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Apply knowledge of the different asset classes in order to give financial advice 

 
Introduction 

The term asset class refers to a set of related investments that have similar risk and 

return characteristics. For example, the cash category (money market accounts, 

bank deposits etc.) represents a group of investments that have the same 

characteristics, subject to the same laws and regulations; have similar levels of risk 

and respond similarly to market conditions. The same thing is true for the other asset 

classes. 

 

In this module, we will look at how you can use your knowledge of the different asset 

classes in order to give financial advice. 
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Module 1 

The different asset classes and their role in a financial plan 

 

This Module deals with:  

 The different asset classes to determine their characteristics, risk return 

relationship and accessibility to the investor 

 The composition of the investment portion of a financial portfolio with reference 

of asset classes, volatility, risk, optimal growth, expected rate of return and the 

balancing of the portfolio 

 

1.1 The different asset classes to determine their characteristics, risk return 

relationship and accessibility to the investor 

 
The classification of assets into different classes is one of those exercises which are 

often done at different levels. For example, in broad terms, the accepted asset 

classes are simply: 

 fixed interest; 

 property; 

 equities; and 

 hard assets. 

 

However, it is also possible to sub-divide these into another level of distinction.  

For example,  

 Fixed interest investments may be separated into long, medium and short 

term holdings; 

 Property investments may be divided into residential and commercial, or 

developed property and vacant land, etc. 

 Equity investments can be broken down according to the various sectors or 

even industries within the sectors; 

 Hard assets come in the form of art, metals and minerals, jewelry and, of late, 

containers, etc. 
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Asset allocation seeks to group similar investments which can thus be expected, on 

average, to perform in a similar fashion.  

 

The purpose of asset allocation may be quite varied but it is generally used 

extensively both to address the issue of adequate diversification as a form of 

hedging against risk and also as a device for increasing the potential return through 

timing and active trading, moving from one class as it reaches a high into another 

class sitting at a low in the cyclical events of the economy. 

 

1.1.1 The Major Asset Classes 

Investments are generally divided into five asset classes: cash, equities, bonds, 

property and exotics. The last category includes art, jewellery, stamps etc. However, 

unit trusts and other collective instruments do not invest in exotics and restrict 

investment in property to indirect investments, through property unit trusts, for 

example. This section will therefore focus on the remaining three asset classes, 

cash, bonds and equities.  

 

A. Cash (Low risk)  

The most liquid, risk free cash investment offered by the unit trust fund vehicle is 

through money market funds. Money markets are named after the wholesale 

markets where banks lend and borrow large sums of money. Money market fund 

managers specialise in placing client's funds on the best terms possible with 

institutions that wish to borrow money for short periods. Because of this access to 

the wholesale market, money market funds usually offer a yield (a percentage return 

on your investment) higher than that offered by the retail banks.  

 

Money market funds are restricted in investing in interest bearing investments with 

an average maturity of 90days.  

Depending on the investment policies of a particular fund, the portfolio manager may 

invest in either short term debt instruments of government, or short-term loans to 

companies (commercial paper) or negotiable certificates of deposit (NCDs) at banks.  

 

B. Bonds (Medium risk)  
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A bond is a type of loan - an IOU written or issued by a private company, 

government or semi government institution. Investors lend money to the issuer who 

promises to pay back the money with interest as specified.  

 

The advantage of buying bonds through unit trusts is that investments can be 

monitored and managed by professional fund managers, who can combine and vary 

maturity dates to best effect. On the whole, South African investors are wary of 

bonds as an asset class. This could partly be due to the bad name the "prescribed 

assets" policy gave to bonds. This policy obliged retirement funds to invest a portion 

of their assets in government debt. This policy was scrapped in 1989. However, 

South African bonds are very popular with offshore investors. The Bond Exchange of 

South Africa has experienced dramatic turnover in the last six years. Turnover in one 

day sometimes exceeds the 

annual turnover in 1989. 
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1.2 The composition of the investment portion of a financial portfolio with reference of asset classes, volatility, risk, 

optimal growth, expected rate of return and the balancing of the portfolio 

Asset Class Advantages Disadvantages 

Fixed 

interest 

investments 

 Fixed interest investments offer a reasonable return 

with relatively low risk involved.  They play an 

important role in the overall mix of an investment 

portfolio, both in providing a regular income for 

reinvestment and in allowing short term “parking” of 

funds earmarked for future investment in equities or 

properties. 

