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Overview 
While financial planning is a holistic process concerned with a broad spectrum 
of client needs and objectives, investment rests at the centre of most financial 
advice provided to clients. 

Financial planners need to understand the purpose of investing — the return and 
risk undertaken in making investments as well as the relationship between the 
two concepts. 

Financial planners often recommend a range of investments to clients. This topic 
explores diversification and its effect on risk and return. Other key elements of 
portfolio construction are also discussed. 

The main asset classes in which investors place their funds are cash, fixed 
interest, property and equities. This topic provides an overview of these asset 
classes as well as alternative asset classes. 

At the conclusion of the topic, you should have developed a fundamental 
understanding of the key investment concepts relevant to providing financial 
advice and some of the strategies relevant to building portfolios for clients. 

 Learning objectives 
In this topic, you will learn: 

• how to define risk and return 

• the relationship between risk and return 

• diversification and its importance in the construction of an investment portfolio 

• the relationship between client risk profile and asset allocation strategy 

• key principles for portfolio construction. 
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2 Foundations of Financial Planning Part B: Financial Planning 

1 Performance of the major asset classes  
The performance of an asset class is not the same from year to year because 
economic and other market conditions will change each year. These differing 
returns are often referred to as the volatility of the investment. The more stable 
the returns each year, the lower the volatility, and conversely, the lower the 
volatility, generally the lower the risk. The longer an investment is held, the 
greater the likelihood that volatile returns will be ‘smoothed out’ over time.  
This is why different asset classes are usually recommended for different 
investment time frames: shorter time frames generally require investment in 
lower volatility investments. 

For example, although the sharemarket experiences substantial volatility in the 
short term, it is widely believed that it will outperform all other asset classes over 
the long term. History reveals that the asset class that performs the best in any 
one year is unlikely to be the best performer the following year. Likewise, 
the worst performing asset class in one year is unlikely to be the worst performer 
the following year. Consider Table 1 below and the risk/volatility implications of 
the most common asset classes. 
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Table 1 Annual investment returns by asset class 

Asset 
class 

Australian 
shares 

Australian 
fixed interest 

International 
shares A-REITS Cash Inflation 

1985 39.05 13.1 67.13 3.50 11.95 8.29 

1986 39.18 14.1 42.49 37.30 14.25 9.63 

1987 –15.99 13.8 5.32 5.70 14.15 7.21 

1988 23.41 12.4 2.23 16.10 10.9 7.56 

1989 8.09 13.3 23.99 2.30 13.4 7.81 

1990 –21.2 12.8 –16.57 8.70 14.9 6.88 

1991 22.55 11.52 17.87 20.10 10.8 1.53 

1992 –5.64 10.11 2.66 7.00 6.9 0.33 

1993 51.21 8.6 23.23 30.10 6.15 1.83 

1994 –20.78 6.36 –10.7 –5.60 4.75 2.61 

1995 25.01 10.33 23.95 12.70 8.5 5.1 

1996 5.91 8.11 4.48 14.50 6.9 1.52 

1997 9.61 7.46 39.85 20.30 5.65 –0.3 

1998 8.92 5.81 30.81 17.90 4.4 1.5 

1999 6.99 5.13 16.12 –5.00 3.85 1.92 

2000 6.31 7.18 1.4 19.70 5.45 5.79 

2001 3.42 5.41 –11.08 14.70 5.05 3.15 

2002 –13.77 5.86 –29.06 11.00 3.55 2.92 

2003 11.86 5.28 –1.46 8.80 3.95 2.45 

2004 25.07 5.7 8.35 32.00 4.85 2.52 

2005 18.84 5.35 14.08 12.50 4.65 2.82 

2006 17.98 5.2 9.16 34.00 4.5 3.34 

2007 –1.05 5.88 –4.32 –8.90 5.35 2.87 

2008 –38.95 6.08 –25.87 –55.30 6.45 3.7 

2009 32.17 4.09 –2.89 9.60 3.55 2.06 

2010 5.51 5.56 –3.34 –1.31 5.95 2.76 

2011 –14.33 5.52 –7.25 –4.71 6.15 2.99 

Note: 
• Australian shares based on the growth of All Ordinaries Index in the calendar year. 
• Australian fixed interest is the Australian Government 10-year bond rate based on the Capital Market Yields — 

Government bonds table from the Reserve Bank of Australia. The figures are the rates as at January in the given year. 
• International shares based on the growth of MSCI World Index ex-Australia converted into Australian dollars 

for the relevant calendar year. 
• A-REITS (Australian Real Estate Investment Trusts) is based on the growth of the S&P 200 A-REITS Index in 

the calendar year. 
• Cash is a one-year term deposit of $10,000 based on the Retail Deposit and Investment Rates table from the 

Reserve Bank of Australia. The figures are the rates as at January in the relevant year. 
• Inflation is based on the Consumer Price Index for December quarter in the relevant year. 
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4 Foundations of Financial Planning Part B: Financial Planning 

Table 2 Cumulative investment returns by asset class 

Asset class Australian 
shares* 

Australian 
fixed interest 

International 
shares 

A-REITS Cash Inflation 

Average annual return 8.5* 8.15 8.17 9.54 7.29 3.73 

27-year maximum 55.21 14.1 67.13 37.3 14.9 9.63 

27-year minimum –38.95 4.09 –29.06 –55.3 3.55 –0.3 

Years as best 
performer 

7 3 6 6 5  

Years as worst 
performer 

5 1 8 6 8  

Years > inflation 19 27 14 18 26  

Years < inflation 8 0 13 9 1  

Average real rate of 
return 

4.77 4.42 4.44 5.81 3.56  

* Does not include dividends. 

Figure 1 Annual investment returns by asset class 1984–2011 
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Note: The figure above is reproduced in colour in your ebook at KapLearn. 

The colour representation will better illustrate the comparison of the various asset classes over this time period. 
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Apply your knowledge 1: A closer look at asset class returns 

Consider Table 1 and 2 and Figure 1: 

a. Which asset class demonstrates the least amount of volatility 
(i.e. fluctuations in market value)? 

 

b. Which two asset classes show the greatest amount of volatility? 

 

In terms of the predictability of return: 

c. Which asset classes would be considered low-risk investments? 

 

d. Which asset classes would be considered high-risk investments? 

 

e. In which years did the major asset classes, other than cash and 
Australian fixed interest, produce a negative return? 

 

f. The chart below represents the theoretical relationship between risk and 
return. Thinking about the relative risk–return performance of the 
different asset classes in Tables 1 and 2, mark each point with the asset 
class whose risk–return trade-off belongs at that point. 

 

R
et

ur
n

Risk  
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6 Foundations of Financial Planning Part B: Financial Planning 

g. If $100 was invested in Australian equities for two years and earned a 
return of +17% for the first year and –18% in the second year, how 
much would the investment be worth at the end of the two years? 

 

h. Referring to Tables 1 and 2, calculate the average rate of inflation for the 
last 10 years by adding the rate of inflation each year and dividing by the 
number of years. 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

Apply your knowledge 2: Real rates of return 

The ‘real’ or ‘inflation-adjusted’ rate of return of an investment is the return 
earned by an asset after accounting for the effect of inflation. This is 
calculated by subtracting the inflation rate from the investment return. 

