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Managing the secure part of yourManaging the secure part of your 
portfoliop

• Growth and income vs Risky and 
secure. 

• The equity risk premium and riskThe equity risk premium and risk 
profiling
H l t i b tt• How low returns can give better 
outcomes
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The equity risk premium andThe equity risk premium and 
risk tolerance

• Equities have higher volatility and therefore 
command a risk premiumcommand a risk premium

• So they outperform in the long term
• We work out risk tolerance (ability to tolerate• We work out risk tolerance (ability to tolerate 

volatility)
• We maximize returns by positioning investors at• We maximize returns by positioning investors at 

their maximum risk tolerance
• Maximise standard of living by maximising returnsMaximise standard of living by maximising returns
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Risk profiling and assetRisk profiling and asset 
allocation

Asset 
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So what?
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Case study : Bill

• Assets $1,000,000
• Earns $120,000pa after tax
• Spends $95 000pa• Spends $95,000pa
• Age 55
• Expected retirement 65
• Life expectancy 93• Life expectancy 93
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A typical plan if equitiesA typical plan if equities 
consistently outperform...y p

Lifetime Capital 
in todays dollars

Life expectancy$2,500,000

$3,000,000

$1,500,000

$2,000,000

$-

$500,000

$1,000,000

Base case
Optimistic

-$1,000,000

-$500,000

$

2007 2025 2043 2062 2080
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Reality is more like this...
Lifetime Capital 

in todays dollars

OptimisticLife expectancy$9,000,000

$11,000,000

$5,000,000

$7,000,000

Base case

$1 000 000

$3,000,000

-$1,000,000

$1,000,000

2007 2025 2043 2062 2080Pessimistic
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Way too much spending....
Lifetime Capital 

in todays dollars

$15 000 000

OptimisticLife expectancy
$11,000,000

$13,000,000

$15,000,000

B

$7,000,000

$9,000,000

Base case

$1 000 000

$3,000,000

$5,000,000

-$1,000,000

$1,000,000

2007 2025 2043 2062 2080
Pessimistic
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L i k b tt lif t l !
Lifetime Capital

Less risk can mean a better lifestyle!
Lifetime Capital 

in todays dollars

Life expectancy
$2,500,000

Life expectancy

$1,500,000

$2,000,000

Optimistic

$500 000

$1,000,000

Base case$-

$500,000

2007 2025 2043 2062 2080

-$1,000,000

-$500,000

Pessimistic
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The equity risk premium andThe equity risk premium and 
risk tolerance

• Equities have higher volatility and therefore 
should command a risk premiumshould command a risk premium

• So they should outperform in the long term – but 
may notmay not

• We work out risk tolerance (ability to tolerate 
volatility) and financial risk capacity (ability tovolatility) and financial risk capacity (ability to 
tolerate low returns)

• Maximise standard of living by optimising g y p g
balance between maximising returns and 
minimising uncertainty
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Need to minimise uncertainty

• Risky vs defensive
• Defensive assets give low returns
• Low returns does not mean poor• Low returns does not mean poor 

outcomes
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Summary

• Think in terms of risky vs defensive
• Need to establish financial risk 

capacity as well as risk tolerancecapacity as well as risk tolerance
• The defensive part of your portfolio 

b iti l t hi i dcan be critical to achieving good 
outcomes
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Di l iDisclaimer.
This presentation has been prepared on the basis that it is only p p p y
for the exclusive use of the person for whom it was provided.  
Although information is derived from sources considered and 
believed to be reliable and accurate, farrelly’s, it’s employees,believed to be reliable and accurate, farrelly s, it s employees, 
consultants, advisers and officers are not liable for any opinion 
expressed or for any error or omission that may have occurred 
in this presentation Any forecasts included are reasonablyin this presentation. Any forecasts included are reasonably 
believed to be reliable based on current information but due 
to our inability to predict future events with certainty, they 
cannot be guaranteed This presentation is of a general naturecannot be guaranteed. This presentation is of a general nature 
only and has been prepared without taking into account any 
persons particular investment objectives, financial situation or 

ti l dparticular needs.
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