 The secondary market in these instruments means 

that they are relatively liquid. 

 The tax concession on the first R16 500 of interest 

per annum means that at current interest rate an 

amount of between R100 000 to R180 000 can be 

invested without tax consequences. 

 

 The main drawback of fixed interest investments lies 

in the fact that historically the average yield offered to 

the investor is lower than, for example, equities. 

 The interest exemption threshold is as follows: 

o R23 800 per annum for taxpayers under the age 

of 65, 

o R34 500 per annum for taxpayers aged 65 years 

and older.  

 Exemptions apply to interest and dividends from both 

South African and foreign sources, but foreign interest 

and dividends are only exempt up to R3 200 pa. 

 The specialised nature of the bond market means that 

specialized knowledge is needed if investors are going 

to “trade” in fixed interest bonds. 

 Another problem could be the fact that the general 

minimum investment sizes are not inconsiderable.  

Even fixed deposits often carry a minimum amount of 

R1 000 or R2 000, while investing in fixed interest 
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Asset Class Advantages Disadvantages 

bonds requires large capital amounts unless access is 

gained through a fixed interest investment trust. 

Equity 

investments 

 Equities have proven that they are able to deliver 

yields, which over the long term offer investors a 

good real return.   

 The stock market ensures ready marketability, while 

access can be obtained in relative small value units, 

especially through the unit trust system.   

 Dividend income can grow in Rand amounts over 

time, resulting in an increasing income stream.  This 

is because, even though dividends declared when 

expressed as a percentage of the current share price 

tend to stay relatively stable over time, when 

expressed as a percentage of the original price they 

generally increase dramatically as can be seen from 

the table below which has based on the JSE all Share 

Index. 

 Shares in companies, which are not listed on the stock 

exchange are generally not too easy to sell in times of 

need.  Fees payable to stockbrokers or fund managers 

need to be considered as they do affect smallish 

transactions quite significantly. 

 Equities are not usually seen to be good collateral for 

loans 

 The natural disadvantage, which springs to mind when 

thinking of equities, is that of the risk factor.  Although 

steps can be taken to control some or all of the factors, 

it is still true that equity investments experience 

relatively extreme volatility over time.   

 Another drawback could be that the income produced 

from shares is normally relatively low (of the order of 2-

6% pa). 

Property  The capital value of property generally rises steadily 

over time 

 Capital profits made on property are not taxable 

Apart from the risk factors and the problem of maintenance 

costs, which need to be factored into the calculation of the 

potential yield, the other disadvantages are as follows: 
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Asset Class Advantages Disadvantages 

(unless the investor is a dealer) 

 Obviously a house could be used to provide 

residential accommodation for the investor, thereby 

shielding him from the prospect of escalating rental 

payments. 

 A good property can generate a regular income and, 

interestingly enough, this may be an escalating 

income. 

 Loans may be taken out using property as collateral 

 

 Costs associated with the registration of property, 

legal fees, etc. are relatively high and these generally 

result in property investments being seen as long 

term ventures.  Rental is taxable; 

 It may be a problem to find a suitable tenant for 

property from time to time; 

 Yields have not historically been that high 

 Normally a relatively large amount of initial capital is 

required, although this may be at least partially 

obviated by use of syndicate groups, property trusts 

or even financial borrowing against the property; 

 Marketability is a problem in most cases 

Insurance 

policy 

Investments 

The use of insurance policies as part of the retirement 

planning savings offers diverse advantages. 

 The proceeds of a policy on death before retirement 

can be paid directly to the beneficiary, thereby 

allowing for more speed of payment and avoiding the 

executor‟s fees. 

