movements. This tight correlation (correlation 

coefficient of 0.99 with interest rates) suggests that short-term securities faithfully 

reflect active monetary policies, as can also be seen from the chart in Figure 2.7 

comparing the yields of short-term securities and interest rates. 

 

During the previously mentioned recessions, short-term bonds like the 3-month T-

bills recorded the following yields reported in Table 2.1, taking inflation into account: 
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From this data, it is evident that short-term bonds do not always offer yields capable 

of protecting the investor from inflation in the periods analyzed; however, being that 

these are highly turbulent periods, they still guarantee the preservation of capital or 

at least a loss of only a few percentage points. If we extend the analysis not to a single 

year but to a three-year period following the recession, we notice that yields tend to 

follow the reduction of interest rates, becoming progressively lower over time. This 

pattern has occurred in all the recessions examined. 

This observation suggests that short-term bonds can serve as an effective protection 

against the initial impact of a recession, but only in the short term. Indeed, in the 

months following the official onset of a recession and the consequent lowering of 

rates, it might be prudent to consider other investment options, given that the yields 

of short-term bonds tend to decrease. This strategy allows investors to better adapt to 

market dynamics and protect their capital in uncertain times. 

Long-term bonds: 

In examining the behavior of 10-year U.S. Treasury bonds during recessions, it is 

evident that yields significantly reflect macroeconomic conditions and monetary 
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policy. For example, during the 1981 recession, when interest rates reached a peak of 

16.38%, 10-year bonds managed to generate a return of 32.8% in just one year. This 

high yield was correlated with high inflation at the time (10.33%) and a significant 

economic contraction (-2.19% GDP growth), suggesting that in periods of economic 

and financial uncertainty, investors seek refuge in government securities, considered 

safe, thereby increasing their demand and consequently their prices. 

Further analyzing the period following the 2008 financial crisis, 10-year bonds 

showed an extraordinarily high yield of 20.10% in a year when GDP contracted by 

3.23% and interest rates were relatively low (1.93%). This significant increase in yield 

reflects a massive flight to safety, with investors seeking to protect themselves from 

stock market volatility and uncertain economic prospects. 

However, in 2009, the yields on these bonds sharply fell to -11.12% despite near-zero 

interest rates (-0.36%). This can be interpreted as a reaction to the economic recovery, 

albeit modest (GDP growth of 1.75%), and low inflation (-0.36%), signals that may 

have shifted investors' preferences towards riskier assets in search of higher returns, 

given the improvement in economic conditions. 

These examples clearly illustrate how the yields on 10-year bonds are influenced by a 

complex interplay of interest rates, inflation, and economic growth. In periods of 

high uncertainty and low economic growth, bonds tend to perform well as safe 

investments. Conversely, during periods of economic recovery and low interest rates, 

their yield can decrease significantly, reflecting diminished interest in these more 

conservative instruments. 

This analysis highlights the importance of considering 10-year Treasury bonds not 

only as indicators of investor confidence but also as responsive tools to monetary 

policies and global macroeconomic conditions. 

Corporate Bonds: 

Examining the behavior of Baa-rated corporate bonds during recessions provides a 

unique perspective on how these higher-risk instruments react to macroeconomic 

shifts and monetary policy changes. Unlike Treasury bonds, corporate bonds are 
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susceptible to credit risk, which greatly influences their performance during 

economic downturns and recoveries. 

Take, for instance, the recession of 1981, a period marked by sharply rising interest 

rates that peaked at 16.38% and high inflation at 10.33%. Despite the severe economic 

contraction, with GDP shrinking by -2.19%, Baa corporate bonds yielded 8.46%. This 

return, albeit lower than some might expect given the risk premium over government 

securities, illustrates investors’ balancing act between seeking safe havens and 

earning higher yields amidst volatility. 

The financial crisis of 2008 provides another stark contrast in the behavior of 

corporate bonds compared to government securities. In this period, corporate bonds 

experienced a decline, yielding -3.54% as the GDP contracted sharply by -3.23% and 

interest rates were relatively low at 1.93%. This decline reflects the increased 

perception of credit risk and a flight to quality, with investors shying away from 

corporate bonds due to fears of defaults and financial instability. 

However, the subsequent year saw a dramatic turnaround. In 2009, with the 

economy starting to show modest recovery signs and the Fed slashing rates to near 

zero (0.16%), corporate bonds surged to yield 20.21%. This rebound highlights a swift 

shift in investor sentiment, where the search for yield, particularly in a low-rate 

environment, drove investors back to corporate bonds despite their earlier 

reservations. 

These shifts underscore how Baa corporate bonds are not just influenced by 

economic indicators such as GDP growth or inflation but are also highly sensitive to 

changes in investor sentiment and credit market dynamics. During times of economic 

distress, corporate bonds can suffer significant losses as risk aversion spikes. 

Conversely, during recoveries or when monetary policies are particularly 

accommodative, these bonds can offer lucrative returns as investors seek higher-

yielding alternatives to government debt. 

In sum, the study of Baa corporate bonds during recessions reveals the nuanced and 

often volatile interplay between economic fundamentals, market sentiment, and 

monetary policy. This analysis not only highlights the reactive nature of corporate 
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bonds to economic changes but also their potential to offer insights into broader 

market dynamics and investor behavior during periods of economic uncertainty. 

Throughout these recessions, bonds exhibited varied behavior, influenced by 

inflation dynamics, fiscal policy, and investor sentiment. Generally, Treasury Bonds 

acted as a safe haven, especially during severe economic downturns, reflected in the 

spike in yields during the 2008 crisis. Conversely, Corporate Bonds showed more 

volatility, aligning closely with broader economic conditions and corporate health. 

Investors tend to move towards government bonds during times of uncertainty, as 

evidenced by the generally better performance of Treasury securities during 

recessions. The negative correlation between bond yields and economic activity 

suggests that bonds can serve as a defensive allocation in investment portfolios 

during downturns. 

In conclusion, the behavior of bonds during recessions underscores their role as a 

crucial component of a diversified investment strategy, providing stability and 

potential income in times of economic uncertainty. 

 

Real Estate 

The real estate market is deeply affected by economic shocks during recessions, 

showing fluctuations in returns that often reflect the overall economic conditions. 

According to research conducted by Case and Shiller (1989), variations in interest 

rates and economic growth directly influence property values and investors' ability 

to achieve positive returns. Their study, published in the "American Economic 

Review," illustrates the correlation between economic cycles and housing prices, 

emphasizing the importance of market timing and risk perception during recessions. 

Figure 2.8 presents the performance of the real estate sector during major 

recessionary phases over the past 50 years, characterized by negative annual GDP 

growth. 



2. Overview of Financial Products and 

Asset Classes 

71 

 

 

 

During the mid-1970s, the global economy was hit by a series of oil shocks that led to 

a steep increase in inflation and stagnant economic growth. In 1974, the nominal 

annual return on real estate was 10.07%, but after adjusting for inflation, which was 

at 11.05%, the real return dropped to -0.98%. This phenomenon can be explained by 

the fact that in periods of high inflation, the real value of real estate investments 

tends to decline due to the loss of purchasing power, despite apparent nominal 

growth. In 1975, with inflation at 9.14% and GDP growth at 6.15%, nominal real 

estate returns decreased to 6.77%, with a real return of -2.37%. The situation 

improved slightly in 1976 when the real return turned positive (2.43%) thanks to 

more contained inflation at 5.74% and stable economic growth of 3.23%. 

The period from 1981 to 1983 was characterized by restrictive monetary policies 

aimed at combating inflation, leading to high interest rates and economic contraction. 

Shiller (2009) notes that in 1981, with interest rates at 13.22%, inflation at 10.33%, and 

GDP falling by -2.19%, nominal real estate returns were 5.10%, but the real return 
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plummeted to -5.24%. This situation is typical of periods where high financing costs 

and decreasing purchasing power hinder real estate investments. In 1982, despite 

reduced inflation at 6.13% and positive GDP growth of 1.43%, the real estate market's 

real return remained negative (-5.57%). Only in 1983, with further reduced inflation 

(3.21%) and robust economic growth (8.58%), did real returns turn positive (1.54%), 

suggesting that price stabilization and economic improvement favored the recovery 

of the real estate market. 

The recession of the early 1990s had a moderate impact on the real estate market. 

According to the National Bureau of Economic Research (NBER), in 1990, with 

inflation at 5.40% and GDP declining by -0.95%, nominal real estate returns were -

0.69% and real returns were -6.09%. This trend continued in 1991 and 1992, with 

nominal returns of -0.17% and 0.82% respectively, but real returns remained negative 

(-4.40% and -2.21%). The slow economic recovery and persistent inflation continued 

to penalize real estate returns, highlighting how the real estate market tends to react 

slowly to economic recovery phases. 

The global financial crisis of 2008 had a devastating impact on the real estate market. 

Shiller (2009) notes that nominal real estate returns fell to -12.00%, while real returns 

were -15.83%, with inflation at 3.84% and GDP contracting by -3.23%. The financial 

crisis, with near-zero interest rates (0.15%), caused a significant credit contraction, 

drastically reducing property values. Even in 2009 and 2010, returns remained 

negative both nominally (-3.86% and -4.11%) and in real terms (-3.50% and -5.75%), 

reflecting a slow economic recovery and a persistent climate of uncertainty. 

The analysis shows that the real estate sector is highly sensitive to macroeconomic 

conditions during recessions. High inflation and interest rates have a negative impact 

on real estate's real returns, even though nominal returns can occasionally remain 

positive. The relationship between inflation, economic growth, and interest rates 

plays a crucial role in determining the performance of the real estate market during 

recessionary periods. Furthermore, the ability of the real estate sector to withstand 

recessions has diminished over time, likely due to increasingly lower interest rates. 

This has reduced the central banks' maneuvering flexibility to lower them further, 

thereby amplifying the impact of recessions on the real estate market. 
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Commodities  

The mid-1970s were marked by severe economic disruptions due to oil shocks. 

During the 1974 recession, gold prices surged by 66.15%, reflecting its role as a safe-

haven asset amidst high inflation (11.05%) and economic uncertainty. In contrast, oil 

prices increased by a modest 7.59%, and wheat prices declined by -19.72%. The 

overall commodity index rose by 5.89%. This period saw a GDP contraction of -

2.30%, demonstrating the severe economic impact of the oil shocks. The surge in gold 

prices can be attributed to investors seeking safety from the devaluation of currency 

caused by high inflation. 

In 1975, the economic situation began to stabilize slightly, leading to a correction in 

gold prices, which fell by -24.80%, while oil prices showed a modest increase of 

13.31%. Wheat continued to suffer, reflecting ongoing volatility in agricultural 

markets due to fluctuating demand and supply conditions. 

The early 1980s were characterized by efforts to combat high inflation through 

restrictive monetary policies, resulting in elevated interest rates and economic 

contraction. In 1981, both gold and oil experienced significant declines, with gold 

dropping by -32.60% and oil by -8.27%. High interest rates (16.38%) increased the 

opportunity cost of holding non-yielding assets like gold, leading to a drop in its 

price. Similarly, oil prices fell due to reduced industrial demand amid economic 

contraction. Wheat prices also declined by -7.83%, underscoring the broad-based 

impact of high interest rates and economic slowdown on commodity markets. 

In 1982, as inflation began to moderate and economic conditions slightly improved, 

commodities showed partial recovery. Gold prices increased by 15.62% as investors 

sought to hedge against lingering economic uncertainties, while oil and wheat 

remained volatile, reflecting ongoing adjustments in supply and demand dynamics. 

The early 1990s recession presented mixed results for commodities. During the 1990 

downturn, the overall Goldman Sachs Commodity Index (GSCI) increased by 

17.47%, driven by resilience in certain sectors despite broader economic challenges. 

This discrepancy can be explained by the composition of the GSCI, which includes a 

broader range of commodities beyond just gold, oil, and wheat. While these key 
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commodities saw declines, other commodities within the index, such as industrial 

metals and livestock, might have performed better, thus driving up the overall index. 

Gold prices declined by -3.11%, reflecting reduced demand for safe-haven assets as 

inflation was moderate (5.40%) and economic contraction was less severe (-0.95%). 

The less severe economic contraction might have reduced the immediate panic that 

typically drives investors toward gold. Oil and wheat prices also declined by -12.30% 

and -9.34%, respectively, influenced by reduced industrial and agricultural demand. 

The decline in these commodities suggests that sectors heavily reliant on economic 

activity and industrial production were more adversely affected during this 

recession. 

In 1991, as the economy began to recover, wheat prices saw a significant increase of 

24.00%, while gold and oil showed less severe declines. The commodity index 

increased by 6.44%, reflecting the varied impact of economic conditions on different 

commodities and underscoring the importance of sector-specific factors in 

determining commodity performance during recessions. 

The 2008 financial crisis had a profound impact on commodity markets. Gold 

managed a modest increase of 4.32%, underscoring its role as a safe-haven asset 

during financial turmoil. In contrast, oil and wheat experienced significant declines 

of -38.04% and -36.49%, respectively, due to the global economic slowdown and 

financial market instability. The overall commodity index dropped by -51.26%. This 

period experienced inflation at 3.84% and a sharp GDP contraction of -3.23%, with 

near-zero interest rates (1.93%). The extreme volatility in commodity prices during 

this period can be attributed to the global economic slowdown and financial market 

instability. 

Following the crisis, commodities experienced a significant rebound. In 2009, the 

commodity index rose by 14.79%, driven by substantial increases in gold (25.04%), oil 

(28.75%), and wheat (5.27%). This recovery reflects the easing monetary policies and 

fiscal stimuli implemented globally to revive economic growth. By 2010, the 

commodity index further increased by 21.98%, with gold rising by 29.24%, oil by 

19.70%, and wheat by 37.50%. These gains illustrate the strong recovery in 

commodity markets following the initial shock of the financial crisis. 
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The analysis of commodity performance during recessions reveals significant 

volatility and varied responses across different assets. Gold consistently acts as a 

safe-haven asset, performing relatively well during periods of high inflation and 

economic uncertainty. This behavior is driven by investors' desire to protect their 

wealth from currency devaluation and financial instability. Gold's ability to retain 

value or appreciate during economic downturns underscores its role as a critical 

component in investment portfolios aimed at hedging against systemic risks. 

Conversely, oil and wheat exhibit more complex dynamics influenced by specific 

supply and demand factors and broader economic conditions. Oil, being a critical 

input for industrial production and transportation, is highly sensitive to economic 

activity levels. During recessions, reduced industrial output and lower demand for 

transportation can lead to significant drops in oil prices, as seen during the 1981-1982 

and 2008 recessions. However, oil prices can also be influenced by geopolitical factors 

and production cuts by major oil-producing nations, adding another layer of 

complexity to its behavior. 

Wheat and other agricultural commodities are affected by both economic conditions 

and environmental factors such as weather patterns and crop yields. During 

economic downturns, reduced consumer spending can lower demand for 

agricultural products, leading to price declines. However, supply-side shocks, such 

as poor harvests, can offset these demand-side effects and cause price increases. 

