Skandia principles of investment

produced in association with

% Fidelity

INVESTMENTS

the importance
of diversification

This “principles of investment’ factsheet looks at the importance of spreading the
risks associated with investing when creating a balanced investment portfolio.
Topics covered include:

* reduce the risk: diversify * sector exposure
* asset allocation * geographic location
* stock specific risk * investment style

* market capitalisation

This factsheet will give you a basic understanding of the importance of diversifying an investment portfolio. Your financial
adviser will be able to recommend the most effective way to diversify investments for your own specific investment needs.

reduce the risk: diversify

Risk is a necessary and constant feature - the key is not to put all your eggs in Before we discuss the basic premise of
of investing in equities, and a key one basket. diversification in more detail, it's
consideration for any investor; stocks Here lie the fundamentals of important to note that building a

fall, economic conditions fluctuate, R ) diversified portfolio takes time and
diversification - spreading an . .

) ) investment knowledge. Keeping track
investment across a wide range f)f.asset of a number of different shares or bonds
classes and sectors, thereby avoiding at once can be a daunting task. An
easier solution can be taking advantage

of collective investment schemes - your

companies can occasionally go
bankrupt.

There are many different asset classes in  the risk that your portfolio will be overly
which you can choose to invest, each reliant upon the performance of one
possessing different risk characteristics.  particular asset.

Whilst the risks attributable to each
individual asset class cannot be avoided,
when part of a portfolio and managed
collectively, they can be diluted

financial adviser will be able to

recommend the right kinds of collective

investments for your own investment
needs and risk profile.
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asset allocation

The single best way to diversify your
investments is to spread the risk across
several different asset types. The
principle choice of assets is between
equities, bonds, cash and property.
These classes can then be further
divided. For example, gilts, corporate
and high yield bonds fall under the
‘bond umbrella’
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Each of these classes have different
‘risk/return” characteristics, as illustrated
in the graph, right.

The aim is to select asset classes that
behave in different ways; the theory
being that when one class is
underperforming, the other is
outperforming. For example, some

stock specific ris

Avoiding the risks associated with the
reliance upon one particular asset can
be taken further in the necessity to
avoid share specific risk.

When investing in a share, you are
completely reliant upon the fortunes of
one company. If the company fails to
perform, the value of its share will
decrease, along with the value of your
investment. By investing in more than
one company, the likelihood that all will
fail to perform, resulting in a collection
of plummeting share prices, is
significantly reduced. Consequently
there is a clear relationship between the
risk to your investment and the number
of different shares in a portfolio.
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low

assets, such as bonds and property are
particularly useful in creating a balanced
portfolio of investments; they behave
very differently to equities, often
offering lower but more consistent
returns. This provides a ‘safety net” if
there were to be a fall in the stock
market.

k

By investing in as little as 20 different
stocks, the majority of share specific
risk can be diversified away, as
illustrated.

The well documented demise of what
was once one of America’s biggest
companies, Enron, has illustrated the
danger associated with investing in
seemingly safe, large, multinational
organisations. Whilst the impact of the
demise would have been catastrophic to
an individual with their life savings in
the company, an investor holding Enron
as part of a well diversified portfolio
would have seen the effect considerably
diluted.

market capitalisation

Investors hold shares in companies,
which can be categorised by their
size. Smaller, younger companies are
less established than larger, older
organisations, and are therefore
generally considered to be riskier.

As well as spreading your investment
across a number of individual shares, it
is perhaps wise to ensure that all of your
different shares do not represent a stake
in companies very similar in size as the
risks associated with, for example,

high
By spreading investment between
different asset types, such as bonds and
equities, the investor diversifies away
many of the risks associated with the
reliance upon one particular asset - this
is key to the concept of diversification.

Risk

Number of different stocks

smaller companies will span the breadth
of your total portfolio. By diversifying
across medium and larger sized
organisations, you are reducing your
dependence upon the performance of
one particular genre of company.
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sector exposure

Depending on what they sell, produce,
or what service they provide,
companies can be classified by ‘sector’.
For example BT resides in the
“telecommunications’ sector, BP in the
‘Oil and Gas’ sector.

However, stocks within these sectors are
considered to be more volatile. The
defensive phase, containing sectors
such as "Food producers and
processors’, will generally be less
volatile, due to the fact that,
irrespective of the state of the

Just as it is important to spread your
P P Y economy, we all need to eat!

investment across different companies,
it is also wise to select companies from
different sectors.

By diversifying across sectors an
investor can access stocks with high

For many reasons, companies within
varying sectors perform in very different
ways. One way of determining the
behaviour of a sector is to look at their
position in ‘the business cycle’, as
shown to the right. This highlights the
theoretical recovery or recession stages

Phase 2: Cyclical Growth

Assets: Shares in Telecoms,
Media and Technology

in nomi ivity, which can High
.e.co o. c activity, which can be ok
divided into four phases. Expectations

As you can see, the growth expectations
of sectors are highest as they move into
the “cyclical growth” phase.

geographical location

United States makes up more than half

the world market. The UK accounts for
only 11% and Europe (excluding the UK)
20.5%, as shown below, left.

Diversifying your investment is not only
about assets and sectors; it can be
achieved geographically too.

