James Brearley
Investment Managers & Stockbrokers
Established 1919

Investment Risk
&
How it is Managed

www.jbrearley.co.uk

James Brearley
Investment Risk & How it is Managed
Introduction
This document is designed to help those clients contemplating the use of our Investment Management Service to better understand the risks
associated with different investment instruments and linked to this our range of investment strategies. This said, risk is subjective and an
individual’s perception will vary considerably. However we hope that by detailing the general risks associated with each type of investment vehicle
that may be used within our Investment Management Service, and how we attempt to manage it, this will help us to understand each other when
discussing risk.

What do we mean by risk?
This document has been produced to assist our clients in understanding the risks associated with different types of investment and how these may
affect an investment portfolio.
We believe that most investors define risk in terms of the level of capital they are prepared to lose over a given period of time. Within the History
section on page 6, we show the maximum decline in value suffered by each of our investment strategies over recent years, which we use as a
reference point for client portfolios with similar objectives. We hope that this information will assist you in determining the level of risk that you
are prepared to accept for your investment portfolio. Our team of Account Executives are able to answer any questions you may have and to provide
you with further guidance.

Understanding Risk
Any investment strategy will include risk of one form or another to your capital. When we refer to risk, we are highlighting the possibility that the
value of your assets will fall. We may also mean that any income you receive may fall. It may be possible that you could receive no income or the
value of an asset may fall to nothing.
Typically, the greater the risk that you are prepared to take, the greater the flexibility we will have in the management of your portfolio. This
should hopefully lead to better returns in the medium to longer term (five to ten years). Low risk may mean low returns which could result in your
objectives not being met. Then again, high risk could lead to significant falls in your capital which you may not be able to afford and could lead to a
detrimental effect on your standard of living.

Mitigating Risk
One of the ways we can mitigate (or lessen) risk in a portfolio is by diversification. This means investing in a range of different financial instruments.
This could be in a number of companies (e.g. Glaxo, Tesco, Vodafone, etc.), types of investment (e.g. structured products, open- ended funds, etc.)
or different asset classes (e.g. cash, fixed interest investments, shares, property, etc.). Think of diversification as not putting all of your eggs into one
basket.
For investors with smaller amounts to invest, it is possible to achieve diversification by collective investments such as open-ended and closed-ended
funds, etc. These allow investors to pool their money and depending on the fund or trust, to invest indirectly in a range of fixed interest investments,
shares, property, etc.

The risks of different types of investments generally used in our Investment Management
Service
There are many different types of investment and they each have different characteristics and carry different degrees of risk. Unless you set any
specific restrictions, under our Portfolio Management Service we can invest in a range of investments. We describe these and the risks associated
with them below.
Please note that the following information is intended only to give you an indication of the relationship between risk and reward in respect of some
of the investments which may be included in our client portfolios. Our clients’ portfolios may contain other investments (as indicated in section 10.3
of our Services Terms and Conditions Document) which are not listed below. If you wish to know more about the risks and rewards associated with
any investment or investment strategy, your Account Executive will be able to help you.

Cash Deposit
What is it? Cash held on deposit with a financial institution (e.g. a bank or building society account).
The risks: Cash deposits are generally considered a safe place to invest. However, if the deposit taker (e.g. the bank or building society) experiences
financial difficulties it may be unable to repay the amount you deposited. Certain clients may be protected by the Financial Services Compensation
Scheme but limited to the maximum amount of that scheme.
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You should also remember that if the rate of inflation is higher than the rate of interest you receive on your cash deposit, the real value of your money
(i.e. what you can buy with it) will reduce over time.
The returns: You may receive interest on the amount held. This may vary depending on how long you are prepared to leave your cash on deposit
without making a withdrawal. Generally, the longer the term you are prepared to leave your cash on deposit for, the higher the rate of interest you
will receive.

