
 Learn about  
asset allocation

Asset allocation is one of the key elements of a successful investment 

strategy. Use this brief guide to gain a more complete understanding  

of asset allocation and the decisions your financial advisor makes  

regarding your portfolio.

Investor education

The major asset classes

Investing in a mixture of asset classes helps reduce risk 
and positions your portfolio for better long-term success. 
The primary asset classes are equities, fixed income and 
cash investments.

Equities 
Stocks represent shares of ownership in a company. 
Canadian stocks have historically provided higher long-term 
returns than fixed income or cash investments—typically 
an average of about 7.7% per year. However, to enjoy 
these returns, investors have had to withstand some very 
volatile years when returns were far from positive.

Fixed income 
In essence bonds are loans to a government or a company. 
Over the long term, Canadian fixed income investments 
have provided average annual returns of about 6.75% and 
are generally less volatile than stocks.1 Investors usually 
invest in bonds to earn interest income and to help 
compensate for the ups and downs of stock investing.

Cash investments
Guaranteed Investment Certificates (GICs), treasury  
bills and money market funds are all considered cash 
investments. All, or nearly all, of the returns from cash 
investments come from interest. When investors know 
that they will need to cover a big expense, or when they 
want to have money on hand for emergencies, they turn  
to cash investments.

1 Source: Stocks are represented by the S&P/TSX Composite Index. Bonds are represented by the Citigroup World Government Bond Index from 1988 through 2002 and the Barclays Canadian 
Issues 300MM Index thereafter. Data are from December 31, 1988, through December 31, 2017.



Understanding investment risk

It’s very important to understand the trade-off between investment performance and risk. Holding diversified 
investments across all asset classes can moderate the overall risk to your portfolio. Unfortunately, no matter how 
well diversified your portfolio, you can’t eliminate risk. Bond investing is generally less risky than investing in 
stocks. Still, bonds present certain risks. Below is a table that defines some of the risks you should be aware of.

Equity risks

Inflation risk Inflation can erode the value or purchasing power of your investments. Although stock 
market returns have sometimes failed to keep up with inflation, historically stock returns 
have beaten inflation by a wider margin than bonds or cash investments.

Market risk One of the most significant risks you face is the volatility of the market. Over the years 
stock prices have skyrocketed—and plummeted—over very short periods, but long term, 
stock returns have outpaced other asset classes. You can reduce market risk by holding 
stock investments for a long time—at least ten years.

Manager risk Investment managers can make good decisions that result in market-beating returns, but 
they can also make bad decisions. That’s why it’s always prudent to look at an investment 
manager’s experience and track record before investing. 

Your financial advisor can explain how a fund has performed compared with similar funds 
and its benchmark. Your financial advisor can also help explain the fund’s investment 
objective and how well the fund manager has adhered to it.

Specific risk A portfolio concentrated in a few specific industry groups increases risk. That’s why your 
financial advisor has developed a diversified portfolio that includes investments that  
span industries.

Fixed income risks

Interest rate risk Bond prices fall when interest rates rise, and they rise when rates fall. The longer a bond’s 
maturity, the greater the interest rate risk. You can reduce, but not eliminate, interest rate 
risk by investing in shorter-term bonds.

Income risk When interest rates decline, a bond fund’s interest income may fall, so an investor could 
lose income. Income risk is higher for short-term bond funds than for long-term funds 
because short-term bonds mature sooner and their principal must be invested at the new 
interest rate, which can be higher or lower.

Credit risk Bond investors can lose money if an issuer defaults, or if a bond’s credit rating is lowered. 
ETFs invest in many bonds, reducing the credit risk from a single default or rating change.

Call risk Some bonds can be called, or redeemed by the issuer, before they mature. When a bond is 
called, investors must reinvest their money, often at a lower yield.

Inflation risk Like stocks, bonds can lose purchasing power as prices rise. So inflation risk is a serious 
concern if you rely on income from bonds. For example, if inflation ran at 3% for five years, 
the value of a $100 interest payment would fall to $86 in purchasing power.

Talk to your financial advisor about investment risk and how asset allocation can help protect you from the ups 
and downs of investing.

Diversification does not ensure a profit or protect against a loss in a declining market.



Getting the right mix

Your financial advisor understands that the key to a 
successful portfolio is investing in the right mix of assets. 
The most appropriate asset allocation is unique for each 
investor and is based on several factors. Among them is 
understanding your investment objectives and time 
horizon.

