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This guide has been produced to enable potential 
investors to make informed decisions about their 
investment portfolio in conjunction with their 
professional financial adviser.

You cannot eliminate risk when you invest, but you can understand it and 
take steps to maintain it at an acceptable level.

There is no single investment approach or mathematical formula that will 
provide a comprehensive and guaranteed result. The best course of action 
is to assess risk tolerance based upon investment goals, financial condition, 
time frames and comfort levels.

There is a balance between risk and reward. Investing too conservatively to 
achieve your goals can be just as damaging as investing too aggressively.

ABOUT GHC CAPITAL MARKETS
GHC Capital Markets Limited was established in 1996 as an Investment 
Management and Stockbroking company. Since then we have become known 
for our progressive attitude towards portfolio management, where we 
monitor and assess the rapidly developing trends in worldwide markets and 
increasingly complex financial instruments. The key to our success is our 
ability to work professionally and in partnership with both financial advisers 
and their clients.

GHC provide a full range of professional investment services, including 
discretionary and advisory investment management. These services can be 
provided within a range of product wrappers such as SIPPs, SSASs, and ISAs.

GHC Capital Markets is a member of the London Stock Exchange, authorised 
and regulated by the Financial Conduct Authority (FCA) and part of the GHC 
Group of companies.
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Understanding Investment Risk
All investment decisions involve a trade-off between risk and reward. Generally speaking, the greater the risk an 
investor is prepared to accept, the greater should be the expected reward.

There are a variety of risks that affect investments. We have highlighted some of the risks that we feel are important 
for you to understand and suggestions as to how they could be dealt with to minimise the impact on your portfolio.

MARKET RISK
This risk arises from the possibility that whole markets may decline. Equity and bond markets are influenced by a 
multitude of factors such as unexpectedly poor economic data or geopolitical developments. If the market enters 

into an extended period of declining prices (known as a bear market), all 
investments within that market are likely to be affected. It is possible that 
even companies with strong earnings and a sound financial position will still 
see their share prices fall under such circumstances.

The most effective solution in order to minimise this risk is diversification 
across a variety of asset classes, including equities, bonds (interest bearing 
debt), property & infrastructure as well as cash or cash equivalents – 
effectively, not putting all your eggs in one basket.

CREDIT RISK
Most investments involve credit risk of one degree or another. However, it has the most significance within the 
bond market. In the case of bonds, there is the possibility that the issuer will default on the interest payment, the 
principle repayments (capital repayments) or both. The majority of bonds have their credit worthiness monitored by 
rating agencies, such as Moody’s or Standard & Poor’s.

Higher quality bonds, such as those issued by companies with strong financial positions, tend to pose less credit risk 
than those issued by weaker companies. The lowest credit risk for UK based investors are British Government Bonds, 
known as Gilts.

The credit risk for equities is similar to that of bonds. If a company cuts or even suspends its dividend payments, it 
could cause the share price to fall dramatically.

The impact of credit risk in the bond market could be minimised by focusing on high quality investment grade 
corporate bonds or Gilts. In relation to other asset classes, such as equities, focussing on companies that have 
strong balance sheets and positive cashflows can reduce credit risk.

INFLATION RISK
Inflation is the process whereby purchasing power is reduced, caused by the cost of goods and services rising year 
on year. This uncertainty of what your money will be able to purchase in the future is inflation risk. Even when 
inflation is low, which it has been in the UK over the last few years, its cumulative effect over the long term is 
significant. An annual inflation rate of 4% will cause your purchasing power to be cut in half in about 17 years.

It is especially important for investors who rely on their savings and investments to provide them with an income to 
be aware of inflation risk. One of the largest groups of investors that fall into this category is the retired.

To manage inflation risk an investor should select asset classes appropriate to their risk tolerance and time horizon 
that have historically delivered investment returns in excess of inflation.



Interest rate movements can have a major effect on investments, especially bonds that pay a fixed rate of interest, 
known as a fixed coupon. When interest rates rise bond prices would typically fall, and in an environment of falling 
interest rates they would typically rise. These price changes take place to re-align the interest paid by existing bonds 
with those of new bonds being issued to the market.

In general the longer a bond’s maturity, the greater the sensitivity is to changing interest rates.

Moving interest rates may also affect equity prices but the historical correlation between interest rate changes and 
equity prices is less clear. However, it is clear that a company with large bank borrowings would suffer if interest 
rates went up, as the debt servicing costs would increase, potentially reducing profits. In addition, lower bond yields 
tend to improve the relative attractiveness of equities and other asset classes.

