
“RISK is a Four Letter Word” 
 
Abstract: 

• Given our goals and the potential returns of the investment markets, 
will our financial assets be enough? 

• After establishing values and goals, investors should manage risk first 
and returns second.  

• According to Webster’s dictionary, risk is “the possibility of loss or 
injury.” However, if the investor’s goal were to determine the 
potential return for a broad-based or properly diversified portfolio of 
securities that the investor intended to hold for several years, then the 
range of potential returns would be significantly smaller. In this 
scenario, the possibility of total loss or massive gain is eliminated, so 
the definition of risk needs to be altered.  

• The definition of risk should be shifted away from the word “loss” 
and toward the phrase “variability around your average or expected 
return.”  

• Investors who fully consider the potential volatility of their 
investments before they invest will not be surprised when that 
volatility actually occurs and will be better able to ride through the 
inevitable storms.  

• One effective way of determining the possible level of volatility 
before investing it to examine history, as one can see how markets 
have performed during the various boom and bust cycles.  

• We can use statistics, specifically standard deviation, to estimate the 
variability around the average return.  

• A fundamental principle of investing is that if investors want high 
returns, then they have to accept higher levels of risk.  

• The Goals of Modern Portfolio Theory  
1. Minimize the risk for a required level of return  
2. Maximize return for a required level of risk  

• There will always be a level of risk in investing; and therefore, an 
individual must determine the level of market volatility that is 
acceptable. 

 
 
 



RISK is a Four 
Letter Word  
 
by Robert J. Bancroft  
 
Is the market ever going to stop going down? What 
is going to happen next? Should I change my 
strategy? I’m worried about our national debt, 
terrorism, accounting fraud, interest rates, 
strengthening dollar, weakening dollar, weak 
earnings, consumer confidence, housing starts, 
investor apathy, inflation, deflation, gold prices, 
European debt crisis… 
 
It has been said that the market climbs a wall of 
worry; and for the most part, that is true. If one 
examines history, there have always been plenty of 
things to cause one to worry. However, it is my 
belief that if taken randomly or out of context, the 
concerns listed above individually and collectively 
constitute “Noise.” They are the items that distract 
attention away from our values and goals, which are 
truly important in the management of an investment 
business.  
 
The ultimate question is, “Given your goals and 
the potential return of the investment markets, will 
our financial assets be enough?”  
 
In previous articles, we have examined the 
development of values and goals in relation to our 
definition of financial independence. We have also 
covered potential returns of stocks, bonds, and cash 
along with the potential effects of inflation and 
taxation. In this article, I want to expand on the 
subject of potential returns to include risk. After 

establishing values and goals, I encourage investors 
to manage risk first and returns second.  
 

 
What is risk? 
The word risk has been in common use since the 
middle 1600s and is derived from the French word 
“risqué.” According to Webster’s dictionary, risk is 
the “possibility of loss or injury.” This definition 
fits investors’ depression era view of risk, which in 
investing is usually dealt with by asking the 
question, “How much can I lose?” This definition is 
appropriate if one were trying to determine the 
potential outcome of a single investment in a single 
security over a specific period of time. The potential 
returns on that individual investment could be a 
range from a total loss to a gain of several hundred 
percent.  
 
If, however, the investor’s goal were to determine 
the potential return for a broad-based or properly 
diversified portfolio of securities that the investor 
intended to hold for several years, then the range of 
potential returns would be significantly smaller. As 
an example, the return for a broad based portfolio 
may be a range of potential returns from negative 
24 percent to positive 40 percent, with the expected 
average around eight percent. In this scenario, the 
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possibility of total loss or massive gain is 
eliminated, so the definition of risk needs to be 
altered.  
 
The definition of risk in the above scenario changes 
from the possibility of huge positive returns versus 
a total loss to the question: “How much variability 
will there be around my average or expected 
return?” This significant shift in thought moves the 
focus from individual investments in the portfolio to 
where it belongs: in the total portfolio. By changing 
the area of focus, the investors can stop focusing on 
noise found in financial markets and can manage 
their total investments like a business.  
 