Using the data for the period 1984–2011 given in Tables 1 and 2 
calculate the: 

a. average rate of return of each asset class 

b. average real rate of return of each asset class. 

Asset class Average return Average real rate of return 

Cash   

Australian fixed interest   

Property (A-REITS)   

Australian shares   

International shares   

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

1.1 Calculating performance 
Interest payments that are calculated on both accumulated interest and capital 
invested are known as ‘compound interest’. The example below demonstrates 
the power of compound interest to generate significant investment returns when 
interest is consistently reinvested over the life of the investment. The reason for 
this will become clear as you work your way through the example then apply your 
understanding to ‘Apply your knowledge 3’ to determine the value of $1000 
invested in each of the asset classes between 1984 and 2011. 
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1.2 Calculating future value 
When calculating returns for clients, a financial adviser will almost always 
calculate the amounts in today’s dollars using the real rate of return. This is 
because people understand the value of money right now and it is much more 
difficult to comprehend what the value of the same dollar value will be in the 
future. For example, people like to talk about the price of milk when they were 
young and compare it with the current price to see how things have changed, 
but they rarely have any concept of how much milk will cost 20 years from now. 

In the example below you will apply the concept of real rates of return to calculate 
the value of an investment using the future value formula. This is the same 
formula you will use in your assignment, ideally with the use of Excel as it allows 
you to check your calculations. 

Example: Future value of investment in cash management trust 

Using the average real rate of return for cash of 3.56% calculated in 
‘Apply your knowledge 2’ and if $1000 was invested in a cash management 
trust account on 1 January 2001, what would the investment be worth at 
the end of the year, assuming no withdrawals or deductions? 

Year Amount invested Interest calculation Interest paid Total 

1 $1000 3.56% × $1000 $35.60 $1035.60 

If the entire amount ($1035.60) is reinvested at the same interest rate for 
another year, what would be its value at the end of Year 2? 

Year Amount invested Interest calculation Interest paid Total 

2 $1035.60 3.56% × $1035.60 $36.87 $1072.47 

If at the end of each year the total were reinvested, what would be the 
value of the investment after five years? 

Year Amount invested Interest calculation Interest paid Total 

3 $1072.47 3.56% × $1072.47 $38.18 $1110.65 

4 $1110.65 3.56% × $1110.65 $39.54 $1150.19 

5 $1150.19 3.56% × $1150.19 $56.92 $1191.14 

This answer can be arrived at much more quickly by applying the formula: 

FV = PV (1 + i) n 

 
where:   

FV = Future value (i.e. the value of the investment at the end of the investment) 

PV = Present value (i.e. the principal invested) 

i = Interest (i.e. the rate of interest applied each period) 

n = Total number of compounding periods. 

© Kaplan Education Pty Ltd. All rights reserved. 



8 Foundations of Financial Planning Part B: Financial Planning 

Applying this formula to the calculation above, the future value of $1000 
invested for five years at 3.56% compounding annually is: 

FV = PV × (1 + i)n 

 = $1000 × (1 + 0.0356)5 

 = $1000 × 1.19113 (rounded to 5 decimal places) 

 = $1191.13 

To calculate the future value of the investment if it were to remain 
untouched in the account for a total of 21 years:  

FV = PV × (1 + i)n 

 = $1000 × (1 + 0.0356)21 

 = $1000 × 2.08465 

 = $2084.65 

To calculate a smaller period, for example monthly, divide ‘interest’ by the 
number of periods in the year and multiply the ‘total number of 
compounding periods’ by the same number of periods. Therefore for a 
monthly return, the ‘interest’ is divided by 12 and the ‘total number of 
compounding periods’ is multiplied by 12. 

Calculating future value using Excel spreadsheets 

Although financial planners usually have access to software that enables them to 
calculate the value of a client’s investment portfolio over time, it is often useful to 
perform a quick analysis with a financial calculator or spreadsheet. It is also a 
requirement under the current training package that financial planners are able 
to demonstrate advanced skills in the use of Excel. 

There are many useful formulas available in Excel, one of which is the future 
value formula and the related present value and payment functions. These allow 
a financial planner to calculate how much money a client may accumulate over a 
given period, including modelling the effect of money contributed or withdrawn 
from a fund of money. The formulas can also be used to calculate how long it will 
take a client to clear a loan, or how much money they would need to add to their 
mortgage to pay it off in a given time frame. 
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Looking at the future value calculation described in the previous section, it is 
possible to make a comparison with the formula in Excel to understand how it 
works. In Excel, the FV = PV (1 + i)n is calculated by using the FV formula that 
has the following format: 

FV(rate,nper,pmt,[pV],[type]) 

where:  

rate = annual rate of return divided by the frequency of contributions, equivalent 
to ‘i’ in the above formula 

nper = time over which you are calculating the future value as the number of 
periods, equivalent to ‘n’ in the above formula  

pmt = the payment or the contribution amount. This is not included in the 
previous formula because no money was being added or removed from the 
funds. In Excel, this value should be negative when adding money to the fund 
and positive when drawing fund out of the account.  

PV = the present value, which may also be the value of the investment the end of 
the previous year and should be entered as negative  

type can be left blank and indicates that the payments happen at the end of each 
period, or ‘1’, in which case the calculation assumes that payments occur at the 
beginning of a period. Using ‘1’ is the most common approach. 

Example: Future value and present value using Excel for the same 
CMT investment 

Using the Excel formula and the same parameters as the example above, 
what would the investment be worth at the end of the year, assuming no 
withdrawals or deductions and at the end of five years?  

Using the average real rate of return for cash of 3.56%, investing $1000 in 
a cash management trust account on 1 January 2001 and assuming 
interest is paid annually as per the above. 

To mimic the above calculation in Excel for one year: 

• nper = 1 for annual returns  

• PV = value of the investment, –$1000 

• rate = annual rate divided by the frequency of contributions. In this case, 
3.56% because we are calculating annual returns 

• pmt is the contribution amount, which in this case is 0 

• type can be left blank and indicates that the payments happen at the 
end of each period. 

This is then represented as: 

FV(rate,nper,pmt,[pV],[type]) = FV(3.56%,1,0,–1000,0) 

To enter into Excel type into a cell: 

‘=FV(3.56%,1,0,–1000,0)’ 

© Kaplan Education Pty Ltd. All rights reserved. 



10 Foundations of Financial Planning Part B: Financial Planning 

The result will be the future value. To test this, copy and paste the above 
into a cell in Excel. 

The answer should be: $1035.60, exactly the same as the above example. 

To find out the value in five years, type: 

‘=FV(3.56%,5,0,–1000,0)’ 

The answer is $1191.13, the same as in the previous example. 

The PV formula (PV(rate,nper,pmt,[fv],[type])) works much the same way 
as the FV formula but is used to calculate the present value needed to 
reach a future amount. 

For example, how much money would need to be invested for seven years 
with a real rate of return of 3.56%, if annual contributions of $5200 are 
made and a client wanted to have $300,000 at the end of seven years? 

Assuming that the fund pays interest at the end of each year and 
contributions are made annually: 

Using the PV formula = PV(rate,nper,pmt,[fv],[type]) 

Enter into an Excel cell: 

= PV(3.56%,7 ,–5200,300000,0) 

The answer is –$203,118.09, which means the client would need to 
contribute $203,118.09 now and $5200 a year to reach their goal. 