To understand what you want to do with your money and 
when you’ll need it, your financial advisor will ask a 
number of questions, including: 

• Why do you want to invest your money? 

• What do you expect from your investments? 

• How long is your investment horizon?

One of the first steps is to prioritize your investment goals. 
Whether you’re saving for retirement, a child’s education,  
a house, an estate plan or a charitable legacy, clearly 
defined goals will help your financial advisor create an 
effective portfolio that helps you achieve your goals.

Your financial advisor will also ask about your investment 
time horizon, since your investments will rise and fall in 
value throughout the time you own them. 

The longer your time frame, the greater your ability to ride 
out the ups and downs of the markets. Because you won’t 
need money right away, you can more reasonably work 
with your financial advisor to select investments whose 
values might fluctuate in the short term in hopes of 
earning greater returns over time.

For example, if you’re saving for retirement, your time 
horizon may span several decades. With that much time, 
your portfolio may emphasize stocks. For short-term goals, 
your financial advisor will probably look to a more stable 
investment.

Understanding your risk tolerance

Once you’ve worked with your financial advisor to 
determine your investment goals and time horizon, it’s 
time to think about your reaction to the risks of investing.

Emotions matter
How you react to risk is important when creating an 
investment portfolio. Do you become anxious during a  
drop in the markets? Or do you tend to shrug it off as the 
normal ebb and flow of business? Remember that you’re 
more likely to stick with an investment plan that fits your 
investment personality.

The risk questionnaire
One of the techniques your financial advisor may use to 
help determine how well you can tolerate investment risk 
is a risk questionnaire. Typically, the questionnaire asks 
about the length of time you plan to hold your investments, 
how you might react to different market scenarios, your 
current and future income sources, and how much money 
you believe you’ll need to reach your goals.

The importance of asset location

Taxable or tax-advantaged?
Asset allocation is one of the most important factors in 
determining long-term portfolio performance, but asset 
location is also important.

Asset location concerns which type of account (taxable  
or tax-advantaged) you should place your investments in. 
Once you and your financial advisor have determined the 
appropriate asset allocation—including your preference  
for actively managed or index funds—the next step is to 
determine which type of fund should go into which type  
of account.

The objective of asset location is to maximize the tax-
efficiency of your portfolio. Therefore, your financial advisor 
would likely suggest that you place your tax-inefficient 
investments in your tax-advantaged accounts, and your 
tax-efficient investments in your taxable accounts.
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Commissions, management fees, and expenses all 
may be associated with investment funds. Investment 
objectives, risks, fees, expenses, and other important 
information are contained in the prospectus; please 
read it before investing. Investment funds are not 
guaranteed, their values change frequently, and past 
performance may not be repeated. Vanguard funds are 
managed by Vanguard Investments Canada Inc. and 
are available across Canada through registered dealers.
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This material is for informational purposes only. This material is not 
intended to be relied upon as research, investment, or tax advice and 
is not an implied or express recommendation, offer or solicitation 
to buy or sell any security or to adopt any particular investment or 
portfolio strategy. Any views and opinions expressed do not take into 
account the particular investment objectives, needs, restrictions and 
circumstances of a specific investor and, thus, should not be used as 
the basis of any specific investment recommendation.

Please consult your financial and/or tax advisor for financial and/or 
tax information applicable to your specific situation.

Information, figures and charts are summarized for illustrative 
purposes only and are subject to change without notice.

This material does not constitute an offer or solicitation and may not 
be treated as an offer or solicitation in any jurisdiction where such 
an offer or solicitation is against the law, or to anyone to whom it is 
unlawful to make such an offer or solicitation, or if the person making 
the offer or solicitation is not qualified to do so.

In this material, references to “Vanguard” are provided for 
convenience only and may refer to, where applicable, only The 
Vanguard Group, Inc., and/or may include its affiliates, including 
Vanguard Investments Canada Inc. 

All investments, including those that seek to track indexes, are subject 
to risk, including the possible loss of principal. Diversification does not 
ensure a profit or protect against a loss in a declining market. 

While this information has been compiled from sources believed to be 
reliable, Vanguard Investments Canada Inc. does not guarantee the 
accuracy, completeness, timeliness or reliability of this information or 
any results from its use.
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