It might feel better to invest most of
your portfolio in your own home market
- but is it the most sensible option?
According to the MSCI World Index, the

Based on statistics it seems that UK
investors are prepared to take a very
high risk, with more than 50% investing

it can pay to go global
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Other Equity 1%
Japan Equity 4%

growth expectations, without over-
exposing their portfolio as a whole to
risk. Holding stocks in the defensive
phase provides the portfolio with
stability should the cyclical stocks drop
rapidly in value. Picking the right
balance of these depends upon your
own risk profile - your financial adviser
will be able to assist you in creating the
right balance for your investment
objectives.

Phase 3: Cyclical Value

Assets: Commodities shares

in Mining, Oil and Paper

Growth
Expectations
peak

solely in UK listed equities. In fact, as
shown in the pie chart below, only 9%
invest in European equities and even
less, 7%, invest into North American
financial markets.*

a typical UK-domiciled investor

Property 1%
Other 2%

UK Equity 57%

*Source: Fidelity, May 2005.



Holding the majority of investments in
your home market is fine if the investor
has picked the right market and the
right assets, at the right time. But is that
realistic? Probably not; the table below
shows the best and worst performing
markets and asset classes over recent

years. As you see, to be able to invest in
the "winners’ and avoid the “losers’
would indeed have led to powerful
performance, but look how hard it is to
spot these. The distribution is very
wide, making this sort of strategy, in
practice, extremely difficult.

By investing in only one market an
investor is ignoring the majority of
companies open to investment and not
taking full advantage of global
diversification opportunities:

harder than it looks

Japan  S.E.Asia UKBond Intl. Bond Cash
1997 38.7 231 300  -205 -28.0 147 42 6.8
1998 27.2 138 325 41 7.3 19.6 14.0 7.7
1999 25.0 24.2 216 67.0 478 1.3 a2 5.7
2000 19 5.9 02 224 -85 8.9 9.6 6.1
2001 96 133 199 274 70 3.2 16 5.4
2002 206 227 276 18.7 148 9.4 8.0 41 Rest of the world
2003 15.7 20.9 29.2 224 32.2 21 33 38 2523 stocks listed
2004 3.4 2.8 141 8.1 20.8 6.6 2.9 45

UK
1858 stocks listed

Blue = best performing  Red = worst performing  Source: Fidelity Investments May 2005

*Source: Fidelity, May 2005.

investment style

This final facet of diversification

highlights the importance of ensuring an
overall portfolio has exposure to varying
types of investment style. Some shares
are held as investors believe their value
is likely to significantly grow over the

summary

The key benefit of diversification is the
reduction in the reliance upon one
particular asset class, stock, sector or
geographical region, thus decreasing the
overall risk of the portfolio.

The premise of diversification is a simple
one; whilst one asset in an investment
portfolio may be declining in price,
another unrelated asset may be gaining;
maintaining the balance required for a
healthy portfolio.

Issued by Skandia Life Assurance Company Limited.

long term, these are known as "growth
shares’, others are held as they are
regarded as being cheaper than the
intrinsic worth of the companies in
which they represent a stake, known as
"value shares’.

In practice, it is much more difficult to
create the right balance of assets,
sectors, investment types and markets
to suit your specific investment

objectives and risk profile. However, the

innate diversification qualities of
collective investment schemes,
combined with the 'know-how’ of a
financial adviser can present a sound,
individually tailored diversification
solution.

It is important to have a blend of styles
to ensure that the portfolio as a whole is
not overly vulnerable to the risk/return
characteristics of each individual share

type.

Your financial adviser will be able to
recommend collective investment
schemes to suit your individual
investment objectives and risk profile.

This leaflet is designed to give a basic understanding of investing in equities. It is not designed as investment advice.
The value of shares may fall as well as rise. Past performance is not a guide to the future.

Calls may be monitored and recorded for training purposes and to avoid misunderstandings.

Skandia Life Assurance Company Limited (an incorporated company limited by shares) Skandia MultiFUNDS Limited Skandia Investment Management Limited
Registered numbers: 1363932, 1680071, 4227837 England Registered Office: Skandia House, Portland Terrace, Southampton, SO14 7EJ, United Kingdom

All companies authorised and regulated by the Financial Services Authority FSA Register numbers: 110462, 165359, 208543

Royal Skandia Life Assurance Limited (an incorporated company limited by shares) Registered number: 24916
Registered and Head Office: Skandia House, King Edward Road, Onchan, Isle of Man, IM99 1NU, British Isles

Phone: +44 (0) 1624 655 555 Fax: +44 (0) 1624 611 715

Authorised by the Isle of Man Government Insurance and Pensio

Authority Authorised and regulated by the Financial Services Authority for business

conducted in the UK. Some of the FSA's rules do not apply to non-UK based insurers. FSA Register number: 142309

Skandia Life Ireland Limited Registered No: 309649 Ireland Registered Office: Arthur Cox Building, Earlsfort Terrace, Dublin 2, Ireland
Head Office address: Skandia Ireland, Regus House - 4th Floor, Harcourt Road, Dublin 2, Ireland. Skandia Life Ireland Limited is regulated by the Irish Financial
Services Regulatory Authority. Skandia Ireland products are only available in certain countries within the European Economic Area.

SK3819/25-0736

19112.05/06/1