High interest rates generally depress commodity prices, particularly for non-yielding 

assets like gold, by increasing the opportunity cost of holding these assets. Easing 

monetary policies and economic recovery, on the other hand, contribute to 

commodity market rebounds by improving liquidity and boosting demand. The 2008 

financial crisis vividly illustrates this dynamic, where aggressive monetary easing 

and fiscal stimulus measures led to a strong recovery in commodity prices post-crisis. 

 

2.4 Conclusion 

From the analysis of the behavior of different asset classes across various historical 

periods, we have gained valuable insights into how each asset class reacts to different 
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macroeconomic scenarios. Table 2.2 and Table 2.3 report the returns and standard 

deviations of each asset class examined in this chapter for all the macroeconomic 

scenarios considered. This comprehensive analysis allows us to understand the 

unique characteristics and performance patterns of each asset class, providing a 

clearer picture of their potential roles in an investment portfolio under different 

economic conditions. 

 



2. Overview of Financial Products and 

Asset Classes 

77 

 

 

 



78 2. Overview of Financial Products and 

Asset Classes 

 

  

Below, you can find additional tables divided by asset class that summarize the 

behavior of each asset during the different macro scenarios using a color-coded 

system: green indicates historically strong performance, red indicates poor 

performance, and yellow indicates neutral performance. These tables provide a clear 

visual representation of how each asset class has historically performed under 

varying economic conditions such as expansions, recessions, high inflation, and 

deflation. 

This comprehensive analysis enhances our understanding of the unique 

characteristics and performance patterns of each asset class. It offers a clearer picture 

of their potential roles in an investment portfolio under different economic 

conditions, helping to identify potential strategies for portfolio diversification and 

risk management tailored to specific macroeconomic environments. 
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3. Constructing and Evaluating 

Investment Portfolios 

This chapter delves into the essential aspects of constructing and managing 

investment portfolios, emphasizing the significance of aligning investment strategies 

with individual financial goals. An investment portfolio is a collection of financial 

assets such as stocks, bonds, commodities, real estate, and other securities owned by 

an individual or institution. These assets are chosen based on the investor’s financial 

goals, risk tolerance, and investment horizon, with the aim of achieving a balanced 

and favorable return on investment over time. 

The concept of an investment portfolio has a rich history that has evolved 

significantly over time. It began with intuitive and speculative investment decisions, 

which later evolved into a more systematic approach thanks to the development of 

Modern Portfolio Theory (MPT) by Harry Markowitz in the 1950s. Markowitz's work 

introduced the concept of diversification as a key strategy for risk management, 

highlighting that an investor could achieve an optimal portfolio by selecting a 

combination of assets that maximizes expected return for a given level of risk or 

minimizes risk for a given level of expected return. 

Following Markowitz, several other key contributions further refined the 

understanding and management of investment portfolios. William Sharpe's Capital 

Asset Pricing Model (CAPM) and Eugene Fama's Efficient Market Hypothesis (EMH) 

provided additional frameworks for understanding the relationship between risk 

and return and the behavior of financial markets. 

In this chapter, we will explore how to build a robust investment portfolio by 

understanding and applying the principles of diversification and correlation. We will 

discuss the importance of balancing risk and return, and how to use performance 

metrics such as standard deviation, beta, and alpha to evaluate portfolio 

performance. 

Additionally, this chapter will analyze some of the most renowned portfolio 

allocations designed by famous investors, such as Ray Dalio's All Weather Portfolio, 
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Harry Browne's Permanent Portfolio, the classic 60/40 Portfolio, and David 

Swensen's Yale Model. Each of these portfolios represents a unique investment 

strategy, aiming to balance risk and return in different ways. By examining these 

strategies, we can gain valuable insights into the diverse approaches used by 

successful investors to achieve long-term financial goals. 

 

3.1 Definition of an Investment Portfolio 

An investment portfolio is a curated collection of financial assets, such as stocks, 

bonds, commodities, real estate, and other securities, owned by an individual or 

institution. These assets are selected based on the investor’s financial goals, risk 

tolerance, and investment horizon, with the aim of achieving a balanced and 

favorable return over time. Essentially, an investment portfolio is a structured way to 

manage one's wealth and navigate the complexities of financial markets. 

The foundation of an investment portfolio lies in the principle of diversification. 

Diversification involves spreading investments across various asset classes to reduce 

overall risk. Different assets often respond differently to economic events, so a well-

diversified portfolio can mitigate losses by balancing poorly performing assets with 

those performing well. This strategy aims to enhance portfolio stability and resilience 

against market fluctuations. 

A significant advancement in portfolio theory came with Harry Markowitz's Modern 

Portfolio Theory (MPT) in the 1950s. MPT introduced the concept of diversification 

as a mathematical framework for optimizing portfolios by balancing expected 

returns against risk. Markowitz's work provided a method to construct an "efficient 

frontier," representing the set of optimal portfolios that offer the highest expected 

return for a given level of risk. This framework shifted the focus from individual 

securities to the overall composition of the portfolio, emphasizing how assets interact 

within the portfolio to influence its risk and return profile. 

Understanding the mechanics of an investment portfolio is crucial for making 

informed investment decisions. This process involves selecting assets, assessing their 

risk and return characteristics, and determining how they interact within the 

portfolio. A strategic approach to portfolio construction ensures alignment with the 

investor’s financial goals, risk tolerance, and investment horizon. For instance, a 

young professional saving for retirement may opt for a different asset mix than 

someone nearing retirement. Understanding these dynamics helps in constructing a 

portfolio that meets specific financial objectives. 



3. Constructing and Evaluating Investment 

Portfolios 

83 

 

 

Moreover, investment portfolios play a critical role in the broader financial 

ecosystem. Institutional investors, such as pension funds and mutual funds, use 

portfolio management principles to safeguard and grow their assets, contributing to 

overall financial market stability. Regularly evaluating portfolio performance relative 

to goals is a key aspect of portfolio management. This involves tracking returns and 

understanding the associated risks using metrics like standard deviation, beta, and 

alpha to measure performance and risk-adjusted returns. 

In conclusion, an investment portfolio is a fundamental concept in finance, 

representing a strategic approach to managing a collection of assets. The principles of 

diversification and risk management, rooted in Modern Portfolio Theory, are 

essential for constructing a resilient and efficient portfolio. Understanding what an 

investment portfolio is, why it is important, and the mechanics behind it equips 

investors with the knowledge to make informed decisions, align their investments 

with their financial goals, and effectively navigate the complexities of financial 

markets. 

 

3.2 Exploring Key Performance Metrics in Financial 

Product Evaluation 

In the domain of financial analysis, evaluating the performance of investment 

products emerges as a pivotal pursuit, occupying a central position in both academic 

discourse and practical decision-making. This section embarks on an exploration of 

the fundamental parameters utilized to assess the performance of financial products, 

offering a comprehensive examination of the methodologies and frameworks that 

underpin this evaluative process. 

As investors traverse the intricate landscape of financial markets, they rely on a 

diverse array of performance indicators to navigate uncertainties and inform their 

investment strategies. These parameters serve as guiding stars, illuminating the path 

towards sound investment decisions by providing insights into risk exposure, return 

potential, and portfolio resilience. Through a deep dive into these performance 

metrics, investors gain a deeper understanding of the dynamics shaping their 

investment portfolios, enabling them to make decisions that align with their financial 

goals and risk preferences. 

This section endeavors to demystify the intricacies of investment evaluation, 

shedding light on the methodologies employed to quantify risk, measure returns, 

and assess portfolio dynamics. By unraveling these foundational principles, this 
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research seeks to empower investors and researchers with the knowledge and 

insights needed to navigate the complexities of financial markets effectively. 

 

3.2.1 Maximum Drawdown 

One of the most significant measures to evaluate the risk associated with a portfolio 

is the maximum drawdown. This parameter provides a quantifiable assessment of 

the worst-case scenario and helps investors align their risk tolerance with their 

investment choices. 

Max drawdown represents the largest observed loss from a peak to a trough in the 

value of a portfolio before a new peak is achieved. It is expressed as a percentage and 

provides insight into the extent of potential losses an investor might face. Unlike 

other risk metrics that focus on average performance, max drawdown emphasizes 

the depth of downturns, making it a vital tool for risk assessment. The formula 3.1 

shows how to calculate it: 

Max Drawdown = 
𝑃𝑒𝑎𝑘 𝑉𝑎𝑙𝑢𝑒−𝑡𝑟𝑜𝑢𝑔ℎ 𝑉𝑎𝑙𝑢𝑒

𝑃𝑒𝑎𝑘 𝑉𝑎𝑙𝑢𝑒
× 100 

(3.1) 

             

To illustrate the calculation of max drawdown, consider a hypothetical portfolio that 

reaches a peak value of $100,000. Over the next few months, the portfolio's value 

declines to $85,000 before recovering and surpassing the initial peak. The max 

drawdown in this scenario is calculated in the following formula 3.2: 

Max Drawdown = 
100000−85000

100000
× 100 = 15% 

(3.2) 

 

This 15% represents the worst percentage loss the portfolio experienced during that 

period. Understanding this figure is crucial for investors, as it quantifies the most 

significant loss they could endure, thereby informing their risk management 

strategies. 

Max drawdown is paramount for several reasons, each underscoring its role in 

robust portfolio management. First and foremost, it offers a clear picture of downside 

risk. While metrics like standard deviation and beta provide insights into volatility 

and market sensitivity, they do not specifically account for the severity of potential 
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losses. Max drawdown fills this gap by highlighting the worst-case scenario, 

enabling investors to better gauge their exposure to significant declines. 

Moreover, a portfolio's average return may mask periods of substantial losses. Max 

drawdown complements traditional performance metrics by providing a holistic 

view of both returns and risks. This dual perspective is crucial for evaluating the true 

performance of a portfolio, especially during volatile market conditions. It ensures 

that investors are not blindsided by periods of extreme volatility, which can have 

severe implications for long-term financial goals. 

Another critical aspect of the max drawdown is its impact on investor psychology 

and confidence. Market downturns often test investors' confidence, leading to panic 

selling and impulsive decisions that can be detrimental to long-term success. 

Knowing the maximum drawdown helps set realistic expectations and prepares 

investors mentally for potential losses. This preparation can foster a disciplined 

approach to investing, reducing the likelihood of emotionally driven decisions. 

Additionally, max drawdown facilitates benchmarking and comparison across 

different portfolios or financial products. For instance, two portfolios with similar 

average returns can exhibit vastly different risk profiles when max drawdown is 

considered. Investors can use this metric to choose investments that align with their 

risk tolerance and financial goals. This ability to compare different investment 

options is invaluable for constructing a diversified and resilient portfolio. 

3.2.1 Standard Deviation 

One of the most critical metrics when we must study the risk of any financial product 

is the standard deviation. This measure provides a comprehensive understanding of 

the variability in portfolio returns, offering insights that are essential for informed 

decision-making and risk management. 

Standard deviation, denoted by the Greek letter sigma (σ), is a statistical measure 

that represents the dispersion of a portfolio’s returns around its mean. It quantifies 

the extent to which returns can deviate from the average return, thereby providing a 

gauge of the portfolio’s volatility. The formula 3.3 shows how to calculate the 

standard deviation: 

Standard Deviation (σ) =  √
1

𝑁
∑ (𝑅𝑖 − 𝑅̅)2𝑁

𝑖=1  

(3.3) 
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Where 𝑅𝑖   represents each individual return, 𝑅̅  is the mean return, and 𝑁 is the 

number of returns. By taking the square root of the variance, the standard deviation 

directly measures the average deviation from the mean return. This makes it a crucial 

tool for investors seeking to understand the risk associated with their portfolios. 

Consider a hypothetical portfolio with the following annual returns over five years: 

5%, 10%, 15%, 10%, and 5%. To calculate the standard deviation of these returns, we 

first determine the mean return, then compute the squared deviations from this 

mean, sum these squared deviations, and divide by the number of returns to find the 

variance. Finally, we take the square root of the variance to obtain the standard 

deviation as shown in the formula 3.4: 

Standard Deviation (σ) = √14 ≈ 3.74  

 

(3.4) 

The standard deviation of approximately 3.74% indicates that the portfolio returns 

typically deviate from the mean return of 9% by about 3.74 percentage points. This 

provides investors with a clear picture of the portfolio's volatility. 

The importance of standard deviation in portfolio evaluation cannot be overstated. 

This metric is fundamental to assessing risk because it provides a clear picture of the 

range within which returns can fluctuate. A high standard deviation indicates a wide 

dispersion of returns, suggesting higher risk and potential for larger deviations from 

the expected return. Conversely, low standard deviation indicates that returns are 

more tightly clustered around the mean, suggesting lower risk and more predictable 

performance. 

Understanding standard deviation is vital for several reasons. First, it helps investors 

gauge the level of uncertainty and potential volatility in their portfolios. This is 

particularly important for risk-averse investors who seek to minimize unexpected 

fluctuations in their portfolio value. By understanding the standard deviation, these 

investors can select assets and construct portfolios that align with their risk tolerance. 

Second, standard deviation is integral to the Modern Portfolio Theory (MPT), which 

aims to optimize the trade-off between risk and return. According to MPT, an 

efficient portfolio is one that provides the highest expected return for a given level of 

risk. Standard deviation is used to quantify this risk, enabling investors to construct 

portfolios that maximize returns while minimizing volatility. By analyzing this 

metric, investors can achieve a balanced and diversified portfolio that aligns with 

their investment goals. 

Moreover, standard deviation is crucial for comparing the risk profiles of different 

investments. For example, two portfolios with the same average return may have 
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(3.5) 

vastly different levels of risk if one has a high standard deviation while the other has 

a low standard deviation. Investors can use this measure to compare different 

investment options, ensuring that they select those that best meet their risk tolerance 

and financial objectives. 

Standard deviation also plays a key role in performance evaluation. While high 

returns are desirable, they often come with increased risk. By examining the standard 

deviation of returns, investors can determine whether the higher returns justify the 

additional risk. This analysis helps investors make informed decisions about whether 

to retain, adjust, or reallocate their investments. 

In conclusion, standard deviation is an essential metric for evaluating the 

performance and risk of investment portfolios. It provides a quantifiable measure of 

volatility, helping investors understand the range of potential returns and the 

associated risks. By incorporating this metric into their analysis, investors can make 

more informed decisions, optimize their portfolios, and develop effective risk 

management strategies. 

 

3.2.2 Average Return 

Evaluating the performance of a portfolio is paramount to making informed 

decisions. One of the most straightforward yet essential metrics for this purpose is 

the average return. This measure provides a clear indication of the portfolio’s 

profitability over a specific period, serving as a foundational element in the 

assessment of investment performance. There are two primary methods for 

calculating average return: arithmetic average and geometric average. Each has its 

unique applications and implications for portfolio evaluation. 

Arithmetic Average Return 

The arithmetic average return represents the simple mean of the individual returns 

over a given period. It is calculated by summing all the returns and dividing by the 

number of periods. The arithmetic average return is calculated using the formula 

presented in equation 3.5: 

𝑅̅𝑎𝑟𝑖𝑡ℎ =
1

𝑁
∑ 𝑅𝑖

𝑁

𝑖=1

 

where 𝑅𝑖 represents each individual return, and 𝑁 is the number of returns. This 

method provides a straightforward measure of the central tendency of returns.   
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(3.6) 

(3.7) 

Example Calculation: 

Consider a hypothetical portfolio with the following annual returns over five years: 

5%, 10%, 15%, 10%, and 5%. A practical example of the calculation is shown in 

equation 3.6: 

𝑅̅𝑎𝑟𝑖𝑡ℎ =
5 + 10 + 15 + 10 + 5

5
= 9% 

This result indicates that, on average, the portfolio has returned 9% per year over the 

five-year period. 

