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USING THE BL&A “BUCKET APPROACH” TO INVESTING.

A READ THAT IS ESSENTIAL FOR ALL INVESTORS

Barnett Lilley & Associates Pty Ltd (BL&A) aims to
offer financial advice of the highest standard. This is an
individual process, with no two clients being the same.

Perhaps the one common link between investors is that
they all want to obtain the highest returns on their
investment, yet still “sleep at night”. The largest
contributing factor to an investor’s ability to sleep well
at night is the amount of risk to which their investments
are exposed.

WHAT IS RISK?

Risk is defined as many things to many people. In its
simplest form however, where there is more than one
possible outcome, risk represents the chance that you
will not achieve the desired outcome.

Every possible investment involves risk of one
description or another. A term deposit with a bank may
involve virtually no possibility of default (commonly
called credit risk), yet it exposes the investor to a
potential loss of earnings if interest rates increase
during the term of the deposit (commonly called
interest rate risk), as well as the risk of not being able
to access the entitlement should circumstances
change (commonly called a /iquidity risk).

Risk is part of our everyday life. The desired outcome
may not eventuate when we cross the street, drive our
car or even make a purchase. Risk is so inherent in our
daily life that we often do not recognise it.

RISK WITH INVESTMENTS

There are many forms of risks associated with even the
simplest investment. However, the most obvious form
of risk, and perhaps the one of greatest significance to

investors, is that of the risk of the loss of capital.

The fundamental objective of investing is, of course,
that the asset(s) purchased will increase in value over
time, or provide a secure income. For some
investments (such as Government bonds), there is very
little possibility that this desired outcome will not occur.
It is for this reason that investments in Government
bonds and bank backed securities are said to contain
less risk than other investments such as shares and
property.

SHARES AND PROPERTY

Shares and property are investments that are volatile
by nature. Unlike Government bonds, there is no rigid
price setting mechanism for the price of these assets,
with the supply and demand within the market
determining what a “fair price” is. History has shown
repeatedly that these markets will experience both
strong periods of growth and decline. For investors in
the share market, 1987 and 2008 represented periods
of substantial and rapid decline, with the value of the
share market decreasing by over 45% in both cases.
The diagram on the following page represents the
performance of the Australian share market over the
last quarter century.

The first thing to note about the diagram is that the
market has trended upwards. To consider the share
market over the last twenty five years, the clear trend is
for continued growth, with the periods of decline
merely being no more than “interruptions” along the
way.

However, it is difficult for investors to look at an
investment timeframe of thirty three years. Investors
live their life year by year, day by day. This point is of
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Taking the November 2007 to March 2009 decline as
an example, share market investors saw the value in
their shares decline by approximately 50%. It took
thirteen years for the All Ordinaries Index to regain its
lost value.

All Ordinaries Index 1987 to 2021

SHOULD INVESTORS STAY CLEAR OF
VOLATILE INVESTMENTS?

Given the potential for things not going according to
plan with volatile investments, the question is whether
they should form part of the investment portfolio.

The answer is clouded by the fact that it is these
volatile investments that provide higher returns over
time. As can be seen from the table on the next page,
shares have outperformed less volatile investments
over the long term. In any given short period (for
example, in any one year “snapshot”), there is no clear
pattern as to whether shares and property will
outperform less volatile investments.

This raises two key issues that every investor must
consider before investing in “growth assets”:

— what is the likely timeframe of the investment; and
— what is the investor’s personal feelings concerning
exposure to volatility.

For a “five year” investor entering the share market in
November 2007, an investment in shares did not
provide pleasant memories or much “sleep at night”.
This is an example of an investment not producing the
desired outcome.

6,000.000

INVESTMENT TIMEFRAME

Both the graph and the table opposite show that a
short term venture into volatile or “growth” investments
is a strategy that is fraught with danger. Unless the
investor is able to forecast accurately the potential
returns over the period, there is exposure to a potential
loss of capital through a downturn in the market.

The table also shows that, over the longer term,
investments in these volatile markets provide higher
returns.

