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Stochastic Investment Models 

PORTFOLIO PLANNING 

All you need to know about stochastic modelling: 

A stochastic investment model tries to forecast how investment returns on different assets, such as equities or bonds, 
vary over time. We can use this to work out how investing in different assets could affect a client's investments over time. 

Stochastic modeling takes useful data from the past and combines it with the present to model the future. 

PAST 

Historical data tells us much about how the economy works: 

• How different economic drivers, like price inflation and 
economic growth, can affect different assets 

• of different asset classes 
Volatility 

• How much extra return for extra risk the market 
demands, such as the “equity risk premium”. 

• How often market shocks, such as equity crashes, 

happen. Past performance is not necessarily a guide to future 

performance. 

PRESENT 

When past data is unreliable, we make use of present-day: 

• Implied market forecasts 

• Expert forecasts 

For example, past data on inflation is very varied so it would 
be no use looking at the average level of inflation over the 
past 10 or 20 years and hoping this told us much about the 
next 20 years. 

Instead, we can look at the market forecast (the difference 
between yields on nominal and index-linked gilts) and what 
economic forecasters predict. 

 

FUTURE 

The investment model combines: 

• useful past data 

• present-day market data 

to forecast how the key economic drivers could perform 
in future. 

Using the past as a guide, we use these to forecast future 
performance for equities, bonds, property and cash. 

 

 

INVESTMENT FORECAST 

Behind the scenes, the Portfolio Planner runs the model hundreds of times to build up a complete picture of future 
investment returns for a particular investment timeframe and mix of assets. 

This graphic shows all the results 
combined in a single forecast. It 
shows the: 

• Potential highs and lows 

• Mid-point (50/50) 

• Variability 

 

High – “Sustained economic boom” 

50/50 mid-point forecast 

Low – “Sustained economic depression 

This communication is intended for information purposes only and does not constitute investment advice. 

 



 

 


