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FOREWORD

The lengthy bull market in common stocks that commenced in
August 1982 caused investors to tuck risk into the far recesses of
their minds. Then came October 19, 1987’s, “Meltdown Monday”
with its dramatic decline and a near calamity in the financial
markets. Actually, for some individuals it was more than just a near
calamity. The sudden and generally unexpected free-fall of stock
prices brought investors back to earth with such a thud that many
of them still have not recovered.

Risks are always with us, and it is important that investors con-
sider these risks as part of their financial planning. Before planning
can take place, however, it is first necessary to understand what
these risks are and how they apply to the ever-increasing variety of
investments being made available to investors. Never before has
there been such a great abundance of investment alternatives. Only
by understanding the risks applicable to these alternatives can an
investor effectively control the risks while building a portfolio.

Different individuals are in different financial situations with dis-
parate wants and needs. This great diversity in the status of in-
dividual investors brings with it a varying ability to absorb risks.
Some individuals may have significantly more to fear from inflation
than from changing interest rates or market fluctuations, for ex-
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ample. Because of the varying ability to absorb risks, it is crucial
that the investor understand which risks are most important and
what types of investments can provide the greatest degree of
protection from those risks.

This book attempts to present the concept of investment risk in a
manner that can be understood by the average investor. The
various uncertainties that face individual investors are discussed in
a nontechnical and nonthreatening manner with the goal of allow-
ing readers to put the ideas to use in building their own investment
portfolios.

The book first presents a general concept of risk: what it is and
how it affects virtually all investments. The following two chapters
discuss the various risks that cause uncertain rates of return among
investments; unexpected inflation, uncertain interest rates, uncer-
tain business conditions, excessive borrowing, unpredictable
market cycles, and potential difficulty in disposing of an asset. The
discussion of individual risks is followed by chapters on individual
investment categories and the risks that cause the greatest uncer-
tainties to owners of these assets. The final chapter is devoted to a
discussion of how an individual investor can put together an in-
vestment portfolio that best minimizes the important risks that
have been identified by the investor.

In many instances common sense will go a long way in control-
ling risk. When someone promises an unrealistically high return,
there is every reason to suspect that the return truly is unrealistic.
At least, it is unrealistic to think that such a high return can occur
without substantial risk. Because the investment world is so com-
petitive, it is generally possible to earn substantially higher returns
only by incurring greater risks.

Investors most often lose substantial amounts of money when
they get overly greedy. Individuals read in magazines how other
investors have become wealthy, or they hear their friends brag on
how much they have made on such and such an investment. The
tendency is to take the plunge in seeking riches that will provide
material for new stories. Unfortunately, the likely result is some-
thing even the family dog won’t want to hear.

Nothing is wrong with undertaking risky investments so long as
the investor understands the possible consequences. Financial
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theory tells us that risky investments have higher expected returns.
It is just that the higher the expected return becomes, the less cer-
tain the investor is to actually earn such a return. This, of course, is
the risk.

An investor’s tolerance for risk is more than just a pencil and
paper analysis of the pros and cons of the uncertainties surround-
ing an individual investment or portfolio of investments. Without
question, many investors are so indisposed to risk that a little of it
goes a long way, no matter what the investor’s age, financial status,
or goals. An investment advisor may examine the financial status of
an individual investor and decide that it would be prudent to pur-
sue a more risky investment path in search of additional return. On
paper this conclusion may well be justified. However, if the in-
dividual investor is so afraid of potential losses that substantial
worry would result, then the potential for additional return is likely
outweighed by peace of mind. There are more important things-in
life than eking out an extra quarter of a percent.

I would like to thank a number of people and organizations that
contributed to the completion of this book. First, I express apprecia-
tion to my wife, Kay, for allowing me to spend hours, days, and
weekends in front of my trusty AT&T computer. Now that this
manuscript is complete, we may eat fewer nacho chips, tacos, and
pizzas. Also, I appreciate the fact that our dean, Ken Stanley, sup-
ports these activities and had the foresight to equip the business
faculty at Valdosta State with superb computer facilities. My good
and computer-literate friend, Steve Parrish, was kind enough to
produce the graphs in his small abode behind the local K Mart.
Also, thanks to student assistant Bart Holt for his help in tracking
down data for the graphs and tables. Finally, thanks to the
Graduate Research Advisory Committee at Valdosta State College,
which provided partial funding to assist with the incidental expen-
ses involved in producing the manuscript.