Quite clearly there is a relationship between the length
of the investment and the appropriateness of its
exposure to volatile investments.
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Annual percentage returns (years ending 31 May)

Year Aust. Shares

(1 June to 31 May)

Aust. Fixed Int.

2002 3.40% 4.90%
2003 -6.90% 11.20%
2004 20.00% 1.90%
2005 23.50% 7.60%
2006 27.30% 3.80%
2007 32.00% 4.60%
2008 -6.70% 3.70%
2009 -29.20% 11.80%
2010 20.70% 5.70%
2011 11.10% 6.40%
2012 -9.30% 13.20%
2013 25.60% 3.70%
2014 16.10% 4.10%
2015 9.90% 7.50%
2016 -2.10% 4.60%
2017 10.80% 2.50%
2018 10.00% 1.70%
2019 10.90% 9.00%
2020 -6.50% 4.90%
2021 28.70% -1.20%
Annualised Return 8.30% 5.50%

Int'l Shares Property
Securities

-21.70% 19.90% 4.70%
-21.70% 15.50% 5.00%
12.90% 12.70% 5.20%
4.80% 14.00% 5.60%
18.60% 16.30% 5.70%
13.40% 40.80% 6.40%
-16.40% -32.10% 7.20%
-22.40% -50.80% 5.90%
8.40% 27.00% 3.80%
0.80% 5.70% 5.00%
-2.20% 5.60% 13.20%
29.30% 30.80% 3.30%
22.40% 6.60% 2.70%
28.50% 29.70% 2.60%
1.50% 15.30% 2.30%
13.30% 2.00% 1.80%
9.80% 5.30% 1.80%
8.90% 17.00% 2.00%
11.50% -16.80% 1.00%
20.60% 24.40% 0.10%
4.80% 6.80% 3.80%

PERSONAL FEELINGS CONCERNING

EXPOSURE TO VOLATILITY

Lack of tolerance for volatility is often referred to as
risk aversion. All individuals have varying degrees of

COMBINING YOUR PERSONAL FEELINGS
WITH YOUR TIMEFRAME FOR INVESTMENT

The next step is to overlay any personal feelings
concerning exposure to volatility with the investment

risk aversion, with some quite comfortable investing in
volatile investments, while others are willing to give up
the possible higher returns for the peace of mind of not
being exposed to volatility.

This test ties in very closely with the investor’s ability to
“sleep at night”. Perhaps the easiest way to test your
own level of risk aversion is to ask yourself how you
would react to a headline in tomorrow’s paper that
read:

“Sharemarket crash - 40% fall”

If the thought of this is too much to envisage, you are
likely to be “risk averse”, meaning that it is probably
appropriate for you to have limited exposure to volatile
investments. Risk averse investors are prepared to
forgo potential higher returns for the security of
knowing their investment is unlikely to decline in value
if things do not go according to plan.

timeframe. What if tomorrow’s headline stated:

“Sharemarket crash - 40% fall — but you have 10 years
to recover!”

Would you still feel the same level of concern, given
the information in the previous graph and table? Would
you be prepared to take a greater level of risk? Would
this scenario enable you to sleep at night?

Different investors behave in different ways. However,
as can be seen in the earlier table and graph,
investment is fundamentally a function of time.

Before you even start to contemplate what type of
investment you will use, what you need to first consider
is how much time you have before you need to access
your funds. This brings us to the concept of the “three
buckets”.
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USING A “BUCKET APPROACH”

The most important thing about investing money is to
put a “label” on it.

You must know what the purpose of this money is, and
when it will be consumed, in order to select an
appropriate investment strategy for it. Once you know
the “label” of the investment, you can place itin a
“bucket” that meets that investment objective.

For example, if you knew that you were going to spend
$20,000 on a holiday in six months, then this money
should be invested conservatively. This is different to
money that will fund a holiday in 20 years’ time, which
should be invested with a view to growing as much as
possible until it is required.

In short, we use “three buckets” for investments. The
primary distinction between these three buckets is the
timeframe in which the investments will be withdrawn
and consumed.