Note: Amounts that are being contributed are always negative, and amounts received are positive. 
Hence the future value is positive and the present value will be negative because it is an amount 
needed to contribute. 

The pmt formula (pmt(rate,nper,pv,[fv],[type]) can be used to calculate the 
amount of money needed to take a present value to a set future value over 
a given time with a given rate of return. 

For example, how much money would need to be paid each year to reduce 
a home loan from a present value of $200,000 to $0 in 10 years, with an 
interest rate of 7% p.a.? 

In this case, enter into an Excel cell: 

‘=pmt(7%,10,200000,0,0)’ 

The result is –$28,475.50. In other words, the client would need to pay 
$28,475.50 per year to pay off the loan in 10 years. 

Note: One of the most important things to remember when using these formulas is to match the interest 
rate and payment amounts to the time period being used. If looking at monthly contributions or 
payments, the monthly rate of interest, not the annual rate, must be used i.e. nper = either 1 for annual 
or 12 for monthly contributions, and the rate = annual rate divided by the frequency of contributions, 
pmt is the contribution amount per period. The limitations of the formula are that payments in and out 
must occur over the same frequency as interest accumulates or is charged. Therefore, it is not possible 
to make annual contributions but assume interest is paid monthly. 
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Apply your knowledge 3: Asset classes — calculating returns 

Using the average real rates of return that you calculated in ‘Apply your 
knowledge 2’, calculate the future value of $1000 invested in each of those 
asset classes for the 27 years, as represented in Table 1, if returns are paid 
annually and if they are paid monthly.  

Remember that when you want to calculate the value over a smaller period 
than a year, for example monthly, you need to divide the ‘interest’ by the 
number of periods in the year and multiply the ‘total number of 
compounding periods’ by the same number of periods. Therefore for a 
monthly return, the ‘interest’ is divided by 12 and the ‘total number of 
compounding periods’ is multiplied by 12 (so for one year it would be 12, 
for two years it would be 24 etc.) 

In both cases, assume returns are paid at the end of each period and 
no additional contributions are made. 

Asset Future value of $1000 
annual returns 

Future value of $1000 
monthly returns 

Cash   

Australian fixed interest   

Property (A-REITS)   

Australian shares   

International shares   

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

Sample case study and SOA 

Open the case study SOA Appendix 2.  

Look at the data and assumptions relating to the current situation for the 
client. Check that the assumptions match with the information gathered 

in the fact find (Appendix 1 of the case study). 

Create an Excel spreadsheet and use the FV formulas above to check 
that the amounts in each year match with the amounts shown in the 

table using the assumptions listed in Appendix 2. 

Note: You can access this resource at KapLearn. 
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12 Foundations of Financial Planning Part B: Financial Planning 

Apply your knowledge 4: Asset class returns 

Referring to Figure 2 and the calculations made in ‘Apply your knowledge 
3’, what do you think would be the benefits from holding different asset 
classes in an investment portfolio? 

Figure 2  Comparative asset class performance 1984–2011 (base = 100) 
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    Note: The figure above is reproduced in colour in your ebook at KapLearn. 

The colour representation will better illustrate the comparison of the various asset classes over this 
time period. 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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2 Alternative asset classes 
While the majority of a client’s portfolio will generally be invested in cash, 
fixed interest, property and shares, sometimes it may be appropriate to include 
exposure to alternative asset classes. An asset class is normally considered 
‘alternative’ if it has some of the following characteristics: 

• a relatively limited investment history 

• more commonly found in the portfolios of institutional investors than 
retail investors 

• clearly different features from any traditional asset class 

• requires specialist skills to manage. 

These assets were described in the Generic Knowledge Subject, Topic 3. 

2.1 Reasons for holding alternative assets 
As with traditional asset classes, the decision to invest in a particular asset class 
and the proportion of a portfolio that should be allocated to each asset class will 
depend ultimately on the investment objectives (including return requirements 
and risk tolerance) of the investor. Nevertheless, there are several common 
reasons for the increase in exposure to alternative asset classes, which are 
discussed below. 

Additional diversification benefits  

As with any asset class that is not perfectly correlated with another, the inclusion of 
an allocation to alternative assets can be expected to yield diversification benefits. 

Perceived social/personal benefits  

Some investors are attracted by the potential socioeconomic benefits that can 
result from investing in alternative assets. 

For example, investment in some asset classes can be expected to lead to 
increased opportunity for employment in a particular geography or industry. 
There has also been substantial growth in socially responsible investments. 

Outstanding returns  

The degree of uncertainty surrounding the potential returns from new asset 
classes leads investors to demand a higher return than would normally be 
required from a comparable investment where a longer track record had been 
established. Investors who are prepared to bear the additional uncertainty can 
achieve additional returns as a result. 

© Kaplan Education Pty Ltd. All rights reserved. 



14 Foundations of Financial Planning Part B: Financial Planning 

More investors with long-term horizons  

Many alternative asset classes are characterised by their illiquidity and thus 
require investors to take a long-term view. Investors demand additional returns 
for illiquidity because it reduces their ability to reposition or liquefy their portfolio if 
circumstances should change. Investors in alternative asset classes must typically 
have investment horizons of five years or more and cannot expect to redeem their 
investment at short notice. Investors who, like many superannuation funds, are 
unlikely to require liquidity on part of their portfolio and have a long investment 
horizon can benefit from the liquidity premium available on these investments. 

Growing expertise of specialist managers of alternative asset classes 

Professional managers of investments in alternative asset classes are gaining 
more experience in the analysis of such vehicles. This is leading to increasingly 
consistent performance. Further, the quality of information that managers of 
pooled vehicles provide to investors and the design of these pools tend to 
improve with time. These changes provide investors with greater confidence 
and increase their likeliness to make investments in alternative asset classes. 

Increased demand for capital  

The demand for private sector capital in some asset classes, such as 
infrastructure, has only developed recently. 

2.2 Risks in holding alternative asset classes 
The inclusion of alternative asset classes in a portfolio is complicated and 
constructing allocations to these products requires an extensive understanding 
of their investment strategies and risks. The following should be considered: 

• Legal, tax and operational issues must be addressed before a planner can 
include alternative asset classes in their client’s portfolio. 

• Alternative assets are largely unregulated products so there have been many 
cases of fraud and even theft. 

• Alternative assets are mostly private partnerships that have no legal reporting 
requirements and consequently have only limited accurate and publicly 
available data. 

• Access to the best managers is a crucial factor when investing in alternative 
assets. Successful alternative asset managers have delivered exceptionally 
high returns; however, if unsuccessful, net losses for investors can be 
excessive if not a complete loss. 

• Advisory clients are typically semi-affluent, so unlike institutions or the affluent, 
they can only invest limited amounts in such products and may have greater 
liquidity needs. 

• Alternative asset classes are less liquid than more traditional asset classes 
(i.e. there may not be a secondary market in which to quickly buy and sell). 
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3 Investment risk 
Investment risk is defined as uncertainty regarding the expected rate of return, 
both income and capital return, from an investment. The larger the range of 
possible outcomes, the more uncertain the investment is regarding the actual 
return and therefore, the greater the risk. Another term that is often used 
interchangeably with risk is ‘volatility’. 

Most investors focus on downside risk. This is the risk that a particular investment 
or investment portfolio will perform poorly in comparison to expectations. 