 Policies may be traded on the second hand market 

 After maturity policies may be open-ended and 

 Administrative charges are seen to be somewhat high.   

 The investment is generally seen as a long term one 

with early surrender penalties acting as a deterrent to 

liquidity; 

 The taxation applicable to the growth of the 

investment portfolio is seen to be a little penal for 

many, especially those with lower income levels. 

 The end result of the various plans are not generally 



242594 Learner Guide   8 

 

INSETA copyright 2014 
 

 

Asset Class Advantages Disadvantages 

amounts drawn as and when needed, meaning that 

the capital is easily and effectively turned into income. 

 Life policies enjoy some protection from creditors, 

especially retirement annuities 

 Pension payments from retirement annuity are not 

included in the deceased‟s estate for estate duty 

purposes. 

 Some forms of policy, such as RA, offer special tax 

advantages. 

 Because of the regular nature of premiums payments 

and the penalties on early termination, insurance 

policies are often seen as a form of compulsory 

retirement savings for those who may not otherwise 

have the discipline to do so. 

 Smoothed bonus and similar portfolios offer 

considerable security. 

 Loans are generally available and the investment can 

be ceded as collateral 

 Life cover and other benefits may be added 

seen to be up to the level of certain other investments, 

although this usually depends largely on the type of 

investment portfolio underlying the policy and the 

associated level of risk. 

 

Hard Assets  Because the investor often becomes attached to In the normal course of events it is not usual to employ 
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Asset Class Advantages Disadvantages 

the items and interested in them, there is less 

chance of them being sold off before retirement or 

misused. 

 They are generally quite affordable. 

 Appreciation may be considerable 

 There is no tax on the profits (unless the owner is 

declared a dealer) 

 The assets may fulfill useful purpose in 

themselves as commodities 

 

hard assets as a large part of retirement planning outside 

of countries of political or military instability. 

 Specialist knowledge is often needed in the buying 

and selling process. 

 Owners may become attached to the items and 

hence not want to sell them. 

 The minimum investment amount in most hard 

assets is considerable, purely because the items, 

being valuable, cost a lot. 

 Hard assets do not generate an income as a rule 

 There is a cost factor involved in the preservation 

and protection of the assets 

 While hard assets can usually be turned into cash 

readily, the realization value is dependent on a 

willing (and able) buyer‟s market. 

 

 
Note:  The facilitator should provide the class with an example of the composition of an investment portfolio. 
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Module 2 

The effect of the investment environment on the asset classes 

 

This Module deals with:  

 Risks in the investment environment with reference to the different asset 

classes 

 Risks associated with active and passive management of an investment 

portfolio and an indication of when each style is appropriate 

 
 

2.1 Risks in the investment environment with reference to the different asset 

classes 

 
Every investment carries some sort of risk, whether it is the uncertainty of growth, 

uncertainty with regards to the safety of the original amount of money invested, to 

mention a few. High-risk investments would be expected to have a high potential 

yield, while low yields are normally associated with low-risk investments. 

 

In broad terms, this can be mapped onto an illustration as follows: 

 
Risk / Return Profile of Common Investments  

 

Low risk / High risk / 

Low return High return 

 

Bank deposits 

Undeveloped land 

 With-profit insurance policies 

  Participation mortgage bonds 

   Property 

    Linked insurance policies 

     Blue chip shares 

      Other listed shares 
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       Hard assets (antiques / stamps 

grandmasters)  

        Development capital shares 

          Unlisted shares 

 

High risk investments typically show a great degree of volatility (the extent of the 

variation in the return over time) while low risk options tend to be far more stable. 

 

Risk, of course, comes in various forms, with different types of risk affecting the 

different investments to different degrees.  

 
What‟s more, individual investments within a particular class may be either more or 

less risky than others in the same class. 

 

2.2 Risks associated with active and passive management of an investment 

portfolio and an indication of when each style is appropriate 

 
In the case of insurance companies and the members of the management board of a 

retirement fund, an important consideration is that the monies being handled are in 

fact trust monies - they are being held and invested on behalf of policyholders or 

retirement fund members. (Collective investment schemes and investment 

management in general operates in the same way.)  