Why are we concerned about volatility and risk? 
The purpose of changing the focus from return 
management to volatility or risk management is to 
satisfy a major objective of wealth management. 
That objective is the avoidance of major mistakes. 
Investor attitudes run the gamut from the total 
avoidance of risk at one extreme to gamblers with 
little risk sensitivity looking for huge potential 
returns at the other extreme. The problem with not 
considering risk at the outset is that it introduces the 
possibility for at least an emotional response or at 
most the failure of your wealth management 
strategy. Investors who fully consider the potential 
volatility of their investments before they invest 
will not be surprised when that volatility actually 
occurs and will be better able to ride through the 
inevitable storms.  
 
Consider the 1½-year period from October 2007 to 
March 2009 when the S&P 500 declined 57.7% 
from a level of 1,576 to 666.79. This represented 
one of the largest declines in stock market history, 
and many investors who previously considered 
themselves to be experienced long-term investors 
had their confidence shaken. Some even made the 
mistake of selling out at the bottom, missing the 
120% increase in the market as of October 5, 2012. 
Those who sold found out too late that they had 
exceeded their individual tolerance for volatility. 
This mistake may have been avoided if they had 
started with better understandings of market history 
and their personal tolerance for volatility.  
 
Determining Risk  

How does one determine the possible level of 
volatility before investing? My favored method is to 
examine history to see how markets have performed 
during the various boom and bust cycles. By 
looking at historical returns, we can determine that 
the average returns for cash, bonds, and stocks have 
been 3.6%, 5.5%, and 9.9% respectively. By 
reviewing and studying the history for large 
company stocks represented by the S&P 500 Index, 
we can see that the 85-year average return of 9.9% 
does not occur every year. The returns experienced 
in large company stocks between 1926 and 2011 
ranged from a worst-case of negative 43 percent in 
1931 to a best-case of positive 50 percent in the 
years 1933 and 1954. The bulk of the returns 
experienced during this period were significantly 
closer to the 9.9 percent average, but the above 
numbers represented the extremes.  
 

 
 
Investors are generally not concerned with positive 
extremes, so calculating these return probabilities is 
not the focus of our work. Investors do want to 
know what the likelihood of achieving the negative 
extreme would be. By using standard deviation, 
which I will discuss further in the next article, 
“Investor Toolbox”, we can determine the statistical 
likelihood of particular negative returns. Using the 
history from 1926 to 2011, the statistical probability 
of a negative 10 percent return is approximately one 
in six, and the statistical probability of a negative 30 
percent return or worse is approximately one in 40. 
This means, again statistically speaking, one out of 
every six years, or about 16.5 percent of the time, 
an investor should expect a return worse than 
negative 10 percent; and one out of every 40 years, 
or 2.5 percent of the time, one should expect a 
return worse than negative 30 percent. If an 
individual’s tolerance for negative returns is less 



than negative 30 percent, he or she should not 
construct a portfolio of 100 percent stocks.  
 
These projections represent statistical probability 
and are not meant to be pure fact. Statistics is a 
tricky business, but it is a useful tool in determining 
our risk in investing. In this life, we would like 
absolute certainty; but with investing, as with many 
other things, absolute certainty does not exist.  
One important possibility must be understood: if 
one experiences the worst-case scenarios, or a one 
in 40 return, it doesn’t mean that it won’t happen 
again the next year. To illustrate, imagine a Ping-
Pong lottery machine with 40 balls numbered with 
40 different possible returns on your investment. 
The numbers range from an extreme low of 
negative 43 percent to an extreme high of positive 
50 percent. Let’s say you randomly draw out that 
negative 43 percent. This obviously would be 
horrible, but what is even worse is that you would 
have to put that ball back in, giving you the 
possibility of picking that number again. The same 
is true with investing, as one bad return or one good 
return does not guarantee that the following year 
will have the same or different result. Consider the 
example I used above regarding the period from 
October 2007 to March 2009. That decline stretched 
over all or part of three consecutive years. The point 
remains that there will always be a level of risk in 
investing; and therefore, an individual must 
determine the level of market volatility that is 
acceptable. 
 