3.1 Types of risk 
Market or systemic risk 

Market or systemic risk is also known as ‘non-diversifiable risk’. This is an 
extremely difficult type of risk to control through diversification within an asset 
class or market because it is related to an entire market not performing to 
expectations. The ‘market’ in this case is an asset class such as Australian 
shares, which covers a wide range of different investment assets. Unless the 
investor does not invest at all in the asset class, they will be affected by this risk 
to some extent. 

Specific or business risk 

Also known as ‘diversifiable risk’, this is the risk associated with the returns of a 
particular investment asset. 

There are many examples of specific or business risk: 

• Market sector risk: The risk associated with a particular sector of a market. 
An example would be the risk associated with long-term bonds as opposed 
to short-term Treasury notes: both are within the fixed-interest class of assets, 
or small company shares versus blue-chip shares. This risk can be managed 
by owning investments across a number of market sectors rather than in just 
one sector. 

• Financial risk: The risk of loss of funds invested due to the structure of an 
investment, such as a company share or an investment’s debt arrangements. 

• Economic risk: The risk associated with changes to macroeconomic 
elements in the economy. These include monetary policy (i.e. interest rates), 
fiscal policy (i.e. government debt and deficits) and inflation. 

 Inflation risk is the risk that the investment will not perform at a rate that is at 
least the rate of inflation. This means that the real value or purchasing power 
of the investment will fall although the nominal dollar value may rise. 

 Interest rate risk is the risk that investment returns will be affected by interest 
rate changes. This class of risk is often also thought of as a type of systematic 
risk (i.e. risk that cannot be reduced through diversification). 
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• Political or legislative risk: The risk associated with changes to 
governments and policies. This is also accompanied by legislative risk, 
where the government does not or cannot implement its announced policies. 
Further, legislative risk is where the rules as to why a certain strategy is 
implemented for a client may change in the future, potentially compromising 
the intended strategy (e.g. future changes to superannuation laws). 

• Liquidity risk: The risk that an investor will not be able to sell their investment 
without a lengthy delay and/or an effect on the price achieved. An investment 
in which liquidity is an issue is ‘illiquid’. A liquid asset is one that an investor 
may sell quickly without materially affecting the price to complete the sale. 

• Timing risk: The risk of buying and selling assets at the wrong time. 
This is where an investor buys high and sells low. 

• Opportunity risk or cost: The risk of not investing at all or investing in an 
alternative asset that does not perform as expected. The investor may miss 
potential investment returns. 

• Information risk: The risk that the information available about an investment 
is incorrect or not accessible equally to all interested parties. 

3.2 Measuring risk 
Standard deviation 

The fundamental nature of risk is uncertainty (i.e. the actual outcome may not 
coincide with the expected). The spread of likely outcomes indicates the extent of 
uncertainty and therefore the extent of the risk. Investments with a narrow spread 
of possible returns have a low level of risk because their future returns can be 
predicted with relative accuracy. Securities with a wide dispersion of possible 
future returns have a high level of risk because the expected return cannot be 
forecast with any degree of certainty. 

Standard deviation is a statistical measure of the dispersion or spread of a set of 
numbers around the mean (i.e. a central point). In relation to investment returns, 
it is a measure of the degree to which returns have previously varied from the 
expected return. Standard deviation measures the volatility of investment returns. 

The higher the standard deviation of returns for an investment, the greater their 
dispersion and thus the greater the risk that is taken by the investor. A lower 
standard deviation indicates that the likely return from an investment will be 
relatively close to the expected return and therefore the level of risk is lower. 

According to established statistical rules, 68% of actual returns will fall within 
one standard deviation of the expected return, while 95% of returns will fall within 
two standard deviations and 99.7% of returns fall within three standard 
deviations, as shown in Figure 3. 

Note: It is important to remember that the range of possible returns used to 
measure standard deviation is based on past returns. Past returns may not be 
a reliable predictor for future returns. 
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Figure 3 Standard deviation 
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Beta 

Another measure of risk is beta. It reflects market sensitivity (i.e. the extent to 
which a share or a portfolio fluctuates with the market). It is a statistical estimate, 
based on historical data, of the average percentage change in a security’s or 
fund’s rate of return in relation to a 1% change in the market. 

The market has a beta of 1. A share with a beta of 1 is exactly as volatile as the 
market. A security with a beta of 2 moves twice as far in either direction as the 
rest of the market. Should a share’s volatility be lower than the market, its beta 
will be less than 1 but more than 0 (e.g. 0.5). It is possible, although highly 
unlikely, that a share could have a negative beta (i.e. less than 0). This would 
mean it has an inverse relationship to the market. 

The volatility of a security is calculated as: 

Beta × Market movement = Volatility 

Example: Beta and share price movements 

If a security or portfolio has a beta of 1.2 and the market moves either up or 
down by 10%, the security would move by 12%, i.e. 1.2 × 10%. 

Similarly, if a security has a beta of 0.5, its volatility is equal to only half the 
markets. For instance, if the market moves by 10%, this share will move by 
5%, i.e. 0.5 × 10% = 5%. 

Beta measures can be used in portfolio management to limit risk by 
containing the overall volatility of the investment to a predetermined band. 
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3.3 Investment risk and return 
It is accepted that there is a trade-off between risk and return — the higher the 
expected return from an investment, the higher the expected risk. In other words, 
most investors will want to be compensated for a high-risk investment with a 
higher expected or long-term return. Many investors are averse to risk. They find 
it difficult to cope with the volatility of returns in assets such as shares. This has 
been highlighted by the rocky ride that the Australian sharemarket has taken over 
the past few years. 

In theory, a risk-free investment is one where an investor is certain of the 
investment return. In practice, there is really no such thing as a truly risk-free 
investment but there are investments close enough to risk-free to be classified as 
such. The 90-day Commonwealth Government-issued Treasury bill, a form of 
loan to the government by investors, is most commonly considered the security 
that most closely represents a ‘risk-free’ investment in Australia. 

Figure 4 shows the general relationship between the risk and return of the major 
asset classes over the medium to long term. 

Figure 4 Relative returns of major asset classes over the medium to long term 
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4 Diversification 
Diversification is a method of reducing investment risk by spreading investments 
across different investment assets and asset groups. By diversifying an 
investment portfolio, the return an investor achieves is not dependent totally on 
one investment or asset class performing well or badly. Diversification works 
because it is unlikely all investment assets in a portfolio will perform well or badly 
at the same time. They are not ‘perfectly correlated’. 

4.1 Methods of diversification 
An investment portfolio can be diversified in three general ways. Each method is 
effective in reducing the overall investment risk to an investment portfolio. 

Several assets over the range of major asset classes can be purchased. These major 
asset classes include cash, fixed interest, property and shares. The likelihood of all of 
these asset classes performing poorly at the same time is doubtful. In this way, most 
types of risks are limited by diversifying the portfolio to take advantage of the offset 
between poorly performing asset classes and asset classes that are performing well. 
This is known as ‘diversifying across asset classes’. 

Several assets over a range of sectors or subcategories of an investment asset 
class can be purchased. An example is to buy shares in bank and mining stocks 
because it is unlikely that poor performance in the banking sector would affect 
stocks in the mining industry. This is a form of diversifying within the asset class. 