 

 The investment managers would therefore firstly be likely to seek the greatest 

return on the investments made consistent with the safety of the investment. 

 

 Secondly, a suitable spread of investments should be sought. By spreading the 

investments over a range of possibilities, the risk of losses due to the poor 

performance of one sector or type of investment is offset by the likely adequate 

performance of other market sectors. If all the share investments were in gold 

mines and the price of gold dropped substantially, the performance of the 

portfolio is likely to be very poor indeed. 

 

 Thirdly, the investments made should seek to obtain an adequate return at least 

equal to the rate of inflation over a period of time. In the case of life insurance 
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and defined contribution retirement funds, in particular, if the returns on 

investments made do not exceed the rate of inflation, the attractiveness of being 

a member of such a fund, particularly as a means of saving, would be greatly 

reduced. 

 

Beware of the pressures of strategic alliances within companies of the same group, 

or cross shareholding issues. This could bias the “free” investment decision making 

capabilities of the investment management and impact on the returns of the portfolio. 

 

It must be constantly remembered that an investment portfolio should be seen as a 

whole and that each component thereof should be constantly reviewed - both from 

the point of view of performance, consideration of the needs of the organisation and 

when the liabilities are likely to require payment from the proceeds of the 

investments made. 

 

2.2.1 Rate of Return 

The rate of return can be stated in various ways. In general terms without 

quantification it could be stated as a rate such as to maximise the return consistent 

with preservation of capital and the need for liquidity. Most statements, however, 

attempt some quantification of the return objective. 

 

 A very simplistic approach is to set as target an overall nominal rate of return 

equal to a specified rate or equal to that assumed in the actuarial valuation of the 

fund‟s liabilities. This latter, however, does not usually present a challenging 

target to the investment managers and both approaches ignore the asset 

allocation formula as well as the projected rates of return on different types of 

investment instruments and in various sectors of the capital markets. 

 

 A more enlightened and more common approach is to express the goal in relative 

terms, i.e. in terms of the returns on suitable investment market indices. For 

example, the target for the equity portion of the portfolio might be the return achieved 

by the JSE Securities Exchange‟s All Share Index. Such goals would signal a 

willingness to accept investment results equal to that of the “market”, a result that 
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could be obtained from investment in appropriately structured stock index funds. In 

the hope of enjoying a higher return from active portfolio management, many funds 

would specify a return objective somewhat higher than that of an index. Such an 

objective would obviously be associated with relatively more risk. 

 

 An even more sophisticated approach that is sometimes used is to establish the goal 

in terms of the anticipated return on a “benchmark” or “baseline” portfolio, reflecting a 

supposedly optimal mix of shares, bonds and short term fixed interest securities 

characterised by a particular risk / return relationship. The asset managers of the 

fund would participate in the construction of the baseline portfolio, an index like fund, 

which would reflect, or be consistent with, the fund‟s broad investment objective. 

Performance is then judged against this standard. 

 

 As a final approach, a fund may establish an objective of earning a real rate of return 

(i.e. exceeding inflation by a specific margin) of a specific magnitude.  

Such a policy statement would stipulate that the portfolio should be managed to 

produce a nominal rate of return of 2, 3 or 4 percent over and above the long term 

rate of inflation. Alternatively the goal might be stated in terms of an index which is 

assumed to reflect an inflation component. 

 

2.2.2 Active and Passive Portfolio Management 

It is critical to decide whether the investment portfolio should be actively or passively 

managed.  

 Active portfolio management implies asset concentration, frequent trading and 

risk and return objectives higher than those of the average market (or the 

benchmark) portfolio. 

 

 Passive management connotes a well-diversified portfolio with infrequent trading, 

and market level risk and return expectations. Investment in various index funds 

of various types is the ultimate in passive portfolio management. 