It is this consumption timeframe which is critical to the
BL&A approach to investing. Quite simply, if the money
will be consumed in the near future, it will be placed in
a “bucket” that has short term investment
characteristics (referred to as “bucket one”). On the
other hand, if the money is to be consumed in the
distant future, it is more appropriate to investitin a
growth based investment (referred to as “bucket
three”).

Under the BL&A approach, the first thing that we need
to know from you is “When will you spend this
money?” It is the answer to this question which will
determine the type of investment that we recommend.

One critical aspect of the three bucket approach is that
we at BL&A will not try to make a judgement call on
whether the market is high, low or indifferent.

Share markets are not predictable, and a correction or
surge can come from any number of worldwide events.
Prior to the end of 2007, very few would have
predicted that it was to be the US sub-prime mortgage
crisis which would ultimately lead to the 2008
corrections in the world share markets. These things
are often seen as obvious with the benefit of 20/20
hindsight, however trying to pick where the market will
be in a week, year or five years is pure speculation.

What tends to be more predictable are your likely
consumption timeframes.

BUCKET ONE

Timeframe of 1 to 3 Years

The first bucket is the “conservative” pool. The first
thing that we will ask of all investors is how much they
could possibly need to spend (worst case scenario)
within the first three years.

It does not matter if this spending is done on large “ad
hoc” items (holiday, updating cars etc.), or used to
supplement an income stream. Once we place a
timeframe of less than three years on the consumption
of this money, we really need to undertake the
investment with a very conservative overlay.

Typically, investment timeframes of three years or less
are too short to invest aggressively in shares or
property and we must therefore be content to invest
within cash and short term fixed interest. By doing this
it is more likely that when the time comes to spend the
money in this “bucket”, the amount that you require
will be there, and will not have declined in value. This
stability is the most important function of the “first
bucket”.
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BUCKET TWO

Timeframe of 4 to 7 Years

The second “bucket” is used where
the funds are going to be consumed
in four to seven years’ time. Over
this timeframe the funds should not
be left in a “bucket

one” (conservative) style of
investment, as the timeframe is too
long to merely have funds sitting in
cash and short term fixed interest. On the other hand,
as seen earlier with the 1987 share crash, the
timeframe is too short to embark on an aggressive
shares/property portfolio.

Given that this is a “medium term” investment
timeframe, the second bucket will have a “medium
term” investment strategy. A “balanced” investment
strategy is appropriate for this type of timeframe, as it
has both growth and defensive assets. It invests across
all of the asset classes, i.e. cash, fixed interest (both
Australian and international), property, Australian
shares and international shares.

The second bucket is seeking longer term returns than
bucket one and the longer consumption timeframe
allows for greater short term volatility.

BUCKET THREE

Timeframe of 8+ Years
If we have done things correctly,

there is enough money in “buckets”
one and two to meet your
consumption needs for the next
seven years. This means that any
funds that are not required to be
consumed in the next seven years
can be invested with a view of
seeking maximum long term returns. This way, when
they are to be consumed (in nine years plus), they will
have a greater value.

This long term consumption timeframe affords the
opportunity to invest this money in a “growth
environment”, and not be concerned about its short
term (day to day) volatility. This means that the third
bucket money will be invested with 100% exposure to
shares.

Although this will show greater short term volatility than
the other two buckets, it should provide higher returns
over this sort of long term timeframe. With buckets one
and two covering consumption over the next seven
years, the remaining funds can afford the luxury of
being invested for pure growth.

VOLATILITY AND CHARACTERISTICS OF
EACH BUCKET

In the graph on the next page, the yellow line
represents a typical Cash based investment. This line
reflects the first bucket investment of 100% cash and
short term fixed interest. As can be seen, this type of
investment is very stable and shows little in the way of
volatility. Therefore, it is very appropriate for the short-
term timeframe of bucket one investments.

The blue line represents a typical Balanced Fund and
reflects the bucket two investments. Bucket two
investments are a combination of both growth and
defensive assets and cover all asset classes of cash,
fixed interest, property and shares. As the graph
shows, this type of investment has increased volatility
compared to the first bucket but has provided higher
returns over the medium term timeframe.