A range of securities can be purchased within the same sector. An example would be 
to buy a number of telecommunication company shares. The failure of a particular 
company share may be offset by good performances of the other companies in the 
same industry. This is also a form of diversifying within the asset class. 

4.2 Benefits of diversification 
Diversification can achieve a number of benefits for investors, such as: 

• Smoothing returns without compromising long-term performance. In many 
cases, diversification will enhance long-term performance through the 
purchase of assets whose performance patterns are not synchronised with 
each other at various times in the investment cycle. 

• An appropriate mix of assets will assist in ensuring that the relatively poor 
performance of one asset will be offset by the relatively good performance of 
another asset. 

• A significant reduction in the impact of the failure of one particular asset 
(e.g. bankruptcy of a company). 

• A reduction in volatility, which is worthwhile for two reasons. 

 – Firstly, it means it is more likely that a portfolio will meet its return 
objectives over the short to medium term. The lower the volatility, 
the lower the chance of a major deviation from expected returns. 

 – Secondly, one can avoid having to pick ‘winners’. Investment is prospective 
and it is difficult to know which asset will be the best performer over a given 
time frame. Chasing asset performance based on historical returns can 
lead to disappointing results for investors. 
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4.3 Limits to diversification 
While it is possible to reduce specific or business risk through diversification, 
it is not possible to eliminate all market risk. In practice, this means that every 
portfolio will carry risk. At a point, introducing additional assets to a portfolio 
provides very little investment risk control. This is because as the number of 
assets increases in a portfolio, it is more likely that additional assets will have 
similar characteristics and also be affected by similar risk factors (see Figure 5). 
However, if sufficient and effective diversification is present in a portfolio, only 
non-diversifiable risk will remain. 

Figure 5 Relationship between risk and diversification in an investment portfolio 

 

Numerous academic and industry studies suggest that having a portfolio 
comprised of 25 unrelated Australian share assets or 40 unrelated international 
share assets, or more than eight unrelated managed investments, achieves the 
maximum risk reduction through diversification. Having more than these shares 
has no material effect on investment risk. 

5 Building investment portfolios 
After the financial planner has determined the client’s risk profile using a risk 
profiler and selected a suitable financial strategy, they must determine how best 
to invest the client’s resources to satisfy both the client’s attitude to risk and their 
investment needs. When providing investment advice to clients, financial 
planners will often recommend that the client diversify into a range of assets with 
the aim of reducing risk and maximising return over time. 

This spread of investments is referred to as a ‘portfolio’. To build a diversified 
investment portfolio, decisions must be made about how investment funds will be 
divided between the various asset classes. The spread across the different asset 
classes is referred to as ‘asset allocation’. In essence, the asset allocation 
decision is the tailoring of the investor’s portfolio, for the risk–return trade-off 
suitable for that particular investor, by including an appropriate mixture of 
different assets and asset classes. 

The questions that arise with asset allocation are: which asset classes, which 
assets, and in which proportions? 
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5.1 The relationship between assets in a portfolio 
As noted above, while assets have their own level of risk, diversifying into 
unrelated multiple assets within a portfolio generally will reduce the overall 
level of risk.  

Equity and bond markets generally fluctuate against each other (i.e. when the 
equity market is performing well, bond markets are down and vice versa). 
In a portfolio where funds are invested in both the equity and bond markets, 
investment returns tend to be evened out. 

The strength of the relationship between assets can be measured and is referred 
to as the ‘correlation coefficient’. This measures the volatility of two securities or 
portfolios relative to one another and shows the extent to which the return 
patterns of each asset are similar. 

Correlation coefficients always lie between –1.0 and +1.0 (inclusive). A negative 
correlation coefficient indicates that when the value of one security goes up, 
the other will go down. A strong negative correlation coefficient indicates dissimilar 
return patterns (i.e. investment returns will rise and fall in opposite ways). 

A correlation coefficient of –1.0 indicates perfect negative correlation. 

A positive correlation coefficient indicates that when the value of one security 
goes up, so will the other. A strong positive correlation coefficient indicates 
similar return patterns (i.e. investment returns will rise or fall in a similar way). 
A correlation coefficient of +1.0 indicates perfect positive correlation. 

A correlation coefficient of 0 implies there is no correlation between the 
movements of the two securities; they are largely independent of each other. 
An independent correlation coefficient indicates no visible similarity in return 
patterns. 

From the point of view of achieving genuine diversification among a range of 
securities and/or managers, the lower the correlation coefficient between two 
managers, the greater the level of diversification. 

5.2 Asset allocation strategy 
Asset allocation is the process of determining the mix of different asset classes 
within a portfolio. The objective is to achieve an asset allocation that is the most 
suitable for a client regarding their needs and the degree of risk they are willing 
to accept. 

Asset allocation as a modelling tool is a theory based on the hypothesis that risk 
can be reduced by not ‘putting all eggs in one basket’. It is a topic that is regularly 
debated by economists and financial planners. 

In general, an investment portfolio should be diversified, flexible and designed 
with the goals and objectives of the individual in mind. The basic principle for 
most investors involves building a solid foundation by firstly investing in secure, 
non-speculative investments. From this base, increasingly speculative 
investments can be adopted with diminishing levels of exposure, providing not 
only controlled levels of risk but also the potential for greater returns. 

© Kaplan Education Pty Ltd. All rights reserved. 



22 Foundations of Financial Planning Part B: Financial Planning 

The extent of diversification built into a client’s portfolio will be determined 
principally by the: 

• client’s goals and objectives 

• time horizon to achieve those goals 

• client’s risk profile or tolerance to risk 

• asset allocation strategy to be employed 

• economic outlook. 

It should be the goal of investors and their financial planners to maximise returns on 
their investments while not exposing the investment portfolio to greater risk than is 
appropriate for the investor’s comfort level. Using risk as a consideration can help 
planners and investors get an appropriate balance of investment assets for their 
portfolio. 

Most financial advisory groups set portfolio construction benchmarks to provide 
guidance for their planners. These portfolio construction guidelines usually 
correspond with the risk-profiling tool and guide the planner in the strategic 
allocation of the client’s funds over the long term. 

It is extremely important that an investment portfolio based on this strategy is 
monitored and reviewed regularly. ‘Strategic asset allocation’ remains largely 
unchanged from year to year. At each review, the client’s assets are valued 
and the portfolio rebalanced according to the selected asset allocation strategy. 
The asset allocation strategy may be reviewed if the client’s circumstances 
change. 

For most clients, it is important that there is a spread of investments across 
the various asset classes and a spread among various institutions/managers. 
In the event of any legislative changes or negative returns from a particular asset 
class, company or product, the client’s investments are diversified. 

It must be remembered that every client is different and what may be a suitable 
investment portfolio for one client may not be suitable for another. A planner must 
have a clear understanding of each client’s attitude towards risk, time horizon 
and their financial objectives to determine the types of investment instruments to 
purchase and the extent of the diversification to build into each client’s portfolio. 

Financial planners should consider how comfortable an investor is with an 
investment’s exposure to risk. They should also ensure that investors understand 
and are comfortable with the level and type of risks associated with an 
investment or investment portfolio. This is not only a legal duty but also a 
fiduciary one. 

