Balancing
investment risk and potential reward

.IFEA

Investor Education Simplified

Investors Financial Education Academy

5A, 5th Floor Kences Towers, No.1, Ramakrishna Street,
North Usman Road, T.Nagar, Chennai- 600 017

email: bulletin@ifea.in -~ www.ifea.in



When constructing your investment portfolio, you need to consider the risks as
well as the potential rewards.

This guide helps you to understand investment risk and how it can potentially
affectyourinvestments.

The keyareasit coversinclude:

* Understandingrisk.

* Yourrisk-return profile.
 Managingriskinyourportfolio.

« Differentkinds of riskand how they are measured.

From reading this guide you will have a greater understanding of the risks
associated with different types of investments and be able to discuss them with
yourfinancial advisor.
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Understanding Investment Risk

All investments carry some risk, but the level of risk
varies depending on whichinvestments you choose.
In general terms, the higher the risk, the higher the
potential return — and the higher the potential loss.
You simply can't build an investment portfolio
without considering a number of aspects of
investment risk.

More risk for potentially greater reward

You may need to consider accepting more risk if you
want to pursue higher returns. If you decide to seek
those potentially higher returns, you face the
possibility of greater losses, including some or even
allofyourinvestment.

The effect of time on risk

In case of riskier investment such as equities, it is
better to wait for longer tenure to reap better
returns. Bear in mind, that long term investing
does not guarantee that you will meet your
investment objectives.



Your personal risk profile shows how ready you are
to potentially lose money in return for the
prospect of rewards. Your profile depends on your
attitude to risk and your reason for investing. It
also depends on your financial situation and how
longyou havetoinvest.

Your attitude to risk

If you have a high risk tolerance you may be
more willing to have riskier and more aggressive
investments in your portfolio, such as equities or
property, in the hope of making potentially
higher investment returns.

If you are more cautious, you may want to focus
on preserving your original capital as much as
possible and prefer more stable, low-risk
investments, such as bonds or bank FD, even
though these are likely to offer more modest
investment returns.

Risk Required

The level of risk you need to
fake to achieve your goals

Understanding Your Risk Profile

Risk Capacity

The lewel of risk
you are able o take

Your risk profile over time

Your risk tolerance will change over time. At the
most basic level, there may be a time to take risks
to grow your money; a time to preserve wealth
andatimetolive offthat wealth.

Investors in their 20s may not be too worried
about a big drop in markets, reasoning they have
time to ride it out and profit in a later recovery.
Investors in their 50s on the other hand, may focus
more on protecting against loss of wealth.

=

di

Risk Tolerance

The hewel of risk
you are willing to take



Your advisor can help

Each investor will have a unique risk profile, whichiis
why you might wish to speak to a financial advisor.
They can help you determine your risk profile and
work with you to develop an investment plan that's
rightforyou.

Fixed-income

debt securities

Diversified
investment

Equities

Equities, sometimes called stocks or shares,
represent ownership in a company. These offer the
potential for higher returns, although with higher
risk.

Property

This can include your own house, as well as
land/house boughtasinvestment.

Bank Deposit

Usually includes cash held in bank as fixed
deposits.

Bonds (fixed interest)

A bond is a loan made to the bond's issuer. This
could be a company (known as corporate bonds), a
government or some other institution. Different
types of bonds vary greatly in their risk profile,
although government bonds are considered one
of theleastrisky investments.

Mutual funds

Mutual funds are professionally managed
investment funds which investin arange of assets.

Gold

Investment in physical gold or gold bonds issued by
governmentorgold ETFS.



The Importance of Setting Objectives

Before deciding on which assets to choose, you need
to decide why you are investing and how long you
have to invest. While choosing an investment you
need to consider (i) your investment objective (ii)
the risk you are willing to take and (iii) the return
you expect.

Different time frame, different approach

If you are investing for the long term, say for
retirement for example, you might choose to hold
some equity based assets. On the other hand, if you
have to pay for a short term goal such as a wedding,
you may decide to hold more cash. Deciding on the
basic structure of your investment portfolio is called
assetallocation.

Different objectives, different portfolios

Younger investors or those with a higher tolerance
for risk might seek a more aggressive investment
strategy that holds a higher proportion of equities
since they may deliver greater returns over the long
term, but at a higher level of risk. Older investors or
those witha lowerrisk tolerance, who are seeking to
preserve capital might want to hold a greater
proportion of cash and bonds, which also have the
advantage of paying a certain level of income.
Whatever your risk profile, time frame and
investment objective your financial adviser can
work with you to determine the appropriate types of
investments with the right level of risk and potential
reward.