 

Geometric Average Return 

The geometric average return, also known as the compound annual growth rate 

(CAGR), takes into account the compounding effect over multiple periods. It 

provides a more accurate measure of an investment’s performance, especially when 

returns vary significantly from year to year. The formula for the geometric average 

return is presented in equation 3.7: 

𝑅̅𝑔𝑒𝑜𝑚 = (∏(1 +  𝑅𝑖))

𝑁

𝑖=1

1/𝑁

− 1 

 

Where 𝑅𝑖 represents each individual return, and 𝑁 is the number of returns. This 

method reflects the true growth rate of an investment over time. 

Example Calculation: 

Using the same annual returns (5%, 10%, 15%, 10%, and 5%), the geometric average 

return is calculated as follows: 

1. Convert each return to a growth factor: 1.05, 1.1, 1.15, 1.1, 1.05 

2. Multiply these growth factors: 1.05 X 1.1 X 1.15 X 1.1 X 1.05 = 1.4641 

3. Take the nth root (where 𝑛 is 5): (1.4641)1/5 ≈ 1.079 

4. Subtract 1 and convert to a percentage: 1.079 – 1 = 0.079 or 7.9% 

The geometric average return is approximately 7.9%. This indicates that, on average, 

the portfolio has grown by about 7.9% per year, accounting for the compounding 

effect. 

The geometric average return is crucial for several reasons. Firstly, it provides a more 

accurate measure of long-term investment performance. Unlike the arithmetic 

average, which can overstate the true return by ignoring the effects of volatility and 
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compounding, the geometric average reflects the actual growth rate of an 

investment. 

Consider an investment that alternates between a +50% return one year and a -50% 

return the next. The arithmetic average return would suggest a misleading 0% 

average return (50−50)/2=0%, while the geometric average correctly shows a negative 

performance, as the investment would end up lower than it started (1.5 X 0.5)1/2 -1 ≈ -

13.4%. 

Secondly, the geometric average is essential for comparing the performance of 

different investments or portfolios over time. It accounts for the variability and 

compounding of returns, providing a more realistic basis for comparison. Investors 

can use the geometric average to evaluate which investments have truly delivered 

better performance over the long term. 

Investors can utilize both arithmetic and geometric averages for different purposes. 

The arithmetic average is useful for short-term performance evaluation and for 

understanding the expected return in a single period. However, for long-term 

investment decisions, financial planning, and performance comparisons, the 

geometric average is far more relevant. 

 

3.2.3 Years to recover 

In evaluating investment portfolios, understanding not just the returns and risks but 

also the recovery dynamics is essential. One of the key metrics providing insight into 

a portfolio's resilience is the "Years to Recover." This measure indicates how long it 

takes for a portfolio to return to its previous peak value after a significant 

drawdown, highlighting the portfolio's ability to recover from market downturns. 

Years to Recover, or the recovery period, measures the time taken for a portfolio to 

rebound from its lowest point after a drawdown to its previous peak value. This 

metric is straightforward to calculate and involves identifying the peak, the trough, 

and the subsequent recovery to a new peak. 

Example Calculation: 

Consider a hypothetical portfolio that reaches a peak value of $100,000 in January 

2019. Over the next year, it declined to a trough value of $70,000 in January 2020 due 

to a market downturn. If the portfolio recovers to $100,000 by January 2022, the Years 

to Recover would be: 

Years to Recover = January 2022 − January 2020 = 2 years 
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(3.8) 

This result indicates that it took the portfolio two years to recover from its 

drawdown and return to its previous peak value. 

The Years to Recover metric is crucial for several reasons. Firstly, it provides 

investors with a clear picture of the portfolio's recovery dynamics, helping them set 

realistic expectations during periods of market volatility. 

Secondly, the recovery period reflects a portfolio's resilience. Portfolios that recover 

quickly from drawdowns demonstrate strong underlying fundamentals and effective 

risk management strategies. In contrast, portfolios with prolonged recovery periods 

may indicate higher vulnerability to market shocks and a need for better 

diversification or risk mitigation measures. 

Thirdly, this metric is particularly important for long-term financial planning. 

Investors nearing retirement or those with specific financial goals need to ensure that 

their portfolios can recover swiftly from market downturns to meet their objectives. 

A shorter recovery period reduces the time during which the portfolio is 

underperforming and helps maintain the growth trajectory needed to achieve 

financial goals. 

 

3.2.4 Sharp Ratio 

In portfolio evaluation, balancing return and risk is essential. One of the most widely 

used metrics to achieve this balance is the Sharpe Ratio. Developed by Nobel 

Laureate William F. Sharpe, this ratio measures the risk-adjusted return of an 

investment, providing a clear indication of whether the returns are due to smart 

investment decisions or excessive risk.  

The Sharpe Ratio is a measure of the excess return (or risk premium) per unit of risk 

in an investment. It compares the portfolio's excess return over the risk-free rate to 

the standard deviation of the portfolio's return, which serves as a proxy for total risk. 

The formula for the Sharpe Ratio is presented in equation 3.8:  

Sharp Ratio =  
𝑅̅−𝑅𝑓

𝜎
 

Where: 

• 𝑅̅ is the average return of the portfolio 

• 𝑅𝑓 is the risk-free rate of return  

• σ is the standard deviation of the portfolio's returns. 
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Example Calculation 

Consider a portfolio with an average annual return of 12%, a standard deviation of 

10%, and a risk-free rate of 2%. A practical example of the calculation of the Sharpe 

Ratio is shown in equation 3.9: 

Sharpe Ratio = 
12%−2%

10%
= 1 

This result indicates that the portfolio earns 1 unit of excess return for every unit of 

risk. A Sharpe Ratio of 1 is generally considered good, as it suggests that the 

portfolio's returns are well-compensated for the risk taken. 

The Sharpe Ratio is crucial for several reasons. Firstly, it provides a standardized 

way to compare the performance of different investments or portfolios, regardless of 

their risk profiles. By adjusting returns for risk, the Sharpe Ratio allows investors to 

identify which portfolios offer the best risk-adjusted returns. 

Secondly, the Sharpe Ratio helps investors understand whether the returns of a 

portfolio are due to smart investment decisions or simply taking on more risk. A 

higher Sharpe Ratio indicates that the portfolio's returns are primarily driven by 

good investment choices rather than excessive risk. 

Thirdly, the Sharpe Ratio is integral to modern portfolio theory and capital market 

theory. It assists in the construction of the efficient frontier, where portfolios are 

optimized to provide the highest possible return for a given level of risk. By using 

the Sharpe Ratio, investors can better allocate their assets to achieve optimal 

diversification and risk management. 

Investors and portfolio managers utilize the Sharpe Ratio in various practical 

scenarios. It is widely used to compare mutual funds, ETFs, and other investment 

vehicles. For instance, when evaluating two funds with similar returns, the fund with 

the higher Sharpe Ratio would be preferred, as it indicates better risk-adjusted 

performance. 

In portfolio optimization, the Sharpe Ratio is used to identify the most efficient 

portfolios. By analyzing historical Sharpe Ratios of different asset classes, investors 

can allocate their assets in a way that maximizes returns while minimizing risk. This 

analysis is crucial for constructing a diversified portfolio that aligns with an 

investor's risk tolerance and financial goals. 

The limitation of the Sharp Ratio is that it does not differentiate between upside and 

downside volatility. Investors are typically more concerned with downside risk 

(losses) than upside risk (gains). Therefore, complementary metrics like the Sortino 

Ratio, which focuses solely on downside deviation, are often used alongside the 

Sharpe Ratio for a more comprehensive risk assessment. 
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(3.10) 

(3.11) 

(3.12) 

3.3 How to Build a Good Investment Portfolio 

3.3.1 Diversification and Correlation in Investment Portfolios 

Diversification has long been a cornerstone strategy in investment portfolio 

management, designed to optimize the balance between risk and return. This 

approach involves distributing investments across a wide range of asset classes to 

mitigate the potential negative impact of any one asset's poor performance on the 

overall portfolio. The concept of diversification can be traced back to the 1950s with 

the development of Modern Portfolio Theory (MPT) by Harry Markowitz, who 

demonstrated that a diversified portfolio could achieve higher returns with lower 

risk than any individual investment could alone. This principle has since been 

foundational in shaping contemporary investment practices, underscoring the critical 

role of diversification in effective portfolio management. 

To appreciate the benefits of diversification, we first need to understand how 

portfolio risk and return are quantified. The return of a portfolio, 𝑅𝑃 is the weighted 

average of the returns of the individual assets within the portfolio and the formula is 

shown in equation 3.10: 

𝑅𝑃 = ∑ 𝜔𝑖𝑅𝑖

𝑛

𝑖=1
 

Where 𝜔𝑖 is the weight of the asset 𝑖 in the portfolio, and 𝑅𝑖 the return of asset 𝑖. 

The expected return of the portfolio, 𝐸(𝑅𝑃), can be calculated with the formula 3.11: 

𝐸(𝑅𝑃) = ∑ 𝜔𝑖𝐸(𝑅𝑃) 
𝑛

𝑖=1
 

Where 𝐸(𝑅𝑖) is the expected return of asset 𝑖. 

Variance and Covariance 

The risk of the portfolio is typically measured by its variance, 𝜎𝑝
2 , which quantifies 

the variability of returns. The portfolio variance is given by the following equation 

3.12: 

𝜎𝑝
2 = ∑ ∑ 𝜔𝑖𝜔𝑗𝜎𝑖𝑗

𝑛

𝑗=1

𝑛

𝑖=1
 

Where 𝜎𝑖𝑗 is the covariance between the returns of assets 𝑖 and 𝑗. Covariance 

measures how two assets move together. If the assets tend to move in opposite 

directions, their covariance is negative, which reduces overall portfolio risk. 

Example: Two-Asset Portfolio 
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(3.13) 

(3.14) 

(3.15) 

(3.16) 

Consider a portfolio with two assets, A and B. Suppose: 

• Expected return of Asset A, 𝐸(𝑅𝐴) = 8% 

• Expected return of Asset B, 𝐸(𝑅𝐵) = 12% 

• Standard deviation of Asset A, 𝜎𝐴 = 10% 

• Standard deviation of Asset B, 𝜎𝐵  = 15% 

• Correlation coefficient between A and B, 𝜌𝐴𝐵 = 0.3 

Assuming we invest equally in both assets (𝜔𝐴=0.5 and 𝜔𝐵=0.5), the portfolio's 

expected return is calculated in the formula 3.13: 

𝐸(𝑅𝑃) =  𝜔𝐴 𝐸(𝑅𝐴) + 𝜔𝐵𝐸(𝑅𝐵) = 0.5 X 8% + 0.5 X 12% = 10% 

The portfolio variance is: 

𝜎𝑝
2 = (0.52  × 0.102) + (0.52  × 0.152)

+ 2 × 0.5 × 0.5 × 0.3 × 0.10 × 0.15 

𝜎𝑝
2 = 0.0025 + 0.005625 + 0.0045 = 0.012625 

The portfolio standard deviation is calculated in the following formula 3.15:  

𝜎𝑝 =  √0.012625  ≈ 11.23% 

This example demonstrates that the portfolio's standard deviation (11.23%) is lower 

than the average of the individual standard deviations (12.5%), highlighting the risk 

reduction benefit of diversification. 

Extending the Concept: Varying Correlations 

Consider three scenarios with different correlation coefficients between assets A and 

B: 

1. Perfect positive correlation (𝜌𝐴𝐵 = 1): 

 

• Portfolio variance shown in the formula 3.16: 

𝜎𝑝
2 = (0.52  × 0.102) + (0.52  × 0.152) + 2 × 0.5 × 0.5 × 1 × 0.1 × 0.15 

𝜎𝑝
2 = 0.0025 + 0.005625 + 0.0075 = 0.015625 

𝜎𝑝 =  √0.015625  ≈ 12.5% 

2. No correlation (𝜌𝐴𝐵 = 0): 
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(3.17) 

(3.18) 

(3.19) 

(3.20) 

(3.21) 

• Portfolio variance shown in the formula 3.17: 

𝜎𝑝
2 = (0.52  × 0.102) + (0.52  × 0.152) + 2 × 0.5 × 0.5 × 0 × 0.1 × 0.15 

𝜎𝑝
2 = 0.0025 + 0.005625 = 0.008125 

𝜎𝑝 =  √0.008125  ≈ 9.01% 

3. Negative correlation (𝜌𝐴𝐵 = −0.5): 

 

• Portfolio variance shown in the formula 3.18: 

𝜎𝑝
2 = (0.52  × 0.102) + (0.52  × 0.152) + 2 × 0.5 × 0.5 × −0.5 × 0.1 × 0.15 

𝜎𝑝
2 = 0.0025 + 0.005625 −  0.00375 = 0.004375 

𝜎𝑝 =  √0.004375  ≈ 6.61% 

 

These scenarios illustrate that lower or negative correlations between assets in a 

portfolio effectively reduce overall risk. As correlations decrease, the portfolio 

variance declines, emphasizing the importance of selecting a mix of investments with 

low or negative correlations. 

 

The Efficient Frontier 

The concept of the efficient frontier is integral to Modern Portfolio Theory, 

introduced by Harry Markowitz. The efficient frontier represents the set of optimal 

portfolios that offer the highest expected return for a given level of risk. Finding the 

efficient frontier involves solving for the weights 𝜔𝑖 the equation 3.19 that minimize 

portfolio variance for each level of expected return: 

 

𝑀𝑖𝑛𝑖𝑚𝑖𝑧𝑒 𝜎𝑝
2 = ∑ ∑ 𝜔𝑖𝜔𝑗𝜎𝑖𝑗

𝑛

𝑗=1

𝑛

𝑖=1
 

Subject to the following constraints 3.20, 2.21: 

∑ 𝜔𝑖𝐸(𝑅𝑖) = 𝐸(𝑅𝑃) 
𝑛

𝑖=1
 

 

∑ 𝜔𝑖 = 1 
𝑛

𝑖=1
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Investors can identify the efficient frontier by constructing portfolios with different 

weights and plotting the expected return against the standard deviation. Each point 

on this frontier represents an optimal portfolio that maximizes return for a given 

level of risk. 

Example: Portfolio Optimization with Three Assets 

Consider three assets with the following characteristics: 

• Asset X: 𝐸(𝑅𝑋) = 6%, 𝜎𝑋 = 5% 

• Asset Y: 𝐸(𝑅𝑌) = 10%, 𝜎𝑌 = 8% 

• Asset Z: 𝐸(𝑅𝑍) = 12%, 𝜎𝑍 = 10% 

Assume the correlation coefficients are: 

• 𝜌𝑋𝑌 = 0.2 

• 𝜌𝑋𝑍 = 0.1 

• 𝜌𝑌𝑍 = 0.3 

To construct the efficient frontier, we solve for the optimal weights 𝜔𝑋, 𝜔𝑌, 𝜔𝑍 that 

minimize portfolio variance for each level of expected return. The resulting portfolios 

can be plotted to form the efficient frontier, illustrating the optimal trade-offs 

between risk and return. 

