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Investment risk can

be simply defined as
receiving a return that
is different to what

you expected. In other
words, investment risk is
all about fluctuations or
volatility in returns.
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Let’s consider four main types of investment risk

Why do some people steer clear of the share market? Usually, it's because of the risk that they might lose
money if the market falls. But it's this very market risk that has allowed growth investments (typically
defined as shares and property) to outperform more defensive investments like cash and fixed interest over
the longer term (seven years plus).

Fluctuating returns can be unsettling over the short term but if you have a longer-term investment horizon,
shares and property may give you a better opportunity for capital growth. Of course, there’s no guarantee
that past performance will be repeated in the future.

To avoid the risk of losing money in the share market, many people simply put their savings in the bank.
But opting for the short-term security of cash in the bank exposes the investor to inflation risk. Inflation
risk is the chance that the value of your money won'’t keep pace with inflation. Inflation is broadly defined
as rising prices and if your investment earnings don't rise by at least the same rate, then your money will
steadily lose value. Over the long-term, the return from growth assets such as shares and property has
beaten inflation by a wide margin.

Interest rate risk refers to fluctuations in the cost of borrowing, as well as the danger that your investment
will lose value because it has a fixed rate of return that will not change if interest rates rise. Fixed rate
investments such as bank accounts and term deposits give you the benefit of certainty, but they can be
costly if interest rates rise and you are locked in to a lower rate. Over time, this can make a significant
difference to your earnings.
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Liquidity risk is the risk that an asset cannot be readily sold at a reasonable price (ie the asset is illiquid).
Some assets (including direct property and some alternative investments) are, by their nature, illiquid.
Other assets can become illiquid because of extreme market conditions.

All investments carry some form of risk and although you can’t completely eliminate risk (nor should you)
there are ways to manage it.

Spreading or diversifying your money across different asset classes and different industries is a proven
way to manage investment risk. Diversification takes a middle road through the highs and lows of
market performance, allowing your money to grow consistently with fewer fluctuations along the way.
By spreading your investments across different asset classes (eg shares, property, fixed interest and cash)
and different industries (eg retail, banking, mining, etc) you may be able to minimise the impact of poor
performance in one particular class or industry.

Putting your money in a safe investment like a bank account might seem sensible, but remember that
inflation is a real threat to the real value of your money. Protecting the purchasing power of your capital
means earning long-term returns in excess of inflation. There is a real danger that a bank account won’t
do this. Reducing inflation risk may require you to invest at least some of your money in growth assets.
Historically, growth assets have offered higher returns than defensive assets (cash and fixed interest), and
with the power of compound interest working in your favour, just a few percentage points difference in
performance can make a huge difference to your long-term returns.

Generally speaking, the longer your investment time horizon, the more risk you can accept. So, theoretically
at least, the longer your investment timeframe, the more money you can allocate to growth assets such as
property and shares. Even though growth assets carry a greater risk of volatile (and even negative) returns,
over the long term, they usually offer the best potential for capital growth.

The cardinal rule for successful investing is to understand what you’re investing in. Putting money in
riskier investments, like futures, isnt necessarily a bad strategy—as long as you understand the risks.

On the other hand, putting money into a low-risk investment like cash isnt necessarily a safe strategy if
you need your money to grow faster than the rate of inflation. That’s why understanding your attitude to
risk is so important.

Making the right investment decisions isn’t easy, particularly when you take the complex nature of
Australia’s superannuation system into account. A professional financial adviser can evaluate your current
financial position, help you set realistic investment objectives, consider your investor profile and investment
preferences, and prepare a financial plan tailored to your needs. If you do not have a financial adviser and
would like to be put in touch with one, call 1300 880 588.
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