Fixed Interest Investments
What are they? A fixed interest investment (or bond) is one which pays interest at a fixed rate throughout the term of the investment. This may be
a loan by you to a government, company or overseas country. Examples include: British government securities (referred to as Gilts), corporate bonds
(issued by companies) and sovereign bonds (issued by overseas countries).
The risks: Generally speaking, corporate bonds are perceived as being less risky than holding shares in a company. The main risk is that the
company to which you have lent the money cannot pay the interest due or repay the capital sum at the maturity date. This is referred to as the
default risk and in the event of the liquidation or winding up of the company could lead to you losing your entire investment.
It is generally the case that bonds issued by governments are seen as safer than those issued by companies (although this depends on the particular
country). As a consequence, governments usually pay a lower rate of interest to reflect the lower level of risk than with a corporate bond.
Other risks include:
• A change in the credit rating of the bond issuer – a perceived increase in the risk of default usually means a lower value is placed on the bonds.
• Changes in interest rates – a rise in interest rates means the rate of income offered by the bond will be less attractive and a lower value is placed
on the bonds.
• Changes in inflation – a rise in inflation will reduce the real value of a conventional bond.
• Life of the bond- typically the longer a bond has to run before its maturity date, the greater the impact one of these changes will have on its
value.
The returns: A “conventional” bond pays a fixed rate of income until the loan is repaid on the maturity date. There are also index-linked bonds
where the rate of income and the amount repaid is linked to a specific price index (usually the Retail Price Index) so that the investor maintains the
purchasing power of their capital throughout the life of the bond.
Most bonds are listed on an exchange which means that you can sell a bond before its maturity date. You will receive the market price for the bond
together with any accrued interest. Although a conventional bond is not designed to provide capital growth, you may make a capital gain by selling
at a higher price than you paid.
Most sterling denominated bonds are deemed as “qualifying bonds” which means they are exempt from capital gains tax.

Zero Dividend Preference Shares
What are they? A type of share issued by a split capital investment trust (one which usually issues two classes of shares where one share class is
entitled to income and the other capital growth).
The risks: Zero Dividend Preference shares are normally seen as being less risky than other classes of share issued by the investment trust. Whilst
there is a predetermined redemption date, repayment is subject to there being sufficient assets within the trust at redemption to repay the capital.
However, they usually rank higher in any liquidation or winding-up of the trust (meaning they are repaid ahead of other classes of share).
The returns: As the name suggests, a Zero Dividend Preference Share pays no dividend. When the investment trust is wound up, the shares are
repaid at a pre-determined (but not guaranteed) redemption price. A profit on sale or redemption is treated as a capital gain.

Structured Products
What are they? Structured products are a type of fixed-term investment where the amount you receive back at the end of the term and possibly the
income that it pays out over this period, is determined by the performance of the index or indices, to which it is linked. Some structured products
offer a degree of capital protection, whilst others do not. The income or growth is usually not guaranteed and you may get no return on your
investment.
The risks: Certain structured products offer that a minimum level of your capital will be returned irrespective of the performance of the index (or
indices) to which they are linked. In contrast, other structured products will experience a capital decline which is linked to the fall in the index
(or indices). It is therefore important to understand exactly what the characteristics and conditions of return are before investing in a structured
product.
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In addition, the issuer of each structured product, typically a leading bank or financial institution, needs to have sufficient financial reserves to meet
their financial obligations as these fall due. In certain instances, additional capital security can be achieved if the product is backed by government
issued securities.
As these securities are meant to be held for their full term it may be difficult to liquidate or sell them. As this is only possible by approaching the
dealing desk of the issuing bank, it may equally be difficult to determine an independent fair value for a structured product. Because of these factors
and being based on one or more derivatives, structured products are deemed to be complex instruments and may not be suitable for you.
James Brearley views structured products as being less risky than investing in the index or indices to which they are linked, itself. Typically, the
structured product offers a minimum capital return or the relevant index must fall considerably before your capital is at risk.
The returns: The majority of structured products offer returns based on the performance of one or more stock market indices. This may be in the
form of a set level of return based on a certain index level being achieved on or by a certain point in time, which could accrue as a capital entitlement
or in the case of income based structured products, be distributed. Alternatively, the return may be in the form of a percentage of the increase in the
index (or often a “basket” of indices) from the structured product’s point of issue to its maturity. This is commonly referred to as the “participation”
rate. A participation rate of 130% means that for each 1% increase in the index the structured product provides a return of 1.3%. Any profit on sale or
redemption is treated as a capital gain.