 

 The ordinary share component of any institutionally managed portfolio has 

traditionally been managed actively. While the shares of some blue-chip 

companies are sometimes held indefinitely, most shares are kept under periodic 
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if not continual review to determine their suitability for retention, not only in 

absolute terms but also in comparison with other issues available for acquisition. 

 

 The bond component of an institutional portfolio was, in the past, managed rather 

passively. The only risk in holding a debt instrument was the probability of delay 

or default on payment of interest and principal (the “credit risk”). 

 

 Long term debt instruments were attractive since they matched the generally long 

term nature of the liabilities of insurers and retirement funds and had higher 

yields than short term instruments. 

 

 Coupon income and the proceeds of maturing bonds were reinvested at 

prevailing interest rates that did not vary much from year to year. If the scheme 

management was not satisfied with the long term bond yields available, they 

could seek higher returns through investment in ordinary shares. 

 

 While active fund managers rely on a number of strategies and techniques to 

achieve better results than those of an un-managed portfolio, success depends 

primarily on the ability to forecast future interest rate movements and there is little 

evidence that any manager can do so consistently.  

Nevertheless, there is a widespread belief that active fund managers as a group 

will outperform the long term market indices on a cumulative basis. 

 

 An extension of the whole passive index pattern is what is known as “enhanced 

indexation”, whereby the bulk of the funds are kept in line with the index but 

where a percentage (say 20%) are taken out of passive mode and actively 

managed because the fund manager believes inherently that this will achieve a 

better performance than the entire basket. 
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Module 3 

How market conditions impact on asset classes 

 

This Module deals with:  

 Market conditions applied to the asset classes and an indication of how a 

change in market conditions would affect the asset class and a proposed 

investment strategy 

 Relationships that exist between the asset classes with reference to changes in 

market conditions and investor behaviour 

 

3.1 Market conditions applied to the asset classes and an indication of how a 

change in market conditions would affect the asset class and a proposed 

investment strategy 

 
Different asset classes tend to behave differently under different economic 

conditions, and their performance will tend to be uncorrelated to one another. 

Therefore, having a mix in asset classes acts as „insurance' against changes in 

economic and market conditions. The size of each asset class in the portfolio can be 

adjusted to make the most of the prevailing economic environment. This is called 

“asset allocation”, and is used to great effect by asset managers to improve returns 

and reduce risks. 

 
In an environment where inflation and interest rates are high, cash will perform well. 

Bonds perform poorly when expectations are that future inflation will be high. 

Equities will perform well when the outlook for growth in corporate profits is good, 

and this is often when interest rates are low. Similarly, property performs in low 

interest rate environments. 

 
The table below ranks the performance of various asset classes over 1, 3 and 5 

years. 
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We can draw three key lessons from this picture: 

 Over different periods, different asset classes outperform.  

 Over the past year none of the asset classes beat inflation, which, according 

to StatsSA, is now running at record levels (CPIX for August 2008 was 13.6% 

year-on-year).  

 Equities perform better over the longer term, and are the best option for 

beating long-term inflation.  

 

Clearly, a combination of all these asset classes will improve the risk/return profile of 

a portfolio. 

 

3.1.1 Investment Strategy 

Taking the investments of a retirement scheme as an example, there is the situation 

at the one extreme that the fund may be closed for new entrants. In this case the 

position will eventually be reached, although this may not be for many years to 

come, when income into the fund will fall short of the benefit outlay. 

 

At this stage the fund‟s investments will gradually have to be sold to meet the 

balance of expenses. At the other extreme there is the fund that is expected to grow 

rapidly with the expectation that the income to the fund will always exceed the outgo 

by a considerable margin. 

 

Under a mature retirement scheme a stage is generally reached where there is a 

steady build up in the size of the fund, resulting in a continuous flow of contributions 

to the fund which, with investment returns, will be somewhat in excess of the outgo. 
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Generally speaking, therefore, there is a broad principle that the liabilities of a 

retirement fund are long term by nature. Bearing in mind, that assets should be 

appropriate to the liabilities, the assets should also be invested long. 

