Q:  My advisor keeps talking about my "risk tolerance."  What does he mean?
A:  That's a great question!  A good financial advisor should be doing two main things when working with you.  The first is to ascertain your goals and the likelihood of reaching them.  The second is to determine the level of "risk" in your portfolio relative to your overall situation as well as with your personality.  
Risk can be defined as the possibility of a loss, and when we are talking about investments, risk relates directly to the chance of losing money.  However, defining a "loss" is complicated when talking about wealth.  If you elect to keep your funds in cash under the mattress for twenty years, you will not technically "lose" anything.  But when you try to spend the cash, you will find you have lost a great deal of purchasing power due to inflation. As a simple example, a first class postage stamp was half of what it costs now only about 23 years ago.
A good advisor defines risk then as the possibility of you not reaching your financial goals.  Not saving enough is always the biggest risk early in life.  It is the financial advisor's job to keep your savings at least up to the steady erosion of value by inflation and taxes.  We also know in general that risk is better tolerated with long time horizons and with increasing wealth.  In the former case, time smoothes out volatility and allows for recovery.  In the later case, some of the investments may be "extra" money.
Despite the above, we are emotional, and perceive "risk" when markets drop (when in fact, it is usually an opportunity to buy cheaply).  If you have enough of even short term drop in the prices on your investments  such that you will scream "sell everything,"  your level of "perceived risk" may not match that of your advisor.  The advisor may have clearly explained that the investments exposed to the volatility of stocks was set up to be long term, and therefore invested with the understanding that large swings in price were to be expected.   However, we still have to deal with your emotions. Many advisors and clients learned that risk is well tolerated during rising prices, and very poorly tolerated during falling prices in the last market downdraft.
Another consideration in risk tolerance is whether or not any volatility really needs to be tolerated regardless of the long term outcome.  I have a number of families that are retired and fortunate enough to have "enough" savings to maintain their goals even if they lose some purchasing power every year.  It would be foolish to make their portfolio more volatile and perhaps ruin a certain safe lifespan of spending.  
Most of us are not at the point of having this luxury, and must find that balance between "perceived" risk and acceptable risk in reaching financial success.
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