
 

 
 
UNDERSTANDING THE RELATIONSHIP BETWEEN RISK AND 
RETURN. 
 

It is all too easy for individuals working in the investment industry, like myself, to overlook the fact that 

even though our clients might very well be highly skilled in fields outside of ours, we conveniently assume 

they understand what we mean when we refer to concepts like “risk adjusted returns” or even just “risk vs 

returns”, and how that links to the unit trust universe.  We are often caught up in jargon and should from 

time to time ask ourselves whether we are part of the problem or part of the solution. 

 

So here goes – Risk vs Return 101. 

 

The first universal concept in investments is that there is no “free lunch”.  That broadly means that 

investments where capital is guaranteed will not deliver eye watering returns.  To increase your return 

expectation, you need to be willing to take on more risk, which just means that you must be willing to also 

potentially lose some of your money.  The higher the returns you want, the more you should be willing to 

lose if things turns out against you.   

 

The relationship between expected returns and expected risk (as measured by volatility in returns) is 

generally positive, i.e. to increase your expected returns you need to accept more risk.  Investments that 

generate the most return per unit of risk are called efficient – that’s where you want to be because you 

get more bang for your buck.   

 

So far, so good.  The question is now, how do I practically apply this to the unit trust industry? 

 

The Association for Savings and Investments of South Africa (“ASISA”), which is the representative body 

to which most investment managers in South Africa belong to, has an extensive fund classification 

standard which essentially groups funds in a manner which strives to help investors understand the 

difference between funds better, amongst others.  The standard effectively comprises of three tiers.  The 

first-tier split funds based on the geographical region the underlying assets reside in (for example South 

Africa vs offshore), the second looks at broad asset classes (for example cash funds vs equity) and 

finally tier three goes into more detail within the broad asset class groups (for example cash vs bond 

funds). 

 

Now that most readers are confused, I’ll try and simplify.  Let’s assume that all funds can be classified as 

either: 

• Money Market, being lower expected returns but with very little capital risk.   

• Equities, being “growth” assets that are expected to provide the highest long term returns but 

where capital values can fluctuate quite a bit over the shorter to medium term. 

• Balanced, which comprises of a combination of the two categories above, for example 65% 

equities and 35% money market. 

 



 

For now, we ignore asset classes like property, bonds, financial shares or offshore investments etc. 

 

A useful way to understand the concept of risk vs return, especially within the framework of investment 

horizons, is to draw “return funnels”. These shows graphically the expected range of annual returns that 

an investor can expect from an asset class over various future horizons, where the benefits of averaging 

tends to smooth longer term returns for assets that fluctuates more in value, like for equities.  

 
Diagram 1 – Money Market             Diagram 2 – Equites Diagram 3 – Balanced 

(ASISA Money Market category)            ASISA General Equity category) (ASISA Multi Asset High Equity category) 

 
From diagram 1 above we see that Money Market is not expected to lose money ever, as all bars are 

above 0%, so it is considered safe.  Conversely, equities can lose around 30% of your capital over 1 

year.  However, over the full cycle, equities are expected to return between 10% and 25% p.a. whereas 

the “safe” money market is expected to return between 6% and 9% p.a.  Balanced funds provide a 

suitable compromise between the two – healthy long term returns without the ride being too wild. 

 

That is why we generally say that one should invest money that you will need relatively soon (for next 

years holiday) in a money market fund because it offers stability, and long term savings (for your child’s 

university education) in equities because you can expect to get the highest return while you can ride out 

the volatility that can occur over the shorter term.  All else, generally consider balanced funds.  
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