 

3.3.2  Time horizon/risk tolerance 

Understanding the relationship between an investor’s time horizon and risk 

tolerance is crucial in constructing a robust investment strategy. The time horizon 

refers to the length of time an investor expects to hold an investment before 

liquidating it, while risk tolerance is the degree of variability in investment returns 

that an investor is willing to withstand. Together, these factors play a significant role 

in determining the appropriate asset allocation and overall investment approach. 

The time horizon can vary significantly among investors. For example, a young 

professional in their early 30s might have a time horizon of 30 to 40 years before 

retirement, whereas a middle-aged investor may have a time horizon of 10 to 15 

years as they approach retirement. Investors with longer time horizons generally 

have a greater capacity to withstand short-term market fluctuations and can 

therefore afford to take on more risk. This is because they have more time to recover 

from potential downturns in the market. Consequently, their portfolios are often 
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more heavily weighted towards equities, which, despite their higher volatility, offer 

the potential for higher returns over the long term. 

Conversely, investors with shorter time horizons tend to prioritize capital 

preservation over high returns. As their time horizon shortens, they may shift their 

portfolios towards more stable and less volatile investments such as bonds or money 

market funds. This shift is often referred to as a “glide path,” which is particularly 

common in target-date funds designed to automatically adjust the asset mix as the 

target date approaches. The rationale is that as the time horizon shortens, the ability 

to recover from market downturns diminishes, necessitating a more conservative 

approach to protect the accumulated capital. 

Risk tolerance, while related to the time horizon, is a more personal attribute and 

varies from one individual to another. It encompasses an investor’s emotional ability 

to endure the ups and downs of the market. Some investors are naturally more risk-

averse, preferring investments with stable returns and minimal volatility, while 

others are more risk-tolerant, and willing to endure significant fluctuations in pursuit 

of higher returns. This psychological aspect of investing is critical as it affects how an 

investor reacts during periods of market stress. An investor with high-risk tolerance 

may remain calm and maintain their investment strategy during a market downturn, 

while a more risk-averse investor might panic and sell off assets, potentially locking 

in losses. 

Financial advisors often assess risk tolerance through questionnaires and discussions 

to gauge an investor's comfort level with different types of investments. These 

assessments typically consider factors such as investment experience, financial 

stability, income security, and personal attitudes toward risk. A mismatch between 

an investor’s risk tolerance and their portfolio can lead to poor decision-making and 

suboptimal investment outcomes. For instance, an overly aggressive portfolio for a 

risk-averse investor may lead to panic selling during market volatility, whereas an 

overly conservative portfolio for a risk-tolerant investor may result in missed 

opportunities for higher returns. 

Aligning an investor’s time horizon and risk tolerance involves creating a diversified 

portfolio that balances potential risks and returns by the investor’s psychological 

comfort level. For long-term investors with high-risk tolerance, a portfolio might be 

weighted heavily towards growth stocks and international equities, which offer high 

return potential but also come with higher volatility. For short-term investors or 

those with a low-risk tolerance, a portfolio might focus more on fixed-income 

securities and high-quality bonds that provide steady, albeit lower, returns. 
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Moreover, as life circumstances and market conditions change, it is important for 

investors to periodically review and adjust their portfolios. A change in personal 

circumstances such as nearing retirement, significant financial obligations, or 

changes in income can alter an investor’s time horizon and risk tolerance. Likewise, 

shifts in the economic landscape may impact the performance of different asset 

classes, necessitating a reevaluation of asset allocation. 

The dynamic nature of financial markets also underscores the importance of a 

disciplined investment approach. Throughout history, numerous market downturns 

have followed one another, creating periods of significant financial distress. 

However, as evidenced in the accompanying Figure 3.1, the market has consistently 

demonstrated its resilience, recovering from each downturn despite the prevailing 

sense of financial apocalypse at the time. Historical data indicates that while market 

downturns may seem catastrophic, the market's ability to bounce back has been a 

constant, ultimately rewarding long-term investors who maintain their strategies and 

resist the urge to make impulsive decisions based on short-term fluctuations. 

 

For example, consider the stock market crash of 2008. Investors with a long-term 

horizon and high-risk tolerance who maintained their positions or even bought more 

stocks during the downturn were likely to have seen significant gains as the market 

recovered in subsequent years. In contrast, those with low-risk tolerance who sold 

their investments at the bottom likely incurred substantial losses and missed out on 

recovery. 

In another scenario, an investor approaching retirement in 2008 with a shorter time 

horizon and lower risk tolerance would have benefitted from a more conservative 

portfolio allocation, potentially mitigating the severe impacts of the crash. This 
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illustrates the importance of aligning investment strategies with both time horizon 

and risk tolerance to navigate market volatility effectively. 

In summary, understanding the interplay between time horizon and risk tolerance is 

fundamental to developing a successful investment strategy. By aligning these 

factors, investors can construct portfolios suited to their personal comfort levels and 

market conditions, enabling them to navigate the complexities of financial markets 

with confidence. This alignment helps ensure that investors are prepared to 

withstand the inherent risks of investing while capitalizing on potential rewards, 

ultimately achieving their financial objectives in a manner consistent with their 

individual risk profiles. The integration of time horizon and risk tolerance into 

investment planning underscores the necessity of a tailored approach that considers 

both the investor's capacity for risk and their ability to remain invested over varying 

market cycles. 

 

3.3.3 The Importance of Rebalancing 

Rebalancing an investment portfolio is a critical practice for maintaining its intended 

risk and return profile over time. As market conditions change, the values of 

individual assets within a portfolio fluctuate, potentially causing the portfolio to drift 

from its original asset allocation. Regular rebalancing ensures that the portfolio 

remains aligned with the investor's risk tolerance and investment strategy.  

Rebalancing involves periodically buying and selling assets in a portfolio to restore 

the original or desired asset allocation. For instance, if an investor's target allocation 

is 60% stocks and 40% bonds, but due to market performance, the portfolio shifts to 

70% stocks and 30% bonds, the investor would sell some stocks and buy bonds to 

return to the 60/40 allocation. 

The importance of rebalancing can be understood from several perspectives: 

1. Risk Management: Over time, different asset classes exhibit varying rates of 

return and risk. Without rebalancing, a portfolio can become overweighted in 

higher-risk assets, increasing the overall portfolio risk. By rebalancing, an 

investor can ensure that the portfolio maintains its intended risk level. 

2. Discipline: Rebalancing enforces a disciplined investment approach, 

encouraging investors to follow a systematic plan rather than making 

impulsive decisions based on market conditions. 



3. Constructing and Evaluating Investment 

Portfolios 

99 

 

 

(3.22) 

3. Performance Optimization: Regular rebalancing can help in capturing gains 

from outperforming assets and reinvesting them in underperforming ones, 

potentially enhancing long-term returns. 

Portfolio drift occurs when the actual asset allocation deviates from the target 

allocation due to differential asset performance. The drift can be quantified using the 

formula 3.22: 

𝐷𝑟𝑖𝑓𝑡𝑖 =  |
𝜔𝑖,𝑐𝑢𝑟𝑟𝑒𝑛𝑡 − 𝜔𝑖,𝑡𝑎𝑟𝑔𝑒𝑡

𝜔𝑖,𝑡𝑎𝑟𝑔𝑒𝑡
| 

Where 𝜔𝑖,𝑐𝑢𝑟𝑟𝑒𝑛𝑡  is the current weight asset 𝑖 and 𝜔𝑖,𝑡𝑎𝑟𝑔𝑒𝑡  is the target weight of 

asset 𝑖. 

Rebalancing Thresholds: Rebalancing decisions are often based on thresholds. A 

common approach is to rebalance when the drift exceeds a certain percentage (e.g., 

5%). The rebalancing threshold can be determined based on the investor's risk 

tolerance and transaction costs. 

Rebalancing not only maintains the intended risk profile but also enhances returns 

through a disciplined buy-low, sell-high strategy. This can be demonstrated through 

a simplified mathematical example, particularly during a financial crisis. 

 

Initial Portfolio: 

Portfolio Value: $100,000 

Stocks (60%): $60,000 

Bonds (40%): $40,000 

 

After One Year of Financial Crisis (without rebalancing): 

Stocks drop by 30%: $60,000 * 0.70 = $42,000 

Bonds appreciate by 10%: $40,000 * 1.10 = $44,000 

New Portfolio Value: $42,000 + $44,000 = $86,000 

New Allocation: Stocks 48.84%, Bonds 51.16% 

 

Rebalancing: 

Target Allocation: 60% stocks, 40% bonds 
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Rebalanced Values: 

Total Portfolio Value: $86,000 

Target Stocks Value: 60% of $86,000 = $51,600 

Target Bonds Value: 40% of $86,000 = $34,400 

Rebalancing involves selling $9,600 of bonds and buying $9,600 of stocks. 

 

After Second Year (assuming market recovery: stocks rebound by 40%, bonds by 

5%): 

Without rebalancing: 

Stocks: $42,000 * 1.40 = $58,800 

Bonds: $44,000 * 1.05 = $46,200 

Portfolio Value: $58,800 + $46,200 = $105,000 

With rebalancing: 

Stocks: $51,600 * 1.40 = $72,240 

Bonds: $34,400 * 1.05 = $36,120 

Portfolio Value: $72,240 + $36,120 = $108,360 

 

In this scenario, rebalancing during the financial crisis allows the investor to buy 

stocks at a lower price, thus benefiting more from the subsequent recovery. The 

rebalanced portfolio ends up with a higher value ($108,360) compared to the non-

rebalanced portfolio ($105,000), illustrating the benefit of maintaining the target 

allocation through disciplined rebalancing. 

Deciding on the frequency of rebalancing is a crucial aspect for investors, as it 

influences both the effectiveness and cost-efficiency of the strategy. Common 

approaches to rebalancing include periodic rebalancing, where adjustments are made 

at regular intervals such as quarterly or annually, and threshold-based rebalancing, 

which occurs when the portfolio's asset allocation deviates by a certain percentage 

from the target. Each method has its advantages and considerations. Additionally, 

rebalancing can have tax implications, particularly in taxable accounts. Selling 

appreciated assets to restore the desired allocation can trigger capital gains taxes, 

potentially reducing the overall returns. To mitigate these impacts, investors might 

use tax-advantaged accounts or employ tax-loss harvesting strategies. Another 

important consideration is transaction costs; frequent rebalancing can incur 
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significant costs, which may erode the benefits of maintaining the target allocation. 

Therefore, it is essential to strike a balance between the benefits of rebalancing and 

the associated costs. Some investors adopt a rebalancing band approach, making 

adjustments only when the portfolio's allocation deviates significantly from the 

target, thus reducing transaction frequency and costs. 

 

3.4 Analysis of Renowned Portfolio Allocations 

In this section, we will explore and analyze some of the most renowned portfolio 

allocations designed by famous investors. These portfolios include Ray Dalio's All 

Weather Portfolio, Harry Browne's Permanent Portfolio, the classic 60/40 Portfolio, 

and David Swensen's Yale Model. Each of these portfolios represents a unique 

investment strategy, aiming to balance risk and return in different ways. We will 

provide an overview of the principles behind each portfolio, their asset allocations, 

and their historical performances. This analysis will offer insights into the diverse 

approaches used by successful investors to achieve long-term financial goals. 

 

3.4.1 All-Wheater Portfolio 

The All-Weather Portfolio, devised by Ray Dalio, the founder of Bridgewater 

Associates, stands as a testament to an innovative investment strategy designed to 

achieve stable performance across various economic environments. Dalio, a notable 

figure in the investment world, created this portfolio with the aim of offering a 

resilient investment strategy that mitigates risk through broad diversification.  

The core principle of the All-Weather Portfolio is risk parity, a concept that ensures 

each asset class within the portfolio contributes equally to the overall risk. This 

innovative approach minimizes volatility and aims to protect against significant 

losses, ensuring that the portfolio can perform consistently across different economic 

cycles. Unlike traditional macroeconomic funds, which attempt to capitalize on the 

current phase of the economic cycle by selecting asset classes poised to perform best 

in that phase, the All-Weather Portfolio seeks to deliver good performance across all 

phases, whether they involve growth, recession, inflation, or deflation. 

The strategic diversification of the All-Weather Portfolio involves a carefully 

balanced mix of asset classes. The allocation includes 15% in intermediate-term 

bonds, 40% in long-term bonds, 30% in equities, and 7.5% each in gold and 

commodities. This allocation is designed to provide a harmonious balance between 
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stability and growth. Bonds, particularly long-term and intermediate-term Treasury 

bonds, offer stability and income during deflationary periods, while equities provide 

growth potential during economic expansions. Gold acts as a hedge against inflation 

and currency devaluation, and commodities add another layer of protection against 

inflation. 

The All-Weather Portfolio’s structure is not merely a result of arbitrary selection but 

is grounded in macroeconomic principles that dictate how different asset classes 

perform under varying economic conditions, as we saw in Chapter 2, during periods 

of higher-than-expected growth, equities and commodities like gold tend to perform 

well, whereas bonds may be preferred during deflationary periods. This diversified 

allocation helps in achieving a balanced risk profile, making the portfolio resilient in 

the face of economic volatility. 

Since its inception in 1996, the All-Weather Portfolio has gained significant attention 

and adoption among both institutional and retail investors. Its robust performance 

and effective risk management have made it a preferred choice for those seeking a 

resilient investment strategy. Despite its heavy concentration on U.S. assets and the 

dollar, which reflects its origin in the American market, the core principles of 

diversification and risk management are universally applicable. The simplicity of the 

portfolio, focusing on just five key asset classes, allows for straightforward 

implementation while providing broad exposure to different economic drivers. 

Analyzing the performance of the All-Weather Portfolio over the past 20 years 

reveals its strengths and weaknesses. During this period, the portfolio has delivered 

consistent returns with a compound annual growth rate (CAGR) of 7.52% without 

rebalancing and 7.74% with rebalancing, against an average return of the S&P 500 in 

the same period of 10.56%. This slight increase obtained with periodical rebalancing 

highlights the benefit of it, which not only enhances returns but also helps in 

reducing volatility, the portfolio has experienced a standard deviation of 10.11% 

without rebalancing and 9.27% with rebalancing (against the volatility of S&P 500 of 

13.74%). These figures indicate that the All-Weather Portfolio delivers lower returns 

compared to the S&P 500 but with significantly less volatility and, consequently, 

lower risk. However, the Sharpe ratio, which considers both volatility and returns, is 

slightly higher for the S&P 500 (0.75 compared to 0.72 for the All-Weather Portfolio). 

This suggests that the higher risk associated with the S&P 500 is compensated by 

higher returns. 

The All-Weather Portfolio has demonstrated remarkable resilience during major 

market downturns, such as the 2008 financial crisis and the COVID-19 pandemic. 

During these periods, the portfolio's maximum drawdown was -15.3%, significantly 

lower than the S&P 500's maximum drawdown of 47.8% in 2008. This lower 
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drawdown reflects the portfolio's diversified nature and its strategic asset allocation, 

which includes a mix of equities, bonds, gold, and commodities. By maintaining this 

balance, the portfolio mitigates the impact of severe market drops, protecting 

investors from extreme losses. 