To mitigate the effects of interest rate risk within abond portfolio, an investor should consider diversifying their 
investments across a variety of maturities.

CURRENCY RISK
The currency markets can be volatile with large movements possible within a relatively short period of time. This 
could have a significant impact on the value of overseas investments for investors.

If the pound fell in the currency markets then the sterling value of overseas investments held within a portfolio 
would rise. Conversely a strong pound would see the value of such investments fall.

In general movements in the currency markets could affect all asset classes. Due to the advent of the global 
economy many British companies derive large proportions of their earnings from overseas trading activities, where 
these currency movements could impact their earnings, and hence their share prices.

To reduce the impact of currency risk, especially for those requiring an income from their investments, an investor 
should consider retaining the majority of their portfolio in investments issued in their domestic currency.

LEGISLATIVE RISK
Government has the power to create or change existing laws affecting investments. By changing the tax 
consequences of owning equities, bonds or other investments subject to taxation, the market value of certain 
investments may change substantially. Changes in capital gains tax legislation could affect timing strategies 
concerning planned liquidations of investments, such as for retirement or school fees.

An effective way to reduce the potential impact of legislative risk is for investors to utilise their tax free allowances 
in every tax year.

LIQUIDITY RISK
Being able to dispose of investments when the need arises may be critical to an investor. There are many reasons 
why investments may be sold. These could be a change in personal circumstances, such as retirement, or simply 
a change in the investment selection within an asset class. However, the primary concern of liquidity risk to an 
investor is whether or not they can raise cash if required.

Liquidity risk within the financial markets is normally due to the inability to find buyers for a particular investment. 
Ultimately, the price of any particular security is based upon supply and demand.

Investors wishing to minimise liquidity risk should concentrate their investments where large pools of liquidity are 
known to generally exist. In the case of bonds this will apply to those issued by the British Government as well as 
many of the high quality corporate bonds. Liquidity in equity markets tends to centre on the largest companies.



Diversification
Diversification is an important component to consider when investing. There is an old adage “do not put all your eggs 
in one basket”. This simply means that the process of spreading your investments over a variety of asset classes and 
individual investments reduces risk.

THE MEANING OF DIVERSIFICATION
Diversification means spreading your investments across a variety of asset classes as well as individual securities. 
The primary asset classes are equities, bonds, property & infrastructure, cash and cash equivalents. There are 
other asset classes that investors could consider, including commodities and private equity. In addition to these 
asset classes there are financial instruments known as ‘alternative investments’, which include hedge funds and 

structured products.

By diversifying an investment portfolio across various asset classes the risk 
can be significantly reduced. This is due to each type of asset class having 
different risks, rewards and tolerance to economic events. Investments 
where the prices are negatively correlated will see their individual prices 
move in opposite directions.

By blending assets that have historically low or negative correlations with 
each other, it is possible to reduce fluctuations in portfolio values, known as 
volatility, thereby reducing portfolio risk.

It is also possible to achieve investment diversification within asset classes. In the case of a single asset class, 
such as equities, an investor could acquire shares in a range of different companies across a spectrum of unrelated 
industrial sectors. Another strategy that provides diversification across a single asset class is to invest in other 
countries and geographic regions.

SYSTEMATIC AND UNSYSTEMATIC RISK
Systematic risk is something that affects the market as a whole. Events such as inflation, war and interest rate 
changes influence the entire economy, not just a specific company or industry. Diversification within a single asset 
class cannot eliminate this risk and therefore it is considered un-diversifiable risk.

Unsystematic risk is specific to a single company. This type of risk could include dramatic events such as fraud, 
litigation or simply a poor trading performance. Two common sources of unsystematic risk are business risk and 
financial risk. Diversification can mitigate unsystematic risk from a portfolio. There is no reward for taking on 
unneeded unsystematic risk; investors are rewarded for taking market risk.

Total Risk of Investment

Unsystemic Risk
Potential variability in the returns 
offered by a security as a result 
of factors specific to a company, 
such as:

•	  Quality of management

•	  Profit margins and cash flow

•	  Pricing power

Can be eliminated through 
diversification

Systemic Risk
Potential variability in the returns 
offered by an investment caused by 
general market influences, such as:

•	  Inflation rate change

•	  Interest rate changes

•	  The state of the economy

Cannot be eliminated through 
diversification



COLLECTIVES
A collective is not an asset class but refers to certain types of investment vehicles, such as unit trusts, Open-Ended 
Investment Companies (OEICs), investment trusts and Exchange Traded Funds. They are sometimes known as mutual 
funds.

