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Horses for courses

Continuing our series, ANDY DUNBAR looks at the concept of Risk and Reward.

The concept of risk and reward is nothing new to those of us who had a flutter in Galway the other week.  If the odds look OK, we’re willing to put something on – to risk our money for the chance of more.

But, how does this work when we look at our investments?  How do we know if the odds are good, if the horse is worth betting on?  Well, the short answer is it’s very hard to tell how well a particular investment is going to perform, particularly over the short term. Over the longer term, however, we can get a pretty good understanding of how different types of investment could perform.

If you think of a particular class of investment, like Property for example, it makes sense that the market as a whole affects individual property investments.  If the market is strong, then most properties will tend to do well, no matter where the location.  So, rather than worry too much about individual investments, we should think about the behaviour of the asset class as a whole – this makes the difference.  Although property in Dublin may have outperformed property in, say, Leitrim over the last 10 years, both areas have seen strong growth.

And we all know that different assets behave in different ways – government bonds are relatively stable, low-risk investments but tend to give a low return.  Equities, on the other hand, are much more volatile but have historically yielded higher returns over the long term.

Naturally, with investments it makes sense not to place all your money on one horse – if you have your life savings invested in Japanese equities and the market crashes, you could lose a substantial portion of your portfolio.  You only have to look at the dot.com crash a couple of years ago to believe in diversifying your investment portfolio.  So it makes sense to spread your bets by balancing your portfolio with a mix of equities and bonds – if equities fall, bonds are likely to rise, helping compensate for the loss.  Of course, adding property into the portfolio will also help diversify the risk.

But how do you know what makes a good investment mix?  Which mix will help protect your investment portfolio without losing all chance of good returns?

Well, this is the clever bit.  Investment analysts look at how investments have performed in the past to see how different investment mixes would have performed – and even how volatile that performance would have been.  They actually do this for every possible investment mix they can think of – thousands of them. 

Each portfolio gives different risk-return results – some will give high return and high risk, others low return for lower risk and most will be somewhere in between.  But, if you find all the different portfolios with the same amount of risk, it turns out that some actually give more return than others.  And if some give more return than others, one must be the highest.  So this gives us the ultimate “free lunch” – more return without taking any more risk.  It’s like being at the races and seeing two horses with the same chance of winning the big race – yet one is priced at even money and the other priced at 3 to 1.  It’s pretty obvious where you would place your bet!










This all sounds pretty complicated I know, but the good news is the number crunching has been done for you by investment analysts.  The table below shows three examples of efficient portfolios comprising equities, bonds and property.

	Portfolio mix
	Low risk
	Medium risk
	High risk

	Equities
	35%
	60%
	90%

	Property
	10%
	10%
	10%

	Bonds
	55%
	30%
	0%


How much risk to take?

So, now we have a range of portfolios to choose from, the choice of which one to use depends on the amount of risk you want to take.  It basically comes down to three key factors:

· Your ability to withstand market volatility

· Your timescales

· Your personal attitude to risk
If your investment portfolio comprises a small proportion of your wealth, you may be able to afford to take greater chances with it.  If the worst happens, you’re not going to go bankrupt.

Equally, if you’ve a long term to invest – say 10 years or more, then you have more time to ride out stock market downturns along the way.  On the other hand, if you have less than 5 years to invest, you may not want to hold too much in equities.

Lastly, your personal attitude to risk is possibly the most important.  You have to live with your investment decisions and if you’re the sort of person who’s going to have sleepless nights every time the stock market falls, you might be better reducing your exposure to equities.   On the other hand, when investing over 20 years or more for your pensions, you’re unlikely to end up with a decent pension if you take no risk at all.

This is a very personal decision, and a complicated one. This is why any decision you make affecting a significant proportion of your savings and investments is best discussed with your financial adviser.

Andy Dunbar is an Actuary at Standard Life.  Standard Life is a member of the Retail Committee of the Irish Association of Investment Managers.
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Portfolio giving most return at this level of risk





Different portfolios with the same level of risk








The graph shows the return and risk for different investment portfolios.





 








Portfolio giving the highest level of return for risk taken on





Risk-return result for an investment portfolio
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