It is not possible to determine what market returns 
will be in the short-term, but investors must be 
informed about what potential returns exist. If the 
potential negative goes beyond an individual’s 
tolerance for loss, the investment should not be 
made. If after making this determination the 
individual still moves forward, then he or she is not 
investing but rather gambling.  
 

“Anytime “hope” or “luck” have anything to do 
with the success or failure of an individual’s 
investment, he is no longer investing; he is 

speculating.” 
 
Once risk is determined, how do we apply this to 
our portfolios?  

A fundamental principle of investing is that if 
investors want higher returns, then they have to 
accept higher levels of risk. That is to say that if one 
wants the higher potential returns offered by 
investing in risk assets like the stock market, then a 
higher level of volatility must also be expected. 
Looked at from the opposite side, if one invests 
only in short-term certificates of deposits, then 
volatility will be very low, as will the return. It is 
necessary when constructing a wealth management 
strategy to understand both of these concepts: risk 
and return, in combination.  
 
With the problems defined, what are our 
potential solutions?  
In the early 1950s, a gentleman by the name of 
Harry Markowitz made a unique determination. 
This Nobel Prize winner’s original thought was that 
all investors are averse to risk and desire high 
returns. His thought was unique because most of the 
focus at the time was on providing the highest 
possible return, but no one had spent much time 
determining how to measure risk. His work on this 
subject became the basis for Modern Portfolio 
Theory.  
 
The Goals of Modern Portfolio Theory (MPT) 
can be looked at from two sides:  
 

1. Minimize risk for a required level of return 
Example: If a family needs a five percent 
return to satisfy its lifestyle needs, then the 
objective is to design a portfolio that expects 
to provide a five percent return with the 
lowest potential volatility.  
 

2. Maximize return for a required level of risk  
Example: If a family has no real need for 
income from the investment portfolio but 
doesn’t want to ever see a downside greater 
than negative ten percent, the goal is to 
design a portfolio that will generate the 
highest possible return and also have the 
lowest probability of ever seeing a return 
below negative ten percent.  
 

It is interesting to note that Markowitz made these 
groundbreaking observations in 1952, but he would 
have to wait until 1990 to win the Nobel Prize for 
his work.  



 
Final Thoughts 
Harry Truman said, “There is nothing new in the 
world except the history you do not know.” Of 
course, there will be unpredictable events like 9/11 
and the crash of 2008/2009, but astute investors can 
look back at the history of the investment markets 
and see how a variety of dramatic new economic, 
political, environmental, and social events played 
out. The expectation from this review is not that that 
history will repeat itself or that one can actually 
predict returns for tomorrow or even next year. 
What can be established from this work is that there 
has been a broad range of returns, both good and 
bad; but overall, the direction of the investment 
markets has been positive. None of us knows 
whether that is true for the future, but this is one of 
the indicators that we have.  
 
If one is in the process of building a personal 
fortune, the lumpiness of the investment markets is 
merely uncomfortable. On the other hand, if that 
fortune is already built and being used to support 
lifestyle needs, then volatility can cause extreme 
concern, which typically leads to bad decisions. By 
understanding values, goals, potential returns, and 
risk/volatility ahead of time, this discomfort can be 
reduced if not eliminated. In so doing, one will also 
avoid the potential loss associated with making 
adjustments based on emotion.  
 

 
 
In this article, I shifted the definition of risk way 
from the word “loss” and toward the phrase 
“variability around your average or expected 
return.” In the next article, “Investor Toolbox,” we 
will be discussing some of the tools used in 
managing your wealth management strategy, which 
includes standard deviation, diversification, 
correlation, asset allocation, and the efficient 
frontier.  
 