Commercial Property Funds
What are they? A Commercial Property Fund is a fund which invests in commercial property such as office buildings, industrial property, hotels,
retail premises, warehouses, etc. It does not invest in residential property such as houses.
The risks: By investing in a fund, your investment is not invested in one property but goes towards investing in a number and range of properties.
This has the effect of diversifying your risk. There are, however, a number of things to bear in mind:
• Whilst the value of commercial property may increase over time, it may also fall.
• Commercial property can be difficult to value at a specific point in time. The ‘fair’ value of your share of the fund may be difficult to determine.
• Income and other returns can depend on the commercial properties being let, rents being received, etc.
• Commercial property can be difficult to sell quickly, for example, if there is a requirement to repay a large number of investors. The manager of
a Commercial Property Fund may therefore retain a proportion of the fund in cash or listed property securities. To protect the interests of all
investors, in extreme circumstances, the fund manager may impose penalties on those wishing to liquidate part or all of their holding or choose
to restrict disposals altogether.
Despite the above, the value of an investment in a Commercial Property Fund will generally change less over time than investments into a share
or other market investment. James Brearley therefore views Commercial Property Funds as being less risky than investments into a share or other
stock market investment.
The returns: Investing in a Commercial Property Fund may provide you with capital growth and income.

Infrastructure Funds
What are they? A listed infrastructure fund operates in a very similar way to a closed ended vehicle/investment trust, investing in a wide range
of infrastructure projects. As these commonly involve some form of government involvement the projects typically fall under one of two possible
labels: a Private Financial Initiative (PFI) or a Public Private Partnership (PPP). Typical examples include the building and maintenance of Schools,
Hospitals, Toll Roads or Bridges.
What are the risks? Given the underlying entity for most infrastructure projects is typically a government department, the risk of potential nonpayment is relatively low. As the annual maintenance charge is usually subject to an inflation linked review this also helps reduce the inflation
risk and to a lesser degree the interest rate risk. However, the projected income return may be adversely affected by unforeseen or understated
operational costs. In the case of buildings this could result from the need to replace such things as elevators, roofs and air conditioning. The building
is also likely to need at least one major refurbishment during its life which could cost more than the projected cost due to inflation being higher
than that used in the forecasts. Given the reliance on government funding policies in general, a change of government may have an adverse effect on
infrastructure valuations.
The returns: Listed infrastructure funds typically pay a half yearly dividend to their shareholders forming the lion share of the return they offer.
Whilst some capital appreciation is possible this is likely to be fairly limited.

Equities (Shares)
What are they? In simple terms, a share is part of a company. Where a company’s capital is divided into small equal parts, a share is one of the
parts. Amongst other things, a share gives entitlement to share in the company’s profits.
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The risks: Shares are volatile and their price will fall or rise over a period of time. You may get back nothing at all. Similarly, the dividend or income
received can vary over time and is not guaranteed. The price of shares can be affected by many factors including supply and demand, market
sentiment and threats to profitability.
Investing in shares is generally seen as being more risky than investing in other assets such as bonds. The risks of investing in shares also depend on
the nature of the company, how it generates its profits, how it is run, etc.
Shares in larger companies in the more substantial economies of the world are usually seen as being less risky than smaller companies, wherever in
the world.
A further risk concerns the market on which the equity is listed, with the highest standards of governance applicable to shares with a full listing on
the London Stock Exchange. The AIM market for example, has less stringent listing requirements then those companies with a full market listing.
If investing in overseas companies then these are likely to be subject to the additional risk of an adverse movement in foreign exchange rates
between sterling and the company’s core currency.
The returns: When investing in shares, the return may be in the form of capital growth (i.e. the value of your share grows as the value of the
company grows or becomes more profitable). You would usually expect to receive a return in the form of income as the company distributes its
income (or profits) to its shareholders (i.e. a dividend).