One of the key strengths of 

the All-Weather Portfolio is 

its ability to recover from 

losses. From Table 3.1 

analyzing the years required 

to achieve a positive return, 

it is evident that even during 

the worst periods of the last 

20 years, the portfolio would 

have recovered within a 

maximum of three years. 

This short recovery period is 

a testament to the portfolio's 

robust design and its 

capacity to bounce back from 

adverse conditions. 

The All-Weather Portfolio is well-suited for investors seeking a stable asset allocation 

that offers good returns with low volatility. Its consistent performance, even during 

economic downturns, makes it an attractive option for risk-averse investors. The 

ability to minimize drawdowns and recover quickly from losses ensures that 

investors can maintain confidence in their investment, avoiding panic selling during 

market downturns. 

The All-Weather Portfolio exemplifies a well-balanced investment strategy that 

achieves steady performance across various economic conditions. Its consistent 

returns, lower volatility, and quick recovery from drawdowns highlight the 

effectiveness of its diversified asset allocation and the importance of periodic 

rebalancing. For investors seeking a resilient and reliable investment option, the All-

Weather Portfolio offers a compelling choice, balancing risk and return to achieve 

long-term financial goals. This analysis underscores the portfolio's capacity to 

provide stable growth while minimizing risk, making it a robust model for long-term 

investment success. 
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3.4.2 Permanent Portfolio 

The Permanent Portfolio was devised by Harry Browne, an American author, 

politician, and investment advisor, in the early 1980s. Browne's primary goal was to 

create a portfolio that could withstand various economic conditions, ensuring 

stability and growth regardless of market fluctuations. The idea was to design an 

investment strategy that would protect investors from the unpredictability of 

economic cycles, including periods of growth, recession, inflation, and deflation, 

similar to the All-Weather Portfolio, which also aims to provide consistent 

performance across different economic environments through strategic 

diversification and risk management. 

The core objective of the Permanent Portfolio is to provide a stable and secure 

investment vehicle that minimizes risk while offering steady returns. Browne's 

philosophy was based on the belief that no one can predict the future, and thus, a 

well-diversified portfolio that can perform well in any economic environment is 

essential. This approach aims to balance risk and reward, providing a safeguard 

against economic uncertainties and market volatility. 

To achieve this goal the portfolio is very simple, it’s divided into 4 macro asset classes 

with the same weight: 

• 25% World long-term Government Bonds 

• 25% World equities 

• 25% Gold 

• 25% Short term US treasury bonds 

The Permanent Portfolio achieved a Compound Annual Growth Rate (CAGR) of 

6.2% without rebalancing and 6.0% with rebalancing, while the S&P 500’s CAGR was 

11.21%. Although the S&P 500 outperformed in raw returns, the Permanent Portfolio 

prioritizes stability over aggressive growth. Rebalancing slightly reduces the CAGR 

due to the process of maintaining equal allocations, requiring selling high-

performing assets to reinvest in underperforming ones. This disciplined approach 

helps maintain stability, especially during volatile market conditions. 

The standard deviation of the Permanent Portfolio is 8.07% without rebalancing and 

7% with rebalancing, significantly lower than the S&P 500’s 13.98%. Notably, this 

lower volatility is even less than that of long-term world government bonds, which 
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had a standard deviation of 7.83%. This highlights the exceptional stability and safety 

of the Permanent Portfolio. The diversified mix of assets—sovereign bonds, global 

equities, gold, and short-term Treasury bonds—buffers against market fluctuations, 

providing a smoother investment experience. Rebalancing further reduces volatility 

by preventing overexposure to any single asset class. In addition to its low long-term 

fluctuation, this portfolio has also experienced a very modest maximum drawdown 

over the last 20 years, losing at most only 10.8%. This confirms its resilience during 

periods of market downturn. 

In conclusion, this portfolio is particularly well-suited for conservative investors 

prioritizing capital preservation and steady growth over high, but volatile, returns. 

Its low standard deviation and modest maximum drawdowns make it an attractive 

option for those who are risk-averse and seek to avoid significant losses during 

market downturns. Additionally, investors who appreciate the peace of mind from a 

diversified portfolio, capable of performing well across various economic conditions, 

will find the Permanent Portfolio appealing. 

 

3.4.3 Portfolio 60/40 

The 60/40 portfolio is a classic investment strategy that has been a cornerstone of 

financial planning for decades. This approach involves allocating 60% of an 

investment portfolio to equities and 40% to fixed-income securities, such as bonds. 

The fundamental idea behind the 60/40 portfolio is to balance the growth potential of 

stocks with the stability and income generation of bonds, creating a diversified 

investment that can perform well in various economic conditions. 

The primary goal of the 60/40 portfolio is to achieve long-term growth while 

managing risk through diversification. Equities provide the potential for higher 

returns, capital appreciation, and growth during periods of economic expansion. 

Conversely, bonds offer stability, regular income, and a cushion against market 

volatility, particularly during economic downturns. This balanced allocation aims to 

provide a smoother ride for investors, reducing the impact of market fluctuations 

and enhancing the overall risk-adjusted return. 
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The 60/40 portfolio has a long history of use among both individual investors and 

institutional money managers. It became particularly popular in the latter half of the 

20th century as a standard recommendation for balanced investing. The strategy's 

success is rooted in modern portfolio theory, which suggests that a diversified 

portfolio can achieve better risk-adjusted returns than individual asset classes alone. 

By combining assets with different risk and return characteristics, the 60/40 portfolio 

aims to optimize the trade-off between risk and return without focusing on any 

single aspect. This portfolio doesn’t prioritize one specific side but rather seeks to 

balance the ratio between return and volatility, providing a well-rounded investment 

strategy. 

Based on the returns obtained over the last 20 years, this portfolio doesn’t excel in 

either returns or volatility, delivering a return of 6.88% with a volatility of 8.85%. 

Despite these modest figures, it remains one of the most common and renowned 

portfolios due to its simplicity. Typically, the role of bonds in such a portfolio is to 

provide resilience during downturns, helping to reduce volatility and mitigate losses. 

However, in this portfolio, bonds did not fully meet these expectations. As illustrated 

in Figure 3.2, which depicts drawdowns over the past 20 years, we observe that 

during the 2008 financial crisis, the portfolio, although less impacted than the S&P 

500, still experienced a significant drawdown of -28.4%. For an investor who is not 

risk-averse, such substantial losses can prompt poor investment decisions. 
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Expanding our analysis to the last 30 years provides additional perspective. The 

compound annual growth rate (CAGR) over this period is 7.17%, compared to the 

S&P 500's 10.71%. The standard deviation is 8.99%, while the S&P 500's is 15.33%. 

These figures highlight why the 60/40 portfolio has maintained its popularity: it 

offers a more balanced approach, with relatively lower volatility and a reasonable 

return, making it an attractive option for many investors. 

The 60/40 portfolio is particularly well-suited for investors seeking a balanced and 

conservative investment strategy. It is ideal for those who value stability and steady 

growth over potentially higher but more volatile returns. Retirees and those 

approaching retirement may find this portfolio appealing due to its focus on 

preserving capital while still offering growth potential. Additionally, long-term 

investors who prefer a well-rounded strategy that mitigates risk through 

diversification will appreciate the 60/40 portfolio's design. 

In summary, the 60/40 portfolio remains a popular choice for its ability to balance risk 

and return effectively. Its historical performance, characterized by reasonable 

volatility and moderate returns, underscores its role as a foundational strategy in 



108 3. Constructing and Evaluating Investment 

Portfolios 

 

  

diversified investing. Despite some limitations in times of extreme market stress, its 

overall resilience and simplicity continue to make it a preferred choice for many 

investors seeking a reliable, long-term investment approach. 

 

3.4.4 David Swensen's Yale Model 

David Swensen's Yale Model, named after its creator, is a pioneering investment 

strategy developed by David Swensen during his tenure as Chief Investment Officer 

of Yale University. Swensen, who managed Yale’s endowment from the mid-1980s 

until his death in 2021, is renowned for his innovative approach to institutional 

investment management. The Yale Model emphasizes diversification across a wide 

range of asset classes, aiming to achieve superior risk-adjusted returns over the long 

term. 

The core philosophy of the Yale Model is to leverage the benefits of diversification, 

reducing risk while seeking out higher returns through strategic asset allocation. 

Swensen’s strategy moves beyond traditional equities and fixed income, 

incorporating a significant allocation to alternative investments such as real estate, 

private equity, and hedge funds. This approach is designed to capitalize on less 

efficient markets, where active management can potentially achieve higher returns. 

Unlike more conservative portfolios, the Yale Model focuses less on minimizing risk 

and more on maximizing returns, reflecting Swensen’s confidence in his diversified 

strategy to manage volatility effectively. 

In this implementation of the Yale Model, the portfolio is structured as follows: 30% 

in the S&P 500, 20% in equities of emerging markets with low volatility, 20% in Real 

Estate of Emerging Markets, 15% in World Small Cap equities, and 15% in World 

equities with low Volatility. This allocation reflects Swensen’s principles, combining 

traditional equity exposure with more diverse and less correlated assets to optimize 

performance and manage risk. 

Over the past 20 years, David Swensen's Yale Model has demonstrated mixed 

performance metrics. The portfolio achieved a compound annual growth rate 

(CAGR) of 8.76%, which, while respectable, does not match the S&P 500’s higher 

returns. This performance is particularly notable given the inclusion of emerging 
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markets and real estate, which often exhibit higher volatility but also offer substantial 

growth opportunities. However, the higher volatility of these asset classes also means 

that the Yale Model is subject to greater fluctuations. 

The standard deviation of the Yale Model portfolio is 13.20%, indicating higher 

volatility compared to the portfolios presented before. This level of volatility is 

expected given the portfolio's diverse asset mix, which includes both traditional and 

alternative investments. While the diversification aims to spread risk, it does not 

entirely shield the portfolio from significant market swings. 

One of the critical tests of any investment strategy is its performance during market 

downturns. The Yale Model portfolio experienced a maximum loss of 47.1% in 2008, 

which is nearly as severe as the loss experienced by the S&P 500. This indicates that 

while the Yale Model is diversified, it is not immune to severe market downturns. 

The substantial drawdown during the financial crisis highlights the inherent risks in 

the portfolio’s exposure to volatile asset classes. 

In conclusion, David Swensen's Yale Model offers a strategy that focuses more on 

maximizing returns rather than minimizing risk. This approach can yield higher 

returns in favorable market conditions but also exposes the portfolio to significant 

volatility and potential losses during downturns. The higher fluctuation in this 

portfolio’s performance is not justified by the returns, as evidenced by the Sharpe 

ratio of 0.63, the lowest among the portfolios analyzed. These suboptimal 

performances demonstrate that even experienced investors can make less-than-

optimal decisions and construct portfolios that do not always meet expectations. 

 

3.4.5 Conclusion 

In this section, we examined the investment strategies behind some of the most 

renowned portfolio allocations crafted by famous investors. These portfolios, created 

by financial visionaries like Ray Dalio, Harry Browne, and David Swensen, along 

with the classic 60/40 approach, offer diverse methods to balance risk and return 

through strategic asset allocation. 

The overarching theme across these portfolios is the attempt to achieve a balance 

between growth and stability. For instance, the All-Weather Portfolio and the 
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Permanent Portfolio both emphasize resilience and risk mitigation through broad 

diversification, though their methods and specific allocations differ. While the All-

Weather Portfolio employs a risk parity approach to ensure each asset class 

contributes equally to overall risk, the Permanent Portfolio opts for simplicity, 

dividing assets equally among bonds, equities, gold, and short-term Treasury bonds. 

On the other hand, the 60/40 Portfolio has long been a staple for its straightforward 

strategy of combining equities and fixed-income securities. Its enduring popularity is 

a testament to its ability to provide a balanced approach, appealing to investors 

seeking a middle ground between high returns and low volatility. Despite its 

moderate performance, its simplicity and reliability make it a widely recommended 

choice. 

David Swensen’s Yale Model diverges from the conservative nature of the other 

portfolios by focusing more on maximizing returns through a significant allocation to 

alternative investments like real estate, private equity, and hedge funds. This strategy 

aims to capitalize on less efficient markets for potentially higher returns, albeit with 

greater exposure to volatility and significant drawdowns during market downturns. 

Through our analysis, it is evident that each of these portfolios reflects the unique 

philosophies and market insights of their creators. However, these strategies may not 

adequately consider the individual time horizons and specific financial goals of retail 

investors. They primarily aim to maximize the return/risk ratio, which is more 

suitable for institutional investors or hedge funds that do not face imminent 

deadlines for liquidating positions. These entities can afford to stay invested for 

decades, riding out market fluctuations over the long term. In contrast, retail 

investors often need strategies that align more closely with their financial timelines 

and objectives. While these portfolios showcase the ingenuity of their creators, they 

also highlight the limitations and risks inherent in strategies that do not account for 

individual investor needs. 

As we move forward, the next section will explore an alternative approach more 

suitable for individual investors. This strategy aims to provide practical, accessible 

methods to achieve financial goals while considering the constraints and resources 

typical of retail investors. By building on the principles of diversification and 
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balanced risk, these new strategies will offer tailored solutions designed to meet the 

unique needs of individual investors.
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4. The Goal Investment Strategy 

4.1 Introduction 

Investing with a purpose is a powerful approach that transcends traditional investing 

methods. Renowned investor and author Benjamin Graham (1949) once said, "The 

individual investor should act consistently as an investor and not as a speculator". 

This principle underscores the importance of aligning investments with specific 

financial goals, a concept known as goal-based investing. 

Goal-based investing is not just about choosing the right assets; it's about 

constructing a portfolio that serves your unique financial objectives. As Nobel 

laureate Harry Markowitz (1952) famously stated, "Diversification is the only free 

lunch in investing". This approach emphasizes the need to diversify investments to 

manage risk while working towards individual goals. 

Many investors, however, fall into the trap of making decisions driven by emotions 

or external influences. In the first chapter of this thesis, we explored common 

behavioral pitfalls such as chasing market trends and succumbing to fear during 

market downturns. Studies from Barber & Odean (2000) have shown that these 

behaviors can significantly hinder investment performance. Goal-based investing 

addresses these issues by providing a structured framework that helps investors stay 

focused on their long-term objectives, regardless of market conditions. 

The motivation to invest goes beyond simply growing wealth; it is about achieving 

meaningful, tangible goals. Rather than just accumulating money in a bank account, 

investing with specific objectives—such as buying a home, funding a child's 

education, or securing a comfortable retirement—provides a clear and compelling 

reason to invest. These goals make the process of investing more approachable and 

relatable. By tying investments to personal aspirations and life milestones, 
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individuals can see the direct impact of their financial decisions, making the concept 

of investing more tangible and motivating. 

In this section, we will delve into the concept of goal-based investing, exploring its 

significance and practical implementation. By referencing the common mistakes 

made by retail investors and leveraging insights from renowned investment 

strategies, we aim to illustrate how goal-based investing can enhance financial 

decision-making and lead to better investment outcomes. We will then present 

various portfolio strategies tailored to different time horizons, providing actionable 

guidance on how to align your investments with your financial goals. 