Resource 1 — Ontrack: Asset allocation in troubled times  
(Kaplan Professional) 

The global financial crisis highlights the need to ensure that client portfolios 
are properly allocated to withstand market volatility. This may require some 
‘rebalancing’ of portfolios. Exposure to specific product groups within asset 
classes may need to be changed. 

Note: You can access this resource at KapLearn. 
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5.3 Sample investment portfolios 
The sample portfolio construction guidelines provided in Table 3 demonstrate five 
different types of investment portfolios that may be constructed for different types 
of clients. Should the financial planner’s asset allocation recommendations fall 
outside of the group’s guidelines, usually by more than 10%, the planner may be 
required to document and file the reasons behind their decision-making processes. 

In addition, because it is not always possible or desirable to hold the asset 
allocations at a specific percentage, fund managers will usually provide a range 
within which they will maintain their portfolios. This range is indicated by the 
percentages in brackets in Table 3. The financial planner needs to bear this mind 
when constructing the client’s portfolio. 

The table below shows sample investment portfolios matched to risk profiles 
and the range within which each asset class can vary within the model portfolio. 

Table 3 Sample investment portfolios 

 Defensive assets Growth assets 

Risk profile Cash Australian 
fixed 

interest 

International 
fixed interest 

Property Australian 
shares 

International 
shares 

Conservative 30% 
(20%–50%) 

35% 
(20%–45%) 

5% 
(0%–10%) 

5% 
(0%–10%) 

20% 
(0%–25%) 

5% 
(0%–10%) 

Moderately 
conservative 

20% 
(15%–45%) 

30% 
(25%–40%) 

5% 
(0%–15%) 

10% 
(0%–15%) 

25% 
(5%–30%) 

10% 
(0%–15%) 

Balanced 10% 
(5%–40%) 

20% 
(10%–40%) 

10% 
(5%–20%) 

10% 
(5%–20%) 

30% 
(20%–50%) 

20% 
(10%–40%) 

Growth 10% 
(5%–20%) 

5% 
(5%–30%) 

5% 
(5%–30%) 

15% 
(10%–
40%) 

35% 
(20%–55%) 

30% 
(15%–40%) 

High growth 5% 
(0%–15%) 

0% 
(0%–15%) 

5% 
(0%–10%) 

20% 
(15%–
45%) 

40% 
(35%–55%) 

30% 
(15%–50%) 

It is common for both fund managers and financial advisers to show the 
recommended asset allocation, or target asset allocation in the form of a pie 
chart. The pie chart will represent the ideal values, and not the ranges as 
indicated in Table 3. Many SOAs will therefore show both a pie graph of the ideal 
portfolio, and a table of values showing the range within which each asset class 
can vary. 

In addition to these guidelines, some advisory groups may further stipulate the 
appropriate balance between the total percentage of the portfolio invested in 
defensive assets, such as cash and fixed interest (e.g. 30%) and the level of 
investment in growth assets, such as shares and property (e.g. 70%). Table 4 
demonstrates asset allocation guidelines based on the level of income the 
investor requires from the portfolio. 
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Table 4 Asset allocation guidelines 

Asset High-income 
requirement 

Medium-income 
requirement 

Low-income 
requirement 

Cash 25% 10% 5% 

Fixed interest 45% 40% 15% 

Property 5% 10% 20% 

Australian shares 25% 30% 40% 

International shares 0% 10% 20% 

Sample case study 

Open the case study SOA and look at the section entitled ‘Your risk profile’. 

Look at the clients’ risk profile(s) and the recommended asset allocation pie 
graph. Check that this falls within the guidelines above (Tables 3 and 4). 

Check the clients’ goals and objectives to see if they had a particular need 
for income or growth and check if this matches with the recommendation in 

the SOA. 

5.4 Portfolio construction guidelines and considerations 
When building an investment portfolio: 

• Remember that all investments carry some risk. 

• Remember the general relationship between investment risk and return. 

• Understand the types of risks that may affect a particular investment asset, 
and their implications for the portfolio. 

• Diversify effectively to reduce risk. 

• Keep in mind the investor’s risk profile and time horizon. 

• Focus on cash and fixed-interest securities when an investor is unable to bear 
risk and wants peace of mind. Importantly, ensure that the investor 
understands the implications of this on their lifestyle goals. 

• Do not chase historical performances. Be cautious when looking at past 
performance figures. 

• Remember that a capital loss can occur in all property, share and long-term 
fixed-interest assets (i.e. almost any asset class). 

• Understand the investor’s goals, fears and risk profile. 

• Keep in mind that a buy or sell decision at the wrong time will have 
implications on the investment returns for a portfolio, even if the assets are 
being held for longer periods. Thus, encouraging the practice of regular 
investments can be beneficial to the client. 

• Keep abreast of the various issues and news that is available while keeping a 
wary lookout for opinions as opposed to facts. 
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In addition to determining the income and capital growth needs of the client and 
the asset allocation appropriate for their risk profile, time horizon and financial 
objectives, several other factors must be addressed when selecting the 
investments to be included in a portfolio. 

Direct versus managed 

Direct investment means the share, property or other investment is owned 
directly by the individual investor and that the owner makes all the decisions 
relating to that investment. 

Managed investments remove all or some of the decision-making about the 
investment from the individual. In nearly all cases, the investor's money is pooled 
with that of others, normally in more than one underlying asset. 

Because financial planners often act on behalf of clients with only relatively small 
sums to invest, they have historically invested a dominant proportion of clients’ 
funds in managed products rather than direct investments. 

By pooling the resources of a large number of small investors, managed 
investments provide the investor with access to larger and better-performing 
investment opportunities than may otherwise have been available to them. 
A managed fund also provides small investors with a ‘spread’ of investments or 
a diversified portfolio comprised of a variety of underlying securities in different 
asset classes. This reduces the risk that clients with only a small amount of 
money to invest will have ‘all their eggs in one basket’. 

Many investors do not have the time, expertise or sufficient information to 
manage investments successfully. Thus, one of the main benefits of managed 
funds is they are run by full-time professional managers. There are, however, 
some negative aspects to investing in managed funds: 

• administration fees charged by the fund manager can make managed 
funds expensive 

• lack of control of investment decision making 

• the investor does not know precisely what is happening to the portfolio from 
day to day 

• there may be some delay in accessing funds. 

When using managed investments, the investor and financial planner should be 
confident that the benefits gained outweigh the associated costs and possible 
inconvenience. 

The use of direct investments in financial planning has increased dramatically in 
the last few years for a variety of reasons: 

• more knowledgeable clients with larger sums to invest 

• more adept financial planners with a better understanding of direct investments 

• involvement of stockbrokers and stockbroking firms in financial planning 

• changes to the way financial planners are remunerated, making it feasible to 
use direct investments with generally lower commissions. 
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Direct investments have the advantages of: 

• greater client/planner control over the asset 

• greater flexibility and liquidity in some instances (direct property can be an 
exception) 

• lower costs, especially ongoing, although transaction costs, such as broker 
charges for buying and selling on the stockmarket and entry costs associated 
with direct property, must be taken into account 

• the ability to control the timing of sales of assets to fine-tune potential tax liability. 

Some of Australia’s largest companies (e.g. IAG, AMP and Telstra) listing on the 
Australian Securities Exchange (ASX) through initial public offerings (IPOs) 
has resulted in an increasing number of people experiencing direct investment 
ownership. 