Funds
What are they? A fund provides investors with the ability to pool their investment capital with that of other investors, which in turn is then
managed on their behalf by the fund group’s investment management team. Funds are typically focused on a particular market or region of the
world and usually exposed to one particular type of investment instrument. However, the investment mandate of some funds may cover a variety of
different investment vehicles and also incorporate a global mandate. Most funds are “open ended” which means that there are no restrictions on the
number of units in the fund that can be traded which is normally at the fund’s net asset value. In contrast “closed ended” funds, such as investment
trusts, have a restricted number of shares and so they may change hands at a different price to their stated net asset value, driven by supply and
demand.
The risks: The risks affecting funds typically follow which investment types are held by it. So a fund concentrating on fixed interest investments
will be subject to the same risks as those detailed for fixed interest investments in this document, and likewise for equity funds.
Because of the pooling arrangement, an investor’s exposure to any one holding will be much less than having a direct investment in that asset type.
The number of holdings within a fund will vary though and so a more concentrated UK equity fund is going to be of higher risk than a UK equity
fund with significantly more positions.
In every instance, we will only make funds available to clients using our Execution-only service, that have been designed and classified by their fund
management group, to be suitable for retail investors.

How do we achieve diversification of risk when managing your portfolio?
In managing your portfolio the individual mix of the following investments will vary according to the risk you are willing to accept (your acceptable
degree of risk) and what you are seeking to achieve (your investment aim):a)

Cash Deposits

b) Fixed Interest Investments
c)

Zero Dividend Investment Shares

d) Structured Products
e)

Commercial Property Funds

f)

Infrastructure Funds

g)

Equities

h) Funds
This approach is reflected in our “investment strategies”. In simple terms, these are a standard against which individual portfolios are matched. Our
strategies are designed to reflect the likely needs of our clients. Your Account Executive will also help you decide which one, if any, of our strategies
is the best one to match your portfolio against. It may well be that your specific requirements or restrictions in the way in which you wish us to
manage your portfolio results in a more bespoke arrangement.
The foundation of our strategies is the James Brearley Model Equity Portfolio. This will be used in isolation where an investor restricts our
management to the use of UK equities yet will also account for the UK equity weighting within one of the six following strategies when deemed
appropriate. Alternatively, exposure to UK equities will be achieved via the use of a range of open and closed-ended funds focused on the UK stock
market:-

4

Conservative Investment Strategy
This portfolio is specifically designed for clients who specify a Lower Risk strategy.
This portfolio will maintain at least a 60% exposure to lower risk investments and will not hold more than 15% in higher risk investments.
It is appropriate for clients targeting an annual return of around 5%.
This portfolio is benchmarked against the MSCI WMA Private Investor Conservative Portfolio Index.

Defensive Investment Strategy
This portfolio is specifically designed for clients who specify a Lower Risk strategy.
This portfolio will maintain at least a 40% exposure to lower risk investments and will not hold more than 15% in higher risk investments.
It is appropriate for clients targeting an annual return of around 6%.
This portfolio is benchmarked against the MSCI WMA Private Investor Income Portfolio Index.

High Yield Investment Strategy
This portfolio is specifically designed for clients who specify an annual income target of around 4%.
This portfolio will typically hold between 35 to 50% in lower risk investments and will not hold more than 15% in higher risk investments.
It is appropriate for clients targeting an annual return of around 6%, the bulk of which is in the form of income.
This portfolio is benchmarked against the MSCI WMA Private Investor Income Portfolio Index.

Cautious Investment Strategy
This portfolio is specifically designed for clients who specify a Medium Risk strategy but who place greater emphasis on income than long term
capital growth.
This portfolio will typically hold between 30 to 45% in lower risk investments and will not hold more than 15% in higher risk investments.
It is appropriate for clients targeting an annual return of around 7%.
This portfolio is benchmarked against the MSCI WMA Private Investor Income Portfolio Index.

Balanced Investment Strategy
This portfolio is specifically designed for clients who specify a Medium Risk strategy and who place an equal emphasis on achieving long term
growth in their capital and income.
This portfolio will typically hold between 20 to 35% in lower risk investments and will not hold more than 15% in higher risk investments.
It is appropriate for clients targeting an annual return of around 8%.
This portfolio is benchmarked against the MSCI WMA Private Investor Balanced Portfolio Index.

