WHY RISK IS GOOD FOR YOUR INVESTMENTS


   Risk is good – that is, good for your investment portfolio.  Personally, and as a society, we tend to view risk as something to be avoided.  However, in the investment world, many studies suggest that risk in investing is proportional to return.  In other words, you are "paid" to take risk.
   Delving deeper into this relationship, let’s determine what "risk" really means.  The dictionary defines risk as the “possibility of suffering harm or a loss.”  Specifically, to most of us, risk in investing is the possibility of suffering a loss of money.  An examination of investing in equity (stock) markets shows us two different views of risk.  It turns out that in the short term, stock market returns are quite volatile-moving up and down as much as 40% in a given year.  So there is a "risk" of losing up to 40% of your money over a bad year (if you buy high and sell low).  But, a more important observation is that this volatility is markedly reduced over longer periods of time, and that a diversified stock market investment held for at least 10-15 years is extremely unlikely to "risk" a loss of money.  
    When thinking about the risk of stock market investments, it is important to compare the  major alternatives-which are bonds or cash type investments (usually money market funds).  The record of the last 70-plus years shows that U.S. stock market returns are about 10%, bonds are about 6%, and cash/money market funds are about 3.7% annually.  
      Given these observations, the risk of investing in these asset classes looks immediately different.  The goal of long term investing is to preserve, and hopefully increase purchasing power.  If you had received the long term bond return of 6%, paid tax in a 30% bracket and had the remaining 4.2% reduced by inflation (3%), your purchasing power was very marginally increased by 1.2% a year.  Keeping your money in cash would have lost you money after taxes and inflation - year after year.  In contrast, a long term investment in stocks would have markedly increased your purchasing power (4% annually) after taxes and inflation.  Stocks offered over 3 times the return compared with bonds. So, the "risk" of a volatile return in the short term with stocks is more than compensated by having a long term horizon. 
   Examining bonds further, we see that US Treasury bonds and their Government guaranteed return of interest and principal provide a solid protection against the risks of financial crisis and economic downturn. However, they also carry two risks.  First, in the setting of increasing interest rates, bonds do very poorly.  A long term Government bond can fall in value as much as 15-20% with only a one percent rise in long term interest rates.  In addition, bonds carry the risk of barely preserving purchasing power over long periods of time.

   So, when we talk about taking on risk in our investment portfolio, it is important to define the term carefully and consider all the possible alternatives.  It is clear that the real “risk” in designing your investment portfolio (assuming a long term time horizon) is in not owning a high allocation in stocks. However, how and what cost you own stocks is also a vital topic. In a future column, I’ll explore stock market investing-what works and what doesn’t in much more detail.
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