Where direct investments are extensively used, the financial planner’s 
responsibilities in relation to selecting and monitoring those investments are 
far greater than if managed investment products were used. 

Apply your knowledge 5: Direct versus managed investments 

List the advantages and disadvantages of holding investments indirectly via 
a managed fund. 

Advantages Disadvantages 

  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

Listed versus unlisted 

A listed security is one that is listed on a stock exchange in Australia or overseas. 
Listing ensures there is a free market in which the security can be traded. 
Purchases and sales of listed securities were traditionally arranged through 
discussions with a stockbroker; however, there has been an increase in the use of 
less expensive online trading systems in Australia over the past few years. 

An unlisted security is an investment that is not tradeable on a stock exchange 
and is therefore privately traded between investors and/or institutions. Purchases 
and sales/withdrawals of unlisted securities are made by redemption from the 
institution (i.e. the issuer of the securities). Therefore, the investor is reliant on 
the managers being able to meet their commitments. There is rarely a secondary 
market for unlisted securities. 
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Domestic versus international 

The Australian sharemarket represents less than 2% of the value of total world 
sharemarkets. From a risk diversification point of view, this provides a strong 
case in favour of placing a proportion of funds overseas. Investing internationally 
can also improve the risk–return relationship available to investors. 

Due to the costs and complexities of investing offshore, many investors elect 
to use the services of a fund manager. Fund managers use their professional 
expertise and the large amount of pooled funds available to them to spread 
their investments across a wide range of asset classes, industries and countries. 
This ‘spreading of assets’ protects the fund’s returns from a single, poorly 
performing asset class, industry, currency or country. 

With many new varieties of overseas investments becoming available, 
investors will become more aware of Australia’s vulnerability to changing 
international conditions, and they will look for more ways to diversify their 
investments by investing overseas. 

Existing assets 

When constructing an ideal portfolio for a client there are usually existing assets 
that the client has that they may wish to keep. Sometimes these assets are of 
greater value than the investable assets and it may result in a portfolio that 
cannot be constructed to meet the ideal portfolio for the client. For example, 
a client may have a total of $50,000 in superannuation, $10,000 in direct shares 
and a $350,000 investment property. It will be very hard if not impossible to 
construct a portfolio that includes the investment property and still meets the 
ideal portfolios shown in Table 3. In this case, the adviser needs to explain the 
difference in the actual portfolio and the ideal portfolio as part of their 
recommendations in the SOA. 

Sample case study 

Open the case study SOA and look at the section entitled 
‘Recommended asset allocation’. 

Look at the clients’ recommended portfolio(s) and compare it to the 
ideal one in the section ‘Your risk profile’. 

Check the recommended portfolio matches with the target allocation 
and if it does not, check that there is a reasonable and logical 

explanation as to why there is a difference. 

Note: You can access this resource at KapLearn. 
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6 Common investment strategies 
Before selecting specific products to recommend to a client, a financial planner 
will need to evaluate the strategies most appropriate to achieve client goals  
and objectives. There are many issues to be considered when selecting 
strategies, some of which include the amount to invest, the timing and the 
ownership of investments. 

6.1 Income splitting 
Income splitting is a generic term for a number of arrangements that involve 
distributing income among a group of taxpayers so that as much of the income as 
possible is taxed at the lowest possible marginal rate of tax. 

For example, this can be used by a couple that places investments in the name 
of the spouse who earns the lower income. If this person is on a lower marginal 
tax rate (MTR) than their partner, it means that less tax will be paid on any 
income or realised capital gain earned on the investment. 

More formal arrangements, such as setting up partnerships, trusts or  
companies, may also be instigated to achieve the same outcome but  
expert advice is required to ensure the structure chosen is appropriate to the 
individuals concerned. 

Apply your knowledge 6: Income splitting 

Mrs Jones has a MTR of 45%. 

Mr Jones has a MTR of 32.5%. 

Calculate the tax payable (excluding Medicare levy) on the income earned 
by a group of assets that return an annual income of $5000 where: 

a. All assets are held in Mrs Jones’s name. 

 

b. All assets are held in joint names. 

 

c. All assets are held in Mr Jones’s name. 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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6.2 Investment gearing 
Investment gearing is the practice of borrowing funds to purchase an investment 
that will produce an assessable income, such as property or shares. Generally, the 
interest paid on money borrowed for this purpose is tax-deductible for the taxpayer. 
Gearing allows an investor to increase the amount of money available for 
investment and to potentially enhance or leverage the potential profit. The larger 
capital base (i.e. the amount invested) achievable by borrowing can significantly 
increase the net proceeds received. 

Example: Investment with and without gearing 
Without gearing  With gearing 

   Borrow an additional $200,000 

Amount invested $100,000  Total amount invested $300,000 

Value after seven years $150,000  Value after seven years  $450,000 

Less amount invested $(100,000)  Less amount invested $(300,000) 

Capital gain $50,000  Capital gain  $150,000 

Positive and negative gearing 

Where the cost of borrowing (i.e. interest repayments) is lower than the cash flow 
received from the investments, the investment is ‘positively geared’. In some 
instances, the interest paid on the money borrowed may exceed the net income 
generated by the investment. This is called ‘negative gearing’. Where the cost of 
borrowing exceeds the investment’s net income, the excess interest payment can 
be deducted from other income received by the investor, but the investor will still 
be out of pocket by any amount not covered by the tax deduction. This strategy is 
generally only effective where the investment is expected to make a capital gain. 

Risks of gearing 

Borrowing to invest is a double-edged sword. While it can enhance the returns 
from an investment dramatically, it also increases the risk of the investment and 
the variability of returns by introducing a range of additional factors that require 
consideration. Some of these include: 

• The investment may not perform to expectations, producing a loss for the 
taxpayer that exceeds the amount invested. 

• Interest rates may rise or fall, in turn affecting the value of the arrangement. 

• The interest on borrowings must still be paid whether or not the investor is in a 
financial position to continue to do so. 

• If the taxpayer does not have a high taxable income, the value of the 
deduction is reduced. 

An investor should have a high tolerance for risk, secure surplus income and a 
long-term approach to undertake a gearing strategy. 
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Apply your knowledge 7: Investment gearing 

Gearing is not a suitable investment strategy to use with all clients.  
List four (4) reasons why gearing would and would not be a suitable 
strategy for clients. 

When gearing is suitable When gearing is not suitable 

  

  

  

  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

6.3 Making tax-effective investments 
This strategy involves the purchase of investments and products, or making 
investments to or within structures with ‘tax-effective’ capacities. Utilising a 
tax-effective investment strategy may include: 

• investing in shares or share trusts to participate in the franking credits they 
can deliver 

• investing in real estate or property trusts to take advantage of  
depreciation allowances 

• investing in insurance or friendly society bonds where the investment gains 
are subject to concessional taxation treatment 

• making superannuation contributions to take advantage of concessional tax 
rates or tax deductions 

• film, primary production or high-tech ventures that may offer individual  
tax advantages. 

It is very important to remember that the tax advantage an investment may carry 
is only one component of any investment. The quality of the investment should 
be taken into account when deciding about whether or not to invest. If the 
investment itself does not perform, the result for the client will be unsatisfactory 
regardless of the tax advantages attached. 
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Key points 
• Each asset class has a different inherent risk level and associated expected 

returns. 