 

4.2 The Goal-Based Approach 

Goal-based investing is a strategic approach that prioritizes individual financial 

objectives, aligning investment decisions with specific, measurable goals. Unlike 

traditional methods that may focus solely on maximizing returns or minimizing risk, 

goal-based investing centers around achieving tangible milestones, such as 

purchasing a home, funding education, or securing retirement. This approach 

transforms investing from a generic financial activity into a personalized financial 

journey. 

The essence of goal-based investing lies in its focus on specificity. According to 

Brinson, Hood, and Beebower (1986), over 90% of the variability in portfolio returns 

is attributed to asset allocation decisions rather than individual security selection. 

This underscores the importance of a well-defined investment strategy that aligns 

with an investor's unique financial goals. Investors start by clearly defining their 

financial goals, which should be specific, measurable, achievable, relevant, and time-

bound (SMART). For example, saving for a child’s college education in 10 years, 

buying a house in 5 years, or building a retirement fund to sustain a desired lifestyle. 

This specificity is crucial as it helps in creating a focused investment strategy tailored 

to the unique time horizon and financial requirements of each goal. 

Understanding risk tolerance is another cornerstone of goal-based investing. Risk 

tolerance varies depending on the investor's financial situation, investment 

knowledge, and psychological comfort with market fluctuations. Typically, short-



4. The Goal Investment Strategy 115 

 

 

term goals require lower risk tolerance to preserve capital, while long-term goals can 

accommodate higher risk for potentially greater returns. As Merton (1972) noted, an 

investor's ability to tolerate risk should be considered when constructing a portfolio, 

ensuring that the investment strategy aligns with the investor’s ability and 

willingness to handle market volatility. 

The time horizon for each goal significantly influences the investment strategy. Short-

term goals, those within 1-3 years, may prioritize liquidity and capital preservation, 

employing assets like high-quality bonds and money market funds. Medium-term 

goals, spanning 3-7 years, balance growth and stability, often incorporating a mix of 

bonds and equities. Long-term goals, extending beyond 7 years, focus on growth and 

compounding returns, typically favoring a higher allocation to equities. Aligning the 

investment time horizon with the goal ensures that the strategy is appropriately 

conservative or aggressive, depending on the time available to achieve the goal. 

Diversification and asset allocation are integral to goal-based investing. 

Diversification involves spreading investments across various asset classes to reduce 

risk. An effective goal-based investment strategy employs a diversified portfolio to 

manage risk while aiming for the desired return. Asset allocation is the process of 

distributing investments among different asset classes such as stocks, bonds, and real 

estate based on the goal’s time horizon and risk tolerance. For instance, a portfolio for 

a long-term goal might have a higher allocation to equities for growth, while a short-

term goal might focus on bonds and money market funds for stability. 

 

4.3 The Power of Goal-Based Investing: Overcoming 

Barriers and Behavioral Pitfalls 

Goal-based investing is a highly effective strategy for retail investors, addressing 

many of the behavioral pitfalls and barriers discussed in Chapter 1 of this thesis. 

These obstacles include emotional decision-making, lack of financial literacy, 

perceived insufficient funds, complexity of product selection, and time constraints. 

By aligning investment decisions with specific, measurable financial goals, goal-

based investing provides a structured framework that helps investors navigate these 

challenges more effectively. 
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One of the primary issues facing retail investors is emotional decision-making. 

Market volatility often triggers panic selling during downturns and euphoric buying 

during market highs, leading to suboptimal investment returns. Barber and Odean 

(2000) highlight that individual investors frequently underperform the market due to 

poor timing driven by emotional reactions. Goal-based investing mitigates this risk 

by focusing on long-term objectives rather than short-term market movements. When 

investors are committed to achieving specific goals, such as retirement or funding a 

child’s education, they are more likely to maintain discipline and adhere to their 

investment plan, even during periods of market turbulence. 

Another significant barrier is the lack of financial literacy, which makes the investing 

landscape seem intimidating and complex. Many retail investors are unsure where to 

begin, often avoiding investing altogether and leaving their money in low-yield bank 

accounts that fail to keep pace with inflation. By breaking down the investment 

process into clear, goal-oriented steps, goal-based investing demystifies the process. 

Investors start by identifying their financial goals, assessing their risk tolerance, and 

defining their time horizons. This methodical approach makes investing more 

approachable and less daunting. Research by Lusardi and Mitchell (2011) emphasizes 

the importance of financial literacy in making sound investment decisions. Goal-

based investing inherently promotes financial education, requiring investors to 

understand and apply key concepts such as diversification, risk management, and 

asset allocation. 

Perceived insufficient funds also deter many from investing. The misconception that 

substantial capital is required to start investing is widespread, preventing potential 

investors from leveraging the power of compound interest. Thaler and Sunstein 

(2008) underscore the importance of overcoming initial hesitation associated with 

making the first investment. Their research shows that even modest sums, when 

invested wisely, can accumulate substantial wealth over time through the process of 

earning interest on interest. Goal-based investing helps dispel this myth by 

showcasing the success of micro-investing platforms and the strategic use of 

diversified, low-cost index funds. As Bogle (2007) elucidates, the key to successful 

investing is not the amount of money you start with but the commitment to 

persistently invest over time. 
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The complexity of product selection further complicates the investment process for 

many retail investors. Modern applications and brokerage platforms offer a wide 

array of investment products, which can be overwhelming, especially for those new 

to investing. This often leads to analysis paralysis, where the fear of making an 

incorrect decision prevents any decision at all. Goal-based investing simplifies this by 

focusing on the alignment of investments with specific financial goals. A systematic 

literature review by Che Hassan Abdul-Rahman, Mohd Amin, and Ab Hamid (2023) 

highlights how the intricate nature of investment choices can diminish investor 

confidence, stressing the need for financial literacy to make informed choices. By 

tailoring the investment strategy to the investor's goals, risk tolerance, and time 

horizon, goal-based investing provides a clear path forward, reducing the 

overwhelming nature of product selection. 

Time constraints are another common barrier, with many believing that successful 

investing requires significant time commitment. Contrary to this belief, effective 

investment strategies often involve a primarily passive approach. Goal-based 

investing aligns with long-term goals and leverages the market's overall upward 

trend over time, minimizing the need for constant monitoring. This makes investing 

feasible and manageable, even for those with busy schedules. 

In summary, goal-based investing is a powerful strategy that addresses many of the 

behavioral and practical challenges faced by retail investors. By providing a clear, 

structured framework focused on specific financial goals, it helps investors overcome 

emotional decision-making, improve financial literacy, resist market noise, and 

manage risk more effectively. This approach not only makes investing more 

accessible but also significantly enhances the potential for achieving long-term 

financial objectives, thereby transforming the investment experience for retail 

investors. 

 

4.4 How the Goal-Based Investing Strategy Works 

This section outlines the practical implementation of the goal-based investing 

strategy, detailing each step to align your investments with specific financial goals. 

From assessing your current financial situation to preparing for unexpected events, 
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defining and prioritizing financial goals, designing portfolio allocations, and 

systematically allocating savings, this comprehensive approach ensures that every 

investment decision is tailored to your unique objectives and time horizons. By 

following these structured steps, investors can create a resilient and dynamic 

investment plan that not only addresses immediate needs but also builds toward 

long-term financial success. 

4.4.1  Step 1: Assess the Current Financial Situation 

The first step in goal-based investing is to thoroughly understand the investor's 

current financial situation. This involves evaluating all sources of income, tracking 

expenses, and calculating potential savings. For instance, an investor might earn a 

monthly salary of 5,000€ and have additional income from rental properties totaling 

1,000€ per month. By listing all monthly expenses—such as housing (1,500€), utilities 

(300€), groceries (600€), transportation (400€), and discretionary spending (500€)—

the investor can see a clear picture of their cash flow. Subtracting these expenses from 

the total income reveals that the investor has 2,700€ available for savings each month. 

An example is reported in Figure 4.1 where the ideal window of the software is 

shown.  

 

Understanding these numbers is crucial as it sets the foundation for realistic goal-

setting and effective financial planning. It highlights how much can be regularly 

allocated towards investments without compromising daily living expenses. 

Additionally, it is important to be conservative in these calculations. It's better to 

underestimate the available savings rather than overestimate them. This cautious 

approach helps prevent future issues if an expense is forgotten or if the monthly 

income is overestimated. By being conservative, investors ensure they have a reliable 
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financial buffer, which helps avoid potential shortfalls when it is time to invest and 

ensures that they can consistently meet their financial goals. 

 

4.4.2  Step 2: Prepare for Unexpected Events 

Before committing to long-term investments, it’s essential to prepare for unforeseen 

expenses that could disrupt financial stability. This step involves establishing a 

robust emergency fund, which acts as a financial cushion against unexpected costs. 

For instance, if an investor’s monthly expenses total 3,000€, they should aim to set 

aside at least 9,000€ to 18,000€ in a highly liquid account, such as a savings account 

or money market fund. This ensures that funds are readily available when needed 

without having to liquidate long-term investments prematurely. Some examples of 

possible events are reported in Figure 4.2.  

 

The importance of an emergency fund cannot be overstated. Unexpected expenses, 

such as medical emergencies, major home repairs, or sudden job loss, can occur at 

any time. Having a dedicated fund for these contingencies helps maintain financial 

stability and protects investment strategies. It allows the investor to stay committed 

to their long-term goals without being forced to sell investments at an inopportune 

time, potentially at a loss. 

Investors must carefully consider all potential unexpected expenses when 

determining the size of their emergency fund. This involves thinking through various 
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scenarios and ensuring that the fund is sufficient to cover multiple types of 

emergencies. The goal is to avoid the risk of being short of money because more was 

invested than could be afforded. For an investor, being forced to liquidate 

investments due to a lack of emergency funds is one of the worst situations, as it can 

derail financial plans and compromise long-term goals. 

In summary, establishing an emergency fund is a critical step in goal-based investing. 

It ensures that investors are prepared for unexpected events, thereby safeguarding 

their investments, and maintaining financial stability. This foresight allows investors 

to pursue their financial goals with confidence, knowing that they are protected 

against unforeseen disruptions. 

 

4.4.3  Step 3: Define Financial Goals 

This step is the core of goal-based investing, in this step it’s time to set the financial 

goals. These goals should be well-defined to guide the investment strategy 

effectively. As illustrated in Figure 4.3, some possible examples of financial goals 

include saving for a vacation, funding a child’s education, or planning for retirement. 

While these goals can have any time horizon, it is advisable not to set goals with a 

time horizon shorter than two years. This recommendation stems from the 

relationship between time horizon and risk tolerance, a key concept discussed 

throughout this thesis. Shorter time horizons limit the ability to bear investment 

risks, as there is insufficient time to recover from potential market fluctuations. 

Therefore, setting a minimum time horizon of two years ensures that the investment 

strategy can incorporate a suitable level of risk, enhancing the likelihood of achieving 

the financial goals.  
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Each goal should have a defined time horizon and a target amount needed to achieve 

it. This specificity helps in creating a focused investment strategy tailored to each 

goal. To ensure these goals are effective, they should be SMART: Specific, 

Measurable, Achievable, Relevant, and Time-bound. 

 

Specific: Goals should be clear and precise. Instead of saying, "I want to save 

money," specify, "I want to save 10,000€ for a vacation in two years." This clarity helps 

in identifying the exact actions required to achieve the goal and eliminates ambiguity. 

Measurable: Quantifying goals allows progress tracking. For instance, "I need to save 

10,000€" is measurable and helps in setting smaller, incremental milestones, such as 

saving 500€ each month. This measurement ensures that the investor can monitor 

their progress and adjust if needed. 

Achievable: Goals should be realistic and attainable within the investor’s financial 

capacity. An example of an unrealistic goal would be aiming to save 1,000,000€ in 10 

years with a monthly saving capacity of only 500€. Such an unrealistic goal sets the 

investor up for failure and frustration. Instead, a more achievable goal might be 

saving 100,000€ over the same period, given the same monthly savings capacity. 

Relevant: Goals should align with the investor’s lifestyle and financial situation. 

Relevant goals ensure that the investment strategy contributes meaningfully to the 

investor’s overall financial well-being. For example, saving for a luxury car might not 

be relevant if the investor is currently struggling with debt. A relevant goal might be 

building an emergency fund or paying off existing debt. 
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Time-bound: Each goal should have a specific timeframe. This urgency creates a 

sense of priority and helps in structuring the investment plan. For example, “I want 

to save 50,000€ for my child's college education in five years” provides a clear 

deadline, which is crucial for planning contributions and investment choices. Having 

a defined timeframe helps in setting realistic milestones and keeps the investor 

focused on achieving the goal within the set period. 

After defining SMART goals, the next step is to prioritize them based on their 

importance and urgency. This involves ranking the goals from the most fundamental 

to the least important. For instance, funding a child’s education might take 

precedence over saving for a vacation. Prioritizing goals helps in resource allocation, 

ensuring that the most critical objectives receive the necessary attention and funding. 

By setting and prioritizing SMART goals, investors can create a detailed and 

actionable investment strategy that aligns with their financial capacity and life 

objectives. This approach not only enhances the likelihood of achieving these goals 

but also helps maintain financial stability and confidence throughout the investment 

journey. Setting and prioritizing SMART goals ensures that each financial objective is 

clear, attainable, and aligned with the investor's overall financial plan, making the 

investment process more effective and goal-oriented. 

 

4.4.4  Step 4: Define Portfolio Allocations and Estimate Future Returns 

With prioritized goals and their time horizons established, the investor can now 

design appropriate portfolio allocations and estimate future returns. This step is 

critical as it aligns the investment strategy with the specific needs and risk tolerance 

of each financial goal while providing a realistic expectation of future performance. 

Short-Term: For short-term goals, the portfolio should prioritize safer financial 

products to ensure capital preservation and liquidity. These investments provide 

stability and reduce the risk of loss. For example, if an investor needs 10,000€ for a 

vacation in two years, they might invest in short-term government bonds or high-

yield savings accounts that mature around the time of the planned vacation. This 

strategy ensures that the funds are available when needed without significant risk of 

loss. 
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Medium-Term: Medium-term goals require a balanced mix of safety and growth. A 

combination of bonds and equities is typically suitable for these goals. This allocation 

offers the potential for growth while still managing risk. For instance, if an investor 

aims to save 50,000€ for a child’s college education in five years, they might allocate 

80% of their portfolio to bonds and 20% to equities. Bonds provide stability and 

income, while equities offer growth potential, balancing the need for security with 

the opportunity for higher returns. 

Long-Term: Long-term goals can accommodate more risk, as the extended time 

horizon allows for greater growth potential and the ability to weather market 

volatility. Therefore, these portfolios typically have a higher allocation to equities. For 

example, if an investor aims to save 500,000€ for retirement over the next 20 years, 

they might allocate 70% of their portfolio to equities and 30% to bonds. Equities offer 

significant growth potential, which is crucial for long-term wealth accumulation, 

while bonds add a layer of stability to the portfolio. 

After defining the portfolio allocations, the next step is to estimate future returns 

based on historical performance data. This involves analyzing the past performance 

of each asset class and making conservative projections to account for potential 

market fluctuations. 

