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There are several factors to consider when determining the most appropriate investment for your preferences and personal 

financial goals. A key driver of this decision is your risk profile which measures your attitude toward the risks of investing.  Your 

risk profile will depend on how you ‘feel’ about a range of different issues, plus what you ‘need’ to achieve your goals. These 

include: 

 Your comfort and knowledge of investment markets. The higher your knowledge, the more comfortable you may 

be investing in riskier assets like shares and property. 

 Your preference for capital growth (compared to capital preservation and/or income). The higher your preference 

for growth may be better suited to investing in riskier assets that offer a higher potential for long-term capital 

growth. 

 Your level of concern when markets suffer a loss. If you are likely to sell and feel stressed from this loss, then a 

lower exposure to risky assets may be suitable. 

 How important it is for your investments to keep pace with inflation. If this is important to you, then shares and 

property are more likely to meet this need. 

 Your investment time horizon. If you are investing for the long term (at least 5-7 years), then you may consider 

investing in shares and property. Generally, risky assets are not suitable if you are investing for shorter periods of 

time, accordingly a higher level of investment in cash and bonds may be more suitable. 

 

Understanding Risk and Return 

When deciding on an investment portfolio, it is important to understand the expected risk and likely returns from the 

investment and determine how these fit with your personal situation and financial needs. 

Investments are expected to provide a return, but this return will come with a certain level of risk.  Risk means different things 

to different people and typically it is referred to as either the uncertainty of the return or the risk of losing your capital. 

The relationship between risk and return is demonstrated in Figure 1. below.  

As a rule, the higher the potential return from an investment, the greater is the investment risk and the probability of 

experiencing capital loss.  

Sometimes ‘volatility’ is linked with risk and seen to have a similar meaning. The reality is that volatility is an essential 

component of capital growth, for without the prospect of any downward movement in investment values there can be no 

upward movement. Understanding the concepts surrounding risk and volaitlity helps investors construct a portfolio which 

meets their needs with the greatest peace of mind. 
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Figure 1. 

What is Risk 

Risk means different things to different people. Most people think of risk as the chance of losing their capital. Others describe 

risk in terms of the ‘ability-to-sleep-at-night’ test. You don’t want to lie awake at night worried about your investments, so 

understanding and accepting the risk of an investment will help you get a good night’s sleep.   

In investment terms, risk is often described as the level of unpredictability of returns or the chance that returns will be different 

(higher or lower) than expected.   

There are many kinds of risk. Some of these include: 

 Capital risk: some or all your invested capital. 

 Market risk: needing to sell an investment at a time when the price is low. 

 Inflation risk: the investment’s rate of return does not keep pace with inflation. 

 Interest rate risk: a drop in the investment’s interest rate. 

 Liquidity risk: limitations on access to funds for a period. 

 Legislative risk: changes in laws including tax and superannuation which may make investments less attractive. 

 Default risk: the failure of an institution in which an investment has been made. 

 

Risk can also be described as the chance that you will not achieve the investment returns needed to meet your financial 

objectives. While some people may be more comfortable with accepting low levels of risk, the potential consequence may be 

that the returns achieved are insufficient to meet their financial objectives. For example, this may mean that the required level 

of savings is not available when needed to pay for items, such as retirement or children’s education expenses.   
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Example 

Amy has $400,000 to invest. She plans to use the funds in 10 years’ time and needs her investment to grow to at least $800,000.  

If Amy decides to invest in defensive (low risk) assets that are expected to return 5% per annum after fees, her portfolio is 

expected to grow to $651,558 (pre-tax). This may give peace of mind but is not enough to meet her goal.  

Alternatively, Amy could invest in higher risk assets that are expected to return 8% per annum after fees. In this scenario, Amy’s 

portfolio is expected to grow to $863,570 (pre-tax) and be sufficient to meet her goal. 

This represents a difference of $212,012 and the potential to meet her goal.  

The higher risk investments are more likely to help Amy achieve her financial goals. However, Amy needs to accept the trade-

off of greater unpredictability of returns over the 10year period and the potential for capital losses or under performance. It is 

worth noting that over the long-term, volatility smooths and returns are more predictable providing the greater prospect of 

achieving financial goals. 

Risk Profile Questions 

 

Which of the following best describes your own experience level as an investor? 

 I would consider myself an experienced investor 

 I have had a reasonable level of investment experience 

 I have had limited experience in investing 

 I have had virtually no experience in investing money apart from using bank accounts 

 

When would you expect to need most of your investment capital in supporting your financial and lifestyle goals? 

 I need my capital in the next couple of years 

 I am expecting to need my investment capital in the next 3-5 years 

 I am expecting to have my capital invested for a long period of time (5+ years) and aim to keep building this with 

employer or personal contributions and minimal to nil withdrawals 

 
Have you ever invested in growth investments (property, shares - direct or managed)?  

 Yes, and I am comfortable with fluctuations in investment returns  

 Yes, but I did not like the fluctuations in investments returns  

 No, but I would be comfortable with variations in returns  

 No, but if there was a chance of negative return that would worry me  
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Risk Profile Questions 

In order to earn a return above the level of bank interest rates you may need to hold investments that go up and down in 

value (i.e. have volatility). How important is it to you to protect your investment and minimise the prospect of any fall in the 

value?  

 Very important. Protecting my existing investment is my main objective 

 Important, but I’m comfortable for at least a small part of my portfolio to have volatility in order to improve returns 

over the longer term 

 Somewhat important but I’m prepared to take on a reasonable amount of volatility in order to increase my chance of 

higher returns over the longer term 

 Not particularly important as I’m comfortable that having exposure to volatility is the best way to maximise returns 

over the longer term. 

 
How would you describe yourself as an investor?  

 I want to earn the highest possible return and will accept frequent negative returns   

 I am comfortable with volatility, knowing it may mean higher returns over the long term  

 I will accept the occasional negative return in order to beat inflation  

 I want to keep up with inflation, but I do not want much variation in returns  

 I do not want to incur a loss, ever  

 
What would you do if your investment dropped 10% in six months?  

 Redeem my investment in full and transfer it to another investment option  

 Switch to cash immediately  

 Wait a couple of months to see if markets improve before making a decision  

 Wait 12 months to see if the markets improve before making a decision  

 Do nothing, I understand it is a normal part of the investment cycle  

 Invest more money 

 

The below shows the greatest 1-year loss and the highest 1-year gain on 3 different hypothetical investments of $10,000. 

Given the potential gain or loss in any 1 year, you would invest your money in: 

 Gain of $593, Loss of $164 (least volatility) 

 Gain of $1,921, Loss of $1,020 (medium volatility) 

 Gain of $4,229, Loss of $3,639 (most volatility) 

 
In some instances, tax savings can be obtained from investments, but this means taking on more risk. Which of the 

following statements best describes your goal for investing? 

 Preferably guaranteed returns, before tax savings 

 Stable, reliable returns, minimal tax savings 

 Some variability in returns, some tax savings 

 Moderate variability in returns, reasonable tax savings 

 Unstable but potentially higher returns, maximise tax savings 
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