 

The nature of long term insurance business is much the same as that of a retirement 

fund and so the broad principle mentioned in the previous paragraph would also 

apply. However, with a unit trust, short term insurer or medical scheme, the opposite 

would apply and so institutions such as these tend to invest in shorter term avenues. 

 

Although all local and international indicators need to be studied, a strategic decision 

that must be made or affirmed on a continuing basis is the allocation of assets 

among cash or cash equivalents (that is, instruments with an original or remaining 

maturity of less than one year), intermediate and long term fixed income instruments, 

equities (that is, predominantly ordinary shares) and real estate holdings. This 

decision involves judgement as to the relative investment merits of equities and fixed 

income securities over the near term under a projected economic scenario. 

 

Cash and cash equivalents provide flexibility in investment decision making and a 

hedge against unforeseen developments. They maximise liquidity and minimise the 

risk of principal loss. 

 

Asset location will also depend on the liability characteristics of the scheme or 

insurer since this will determine, among other things, whether a matched position is 

desired, and if it is, which type of assets are needed to match liabilities. 

 

Fixed percentages to be held for each of the three components mentioned above 

could be decided on (although this is probably the singularly most important 

investment decision to optimise the returns) and communicated to the asset 

managers. Alternatively a basic allocation could be made between equity and fixed 

income managers where the strategic decision as to how much cash to hold can be 

left to them. 

 

An adjustment in the asset allocation can be accomplished through transactions or 

through the channeling of cash flow. The latter is the preferred route, if it can 
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accomplish the purpose, since one set of transaction costs can be avoided. The 

allocation formula can also be distorted by market action and can be corrected in 

various ways, depending on the philosophy of different insurers, trustees and asset 

managers. The ways in which these events will be handled have to be decided on. 

The asset allocation may extend beyond the broad divisions discussed above and 

direct assets into various sectors of the investment markets.  

 

Typically, however, sector decisions are left to the asset managers, since they are 

the experts employed to exercise judgement on such matters. 

 

Should an investor look to diversity his investments between asset classes in all 

market conditions? 

 

The inherent differences in nature of various asset classes mean it is a good idea to 

combine them in a portfolio regardless of economic and market conditions. Giving a 

greater weight to equities and listed property (in a more aggressive fund) will 

increase the volatility of the portfolio. Adding bonds and cash will provide stability. 

On the other end of the spectrum, a conservative portfolio with mostly cash will 

reduce volatility considerably, but will not offer great capital growth prospects in the 

longer term. Lastly, adding offshore exposure will reduce the risk posed by a 

weakening currency. 

 

3.2 Relationships that exist between the asset classes with reference to 

changes in market conditions and investor behaviour 

 
It is a well-recognised empirical observation that different asset classes respond 

differently to different economic drivers. For example, fixed income assets tend to 

respond to anticipated movements in interest rates, among other factors: prices fall 

when interest rates rise. Commodities respond to, and sometimes drive, inflation 

expectations: commodity prices can rise fast when inflation expectations are rising, 

and they can fall quickly once inflation appears to have peaked. 
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It is also well recognised that asset class behaviour can vary significantly over 

shifting economic scenarios. For example, business cycles tend to impact cyclical vs. 

non-cyclical companies in markedly different ways, primarily due to sensitivities of 

consumers and producers to economic growth. Periods of capital markets 

liberalisation (i.e., different regulatory environments) are often accompanied by 

favourable equity returns (as compared to bond returns)-as evidenced by many 

current and former emerging market economies. 

 

No single asset class dominates under all economic conditions. From an investment 

perspective, even a purely historical analysis based on simple scenarios (built with 

only two variables: growth and inflation) supports the hypothesis that financial market 

performance does indeed vary significantly as economic conditions change. 

 

 A historical analysis of financial markets shows that there are discernible 

relationships between individual assets, and between asset classes, and that 

these relationships, or correlations, do tend to persist over time. Knowledge of 

past correlations can therefore help identify diversification opportunities, which in 

turn can maximise a portfolio‟s return for a given level of risk, or minimise risk for 

a given level of return, within Modern Portfolio Theory (MPT). 