Historical performance data provides a baseline for estimating future returns. For 

example, if historical data shows that equities have an average annual return of 7%, 

the investor might conservatively estimate a 5-6% return. Similarly, if bonds have 

historically returned 3%, a conservative estimate might be 2-2.5%. This approach 

helps in setting realistic expectations and prevents overestimating potential gains. 

Conservative estimates are crucial because they account for market volatility and 

unforeseen economic conditions. By setting lower expectations, investors can better 

prepare for potential downturns and avoid disappointment if returns are lower than 

anticipated. Conservative projections also ensure that the investment strategy 

remains robust and resilient under various market scenarios. 

To effectively implement this strategy, I have developed portfolio allocations tailored 

to different time horizons, categorized into two classes based on their complexity: 
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• Simple Portfolios: These are designed for investors with smaller amounts of 

money or those who prefer to limit their investments to a few products for a greater 

sense of security. Simple portfolios include fewer investments, focusing on broad 

asset classes to minimize the impact of commissions and fees. For example, a simple 

portfolio for a long-term goal might consist of a couple of equity ETFs. This approach 

helps reduce the costs associated with managing multiple small investments. 

 

• Complex Portfolios: These are suitable for investors with larger sums to invest. 

Complex portfolios are more diversified across multiple financial products, reducing 

risk through broader exposure. For example, a complex portfolio for a long-term goal 

might include various types of equities (domestic, international…) and different 

bonds (corporate, government...). The larger amount of money allows for 

investments in many financial products without being significantly impacted by 

commissions. 

To support a diverse range of investment needs, I have developed five distinct 

portfolios within each category, meticulously divided by time horizon. This approach 

ensures comprehensive coverage of all time horizons, ranging from relatively short 

(3-5 years) to very long-term (more than 20 years). Each portfolio is crafted to address 

specific investment durations, optimizing the balance between risk and return to 

meet various financial objectives. 

The allocations for these portfolios are detailed in Appendix A, where each portfolio 

allocation is illustrated and presented along with the suggested ETFs. This 

comprehensive guide provides clear and actionable insights into the recommended 

investments, helping investors make informed decisions aligned with their financial 

goals. 

 

4.4.5  Step 5: Allocate Savings to Goals 

With portfolios designed and expected returns estimated, the next step is to allocate 

available savings toward each financial goal. This involves both utilizing initial 

savings and setting up a plan for ongoing monthly contributions, ensuring a steady 

and systematic approach to achieving each goal. 
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Begin by assessing the total amount of initial savings available for investment. For 

instance, if an investor has 20,000€ in savings, this sum needs to be strategically 

distributed among various financial goals based on their priority and time horizon.  

Allocate the initial savings to the highest priority goals first, ensuring that the most 

critical objectives receive immediate funding. This step is crucial for establishing a 

solid foundation for achieving essential financial milestones. 

Based on the time horizon and importance of each goal, determine the allocation 

amounts for the initial savings. For example, suppose an investor has three goals: a 

vacation (short-term), a child’s education (medium-term), and retirement (long-term). 

If the vacation requires 10,000€, the child’s education requires 50,000€, and retirement 

requires 500,000€, the investor might allocate 8,000€ to the vacation goal, 5,000€ to the 

education fund, and the remaining 7,000€ to the retirement fund. 

After the initial savings have been allocated, the next step is to plan for ongoing 

monthly savings. For instance, if the investor plans to save an additional 2,700€ per 

month, this amount will be allocated across the different goals to ensure consistent 

progress towards achieving them. 

Determine how much of the monthly savings should be allocated to each goal based 

on its time horizon and priority. For example, the investor might allocate 83€ per 

month towards the vacation goal to save the remaining 2,000€ needed over two years, 

750€ per month towards the child’s education goal to build the fund over five years, 

and 1,867€ per month towards the retirement goal to leverage long-term growth. This 

step is facilitated by the software, as depicted in Figure 4.4, where the remaining 

monthly availability is shown and updated. 

 

By combining the initial savings allocation with ongoing monthly contributions, the 

investor maximizes growth potential from the start while maintaining a steady 
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investment pace. This dual approach ensures that all available funds are effectively 

utilized and continue to grow over time, providing a structured and reliable pathway 

to achieving financial goals. 

 

4.4.6  Step 6: Consolidate and Implement the Investment Plan 

The final step is to consolidate all allocations to determine the total amount to be 

invested in each asset class. Combining the investments from all goals to create a 

comprehensive portfolio allocation ensures that the entire financial strategy is 

cohesive and well-managed. For example, if the total allocation across all goals 

results in 50% equities, 30% bonds, and 20% cash funds, the investor can implement 

this plan by purchasing the respective financial products. Figure 4.5 shows the final 

dashboard of the software where is presented a summary of the allocation of the 

portfolio.  

Executing the investments according to the defined strategy ensures that all funds 

are properly invested to achieve the set financial goals. Regularly reviewing and 

rebalancing the portfolio as needed ensures that it stays aligned with the investor’s 

objectives and market conditions. 
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4.5 Survey 

4.5.1 Survey Design and Methodology 

To evaluate the effectiveness of the goal-based investing strategy in simplifying and 

democratizing the investment process, I conducted a series of structured interviews. 

This section details the survey design, methodology, and interview process. 

The survey was divided into three phases. In the initial assessment phase, 

respondents were asked about their financial literacy and the main barriers 

preventing them from investing. Questions covered demographic information, 

investment experience, familiarity with different types of investments, frequency of 

managing investments, resources used for investment decisions, and perceived 

barriers such as lack of knowledge, fear of losing money, and complexity. 

In the strategy implementation phase, respondents were introduced to the goal-

based investing strategy using a Minimum Viable Product (MVP) in the form of an 

Excel file. This file guided them through defining financial goals, assessing risk 

tolerance, setting time horizons, and allocating investments across different asset 

classes. The Excel tool provided practical examples and guidelines to help 

respondents create a personalized investment portfolio. 

In the post-implementation feedback phase, respondents were asked to evaluate their 

experience with the strategy. They provided feedback on the clarity and suitability of 

the goal-based investing concept, the ease of creating a portfolio, and the confidence 

they gained in their investment decisions. They also identified the benefits and 

challenges of the strategy, such as clarity in goal setting, ease of use, and any 

difficulties in defining goals or selecting investments. 

The interviews were conducted individually to ensure personalized guidance. Each 

session began with an overview of the goal-based investing strategy, followed by the 

initial assessment. Respondents then interacted with the MVP Excel file, and finally, 

they provided feedback on their experience. 

The full survey questionnaire and detailed responses can be found in Appendix B, 

which includes all the questions asked during the initial assessment and post-

implementation feedback phases. 
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By structuring the survey in this manner, I was able to gather comprehensive data on 

the respondents' initial barriers to investing, their experience using the goal-based 

investing strategy, and their feedback on its effectiveness and usability. 

 

4.5.2 Survey Results Analysis 

The structured interviews conducted to evaluate the goal-based investing strategy 

yielded insightful results, providing a comprehensive understanding of its 

effectiveness in simplifying and democratizing the investment process. This section 

presents an integrated analysis of the survey results, exploring the implications and 

effectiveness of the strategy. 

 

Analysis of the population: 

The survey conducted to evaluate the goal-based investing strategy included a 

diverse and representative sample of potential investors, enhancing the validity and 

reliability of the findings. Participants varied widely in age, gender, occupation, 

income, education level, and investment experience. This broad spectrum ensures 

that the insights gained are applicable to a wide range of individuals, from young 

adults starting their financial journey to those nearing retirement, and from low-

income earners to high-income investors.  

Additionally, the population presents different levels of financial literacy. Specifically, 

9 respondents rated their investment knowledge as beginner, 13 rated themselves as 

intermediate, and 3 considered themselves advanced. This diversity in financial 

literacy highlights the necessity for a strategy that offers clear, accessible guidance for 

beginners while also providing sophisticated tools for more experienced investors.  

The varied occupational statuses—ranging from students and employed individuals 

to the self-employed, unemployed, and retired—reflect different financial needs and 

investment behaviors. This comprehensive demographic coverage ensures that the 

goal-based investing strategy is evaluated from multiple perspectives, leading to 

insights that can inform the development of an inclusive and effective approach to 

investing. 
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Furthermore, the mix of respondents with previous investment experience (14 

having invested before and 11 not) allows for a balanced assessment of the strategy’s 

effectiveness across different levels of familiarity with investing. The range of income 

levels and educational backgrounds among respondents also contributes to a robust 

analysis, as these factors influence financial behavior and investment decisions. 

Overall, the survey’s diverse population provides a strong foundation for assessing 

the goal-based investing strategy, ensuring its relevance and applicability to a wide 

range of potential investors. This diversity enhances the overall reliability of the 

findings, making them more comprehensive and widely applicable. 

 

Barriers to Investing: 

Respondents identified several key barriers to investing, with the majority citing a 

lack of knowledge, fear of losing money, and the complexity of the investment 

process as their primary concerns. Many respondents pointed to a lack of knowledge 

as their major barrier, highlighting a significant gap in financial education. 

Additionally, a considerable number mentioned the fear of losing money, reflecting a 

widespread apprehension about market risks and potential financial loss. 

Furthermore, several respondents indicated that the complexity of the investment 

process was a significant hurdle, underscoring the need for simplified and more 

intuitive investment tools and strategies. These barriers are consistent with those 

highlighted in existing literature, reinforcing the importance of addressing these 

issues to make investing more accessible. The lack of knowledge, particularly, was a 

significant barrier for many respondents, indicating a gap in financial education. Fear 

of losing money was prevalent across all levels of investment knowledge, reflecting a 

universal need for strategies that emphasize risk management and capital 

preservation. The complexity of investing highlights the importance of a simplified, 

structured approach. 

 

Assessing the Simplification of Portfolio Creation 

The responses to the question about whether the goal-based investing approach 

simplifies portfolio creation are overwhelmingly positive, indicating that the strategy 
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effectively addresses one of the primary barriers to investing: complexity. The fact 

that most respondents rated the strategy highly for its simplification capabilities 

suggests that it provides a clear, structured framework that makes the process more 

accessible and manageable. 

This positive reception has several important implications. First, it validates the core 

premise of the strategy that a goal-oriented approach can demystify investing. By 

breaking down the investment process into clear, manageable steps aligned with 

personal financial goals, the strategy helps reduce the cognitive load and decision-

making stress that often deter individuals from investing. 

Furthermore, the strong positive feedback indicates that the strategy is particularly 

effective for novice and intermediate investors, who represent the majority of the 

survey population. These individuals often struggle with understanding complex 

investment concepts and making informed decisions. The goal-based strategy's 

ability to simplify these tasks likely boosts their confidence and encourages more 

proactive engagement with their financial planning. 

The high ratings also suggest that the strategy's user-friendly design resonates well 

with users, enhancing its potential for broader adoption. By making investing more 

approachable, the strategy can attract a wider audience, including those who might 

have previously been intimidated by the complexities of portfolio management. 

Additionally, this feedback underscores the importance of continuing to refine and 

develop the strategy to maintain its clarity and effectiveness. The positive reception 

reinforces the need for an ongoing focus on user experience, ensuring that the 

strategy remains accessible to individuals with varying levels of financial literacy and 

investment experience. 

In summary, the goal-based investing approach appears to significantly simplify the 

portfolio creation process, making it more accessible to a diverse range of investors. 

This not only enhances its appeal but also supports its potential to democratize 

investing, fostering greater financial inclusion and empowerment. 

 

Addressing Barriers and Boosting Investor Confidence 



4. The Goal Investment Strategy 131 

 

 

A primary finding from the survey is the strategy's success in addressing major 

barriers to investing. Many respondents indicated that the strategy helped them 

overcome their lack of knowledge and the complexity of the investment process. 

These barriers were cited by a significant number of participants, highlighting the 

strategy's ability to demystify investing through its educational components and 

structured approach. By providing clear and accessible guidance, the strategy makes 

the investment process more understandable and manageable, particularly for 

beginners. 

The ability to simplify portfolio creation is another critical benefit of the strategy. The 

majority of respondents reported that the step-by-step framework and user-friendly 

design significantly reduced the complexity involved in creating a personalized 

portfolio. This simplification is crucial as it lowers the entry barrier for novice 

investors, making the process less intimidating and more approachable. The 

strategy's structured approach helps users translate their financial goals into 

actionable investment plans, enhancing their ability to make informed decisions. 

Additionally, the strategy has a notable effect on boosting investor confidence. Many 

respondents felt more secure and empowered to make informed investment 

decisions after applying the strategy. This boost in confidence is essential for 

fostering a proactive and engaged approach to investing, which is vital for achieving 

long-term financial success. The enhanced confidence suggests that users are more 

likely to stay committed to their investment plans and make more strategic financial 

decisions. 

The feedback underscores the strategy's potential to democratize investing by 

making it accessible and less intimidating to a broader audience. By focusing on 

clarity, goal alignment, and user-friendly design, the strategy addresses key barriers 

such as lack of knowledge and complexity, while also boosting user confidence. 

These strengths validate the strategy's core principles and highlight its potential to 

foster financial inclusion and literacy. 

 

Strengths and Implications of the Strategy 
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The responses highlight several key strengths of the goal-based investing strategy. A 

significant number of respondents identified clarity in goal setting, ease of use, 

alignment with personal goals, and simplified decision-making as the most beneficial 

aspects of the strategy. Specifically, clarity in goal setting and alignment with 

personal goals were particularly appreciated, underscoring the strategy’s 

effectiveness in helping users articulate and define their financial objectives. Well-

defined goals provide a concrete framework for investment decisions, keeping 

investors focused and motivated. By aligning investments with personal goals, the 

strategy ensures that financial decisions are relevant and directly tied to the user's life 

plans and needs. This personalization is a key strength, as it transforms abstract 

financial moves into meaningful actions that resonate with the investor’s individual 

circumstances and aspirations. 

The ease of use and simplified decision-making further emphasize the strategy’s 

accessibility, making it suitable for a wide range of investors, including those with 

limited financial knowledge. Simplified decision-making reduces the complexity and 

potential overwhelm associated with managing investments, likely contributing to 

increased confidence and engagement among users. This aspect is crucial for novice 

investors who might find the investment landscape intimidating. The strategy’s user-

friendly design helps demystify investing, encouraging a more proactive approach to 

financial planning. 

Additionally, the feedback on the usefulness of the guidance provided on aligning 

investments with specific goals was overwhelmingly positive. The majority of 

respondents found the guidance either useful or very useful, indicating that the 

strategy effectively translates financial goals into actionable investment plans. This 

high level of perceived usefulness suggests that the guidance is clear, practical, and 

applicable, helping users make informed decisions that align with their objectives. 

For novice investors, this guidance bridges the gap between understanding financial 

goals and knowing how to achieve them through strategic investments. 

The positive reception of these aspects has several important implications for the 

strategy. First, it validates the core premise that a goal-oriented, structured 

investment approach can simplify the investment process and make it more 

accessible. By breaking down the process into clear, manageable steps, the strategy 

reduces cognitive load and decision-making stress, addressing one of the primary 
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barriers to investing. Second, the emphasis on personalization and alignment with 

personal goals enhances the strategy’s relevance and appeal, making it a powerful 

tool for financial planning. 