• Cash and fixed-interest investments are generally regarded to be low-risk 
investments where the capital invested is relatively secure. They return regular 
and predictable income but do not combat the effects of inflation. 

• Property and Australian shares present a moderate risk over the medium term 
(5–10 years). Traditionally, they provide income that will rise with inflation over 
time, coupled with appreciation in the market price of the investment, to keep 
pace with inflation. 

• International equities have a long-term investment horizon (more than 10 years) 
because they can be extremely volatile in the short term. They return substantial 
future capital gains if held over the long term. Income from international shares is 
very unpredictable. 

• The 90-day bond rate is used to determine what is known as the ‘risk-free’ 
rate of return. 

• Investment products and product structures may be categorised according 
to the degree to which they may be subject to the risk of capital loss. 

• Generally, the lower the level of investment risk, the lower the return and 
vice versa. 

• Market risk — the risk that a particular market as a whole will not perform to 
expectations — can be reduced over time. 

• Standard deviation measures the spread of an investment’s likely returns 
based on past performance. A high standard deviation indicates that returns 
are unpredictable and the investment therefore has a higher risk factor. 

• Beta is a measure of market sensitivity (i.e. the extent to which a share or a 
portfolio fluctuates with the market). The market is said to have a beta of 1. 
Securities with a beta of more than 1 have a greater volatility. 

• Investors can limit but not eliminate the effect of risk by diversifying to ensure 
that ‘all their eggs are not in one basket’. 

• During the portfolio construction process, recognition must be given to not only 
a client’s financial goals and objectives but also their risk profile and tolerance 
to risk. 

• A risk profiler is a document that normally poses a series of questions 
designed to clarify the client’s attitude towards risk. 

• Asset allocation strategy is the process of determining a portfolio’s mix of 
investments across the various asset classes. 

• An investment portfolio should be diversified, flexible and designed with the 
goals and objectives of the individual in mind. It is extremely important that an 
investment portfolio is monitored and reviewed regularly. 

• Financial theory requires that the relationships between two or more 
investments is determined to ascertain their combined level of risk. 
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• Correlation coefficient measures the volatility of two securities or portfolios in 
relation to each other. Correlation coefficients always lie between –1.0 
and +1.0 (inclusive). A negative correlation coefficient indicates that when the 
value of one security goes up, the other will go down. A positive correlation 
coefficient indicates that the securities move in time with each other. 
A correlation coefficient of 0 implies that the two securities are largely 
independent of each other. 

• Most advisory groups set portfolio construction benchmarks to provide 
guidance for planners. 

Review questions 
You can access the ‘Review questions’ for this topic at KapLearn. 
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Suggested answers 

Apply your knowledge 1: A closer look at asset class returns 

a. Australian fixed interest 

b. Australian shares and international shares 

c. Cash and Australian fixed interest 

d. Australian shares and international shares 

e. 1994, 2007, 2008 and 2011. 

f. 

R
et

ur
n

Risk

cash

fixed interest

property

Int’l 
equities

Australian 
equities

 

g. Although the returns of +17% and –18% would roughly neutralise each other, 
the investment would be worth only $95.94 after two years: 

Year Amount 
invested 

% Return Growth Profit or (loss) Investment 
value 

1 $100 17% 0.17 × $100 $17.00 $117.00 

2 $117 –18% –0.18 × $117 $(21.06) $95.94 

h. Average rate of inflation over last 10 years: 28.43 ÷ 10 = 2.84% 

Apply your knowledge 2: Real rates of return 
Asset class Average return Average real rate of return 

Cash 7.29% 3.56% 

Australian fixed interest 8.15% 4.42% 

Property (A-REITS) 9.54% 5.81% 

Australian shares 8.5% 4.77% 

International shares 8.17% 4.44% 
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Apply your knowledge 3: Asset classes — calculating returns  

Asset classes — calculating returns 
Asset Future value of $1000 annual returns Future value of $1000 monthly returns 

Cash $2571.49 $2611.11 

Australian fixed interest $3214.84 $3291.05 

Property (A-REITS) $4594.32 $4782.27 

Australian shares $3518.82 $3615.92 

International shares $3231.51 $3308.81 

Apply your knowledge 4: Asset class returns 

A diversified investment portfolio is one with a spread of investments within and 
across the major asset classes (i.e. cash, fixed interest, property and shares) 
and if applicable across various institutions/managers. 

A diversified portfolio will reduce the investor’s exposure to the risks inherent 
in investing. In the event of negative returns from a particular asset class, 
company or product, the clients ‘eggs are not all in one basket’. 

A diversified investment portfolio can be constructed taking the needs of the 
investor into account and recognising that each asset class has a particular 
set of characteristics in relation to risk and return. 

Cash and fixed-interest investments are generally regarded as low-risk 
investments where the capital invested is relatively secure. They do not, 
however, effectively combat the effects of inflation. 

Property and Australian shares present a moderate risk over the medium term 
(5–10 years). They are also recognised as providing capital growth in excess of 
inflation. 

International shares have a long-term investment horizon (> 10 years) because 
they are extremely volatile in the short term. If held for the long term, they can 
return substantial future capital gains. 

Apply your knowledge 5: Direct versus managed investments 
Advantages Disadvantages 

• Professional fund manager invests funds on behalf of 
investors 

• Access to research information and professional analysis 
• Ability to diversify investments even with a small outlay in a 

single trust 
• Fund managers look after administration and daily 

responsibilities of the investments – no management 
burden 

• Investors may have the option of a regular savings plans 
to build up investment over time 

• Liquid and divisible — can request manager to buy back 
some or all of the units 

• Relatively cost-efficient. 

• Loss of personal control 
• Management fees 
• Returns may not be as high as some 

direct investments 
• Possible delay in accessing funds. 
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Apply your knowledge 6: Income splitting 

a. Tax payable: 0.45 × $5000 = $2250. 

b. All assets held in joint names. Therefore attribute $2500 income to each. 

Tax payable by Mrs Jones 0.45 × $2500 = $1125 

Tax payable by Mr Jones 0.325 × $2500 = $812.50 

Total tax payable $1125 + $812.50 = $1937.50 

c. Tax payable: 0.325 × $5000 = $1625 

Apply your knowledge 7: Investment gearing 

Gearing would be a suitable strategy for clients who: 

• already have equity accumulated in investments 

• have sufficient cash flow to cope with the out-of-pocket expenses generated 
by the interest payments 

• have paid sufficient tax from which to claim a tax refund for the cost of 
borrowing 

• have a medium-to-high MTR to maximise the tax-deductibility of interest 
expenses 

• have a high tolerance to investment risk 

• do not require security of capital, liquidity and predictable income 

• have a medium to long-term investment horizon. 

Negative gearing is not an effective strategy for clients who: 

• do not have an investment base already established (equity) 

• do not have sufficient cash flow to cope with the out-of-pocket expenses 
generated by the interest payments 

• have not paid sufficient tax from which to claim a tax refund for the cost of 
borrowing 

• have a low MTR — the worth of the tax deductibility of interest expenses is 
eroded and a low MTR indicates a lower level of income (see cash flow 
comment above) 

• have a low tolerance to investment risk 

• require security of capital, liquidity and predictable income 

• have a short-term investment horizon. 
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