Dynamic Investment Strategy
This portfolio is specifically designed for clients who specify either a Medium Risk or Higher Risk strategy and who seek to achieve long term
capital growth.
This portfolio will typically hold no more than 20% in lower risk classified investments and is unlikely to hold more than 15% in higher risk
investments.
It is appropriate for clients targeting an annual return of around 9%.
This portfolio is benchmarked against the FTSE WMA Stock Market Growth Portfolio Index.
Your portfolio will not necessarily reflect the composition of the strategy that is used but when managing your portfolio, we will compare it against
the strategy you have agreed to.
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The above categories and definitions are not a common standard across the financial services industry and other firms and advisers may approach
things differently. However, in providing any service under our Services Terms and Conditions, James Brearley & Sons Limited will recognise only
the above definitions. You or anyone acting for you should therefore ensure that this is consistent with your understanding.
The investments which are considered by James Brearley & Sons Limited to be lower, medium and higher risk are set out in our Services Terms and
Conditions.

History
In almost every advertisement for a financial product, you will see a warning that past performance is not necessarily a guide to future performance.
However, sometimes it is necessary to consider how things have performed before in order to determine the risks which may be involved in an
investment or portfolio.
As we believe that most investors define risk in terms of the level of capital they are prepared to lose over a given period of time, we have measured
how the capital value of each strategy has changed over time. Experience tells us that a client concerned over the month to month movement of their
portfolio is typically an unhappy and anxious one.
The table below shows the maximum decline in value during each calendar year on a month-end to month-end basis, assuming an initial investment
of £100,000 at the beginning of each year. The amount shown for years 2008-2010 exclude dividend receipts which in every likelihood would have
reduced the extent of the fall.
TABLE: Maximum decline in month end values in each calendar year.
Capital
Model Name

2008

Capital & Income

2009

2010

Average

2011

2012

2013

2014

2015

2016

2017

Average

Conservative £14,793.05

£4,004.97

£4,323.97

£7,707.27

£7,595.46

£2,135.62

£2,761.46

£1,039.80

£4,311.11

£2,308.83

£962.09

£3,016.34

Defensive

£14,483.13

£4,432.15

£5,100.91

£8,005.40

£7,408.77

£2,252,25

£2,897.72

£1,384.98

£4,721.45

£2,029.13

£859.57

£3,079.12

High Yield

-

-

-

-

-

£3,043.18

£2,492.35

£1,235.44

£4,792.46

£1,982.14

£901.86

£2,410.91

Cautious

£15,773.03

£4,797.36

£6,329.46

£8,966.62

£8,588.90

£3,619.37

£2,730.97

£1,651,05

£5,644.02

£1,931.70

£696.29

£3,551.76

Balanced

£19,651.05

£4,610.43

£6,775.27

£10,345.58

£10,405.38 £4,485.98

£2,741.16

£1,954.83

£5,999.14

£2,572.78

£862.10

£4,145.91

Dynamic

£24,363.56

£5,847.97

£7,236.57

£12,482.70

£12,252.07

£3,198.77

£2,458.32

£7,727.99

£3,824.16

£1,080.60

£5,098.38

£5,146.76

Source: James Brearley.

The next steps
You should use the information above to determine what risks you are prepared to accept. You may even wish to consider which of the investment
strategies (if any) best fits your attitude to risk and what you are seeking to achieve.
Ask yourself:
• Is what I want to achieve realistic or do I need to reconsider my priorities?
• Am I prepared to take the risks required in order to achieve the rewards I would like to receive?
• Do I understand the component parts of the portfolio and why they have been recommended?
Your Account Executive will discuss any concerns or questions you have and will be pleased to assist you to make sure you make the right decisions!
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HEAD OFFICE
PO Box 34, Walpole House,
Unit 2, Burton Road,
Blackpool, FY4 4WX
Telephone: 01253 831100
Facsimile: 01253 831102
Email: enquiry@jbrearley.co.uk
Website: www.jbrearley.co.uk

CONTACT DETAILS
Blackpool: Tel: (01253) 831940 Email: blackpool@jbrearley.co.uk
Kendal: Tel: (01539) 733979 Email: kendal@jbrearley.co.uk
Preston: Tel: (01772) 318760 Email: preston@jbrearley.co.uk
Southport: Tel: (01704) 501511 Email: southport@jbrearley.co.uk
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