One of the main advantages of collective investment is the reduction in investment risk (capital risk) by 
diversification. An investment in a single security may do well, but it may collapse for a variety of reasons, due to 
unsystematic risk. If your money is invested in such a failed security you could lose the majority, if not all of your 
capital. By investing in a range of securities in a collective the capital risk is reduced. By way of example, a typical 

fund investing into overseas equities may contain between 50-100 individual 
securities.

Another advantage of these vehicles is that they can provide access to 
certain asset classes or a sub category (asset types) of one or more of the 
asset classes that may be inappropriate for direct investment. This may 
be in specialist or higher risk areas, such as equity in smaller companies, 
emerging markets or even unquoted private companies.

There are some collective investment vehicles that invest into foreign denominated or higher risk sterling bonds. 
Exposure to other asset classes may also be possible, for example commodities and property, allowing a greater 
diversification of asset classes within your portfolio, thereby reducing systematic risk.

THE IMPORTANCE OF DIVERSIFICATION
It is clear that a diversified portfolio can significantly reduce the risk of investment. Diversification within a single 
asset class can help to eliminate unsystematic risk from a portfolio whilst diversifying among different asset 
classes that are negatively, or at least weakly correlated, reduces the volatility of a portfolio. Investment returns are 
‘smoothed’ within a diversified portfolio as it limits the potential highs, as well as the lows. Diversification provides 
an investor with the greatest protection against business risk, financial risk and volatility.



Asset Allocation
Asset allocation is the process of dividing your investments among the various types of asset classes that are 
appropriate for possible inclusion into your portfolio. At GHC the primary asset classes are equities, bonds, property 
& infrastructure, cash and cash equivalents. There are also a range of other asset classes that may be suitable such 
as commodities and private equity.

The appropriate proportion, or weighting, invested in the different asset classes depends on a number of factors. 
These factors include your investment goals, time frame and attitude towards risk, each of which is individual and 
unique to you, the investor.

Understanding a client’s position with regard to these factors is of the utmost importance to GHC and financial 
advisers, and will form the cornerstone of a client’s investment portfolio. 
Further information is provided in the section “Constructing an Investment 
Portfolio”.

EQUITIES AND THEIR CHARACTERISTICS
Equity investments are attractive for those clients who are prepared 
to accept significant fluctuations in the value of their investments over 
relatively short time frames in exchange for the prospect of longer term 
capital growth and, in the case of ‘value’ orientated shares, the prospect of 
a rising income from the dividends.

Amongst the primary asset classes, equities carry the most risk to your original investment. In order to construct 
a well-diversified portfolio of direct equities we believe there should be at least 15 securities, ideally with each in a 
different sector of the market.

Generally, equities have displayed the highest volatility over shorter time frames but have offered the potential for 
greater returns over longer time frames.

Equities have also generated the highest inflation-adjusted returns over the long term and so have historically best 
protected investors from the depreciating effect of inflation.

Although many clients may be hesitant in exposing their investments to the potential volatility of equities, setbacks 
in the stock market have historically tended to be temporary.

BONDS AND THEIR CHARACTERISTICS
A bond is a debt instrument issued by a government, government agency or a company. The issuer of the bond 
agrees to pay back the loan by a certain date usually with a pre-determined rate of interest at regular intervals.

The majority of bonds have an interest rate, or coupon, that is fixed, and therefore are commonly referred to as fixed 
interest securities.

These fixed interest securities are attractive to clients who are looking for a fixed income and, in some 
circumstances, capital growth.

Typically these investments have less severe short-term price volatility than equities and therefore offer lower 
market risk. The regular income and relative stability of bonds may offset some of the volatility associated with 
equities.

Because the income from bonds is fixed in nominal terms, relative to equities, they tend to have a higher inflation 
risk and their potential return over thelonger-term is therefore lower.



PROPERTY & INFRASTRUCTURE AND THEIR CHARACTERISTICS
As an asset class, property & infrastructure provides a good method of diversifying a portfolio, as it tends to have a 
low correlation to both equity and fixed interest securities. Due to the high cost of purchasing individual properties 
and infrastructure schemes, for most individuals investment is made via collectives. This route also offers diversity 
by providing exposure to a wide range of property types including retail, office and industrial.

Although property & infrastructure can offer the potential for capital appreciation, one of the key characteristics 
of this asset class is the relatively stable income yield. Historically this has been the main constituent of its overall 
return, making it particularly attractive to those seeking income from their portfolios.

CASH AND CASH EQUIVALENTS AND THEIR 
CHARACTERISTICS
The advantage of cash is that it cannot lose its capital value and is readily 
realisable. However, cash and cash equivalents also has the highest inflation 
risk that erodes the real purchasing power over time. As a result the long-
term investment returns for cash have been the lowest of the primary asset 
classes.