The graph shows that there are periods where the
Balanced Fund’s value drops, such as early 2008. This
demonstrates the increased volatility of this type of
investment. This short term capacity for falling value is
why we believe that this type of investment is not
appropriate for the shorter term time frame of bucket
one.

The green line represents the third bucket and reflects
a typical Australian Share Fund. Bucket three
investments are 100% invested in Australian and
international shares. These are obviously the most
volatile investments. As can be seen from the graph,
there are larger swings of highs and lows. However,
over the long term these investments provided the
highest returns. Therefore, we believe they are
appropriate for bucket three investments where we are
investing for a period of eight years and more.
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Volatility and Characteristics of each Bucket
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SO, WHY NOT JUST HAVE ONE BUCKET
AND ONE TYPE OF INVESTMENT?

Many people would look at this approach and ask:
“Why not just throw all the money into a second bucket
style of investment (a balanced fund), as it already
contains a mix of conservative and growth assets?”
The reason why we do not see this as being
appropriate is that a balanced fund sells down both
growth and conservative assets when withdrawals are
made.

If a balanced fund has 70% shares and property and
30% in cash and fixed interest, then when a withdrawal
is made, it will be funded by a sale of 70% of shares
and property and 30% cash. If it happens to be a bad
time in the share/property markets, it does not matter,
the fund will sell down the assets in order to make the
payment.

Investors know that you do not want to sell down your
assets when they have fallen in value. We know that
over time shares and property bounce back, but if they
are sold before a recovery takes place, then the loss
has been crystallised. This is why we believe that the
“three bucket” approach is important, as it provides
you with the control over when to sell down your
growth assets, ensuring that they do not get sold at a
time when they are down in value.
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HOW DOES IT ALL REALLY WORK? WON'T
MY BUCKET TWO FUNDS, AT SOME STAGE

BECOME MY BUCKET ONE FUNDS, AND SO
ON?

Not necessarily. It is important in making any
investments that you review them regularly to ensure
they still meet your needs. Let’s look at some examples
of how this works with regard to your buckets.

Let’s say that you have $300,000 and have calculated
how much of these funds you will need to access over
the next seven years. You know that you will require
$20,000 per annum to supplement your income, and in
about five or six years’ time you are planning to
upgrade your car, expecting to spend around $25,000.
Given the above scenario, your investment buckets will
be apportioned as follows:

Bucket 1 Bucket 2

(Yr4-7)
$105,000

Bucket 3
(Yr 8+)

$135,000

(Yr1-3)

$60,000

This is our starting point, but more importantly we have
to consider the position twelve months later and move
money between the three buckets.
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EXAMPLE 1

Let’s firstly look at what may happen in a falling share
market. It is now one year later, and you have
withdrawn your $20,000 to supplement your income.
Your buckets may now look like this:

End of Year 1

Bucket 1 Bucket 2 Bucket 3
(Yr4-7) (Yr 8+)

$122,000

(Yr1-3)
$40,500 $100,000

Bucket one has reduced by the $20,000 that has been
withdrawn for the first year’s consumption, but as this
bucket is invested in cash and fixed interest it does not
have any exposure to the more volatile investments.
This means that the leftover funds in bucket one have
remained stable this year, earning a small amount of
interest (the extra $500).

However, bucket two and, to a greater extent (as
expected), bucket three have dropped in value. This is
due to their exposure to shares in a falling market, not
through withdrawals.

In this situation, we would not adjust any of the
investments in the buckets at this point in time as we
do not wish to crystallise any losses in buckets 2 and 3
while you still have two years worth of funds in bucket
one to draw on. We would review the position at a later
date.

EXAMPLE 2

The alternative is to consider what may happen in a
rising share market. Again it is now one year after the
initial investment with the $20,000 having been
withdrawn to supplement your income. Your buckets
may now look similar to this:

Bucket 1 Bucket 2 Bucket 3
$40,500 $115,000 $150,000
End of Year 1

Bucket one looks the same as in Example 1 due to the
withdrawal and its lack of exposure to share
investments. True to name, bucket one will provide
short term stability regardless of rising or falling share
markets.

However, bucket two and, to a greater extent (as
expected), bucket three have increased their value due

to their exposure to shares in a rising market.