I appreciate your feedback. If you have any 
questions or comments you can email me directly at 
Bob.Bancroft@wtlcourse.com.  
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 



The securities/instruments discussed in this material may not be suitable for all investors. The appropriateness of a particular investment or strategy 
will depend on an investor’s individual circumstances and objectives. Global Wealth Management Institute and Wealth That Lasts recommends that 
investors independently evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor. 
 
Global Wealth Management Institute and Wealth That Lasts do not provide tax or legal advice.  Clients should consult their tax advisor for matters 
involving taxation and tax planning and their attorney for matters involving trust and estate planning and other legal matters. 
 
Past performance is no guarantee of future results. 
 
Asset allocation and diversification do not guarantee a profit or protect against a loss in a declining financial market. 
Rebalancing does not protect against a loss in declining financial markets. There may be a potential tax implication with a rebalancing strategy. 
Investors should consult with their tax advisor before implementing such a strategy. 
 
Any type of continuous or periodic investment plan does not assure a profit and does not protect against loss in declining markets. Since such a plan 
involves continuous investment in securities regardless of fluctuating price levels of such securities, the investor should consider his financial ability 
to continue his purchases through periods of low price levels. 
 
Monte Carlo simulations are used to show how variations in rates of return each year can affect your results. A Monte Carlo simulation calculates the 
results of an analysis by running it many times, each time using a different sequence of returns. Results generated by a Monte Carlo simulation will 
vary with each use and over time because each portfolio simulation is randomly generated.  Some sequences of returns will give you better results, 
and some will give you worse results. These multiple trials provide a range of possible results, some successful (you would have met all your goals) 
and some unsuccessful (you would not have met all your goals). The percentage of trials that were successful is shown as the probability that the 
analysis, with all its underlying assumptions, could be successful. Results using Monte Carlo simulations indicate the likelihood that an event may 
occur as well as the likelihood that it may not occur. In analyzing this information, the analysis does not take into account actual market conditions, 
which may severely affect the outcome of your goals over the long term. The projections or other information generated by a Monte Carlo simulation 
regarding the likelihood of various investment outcomes (including any assumed rates of return) are hypothetical in nature, do not reflect actual 
investment results, and are not guarantees of future results. Global Wealth Management Institute and Wealth That Lasts cannot give any assurances 
that any estimates, assumptions or other information generated by a Monte Carlo simulation will prove correct. They are subject to actual known and 
unknown risks, uncertainties and other factors that could cause actual results to differ materially from those shown. 
 
Interest in municipal bonds is generally exempt from federal income tax.  However, some bonds may be subject to the alternative minimum tax 
(AMT).  Typically, state tax-exemption applies if securities are issued within one’s state of residence and, local tax-exemption typically applies if 
securities are issued within one’s city of residence. 
 
Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk.  In general, as prevailing interest 
rates rise, fixed income securities prices will fall.  Bonds face credit risk if a decline in an issuer's credit rating, or creditworthiness, causes a bond's 
price to decline.  Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower interest 
rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the investment and will 
be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made.  NOTE: High yield bonds are 
subject to additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues.   
 
S&P 500 Index is an unmanaged, market value-weighted index of 500 stocks generally representative of the broad stock market.  
 
Dow Jones Industrial Average is a price-weighted index of the 30 “blue-chip” stocks and serves as a measure of the U.S. market, covering such 
diverse industries as financial services, technology, retail, entertainment and consumer goods. 
 
An investment cannot be made directly in a market index. 
 
Information contained herein has been obtained from sources considered to be reliable, but Global Wealth Management Institute and Wealth That 
Lasts do not guarantee their accuracy or completeness. 
 
The views expressed herein are those of the author and all opinions are subject to change without notice.  Neither the information provided nor any 
opinion expressed constitutes a solicitation for the purchase or sale of any security.  Past performance is no guarantee of future results. 
 
Any case study presented is provided for illustrative purposes only. Past performance is no guarantee of future results.   The information has been 
obtained from sources we believe to be reliable, but we cannot guarantee its accuracy or completeness.  These strategies do not guarantee a profit or 
protect against loss and may not be suitable for all investors.  Each person’s specific situation, goals, and results, may differ.   
 
	