The feedback also highlights areas for potential improvement. While the strategy is 

broadly effective, enhancing the clarity and specificity of the guidance with more 

tailored examples or additional educational resources could further increase its 

effectiveness. Addressing these areas will help ensure that the strategy meets the 

needs of all users, from novices to advanced investors. 

 

User Endorsement and Adoption Potential 

The survey results indicate a strong endorsement of the goal-based investing strategy 

among respondents. When asked if they would use the approach to generate their 

own portfolio allocations, the majority expressed positive intent, demonstrating 

confidence in the strategy’s practical application. This positive reception suggests 

that the strategy’s framework is intuitive and effective in helping users manage their 

investments. 

Moreover, the willingness to recommend the strategy to others highlights its 

perceived value and reliability. Many respondents were eager to advocate for the 

strategy, indicating high levels of satisfaction. This advocacy is essential for broader 

adoption, as personal recommendations can significantly influence the decision-

making process of potential new users. 

The combined willingness to both use and recommend the strategy points to its 

overall success in meeting user needs. It suggests that the strategy is not only user-

friendly but also effective in providing tangible benefits, such as clearer goal-setting 

and simplified decision-making. These aspects are crucial for building trust and 

encouraging more individuals to engage in investing. 

4.5.3 Conclusion 

The structured interviews conducted to evaluate the goal-based investing strategy 

have provided comprehensive insights into its effectiveness in simplifying and 

democratizing the investment process. The survey's design, which included initial 
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assessment, strategy implementation, and post-implementation feedback phases, 

ensured a thorough evaluation of respondents' experiences and perceptions. 

The diverse sample population, varying in age, gender, occupation, income, 

education level, and investment experience, strengthened the validity and reliability 

of the findings. This diversity ensured that the insights gained are applicable to a 

broad spectrum of potential investors, enhancing the strategy's relevance and 

applicability. 

A key finding is the strategy's success in overcoming significant barriers to investing, 

such as lack of knowledge and complexity. The majority of respondents indicated 

that the strategy helped them better understand the investment process, making it 

more accessible and manageable. This simplification, particularly for novice and 

intermediate investors, underscores the strategy's effectiveness in reducing cognitive 

load and decision-making stress. 

The positive feedback on the strategy's ability to simplify portfolio creation and boost 

investor confidence highlights its potential to democratize investing. By providing a 

clear, structured framework and aligning investments with personal financial goals, 

the strategy encourages broader participation and proactive engagement in financial 

planning. 

Furthermore, the strategy's emphasis on personalized guidance and clear goal 

alignment resonated well with respondents, many of whom expressed a strong 

willingness to use and recommend it to others. This endorsement suggests that the 

strategy is both practical and beneficial, fostering financial inclusion and 

empowerment. 

Overall, the survey results validate the core principles of the goal-based investing 

strategy, highlighting its strengths in addressing key barriers, enhancing user 

confidence, and simplifying the investment process. These findings support the 

continued development and refinement of the strategy to maintain its effectiveness 

and accessibility, ensuring it remains a valuable tool for a diverse range of investors. 

In Appendix A, the entire survey with all the questions and answers obtained is 

reported. 
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4.6 Conclusion 

The exploration of goal-based investing within this chapter has demonstrated its 

profound impact on enhancing financial decision-making and aligning investments 

with personal life objectives. This strategic approach not only transcends traditional 

investment methods but also provides a structured framework that emphasizes the 

importance of personalized financial goals. By addressing behavioral pitfalls and 

leveraging insights from renowned investment theories, goal-based investing offers a 

pragmatic solution to common challenges faced by retail investors. 

The introduction of goal-based investing highlighted the significance of constructing 

a portfolio that serves unique financial objectives. By emphasizing the need for 

diversification, as underscored by Harry Markowitz, and the avoidance of emotional 

decision-making, the chapter laid a solid foundation for understanding the core 

principles of this investment strategy. The focus on specific, measurable, achievable, 

relevant, and time-bound (SMART) goals provided a clear and actionable path for 

investors to follow, ensuring that their financial decisions are aligned with their long-

term aspirations. 

Throughout the chapter, the practical implementation of goal-based investing was 

meticulously detailed, offering a step-by-step guide for investors. This included 

assessing the current financial situation, preparing for unexpected events, defining 

and prioritizing financial goals, designing portfolio allocations, and systematically 

allocating savings. Each step was crafted to provide a comprehensive approach to 

investment planning, ensuring that every decision is tailored to the investor's unique 

circumstances and time horizons. 

The power of goal-based investing in overcoming barriers and behavioral pitfalls was 

thoroughly examined. By focusing on long-term objectives and providing a 

structured framework, goal-based investing mitigates the risks associated with 

emotional decision-making and lack of financial literacy. The strategy's ability to 

simplify the investment process and make it more approachable was particularly 

emphasized, highlighting its potential to democratize investing and foster financial 

inclusion. 

The survey results presented in this chapter further validated the effectiveness of the 

goal-based investing strategy. The survey, conducted with a diverse group of 
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participants, revealed significant insights into the strategy's practical benefits. 

Respondents overwhelmingly indicated that the strategy simplified the investment 

process, boosted their confidence, and made financial planning more accessible. Key 

barriers to investing, such as lack of knowledge and the complexity of the investment 

process, were effectively addressed through the goal-based approach. The positive 

feedback underscores the strategy's potential to transform the investment experience 

for retail investors, making it a valuable tool for achieving long-term financial goals. 

In conclusion, goal-based investing represents a powerful and practical approach to 

financial planning. By aligning investments with personal life objectives and 

providing a clear, structured framework, it addresses key challenges faced by 

investors and enhances the likelihood of achieving meaningful financial milestones. 

The insights and practical guidance offered in this chapter, supported by positive 

survey feedback, serve as a valuable resource for investors seeking to navigate the 

complexities of the financial landscape and secure their financial future.
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5. Conclusion 

This thesis has embarked on a comprehensive journey to simplify the complex world 

of investing for retail investors, offering them a practical guide to overcoming 

common barriers and making informed investment decisions. By examining the 

foundational concepts of investing, analyzing the behavior of various asset classes, 

exploring portfolio construction, and developing a practical investment strategy, this 

research aims to empower individuals to confidently engage in financial markets. 

An extensive review of the literature revealed the primary challenges that deter 

individuals from investing, such as fear of loss, lack of financial literacy, and the 

perceived complexity of financial products. Understanding these obstacles is crucial 

for developing effective strategies to mitigate them and encourage broader 

participation in investing. 

The thesis then analyzed the behavior of different asset classes, including equities, 

bonds, commodities, real estate, and cryptocurrencies, under various macroeconomic 

scenarios. By studying historical performance data, we identified which asset classes 

perform better in specific economic conditions. This insight allows investors to make 

informed decisions about asset allocation, optimizing their portfolios based on the 

prevailing economic environment and their risk tolerance. 

Furthermore, the research delved into the principles of portfolio construction and 

evaluation, using both qualitative and quantitative analyses to explore the 

methodologies necessary for building robust investment portfolios. Emphasizing 

diversification, risk management, and strategic asset allocation, the thesis provided 

detailed frameworks and mathematical models. These tools are essential for 

constructing portfolios that can withstand market volatility and achieve long-term 

financial stability and growth. 

At the core of the thesis is the introduction of the Goal Investment Strategy, a tailored 

approach designed to help retail investors overcome common barriers and make 

sound investment decisions. This strategy emphasizes setting clear financial goals 

and selecting appropriate investment vehicles to achieve them. Empirical data from a 

comprehensive survey of retail investors validated the strategy, demonstrating its 
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effectiveness in simplifying the creation of personalized portfolios and enhancing 

decision-making confidence. 

The survey results confirmed that the Goal Investment Strategy significantly aids 

investors by reducing the complexity of investment decisions and overcoming 

barriers such as lack of knowledge. Participants who adopted this strategy reported 

higher levels of confidence and satisfaction with their investment choices, indicating 

that the approach effectively addresses their needs and challenges. 

Looking ahead, there is significant potential for further research in this area. Future 

studies could focus on refining the Goal Investment Strategy by incorporating more 

granular data and advanced analytics to enhance its predictive accuracy and 

effectiveness. Additionally, exploring the behavioral aspects of investor decision-

making could provide deeper insights into how to better tailor investment strategies 

to individual needs. 

One promising avenue for future development is the creation of software based on 

the Goal Investment Strategy. Such a software tool could be integrated into existing 

broker platforms to assist and guide investors in making sound financial decisions. 

This would not only simplify the investment process but also provide real-time, 

personalized advice, thereby enhancing the overall investment experience. Given 

that many brokers and financial platforms currently lack robust tools for assisting 

investors, there is a significant market opportunity for such a product. The 

development of this software could bridge the gap between theoretical investment 

strategies and practical, user-friendly applications, making it easier for retail 

investors to navigate the complexities of the financial markets. 

In conclusion, this thesis provides a valuable resource for retail investors seeking to 

navigate the complexities of personal finance and investment management. By 

combining theoretical insights with practical strategies, it offers clear, actionable 

advice aimed at improving financial literacy and investment outcomes. The findings 

underscore the importance of informed decision-making, strategic planning, and 

continuous learning in successful investing. 

The Goal Investment Strategy, validated by empirical evidence, stands out as a 

practical tool for retail investors. It not only simplifies the investment process but 

also empowers individuals to take control of their financial futures, ensuring they are 

well-prepared to achieve their financial goals. This thesis contributes to the broader 

discourse on financial education and investment strategy, aiming to make a 

meaningful impact on the financial well-being of individuals and communities alike. 

As the investment landscape continues to evolve, the principles and strategies 

outlined in this thesis will remain relevant, providing guidance and support for both 
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novice and experienced investors. The journey towards financial literacy and 

investment success is ongoing, and this thesis serves as a stepping stone on that path, 

offering insights and tools that can help retail investors thrive in the dynamic world 

of finance.
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Appendix A 

Here you can find all the questions and their corresponding answers from the 

interview 

 

Question Answer Options Answers
Under 25 4

25-34 8

35-44 7

45-54 3

55-64 2

65 and over 1

Male 18

Female 7

Other 0

Prefer not to say 0

Student 5

Employed 12

Self-employed 4

Unemployed 2

Retired 2

Under €15,000 6

€15,000-€29,999 8

€30,000-€44,999 6

€45,000-€59,999 3

€60,000-€74,999 1

€75,000 and over 1

High school or less 4

college 13

Bachelor's degree 6

Master's degree 2

Doctorate 0

Yes 14

No 11

Beginner 9

Intermediate 13

Advanced 3

Stocks 17

Bonds 10

Mutual Funds 14

ETFs 8

Real Estate 2

Cryptocurrencies 6

Certificates 5

Other 1

Daily 1

Weekly 8

Monthly 2

Yearly 0

Never 0

Financial Advisors 6

Online Articles 10

Books 1

Family/Friends 5

Social Media 4

Other 2

Lack of knowledge 14

Fear of losing money 15

Lack of capital 12

Complexity 10

Lack of time 8

Trust issues 6

Other 1

6. Have you invested before?

1. Age

2. Gender

3. Occupation

4. Income Bracket

5. Education Level

7. How would you rate your knowledge of investing?

8. What types of investments are you familiar with?

9. How often do you review or manage your investments?

10. What resources do you use to inform your investment decisions?

11. What are the main barriers preventing you from investing more or at all?
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Very Clear 6

Clear 13

Neutral 6

Unclear 0

Very Unclear 0

1 (It’s not for me) 1

2 2

3 6

4 10

5 (It’s my strategy) 6

Personalized investment 15

Clear goal alignment 16

Simplified decision-making 12

Reduced risk 8

Other 2

1 (Not) 0

2 1

3 4

4 10

5 (Absolutely) 10

1 (Not) 0

2 1

3 10

4 9

5 (Absolutely) 5

Not at all useful 0

Not useful 2

Neutral 5

Useful 10

Very Useful 8

Not useful at all 0

Not useful 3

Neutral 6

Useful 9

Very Useful 5

Very Not Confident 1

Not Confident 2

Neutral 9

Confident 8

Very Confident 5

Very Difficult 1

Difficult 3

Neutral 7

Easy 9

Very Easy 5

Clarity in goal setting 10

Ease of use 10

Alignment with personal goals 19

Simplified decision-making 18

Other 2

Defining goals 18

Prioritizing goals 10

Selecting suitable investments 2

Allocating funds 8

Other 1

Not at all useful 0

Not useful 2

Neutral 8

Useful 9

Very Useful 6

1 (Not at all) 0

2 1

3 6

4 9

5 (Absolutely) 9

1 (Not at all) 0

2 1

3 6

4 9

5 (Absolutely) 9

Defining goals 7

Prioritizing goals 8

Selecting suitable investments 8

Allocating funds 5

Other 2

Lack of knowledge 20

Fear of losing money 3

Lack of capital 5

Complexity 15

Lack of time 2

Trust issues 0

Other 1

1 (Not at all) 0

2 1

3 4

4 13

5 (Absolutely) 7

19. Was the strategy helpful in identifying suitable investments for your goals?

13. How clear do you find the concept of goal-based investing?

14. How much do you think goal-based investing is a suitable strategy for you?

15. What do you think are the benefits of goal-based investing compared to other strategies?

16. Do you think that this approach simplifies the creation of a portfolio?

17. Would you use this approach to generate your own portfolio allocation?

18. How useful did you find the guidance on aligning investments with your specific goals?

26. Do you feel more confident in your ability to invest after applying this strategy?

27. What was the most challenging part of applying the strategy?

28. What were the main barriers that the strategy helped you to overcome?

29. Would you recommend this strategy to others?

20. Do you feel confident in the portfolio you created based on this strategy?

21. How easy was it to allocate funds across different investments?

22. What aspects of the goal-based investment strategy did you find most beneficial?

23. What aspects of the strategy did you find challenging?

24. Do you feel that this strategy has increased your understanding of how to create a personalized investment portfolio?

25. Did the strategy simplify the process of creating a personalized portfolio for you?
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Here is reported a possible asset allocation of different portfolios based on 

complexity and time horizon with at the end possible ISIN of ETFs.  

 

Simple Portfolio 3-5 Years: 

 

 

Simple Portfolio 6-10 Years:  

 

       

Simple Portfolio 11-15 Years: 
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Simple Portfolio 16-20 Years:  

 

 

 

 

 

 

 

 

      Simple Portfolio >21 Years:  

 

 

 

 

 

 

 

 

 

 

Complex Portfolio 3-5 Years: 
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Complex Portfolio 6-10 Years:  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Complex Portfolio 11-15 Years: 
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      Complex Portfolio 16-20 Years:  

 

  

 

 

 

 

 

 

 

 

 

 

 

Complex Portfolio >21 Years:  
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The following table provides a list of recommended Exchange-Traded Funds (ETFs) 

for different asset classes. Each ETF is identified by its International Securities 

Identification Number (ISIN). These ETFs are selected to give investors diversified 

exposure to various market segments, including global equities, regional equities, 

bonds, and commodities. Below is a detailed breakdown: 

 

 

 

 

 

 

 

 

 

 

 

 

 

Each ETF has been carefully chosen based on factors such as liquidity, expense ratio, 

and track record to ensure they meet the investment needs of a wide range of 

investors. Whether you are looking for exposure to equities, bonds, or commodities, 

this list provides a solid foundation for building a diversified portfolio. 
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