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      Risk, Return and You


Risk, Return and You

The meaning of risk is well defined in the word itself. (wei ji). The first symbol means
‘danger’ while the second means ‘opportunity’ making risk a combination of danger and
opportunity. All investments carry some degree of risk. In general, the higher the risk,
the higher the return, and vice versa. Understanding the relationship between risk and
return will help in deciding if the risk is worth the gain. In fact, in investments, most
people think of returns first but in reality, all investors should always think of the risk
first before thinking of returns.

While risk may be unavoidable, the good news is, risk is manageable and that begins
with knowing your tolerance for risk and your expectation for returns. What is
important is to determine your comfort level with risk and stay in that zone. Do not
invest in anything you do not understand. The credit crisis is a good example. When the
exotic CDOs (collateralized debt obligation) collapsed, we often hear investors
complaining that they were not told that the risks were this great. Always remember, if
you do not understand the risk, don’t invest thinking that the investment is right for
you.

With so many different types of investment out there, how does an investor determine
how much risk to take? Before you try to figure out what risks accompany your
investment choices, analyze yourself first and determine you risk tolerance level and
your return needs.

Determine your Risk tolerance level.

Before making any investment, always ascertain your investment goal and the time
horizon to keep the money invested. Theoretically, having longer time horizon equates
to more tolerant of higher risk. The longer the time you have to hold your investments,
the less important daily or monthly fluctuations in value becomes. As your time horizon
shortens, you generally need more stable investments to ensure that a major downturn
won’t affect the investment goal especially if you are near retirement.

Next is to figure out how well emotionally can you handle the ups and downs of the
market? If you are prone to worry about fluctuations in the value of your investment,
you have a lower tolerance for risk. Those with high risk tolerance are aggressive
investors who are willing to accept losing their capital in search for high returns. Those
with low tolerance are the conservative investors who are more concern with capital
preservation.

Another realistic measure is to determine the amount of money you can afford to tie up
for the period of time or excess money that you can afford to lose. By doing so, you



won’t be pressured to sell off any investments because of panic or liquidity issues. This
will enable you to ride out any storm and keep your financial plans on track.

Determine your Return needs.

Whether you are an aggressive or conservative investor, ultimately, you want to achieve
your financial goals. No doubt that keeping money in the savings account reduces the
risk, but it also reduces the potential return which may not meet your long term growth
objective. If you can’t accept much risk, you will potentially earn a lower return.
Therefore, to achieve your investment goal, you will need to compensate for the lower
anticipated return by increasing the amount invested and/or the length of time
invested. Without that, to increase the return on the portfolio, you will need to accept
an increased amount of risk.

Remember that even by not doing anything, you are already exposed to inflation risk.
Because of the increasing cost of living, your returns on investments needs to be above
the inflation rate, or else your savings will lose ground.

Manage and match your portfolio’s risk and return.

Not all your investment choices have the same risk and return. Some forms of
investment, like bank deposits or bonds are recognized as low risk but they typically
generate lesser returns than the average increase in living costs and inflation. Investing
directly in investments like stocks or commodities potentially earns you more but it
involves even more risk and volatility. Derivatives markets add yet another level of risks
and complexity.

A simple diversification technique is to balance risk and return in your overall portfolio
by making investments along the spectrum of risk, where some investments have the
potential to provide strong returns while others ensure some security and protection for
the portfolio. This will enable the portfolio to take advantage of a rising market and
provide protection from dramatic losses in a down market. Risks can also be reduced by
taking the view of investing for the long term. In short, one of the best way to build a
portfolio is to aim to build as many assets as you can over time, all with different risk
and return characteristics.

Every investor’s tolerance to risk also changes with time. Your life situation matters
when it comes to looking at risk vs return. Not only do different asset classes exhibit
different risk return characteristics, those characteristics also changes depending on the
time you hold the asset, economic and market dynamic influences. Therefore, it is
crucial to adjust and rebalance the portfolio along the way. Sometimes, investors are
confused over doing adjustments and rebalancing of their portfolio as it may involve
many steps and considerations...the best thing to do is not to concentrate on too many



minute and micro details when readjusting, rather look at the overall picture and make
general changes where reasonable. Trying to be too precise and technical can often lead
to other problems...keep things simple and in a way which you, the investor and the
most important person, can understand and you’ll be fine.

Always hold a portfolio that you know will serve you well no matter what the situation
is. Remember, only focus on the things that are meaningful. You’ll be surprise at some
of the simple methods of investing and review methodology used by some of the great

investment gurus of our time.
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