David L. Scott
Valdosta, Georgia
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UNDERSTANDING
INVESTMENT RISK

There is no denying that individuals live in an environment that is
full of risks. Risks of varying degrees of seriousness are always
lurking nearby: the possibility of an accident while driving an
automobile; of suddenly contracting a serious disease; of having a
home damaged by fire or violent weather; of falling in the shower;
of purchasing a faulty computer from a mail-order firm that soon
goes out of business, and so on. The compendium of risks en-
countered in everyday life seems to be endless.

Although the variety of risks inherent in investing is certainly
less diverse and less physically painful than some of the pitfalls just
noted, experienced investors have nonetheless learned that
numerous risks are indigenous to nearly all investment vehicles.
Investors may see their investment in a business disappear because
of a lack of customers during a period of economic recession. They
may find that dividends or interest income from security holdings
are reduced or eliminated because the payor is no longer financially
able to make payments. They may discover that inflation has eaten
away at the real value of their investment such that the returns are
puny or even negative when adjusted for changes in the cost things
they must buy.
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There are many reasons that an investment may produce unex-
pected results. Among even the best-known and most frequently
used investments are often serious risks that tend to remain hidden.
So, if risk is everywhere, why is it not always clearly evident? Why
are investors frequently surprised when favorable expectations turn
into major disappointments? Before these questions can be ad-
dressed, risk must first be identified. If risk cannot be recognized, it
certainly cannot be controlled.

WHAT IS INVESTMENT RISK?

As a general concept, investment risk refers to an uncertain rate of
return. For a single investment or group of investments, the less
certain the rate of return, the greater the risk of ownership. Viewed
from the opposite perspective, the greater the certainty of an
investment’s rate of return, the less the risk of owning the invest-
ment. If there is absolutely no question about the rate of return that
an investment will provide, then there is no risk to owning that
investment. Unfortunately, these no-risk gems are few and, when
they are located, tend to offer relatively meager returns.

An investment’s rate of return may be uncertain for any number
of reasons. For example, there is always the possibility that a
company’s directors will reduce the dividend on its common stock
or that a municipality will be unable to make the interest payments
on its bonds. Likewise, a period of rapid price inflation will sig-
nificantly reduce the real value of a bond’s principal. As if inflation
is not ominous enough, rising interest rates that frequently accom-
pany inflation will exert downward pressure on the prices of out-
standing bonds.

In addition to uncertain income sources such as dividends or rent
payments, uncertainty can also stem from doubt about the money
an investment will fetch if it is sold. For example, a high-grade,
long-term bond produces semi-annual interest payments that are
reasonably certain to occur on the scheduled dates. Even if the bond
is of the very highest grade, however, there is no way of knowing
for certain how much the security will bring if it must be sold prior
to maturity. Also, there is no way to determine how much of the
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bond’s interest and principal will be eaten away by inflation during
the years that the bond is owned.

The world of available investments is quite diverse, so that risks
vary considerably among investment alternatives. Some invest-
ments, such as real estate and new issues of common stocks, tend to
subject their owners to a great amount of risk. At the same time,
other investments, such as U.S. Treasury bills and short-term certifi-
cates of deposit, have very little uncertainty as to their rates of
return. It is this certainty of return that is the paramount reason
why individuals and institutions acquire these investments. Most
people purchase certificates of deposit because they know exactly
the amount of money they will receive and the precise date on
which they will receive it.

The concept of investment risk can be illustrated with a numeri-
cal example. Suppose an investor is faced with two investment al-
ternatives. Each investment requires an identical outlay of cash and
each provides an expected return of 15 percent during its projected
life of one year. The only difference between the two investments is
that, while the annual rate of return on Investment A is a certain 15
percent, Investment B offers two possible outcomes, a return of 5
percent or a return of 25 percent. Each of these two returns on
Investment B is equally likely, and there are no other possible out-
comes. Thus, for Investment B, there is a 50 percent likelihood that
the annual rate of return will be 5 percent and a 50 percent
likelihood that the rate of return will be 25 percent. Investment B
has the same expected rate of return as Investment A, even though
there is no way to determine in advance whether the return on B
will be 5 percent or 25 percent. A comparison of the possible out-
comes and respective probabilities for each of the two investments
is displayed in Exhibit 1-1.

A general formula for calculating an investment’s expected rate
of return is:

R =prn+paa+parz+..... + Pnl'n
where:
R = the investment’s expected rate of return.

r each possible rate of return that may actually occur.
the probability that a particular rate of return may occur.

The sum of these probabilities must equal 100 percent.



(01

g JUBWSaAU| 2=  V juswisaau| il

uin}ay JO 8ley |eljualod

Sc 0c SI oV SO 00

L7

Ayiliqeqo.d

SJUIUISIAU] OM ], UO SWINJIY [erjuajod
I-1 am31y

%0
%0¢
%0%
%09
%08
%00 |
%0¢C L