Cash equivalents tend to be money market instruments and ultra short 
dated bonds that share the same characteristics of pure cash, namely 

capital preservation. Where these instruments are suitable for your portfolio, exposure will normally be obtained 
through specialist collective investment vehicles.

In addition to inflation risk there is also credit risk, as a deposit taking institution may be forced to go into 
liquidation, with investors possibly being unable to recover their full investment. Whilst this is uncommon there have 
been cases, such as BCCI and Barings.

COMMODITIES AND THEIR CHARACTERISTICS
The commodity market is made up of three broad sectors, agricultural, metals and the energy markets. Agricultural 
markets trade in a wide range of goods including grain, livestock and coffee. Gold, silver and platinum are all traded 
in the metal market together with base metals such as copper and zinc. Energy markets trade in natural gas, oil and 
power.

Historically commodities provide a potentially useful method of diversifying a portfolio, as it tends to have a 
low correlation to equities and bonds. Other characteristics, in contrast to the primary asset classes, is that an 
investment in commodities offers no income yield and is therefore only suitable for the potential of capital growth.

Commodity prices can be very volatile and therefore investment in this area tends to carry a high degree of risk.

For the individual investor, due to the high costs of transportation and storage of physical commodities, exposure to 
this asset class is only available through collectives.

PRIVATE EQUITY AND THEIR CHARACTERISTICS
For the majority of investors, equity investment focuses on companies listed on recognised stock exchanges such as 
the London Stock Exchange. However, there are many privately owned (unquoted) firms that are not listed on a stock 
market.

Private equity is medium to long term finance provided by institutions to private companies in return for an equity 
stake to fund growth and expansion plans.

It is estimated that private equity firms are now financing more than 1,600 UK businesses a year. In many cases 



private equity focuses on start up and early stage companies, often referred to as venture capital. Private equity can 
include investment in more established unquoted companies where for example there is a change of ownership via a 
management buy-out.

Private equity investment can offer the potential of high returns, but equally the risk is also very high as some firms 
can and do fail. As well as the unsystematic risk there can also be a high degree of liquidity risk, as shares are not 
traded on the recognised stock markets.

HEDGE FUNDS AND THEIR CHARACTERISTICS
Conventional funds move broadly in line with their relative market, 
making profits as the market rises and declining in value as markets fall. 
In contrast, a Hedge Fund aims to deliver a profit (absolute return) in all 
market environments. This potential to deliver positive returns under all 
market conditions means that they aim to achieve a low correlation to the 
traditional asset classes, although this is not guaranteed.

Indeed, there has been a tendency for some hedge fund managers to 
employ sophisticated and risky investment techniques that have lead to 

large losses and even a total loss, referred to within the investment community as a ‘wipeout’.

Hedge funds tend to have limited transparency and therefore can be difficult to evaluate and monitor. Liquidity can 
also be an issue as some managers impose ‘lock-up periods’ where they prevent investors from redeeming their 
shares or impose penalties if they wish to redeem. Many hedge funds are also unregulated providing an investor with 
less protection.

Due to a variety of factors, hedge funds should in the main only be considered by investors that are prepared to 
accept a high degree of investment risk.

STRUCTURED PRODUCTS AND THEIR CHARACTERISTICS
Recent years has seen a rapid growth in the structured product market. Structured products are ‘synthetic 
investment instruments’ that utilise derivatives, which are passive in nature and focus on providing returns with 
some element of capital protection. Returns on these products are linked to the performance of the underlying asset 
that it represents. Typical underlying investments are baskets of equities, indices or commodities.

Most structured products have been designed to have a fixed life of between 3 to 5 years where the ‘protection’ is 
only provided if held to maturity. If an investor wishes to make an early encashment there is no guarantee that there 
will be a willing buyer.

As ‘protection’ is not a guarantee there is a risk that the capital (or income) entitlements will not be paid if the 
investment bank supplying the derivative defaults. This default risk can be assessed by the credit rating of the 
investment bank, where the higher the credit rating then the less risk of default.

In summary structured products are often marketed as means of reducing risk; however the reality is in most cases 
that the product will still be subject to a number of the risks outlined above including market risk, credit risk and 
liquidity risk.



Constructing an Investment 
Portfolio
Before a successful portfolio can be constructed, there are a number of important pieces of client information that 
are required.  As financial advisers are usually responsible for assessing a client’s suitability and appropriateness 
with regards to advised or discretionary portfolios, it would be up to them to collect this information.