In this example, it would be a good time to take

advantage of the gains in buckets two and three and
replenish the bucket one funds. Again, we need to take
a “next three year” view for this bucket and we find
that we only need to increase bucket one by $19,500
as we are still not expecting to upgrade our car for
another four to five years.

So, we would move some of our funds as follows:

Bucket 1 Bucket 2 Bucket 3
$40,500 $115,000 $150,000
. ($10,000)
. ($9,500)

The investments in each bucket at the beginning of
your second year would now look as follows:

Beginning of Year 2

Bucket 1 Bucket 2 ( Bucket 3
Yr4-7) (Yr 8+)

(Yr1-3)

$60,000 $105,000 $140 500

As can be seen, buckets one and two both contain the
same amount in terms of investment value as you
started with. This is because in our example, your
needs over the next seven years remain the same as
they were twelve months before. Bucket three has
increased in size reflecting the gains on your total
investments.

SHOULD WE TREAT ALLOCATED PENSIONS
ANY DIFFERENTLY?

Unlike other investments where you manually draw
funds as required, an allocated pension requires you to
make periodical withdrawals.

Therefore, regardless of whether the market is up or
down, the fund is still required to periodically sell down
your assets to make the pension payments. In selling
down your assets the fund will not care whether they
are crystallising losses or not.

It is therefore true to say that where withdrawals are
periodic, like in an allocated or transition to retirement
allocated pension, having the three buckets in place is
even more important.
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WILL I ALWAYS NEED TO USE ALL THREE
BUCKETS?

No. Sometimes using all three buckets will not be
appropriate, it depends on the consumption timeframe.
For example, let’s say you are 35 years of age and
have received an inheritance of $30,000 which you
plan to use in renovating your home within the next two
years. These funds would be invested purely in a
bucket one style of investment, meaning they would be
placed only in conservative cash and fixed interest
investments. The fact that the money will be consumed
within the first three years makes buckets two and
three irrelevant.

However, the same individual will also have
superannuation investments which are fully preserved
until they reach their retirement age. For a 35 year old,
this means that the funds cannot be accessed for at
least another 25 years, until age 60. Obviously, it is
appropriate for these to be labelled bucket three funds
and invested in more volatile share investments.

In this case, while you have bucket one investments
and bucket three investments, you would not have any
bucket two investments.

ARE THE BUCKET TIMEFRAMES SET IN
CONCRETE?

No. The example starting on page 6 shows that bucket
one covers years 1 to 3, bucket two covers years 4 to
7 and bucket three covers 8 years plus. However,
these timeframes are variable based on a number of
factors.

For example, if you choose to have a portfolio that
includes more volatile investment options within bucket
three, you may wish to extend bucket one so that
bucket one covers (say) years 1 to 4 to account for the
possibility of an extended recovery time with the more
volatile investments. You may also consider yourself to
be a more conservative investor — in which case, you
may decide to extend bucket two as well to cover (say)
5 years.

Referring back to the previous example on page 6 to
illustrate; you have $300,000 and have calculated how
much of these funds you will need to access over the
next seven years. You know that you will require
$20,000 per annum to supplement your income and, in
about five or six years time, you are planning to
upgrade your car, expecting to spend around $25,000.
Given the “extended bucket” scenario described
above, your investment buckets will reflect the
following investments:

Bucket 1 Bucket 2 Bucket 3
(Yr5-9) (Yr 10+4)

$80,000 $125,000 $95,000

(Yr1-4)

As you can see, by extending your buckets, you now
have an additional $20,000 invested in bucket one
compared to the example on page 6, an additional
$20,000 invested in bucket two and bucket three has
reduced by $40,000 to compensate.

As you can see by this, there are many different
scenarios and each investor needs to look at their own
needs to determine their individual consumption
requirements.

Once the appropriate amounts have been allocated to
the three buckets, BL&A will provide a
recommendation on the best investments for each of
the respective buckets. This will take into account your
taxation position and numerous other factors that
differentiate between particular investment options
within each bucket.

Nonetheless, the first and most important issue is
understanding and being comfortable with the “BL&A
bucket approach”.
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