Planning for Retirement. Bairbre Dowling MBS LIB QFA

Last week we looked at the benefits of contributing to a pension. This week the focus is on investment options available for pensions and creating a portfolio of assets to suit your particular needs. In next week’s article we will look at Post Retirement Planning. 

If you are investing in a pension you should have an investment strategy tailored to you individual requirements. The investment strategy you choose should be directly related to your appetite for risk and the length of time to your retirement.

Determining Attitude to Risk:

We all differ in how we deal with risk and how comfortable we are with taking on risk. It is crucial that the funds you choose to invest in are suited to the level of risk you are comfortable with. Risk and return are highly correlated so you will need to ask yourself, how much risk are you willing to take on in order to attain an appropriate or sought-after return.  

To determine your risk appetite, the following questions should be considered:

· Am I comfortable with the cyclical nature of stock markets and the fact that my investment can decrease in value as well as increase in value?

· What is my time horizon? Do I have sufficient time for markets to recover if they go down?

· Can I afford to lose my investment? Will my regular financial obligations be jeopardised if I loose these funds?

The answers to these questions will determine whether you are Low Risk where one does not like taking any risk, Medium Risk meaning you are satisfied to take some risk in order to earn a return on your investment or High Risk where you are comfortable risking your investment, to potentially earn a higher rate of return. 

Risk needs to be correlated to your age and personal circumstance. For example a 30 year old has a longer time horizon to retirement than a 55 year old. A younger person can afford to take more risk with their pension investment, simply because they have longer for markets and fund values to recover should they go down.

Matching Risk Attitude to the Fund Choice:

Once you have determined the level of risk you are comfortable with, the choice of investment option becomes clearer. 

Low Risk Fund Choices:

If you are a low risk investor, you should choose from one of the following types of funds:

· Guaranteed Bonds:

An investment bond with a Capital Guarantee is one that promises to return no less than your initial investment, regardless of the performance of the underlying assets. These bonds allow low risk investors to participate in stock markets without putting their capital at risk.

· Cash Fund:

Cash funds generally aim to provide a return in line with money market interest rates through investment in Exchequer Bills and other short dated cash instruments. These funds produce an average rate of return of 3% per annum. 
· Fixed Interest Securities: 

This type of fund invests in government gilts or bonds. Returns, while typically modest, are significantly less volatile than equity returns. Bonds are long-term fixed-interest debt, issued by companies and governments in order to raise capital. Government bonds are often called Gilts, as they have always been regards as extremely safe and therefore ‘gilt-edged’ securities. 
Medium Risk Fund Choices:

Medium Risk funds combine elements of low risk assets such as cash and bonds with more high-risk assets such as equities, in an attempt to achieve long-term capital growth while minimising risk. 

· Managed Funds:

A managed fund is one where the collective funds of investors are pooled together to create a common investment fund, which is controlled by professional managers. Managed Funds invest in a mix of assets, such as equities, property, fixed interest securities and cash. There are a range of managed funds, from cautiously managed which tend to hold more bonds, gilts and cash to aggressively managed which focus more on equities and property. Again the choice of fund is should be linked to your attitude to risk and the length of time to retirement. 

High Risk Funds:

· Equities:

Equities are stocks and shares in traded companies. The majority of equities purchased through pension arrangements are done so through equity funds. Professional fund managers purchase stocks and shares which they believe will provide opportunity for capital growth and hence returns for investors, subject to fund criteria. 

It is also possible to invest in stocks and shares directly through your pension fund, as many pension providers now provide share dealing facilites. 

· Property

Similar to equities, the majority of capital invested in property is done via a property fund. This works on the same principal of any pooled investment fund, where investor contributions are collectively used to purchase properties, be it residential or commercial property. 

It is possible to buy individual properties through your pension, once certain criteria are met and your pension fund is sufficient to meet the cost of purchasing the property. 

· Geared Funds

A geared fund is one that invests the collective funds of investors plus borrowed capital in an asset, usually property. This is a high-risk fund choice as the gearing / borrowing adds a multiplier effect to your investment. If the asset value increases you have a multiple of your investment working for you so the growth is multiplied but the reverse is true when asset values fall.

Investment Strategy 

The investment strategy you choose will ultimately determine the size of your pension fund at retirement. 

While equities by their very nature are volatile and will go through cycles of booms and slumps, historically they have produced better returns than any other asset class over longer time periods.

Hence a portfolio with a higher equity weighting is generally more suited to a younger person while on nearing retirement, it is advisable to begin switching out of equities and into less volatile assets such as cash and fixed interest securities.

Regardless of age, one of the most important things to remember when building an investment portfolio is to diversify across a number of asset classes. By spreading your investment among Cash, Bonds, Property, Equities, Natural Resources and Alternative Investment Strategies you minimise your exposure to risk while allowing for capital growth.
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