The required pieces of information are financial condition, investment goal, time frames and comfort levels.  The 
sum of this information will allow a financial adviser to identify the most appropriate risk tolerance for a client as 

well as an appropriate type of portfolio.

FINANCIAL CONDITION
Before an investment is entered into, affordability will need to be assessed.
The two areas to be examined are income versus expenditure and assets 
versus liabilities.  The source of that income, including the reliability that it 
will continue, is another major factor that would be considered.

Examining your assets versus your liabilities establishes your net worth. 
The information you provide has wide reaching implications regarding the 

investment solutions available For example, where there is a high amount of debt the most significant implication 
is how the liabilities will be financed or repaid. In the case of significant net assets the most significant implication 
could be tax sheltering or tax efficiency.

INVESTMENT GOALS
The three basic requirements of any investment product are income, growth, or a combination of the two.

Income is the most important objective to many clients.  For example clients who have retired are often interested in 
achieving the highest possible income from their portfolio within their risk tolerance.

However, it is important to note that taking a relatively high income can erode the capital base over time.  An agreed 
balance needs to be found harmonising income with the prospects of capital growth.

TIME FRAMES
Establishing requirements for access to investments, for a regular income or to finance a large capital expenditure 
for example, again can have an affect on the investment portfolio required.  Generally, the longer money remains 
invested the more risk a client is able to tolerate. This is due to the ability of a portfolio to withstand short-term 
fluctuations in its value.

Short-term investments are described as being up to 5 years. The types of investments that considered for this time 
horizon are those with little to no volatility, such as those that fall into the asset class of cash and cash equivalents. 
This should help mitigate the risk that investments will be worth less in the future than today.

The choices available to investors that are able to invest for the longer term, five years and above, are much wider.

Equities can and, in most cases, should be included in portfolios. The longer the time horizon the more consideration 
there is for increasing the proportion of equities in a portfolio.



COMFORT LEVELS
There is an old adage used by American investors, which states “sell down to the sleep level”. In other words, what is 
the appropriate mix of assets that would allow you to sleep at night?

Some individuals are prepared and enjoy taking large risks.  Others are naturally cautious and can only tolerate small 
amounts of risk.

RISK TOLERANCE
In conjunction with an investment objective, the level of risk tolerance will 
help determine the proportions of a portfolio that will be held in the main 
primary asset classes of equities, bonds, property & infrastructure, cash and 
cash equivalents. What matters is that the nature of the risk is understood 
alongside the potental consequences.

MONITORING
Once a portfolio has been agreed and constructed, it is equally as important that it is frequently monitored, thus 
ensuring that risk tolerances and investment objectives are maintained.

Over time, without monitoring, the effects of market movements will naturally lead to a portfolio becoming 
unsuitable, with the relative exposure to the suitable asset classes no longer appropriate to fulfil  investment 
requirements. This effect is known as ‘market drift’.

The importance of monitoring is also true of the individual securities that form a part of a portfolio. An individual 
security that is appropriate today may not continue to be at some point in the future. There may be circumstances 
where there is a more suitable or attractive security that could replace the existing one. It could simply be that a 
single security has performed so well that the exposure to a portfolio of this individual security is deemed excessive.

Finally, in conjunction with a financial adviser, it is important for any client to monitor their financial condition, and to 
check whether investment goals, time frames and comfort levels have altered. 

Together, by working in partnership with you and your financial adviser, GHC aim to ensure that your unique 
requirements continue to be fulfilled.
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This document is for the information of clients or prospective clients and is not intended as an offer or solicitation to buy 
or sell securities.  The information given is believed to be correct but cannot be guaranteed and opinons constitute out 
judgement, which is subject to change.  Certain investments carry a higher degree of risk than others, are less marketable 
and therefore may not be suitable for all clients.  Clients should always consult their financial adviser before dealing.  The 
value of stocks, shares, and units and the income from them may fall as well as rise and this also applies to interest rates 
and the sterling value fo overseas investments.  Past performance is not necessarily a guide to future returns and investors 
may not get back the amount they invested.  Any anticipated tax benefits depend upon an individual’s cicumstances and 
are subject to change in legislation and regulation, which cannot be foreseen.

Directors, employees and other clients of GHC Capital Markets Limited may have an interest in securities mentioned by 
the firm but all officers operate a policy of independence which requires them to disregard any such interest when making 
recommendations.  Note that all telephone calls may be recorded.  COPYRIGHT: © GHC Capital Markets Limited, 2019.  All 
rights reserved.  No part of this publication may be reproduced, transmitted, transcribed, stored in a retrieval system, or 
translated into any language in any form by any means without the written permission of GHC Capital Markets Limited. .


