NISM Series V-A Study Material
Module 5: Risk, Suitability & Financial Planning

1. Understanding & Measuring Risk

A mutual fund distributor must understand how to quantify risk to set proper client
expectations. The mutual fund fact sheet utilizes four main metrics to define risk:

e Standard Deviation (Total Risk): Measures the dispersion of returns from
the average. A higher standard deviation indicates a highly volatile fund
(bumpy ride), while a lower SD indicates stable, predictable returns.

e Beta (Market Risk): Measures the fund's volatility relative to its benchmark
(e.g., Nifty 50).

o Beta = 1: The fund moves exactly in line with the market.

o Beta> 1 (e.g., 1.5): The fund is aggressive. It will rise faster but also
fall harder than the market.

o Beta<1 (e.g., 0.8): The fund is conservative. It is less volatile than the
overall market.

e Sharpe Ratio (Risk-Adjusted Return): Measures the extra return generated
by the fund for every unit of risk taken. Rule: The higher the Sharpe Ratio,
the better the fund's performance.

e Credit Risk (Debt Funds Only): The risk that the issuer of a bond (where the
mutual fund invested the money) fails to pay back the principal or interest.
Downgrades in credit ratings (e.g., from AAA to AA) negatively impact the
NAV of debt funds.

2. Scheme Selection & Risk Profiling

Recommending the right scheme requires understanding the client's risk capacity
(financial ability to take a loss) and risk tolerance (psychological ability to handle a
loss).

Risk Profile Typical Client Persona Suitable Mutual Fund
Categories



Aggressive

Moderate

Conservativ
e

Young, unmarried, long
investment horizon (> 10
years). Can handle high
volatility.

Middle-aged, married with
dependents and loans. Seeks
growth but requires some
stability.

Nearing retirement or retired.
Cannot afford to lose capital.
Needs regular income.

Small-Cap Funds, Mid-Cap
Funds, Sectoral/Thematic
Equity Funds.

Large-Cap Funds, Flexi-Cap
Funds, Aggressive Hybrid
(Balanced) Funds.

Liquid Funds, Short-Duration
Debt Funds, Conservative
Hybrid Funds.

3. Financial Goal Planning & Asset Allocation

Financial advisory is not about picking the "best" stock; it is about proper structuring.

The Golden Rule of Asset Allocation:

Studies show that over 90% of a portfolio's long-term returns and volatility are
determined by its Asset Allocation (the mix of Equity, Debt, and Gold) rather than the
selection of individual schemes or market timing.

Lifecycle Investing
Asset allocation should shift based on the investor's age and life stage:

e The "100 - Age" Rule: A simple thumb rule for equity allocation. A
30-year-old should ideally have 70% (100 - 30) in Equities and 30% in Debt.

e Approaching Goals: As a client gets closer to a financial goal (e.g., 2 years
away from a child's college admission or retirement), the advisor must use an
STP (Systematic Transfer Plan) to move funds out of volatile Equity and into



safe Debt/Liquid funds to protect the accumulated corpus from a sudden
market crash.
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