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managing risks

A little risk can
improve the
overall returns on
your savings and
investments
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isk means different

things to different

people. Some investors
take risk to mean volatility or the
swings in asset prices. In this
way, stocks are widely perceived
to be more risky than bonds or
bank deposits because their
prices tend to fluctuate more.

In statistics, risk is defined as
the chance that the actual
outcome of an investment would
be different from the expected
outcome. In this respect, all
investments with the exception of
bank deposits and fixed income
instruments are risky since the
actual outcomes would in most



circumstances be different
from the expected outcomes.
But even with bank deposits,
there is the risk of bank failure
although this appears to be an
unlikely phenomenon in
Singapore.

“The Concise Oxford
Dictionary” defines risk as the
“chance of loss”. Risk, then, is the
possibility that you could suffer
a loss in the capital value of your
investment. However, the flip
side of risk is opportunity and
like they say, “Nothing ventured,
nothing gained.”

One of the principal rules of
investment is: There is a direct
correlation between risks and
returns, and in order to earn

better returns, the investor must
be willing to assume greater
risks. As a rational investor, your
aim would be to maximise the
returns that you can earn on your
investments whilst at the same
time minimising the risks. Most
of the time, your final decision
would be a trade-off between
risks and returns.

By not investing at all, you are
also taking a risk. By not
investing your money to earn
some returns, you risk having the
capital value of your money
eroded by the ravages of
inflation. This is the inflation risk.
Yet, a little risk can go a long way
towards improving the overall
returns on your savings and
investments. So learn to
understand risk, manage it and
use it to your advantage.

Sources and types of risks

All investment assets carry
different risks because they
operate in different environments
and are subject to different
factors that impact their
performance. The major sources
of risk include:

@ Political — Government actions
and changes in government
policies.

®Financial - Changes in the
financial landscape like changes
in interest rates, changes in
government tax and fiscal
policies, and government
regulations on capital flows.

@ Economic — Changes in
demography, tastes and fashions,
wars, structural changes in the
economy, consumer trends and
preferences.

® Business/Industry — Every
action taken by one player in the
industry fosters a reaction by
other players.

Risks can be broadly classified
into two types — systematic and
non-systematic. Also commonly
referred to as market risk,
systematic risk refers to those
risks that are inherent in the

economic system and are beyond
the control of any one investor or
company. Virtually all securities
have some systematic risks. As an
investor, you can minimise these
risks by diversifying and
investing in a variety of
instruments and markets but the
overall market risk cannot be
avoided.

Also known as non-market
risk, non-systematic risk refers to
risks that are peculiar to a
particular security and are totally
unrelated to the overall market
situation. Most companies plan
and respond to market conditions
as best as they can. Hence, the
inability of a company to
properly plan how to respond to
market conditions becomes a
non-systematic risk that can be
the cause of the company’s
failure. As an investor, you can
minimise these risks by choosing
to invest only in companies with
good management.

Risk tolerance level

Different people tend to view
similar risks differently,
depending on their different
situations and circumstances.
Your risk tolerance is a function
of the following factors:

® Time horizon — The risks of
stock investments can be reduced
over time. If you are able to hold
on to your stocks for a period of
10 years or more, you can wait
for the markets to recover and
rebound from the nastiest shocks.

® Resource - If you have more
resources to invest, your appetite
for risk will of course be greater.

® Age — The younger you are, the
longer your time horizon. This is
probably why most fund
managers tell you to start saving
and investing as early as possible.

® Past experience — Whether
you have burnt your fingers in
the past or have entered the
market at a bad time, your
past experience will have a
bearing on your investment
approach.
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® Commitments and
responsibilities — A sole
breadwinner with young school-
going children may not be able to
take on the same kind of risk as
one who is single and without
family responsibilities.

® Personal chemistry - If you
tend to overreact to bad news
and to play down good news,
then stay away from stocks and
just stick to safe and secure
investments like time deposits.

®Earning power — If you are a

high-income earner with a
relatively secure income source,
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you might be able to deal with a
higher-risk portfolio. On the
other hand, if your income varies
significantly yearly, then you will
need to take a more conservative
investment approach.

Most investment advisers
would have standard procedures
to help you discover your risk
tolerance level. If you answer the
questions truthfully, you will
indeed be able to find out how
risk averse you are, Put yourself
in a worst-case scenario and then
ask yourself how you would
react. You may be risk averse but
do understand that there are
ways to reduce risks:

® Diversification over time
Time enables you to tap into the
power of compounding, It also
enables you to ride out the worst
business cycles that affect some
asset classes like stocks.

® Diversification over asset
classes

By spreading your investments
over different asset classes such
as bonds, stocks, commodities
and real estate, through an asset
allocation strategy, the overall
portfolio risk is reduced because
each asset class has different
boom and bust cycles.

® Diversification over
geographical boundaries
Different countries go through
different phases of the economic
cycles at different times. While
some countries may be going
through depression and tough
times now, other countries may
be having a booming good
time. By investing in different
countries, you balance out the
risks.

Risk is not all bad. In fact, a little
risk can do a lot to improve the
overall performance of your
investments. So understand risk,
manage it and learn to profit

from it. @
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This is an excerpt from Lilian Ng's
book “Put your money to work”.

1t is available at all major bookstores
at $18 (excluding GST).