 Asset class performance varies significantly across different regimes, be they 

economic, regulatory, political or otherwise. For example, portfolios resilient to 

deflationary environments will likely underperform during periods of high inflation, 

and vice versa. Different economic regimes require different asset allocations. 

 

 Ignoring shifting economic regimes can exact a significant toll on portfolio 

performance, exposing it to draw-downs during interim periods of heightened 

turbulence and volatility. A good example of such a period is the great recession. 

On the other hand, addressing changes in economic regimes through regime-

based asset allocation may provide significant performance benefits, including 

mitigating downside risk in extreme scenarios, i.e., so-called “tail” events. 

 

 
Generally: 
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 In the early upswing phase, manufacturing increases to meet the demand, the 

inflation rate and interest rates fall and the currency starts to appreciate. 

Share prices continue to rise on anticipations.  

 

 Later on in the upswing the economy starts to “overheat”. Inflation increases 

and, √with increased demand, so do interest rates, with the demand for credit 

rising. With a stronger currency, exports start to fall off and imports rise, 

causing the balance of payments to become negative. Share prices start to 

level off and property becomes attractive.  

 

 The early stage of the downswing then sets in, with inflation still rising along 

with interest rates, production falls off, share prices start to fall and property in 

unattractive due to the high prices. Fixed interest investments take over and 

imports fall, resulting in the balance of payments correcting.  
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Module 4 

The risk profile of a client in order to propose a financial solution 

 

This Module deals with:  

 The personal circumstances of a client in terms of needs, wants, appetite for risk 

and lifestyle 

 A client's financial situation analysed to determine a risk profile at a specific life 

stage 

 The risk profile of a client matched to the appropriate asset classes 

 The risk a client is prepared to take matched to the risk associated with the 

different asset classes in order to recommend an investment solution for a 

specific client 

 

4.1 The personal circumstances of a client in terms of needs, wants, appetite 

for risk and lifestyle 

 
One of the requirements of a good financial advisor is that each and every client 

should be put through a risk profiling exercise to identify the natural risk acceptance 

level before putting forward a suggested financial plan.  

 

People can be broadly divided between defensive and enterprising. The defensive 

ones do not necessarily want to take chances and are looking for preservation of 

capital and guaranteed returns. The enterprising investor will want to approach 

investments in a similar way as approaching any other business opportunity and 

would need to able to identify the risk and reward. 

 

For investment planning we have further identified the clients as either Aggressive, 

Moderate or Conservative investors. 

 

 Aggressive Investor: aggressive investors are prepared to take a fair amount of 

risk and understand the risk- to-reward scenario or have a long enough time 

horizon not to be bothered by the interim risk factors. 
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 Moderate Investor: moderates have a better appetite for risk but are primarily 

seeking a combination of long term growth and short term income. They are, 

therefore, prepared to take some capital risk but need to secure an income flow.  

 

 Conservative Investor: this investor does not want risk and is looking for long 

term capital preservation. Hence they will favour low risk, low reward investment 

types. 

 

4.2 A client's financial situation analysed to determine a risk profile at a 

specific life stage 

 
It is very important to analyse and assess the client‟s current financial situation while 

also taking into account the client‟s needs and objectives. Items for review include 

the client‟s 

 retirement age 

 life expectancy 

 income needs 

 risk factors 

 time horizon and special needs, as well as  

 economic assumptions such as inflation rates, tax rates and investment 

returns.  

 

With this information, the planner can work with the client to resolve any omissions 

or inconsistencies in the client‟s financial picture prior to developing a financial plan. 

A careful analysis of the information and the implications of various decisions help a 

client to see how a few simple changes can translate into a more secure future. A 

candid and thorough analysis not only helps build trust, but also gets clients excited 

about making manageable changes that will help them and their families in the long 

run. 