Hypothetical model portfolios

Conservative Portfolio Moderate Portfolio Adventurous Portfolio

Bl 20% Equities Il 50% Equities Bl 80% Equities
[ ] 70% Bond [ ] 45% Bond [ ] 20% Bond
] 10% Bank Deposits [ 5% Bank Deposits ] 0% Bank Deposits

The conservative portfolio hasalow proportion of equities, and may suit those with low risk tolerance and/or a
shorttimetoinvest.

The moderate portfolio has a lower percentage of equities compared to bonds, and may suit investors with
medium risk tolerance and/oramedium investment time frame.

The adventurous portfolio, with a high proportion of equity-based investments, may suit investors with high
risk tolerance, and/or those withalong investment time frame.



How Professionals manage risk

You can learn a lot by studying some of the risk management strategies used by professional
investors. Four of the most prominent include diversifying across asset classes, using mutual funds,
rupee cost averaging and adjusting portfolios (sometimes called 'rebalancing’).

Diversification

Diversification means spreading your
investments across different asset classes and
sectors. By not having all your eggsin one basket
and by holding investments that tend not to rise
and fall together, you can manage the overall
risk of your portfolio.

Mutual funds

Professionally managed investment fundsinvest
in a range of assets, giving you automatic
diversification within asingle fund.

These funds come in a multitude of types from
many different investment management
companies. Your financial adviser can help you
decide which ones may be appropriate for you.




Rupee cost averaging

This refers to building up an investment through
reqular contributions, rather than investing one
lump sum. So, when prices are high, your
contribution will buy fewer shares or units — but
when prices are low it will buy more. This way,
you reduce the risk that you pay too much when
the price is unusually high and benefit from
buying more shares when the price hasfallen.

Adjusting your portfolio

Market fluctuations can affect your mix of assets
and change the risk/return profile of your
portfolio. Sometimes referred to as
'rebalancing’, adjusting your portfolio back in
line with your investment objective helps to
ensure that your portfolio does not become
overly invested in a particular type of
investment, and thus change its risk profile so
thatit'sout of line with yours.

These techniques are provided for educational
purposes only. Your financial adviser can give
you more information about these concepts and
how to use themin practice.




General Risks

Investors face many risks. Some are general and some are related to particular kinds of
investments.

Inflation risk

Inflation is like a stealth tax eating away
at the value of money. You won't see a
smaller cash balance in your account, but
you will definitely lose buying power. In
other words, the amount that you can
purchase with each rupee in your pocket
slowly erodes overtime.

Many savings accounts fail to pay a return
that beats inflation, especially after tax is
deducted. So even if you reinvest every
rupee of your interest, the real value of
your savings could fall.
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Economicand political risk

Economic and political factors play an important
role in the performance of investment markets.
Economic factors include economic growth,
inflation, employment, interest rates and business
sentiment. While political risk includes changes in
government, political uncertainty and
international conflicts.

Economic Risk

Shortfall risk

This means the risk of failing to meet your long-
term investment target. This could mean that you
didn't take on enough risk to get the potentially
higher rewards, or that you took on too much risk
andyour portfolio fellin value.

For example, if you are saving for your retirement,
putting all your money into a savings account may
not build enough capital to produce the income
you will need in retirement. On the other hand,
you could also be exposed to shortfall risk if you
invest in too many high risk assets causing your
portfolio to lose value at the wrong time. So
investing too aggressively or too conservatively
can each lead to shortfall risk.

RETIREVIENT
SAVINGS
CAP



Country risk

The risk that domestic events — such as
political upheaval, financial troubles, or
natural disasters — will weaken a country's
financial markets.

Credit (or default) risk
The possibility that a bond issuer will fail to
repay interest and capital on time. Funds that

investinbondsare exposed to credit risk.

Interest rate risk

The possibility that the prices of bonds will
fall if interest rates rise.

Liquidity risk

The chance that an investment will be difficult
tobuyorsell.

Managerrisk
The chance that a Mutual fund will

underperform due to poor investment
decisions.

Market risk

The risk that any market such as equities,
bonds, property, may decline.

Understanding Asset-Related Risk

Sector risk

The risk that a particular sector within a
market, such as the oil and gas sector, or the
travel sector, may decline in value. For
example, if oil prices surge, the oil and gas
sector might rise, but the travel sector might
fallduetorising fuel costs.

Specific risk

The risk that a specific share, bond or fund
you've invested in performs badly.

Volatility risk

As we saw earlier, different types of
investments fluctuate in value over time. This s
referred to as volatility and is often used to
assess the potential risk associated with an
investment.



