Understanding
iInvestment risk

K

S =
e D
\w-"

-
-~

-
S
Z §
oy
i
A
SO
SRR
gy 0
A
o

/
At




“Not even
the safest
investmentis
without risk
and some
element of
speculation.”

Bernard Baruch, US financier
and WWI chairman of the
War Industries Board

Risk is a familiar part of our dalily lives,
from crossing a busy road to planning
an overseas adventure — everyday
activities require us to make nuanced
judgments balancing risks against
rewards.

But when it comes to investing,
sometimes it can feel as if we are all
at sea.

Yet the principles guiding investment
risk are not so different from those we
use in our everyday lives. Crossing

a busy road carries the risk of an
accident, but the reward of reaching
our destination. Travelling abroad
comes with uncertainty, but the lure
of new experiences.

In the investment sphere, that link
between risk and reward holds true.
Different investments carry different
levels of risk and reward. But what is
investment risk? How does it differ
between different investments? And
what can we do to manage it?

Investment risk

Fundamentally, investment risk refers
to the chance of losing money. Every
investment has the potential for gain or
loss — some are safer, and some are
riskier.

There are several different types of
risk:

Market risk: the risk that arises from

movements in prices, which could be
due to events like recessions, political
instability or changes in interest rates.

Business risk: refers to the basic
viability of a business — whether a
company can make sufficient revenue
to cover its expenses and generate a
profit.

Interest rate risk: the risk posed by
changes in interest rates that may lead
to changes in an investment’s value.

Inflation risk: the risk that investment
growth will fail to keep pace with rises
in the cost of living.

Liquidity risk: the risk that an investor
may not be able to buy or sell an
investment quickly enough for their
needs.

The key to investing is in understanding
that risk and return are intimately
linked.

Greater risks can
lead to higher
potential returns

Why is this true? Essentially, it’s simply
because investors will only take on
higher risk on the potential of higher
returns.

The insight that risk equals return has
powerful implications for investors.
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Higher risk, higher potential return:
investments that carry a higher level

of risk typically offer the potential for
higher returns because investors need
to be compensated for taking on more
risk.

Lower risk, lower potential

return: investments with lower risk
usually offer less prospect of higher
returns. The canonical example

here is government bonds that are
considered low-risk investments
because they are backed by the
government, but they carry low returns
as aresult.

Risks across asset
classes

Building on this knowledge of risk, we
can broadly grade different types of
investments according to their risk.

A simple way to understand risk is to
look at an investment class’s likely
returns. Investments that offer higher
returns come with higher risk.



Let’s look at the major asset classes
inturn:

Cash

Cash is one of the lowest-risk

asset classes. Bank deposits and
high-interest savings accounts

are guaranteed up to a balance

of $250,000 and money is usually
available at call with low (and often

no) fees for withdrawing money. This
means the risk of losing money held

in cash is very low. However, that also
means returns are low. Banks typically
pay low interest rates on cash and
there is no potential for capital growth.
That means the chief risk to your
savings is inflation — unless you earn
more than the rate of inflation, after
tax, the rising cost of living will steadily
lower the purchasing power of your
money. There can also be differing
levels of liquidity risk in cash — ‘at call’
accounts offer higher liquidity than
term deposits.

Fixed interest

Fixed interest (or fixed ‘income’)
assets include many different types
of corporate and government backed
bonds. Essentially a loan from you to
the issuer, they pay a regular income
stream over a specified period of time
and promise return of capital at a
future date. These are higher risk (and
typically offer higher return) than cash

but provide greater certainty of income

than shares. The main risk associated
with fixed interest investments is
changes in the level of interest rates —
if rates rise, the value of fixed interest
investments fall, reducing the value

of an investment not held to maturity.
There is also arisk that the issuer

fails and is unable to make income
payments or return capital at maturity.

Shares

Shares (also called equities or stocks)
represent an ownership stake in a
company. They are considered a
higher-risk asset class compared

to cash and fixed interest. Share
prices can fluctuate as markets move
or specific factors affect individual
stocks. However, this means shares

also have the potential for higher
returns over the long term, as they offer
the opportunity to participate in the
growth and profitability of business.

Alternatives

A catch-all term for investments that
are not cash, fixed interest or shares,
alternative investments include
assets such as real estate, art and
collectibles, commodities, hedge
funds, private equity, derivatives and
cryptocurrencies. As a result, the risk
profiles of alternative investments vary
widely. Probably the most popular

of the alternatives with Australian
investors is real estate. Real estate
investments include residential and
commercial property along with
pooled investment funds. Real estate
investments are exposed to market
risk and interest rate risk, property-
specific risks and often come with
liquidity risks, which means they can
be difficult to sell on short notice. The
trade-off for these risks is historically
high returns in the form of rent and
capital growth.
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Handling
investment risks

Allinvestments carry some form of
risk — and higher risks are typically
associated with higher investment
returns. But everyone is different,
and we all have unique requirements
depending on life stage, priorities or
financial goals.

Understanding your personal
tolerance for risk and your personal
requirement for returns is the
foundation of successful investing.

Significant factors in understanding
your own personal risk tolerance

may be your time horizon, your
financial situation and your investment
objectives.

A young person in full time work
typically have less need forimmediate
income and time to ride out market
downturns. A retiree reliant on their
portfolio to live may be prepared to
give up potential capital gains in return
for certainty ofincome. A couple
saving for a deposit to buy a home



may want to keep their savings secure
rather than seek higher returns by taking
on more risk.

Acknowledging that we all have different
risk tolerances, here are some strategies
to mitigate risk:

Diversification: Diversifying your
investment portfolio means having
money spread across a range of
different investments. That might mean
different markets, countries, asset
classes, products and even investment
managers. It is perhaps the most
powerful tool investors have to manage
risk. By spreading your money across
investments, you reduce the impact of
any single investment’s performance on
your overall portfolio.

Asset allocation: Related to
diversification, asset allocation is the
process of dividing funds between asset
classes based on your financial goals
and risk tolerance matched to the risk
profile of each asset class. Knowing

the relative risks of each asset class
allows you to balance potential risks and
returns across different assets to build a
portfolio that meets your needs.

For more information

Regular rebalancing: As investments
change in value, it is important to
regularly review your portfolio to ensure
things stay aligned with your desired
allocations. This might mean selling
assets that have risen in value or
buying more of ones that have become
underrepresented. Rebalancing might
also occur when your desired asset
allocation changes.

Gearing: Borrowing money can magnify
investment gains and losses. Ensuring
that the level of borrowed money —
known as gearing — in your portfolio

is kept to a level in line with your risk
appetite is an important way to manage
risk.

Conclusion

Understanding and managing risk is an
essential aspect of saving and investing.

All investments come with risk — and
risk is necessary to achieve returns.

The key to success is knowing the
different types of risks inherent to
different types of investments and

Contact your financial adviser
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Disclaimer

understanding your own personal risk
tolerance.

Diversification, asset allocation and
regular monitoring are the keys to
keeping investment risk under control
and safely optimising the returns from
your investments.

A financial adviser can help

Financial advisers provide personalised
advice, help assess your risk tolerance
and develop a tailored investment plan
that suits your needs —and helps you
achieve your goals.

Working with a financial adviser can help
you map out what you need to do with
your money to achieve the things you
want to achieve in life, and what mix of
assets will help you get there.
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