 

Part of a careful assessment involves examining the strengths and weaknesses of 

the client‟s current financial situation and comparing them to the client‟s stated 

objectives, needs and priorities. Financial planners consider the opportunities and 
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constraints presented by the client‟s financial situation and current course of action, 

and then determine the likelihood of the client reaching his or her objectives by 

continuing present activities or making anticipated changes. Together, the planner 

and client may be able to identify other issues that will affect the client‟s ability to 

achieve those objectives, and after talking through the issues, the financial planner 

may opt to amend the scope of the engagement or obtain additional information. 

 

There are various tools in use to assess the profile. These vary from the general to 

more specific individual profiles based on a short personal questionnaire. Usually the 

process involves the selection of one out of several general portfolio mixes 

containing different proportions of risk-bearing investments. 

An example of a generic plan based on age alone is given below. 

 

Age Equity Property Bonds Cash 

Around 30 80 15  0  5 

Around 45 65 25  5  5 

Around 60 55 25  10  10 

In retirement 30 25  25  20 

 

A more personalised measure involves the allocation of points on a sliding scale for 

each of several attributes, linking the eventual choice of portfolio to the total number 

of points scored. Aspects typically taken into account would be the individual‟s: 

 age; 

 past investment risk profile; 

 expectation of the investment period; 

 expectation of the need for income from the investment, both now and after 

maturity; 

 Natural attitude to risk. 

 

More technologically advanced advisors are making use of computerised programs 

which allow simulated models of investment profiles with tax implications, etc and the 

facility to alter the base assumptions about each of the underlying factors to assess 

the likely outcome in different circumstances. 
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4.3 The risk profile of a client matched to the appropriate asset classes 

After analysing the client‟s profile the next step is to match the client‟s risk profile 

with the appropriate asset classes. This can be achieved by finding the client‟s 

profile so that an appropriate mix can be selected. The matching of the investment 

portfolio mix to the client‟s personal profile is critical for the following reasons: 

 the client will naturally be more appreciative of the planner‟s efforts; 

 there is less of a chance of the client abandoning the long term plan along the 

way if s/he feels comfortable with it; 

 it helps to form a strong base around which future changes can be made. 

 

Advisors invariably take different approaches to asset allocation, with one common 

goal in mind- to select the mix of investments that will generate the highest possible 

risk-adjusted returns over time, based on the client‟s goals, risk tolerance and time 

horizon.  

The choice of assets- cash and money market instruments (cash equivalents), 

bonds, equities, investment funds or alternative investments-is based on the risk-

return characteristics of each asset type relative to the risk profile of the client. 

 
There is no magic formula for determining the right asset allocation for each 

individual. Knowing the client‟s risk profile provides guidance on the proportion of 

growth, income and safe assets that should be held in the portfolio, but that alone is 

not sufficient to determine asset allocation. Other factors- such as marital status, 

taxation level, children‟s ages, immediate cash-flow needs and personal 

circumstances must also be considered. 

 
Investment Risk Profile Influencers 

 Time: it is usual to accept a higher level of risk over a longer term investment, 

probably because the risk factor as measured by the deviation from the mean, 

tends to become lower over a longer period of time than when viewed in the short 

term. 

 

 Age: the impact of age on the investment risk profile is that usually the older 

investor leans towards less risk. This is probably as a result of several factors - 
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the increased need for income as opposed to capital growth, conservatism 

growing with old age and the shorter time period over which the investment plan 

is for seen. 

 

 Wealth: wealthier investors tend to accept a higher risk profile in general. This is 

especially true where the funds under consideration are “discretionary funds” - 

that is, money over and above that needed for a comfortable lifestyle. A 

contributing factor in this could be that wealthier individuals have reached a 

higher level of sophistication and understanding in the financial instruments that 

they use. 

 

Essentially, the right combination of asset classes can help reduce the impact of 

market volatility. It is therefore important to understand the characteristics and 

behaviour of different assets in varying market and economic conditions. 

Furthermore, you should understand the risk a client is prepared to take; match it to 

the risk associated with the different asset classes in order to recommend an 

investment solution for that client. 
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