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How much risk are you willing to take?  How much should you 
take?  Learn to protect your investment portfolio and allocate your 
financial assets wisely.  Monica Haven, E.A. will address issues 
that every mature investor should consider. 

 

The information contained herein is for educational use only and should not be construed as tax, financial, or legal advice.  
Each individual’s situation is unique and may require specialized treatment.  It is, therefore, imperative that you consult with 

tax and legal professionals prior to implementation of any strategies discussed. 

 
I. Understanding Risk 
 

Defined as the possibility of suffering adverse consequences 
In the case of investments: Risk is the chance that the actual return will be different than expected. 

There is the possibility of losing some or all of the original investment. 
 

A. Types of Risk 
 

Systematic risk is unavoidable and is caused by factors that affect the prices of virtually all 
securities.  It cannot be eliminated entirely, but it can be mitigated through portfolio diversification. 
 

 Market risk—due to fluctuations in securities prices 
 

 Legislative risk—due to enactment of unfavorable laws 
 

 Political risk—due to a sudden change in governmental policies 
 

 Global risk—due to worldwide economic interplay 
 

 Currency risk—due to the devaluation of money in circulation in relation to other mediums of 
exchange 

 

 Inflationary risk—results in a loss of purchasing power 
 

 Interest rate risk—causes a loss of principal resulting from increasing rates 
 

Inverse relationship between prices and yields (Y  P) 
 
Long-term prices fluctuate more than short-term  
long-term fixed-income securities, such as bonds 
and preferred stock, subject their owners to the 
greatest amount of interest rate risk 
 
Short-term yields fluctuate more than long-term  
Short-term securities, such as Treasury bills, are 
influenced much less by interest rate movements 
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1. Non-systematic risk is specific to an industry or firm and can be minimized via portfolio 
diversification. 

 
Examples include: 

 

 Business risk—due to poor management, labor unrest,  competition, obsolescence, 
nationalization, adverse weather conditions, legal travails 

 

 Financial or credit risk—due  to bankruptcy and/or default 
 

 Loss of principal—can be minimized through insurance or FDIC coverage 
 

 Loss of liquidity—creates the inability to convert to cash, if necessary 
 

 Pre-payment or re-investment risk—results in the inability to capture an equally 
favorable return 

 
B. Tools Used to Measure and Combat Risk 

 
1. Standard Deviation 

 

 Alpha () measures business risk 

 Beta () measures market risk and volatility of a single stock against the market 
whole.  A high beta (greater than 1.0) indicates moderate or high price volatility.  
Typically high-beta stocks perform best in a strong bull market but worst in a bear 
market. 

 

2. Morningstar Style Box 
 

Morningstar measures a fund's market capitalization 
(large, medium, and small) by studying the size of the 
companies that the fund is investing in.  The top 5% of 
the 5,000 largest stocks are classified as large cap, the 
next 15% are considered medium cap and the remaining 
80% are considered small cap.  Using P/E (price to 
earnings) and P/B ratios (price/book) of the companies a 
fund invests in, Morningstar analyzes the data to 
determine if a fund is a value, growth, or blend (meaning 
a mixture of the two) fund. 
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3. Economic Cycle 
 

 Cyclical industries (not seasonal)—company success is closely linked to the rise and 
fall of the general economy (i.e. automobiles, consumer goods, defense) 

 Defensive—company is resistant to general stock market declines (i.e. utilities, foods)  

 Growth—company is to have above-average increases in revenues and earnings 
regardless of economy’s status (i.e. small computers in 1970’s and internet in 1990’s) 

 Counter-cyclical—company reacts in opposite manner to economy’s welfare (i.e. 
tobacco, alcohol)  

 
4. Yield Curve 

Used by economists to capture the overall movement of interest rates by plotting currently 
published yields for various maturities of U.S. Treasury bills and bonds on a graph. 

 

 

Steep, positive-sloping yield curve:  This shape is typical at the 
beginning of an economic expansion, just after the end of a 
recession because the demand for capital is reestablished by 
growing economic activity.  Long-term investors fear being locked 
into low rates, while short-term investors can trade out of their T-
bills and enjoy the flexibility to buy higher-yielding securities.  

 
 http://online.wsj.com 
 February 18, 2008 

5. Risk/Reward Pyramid 

The pyramid is used by financial planners to illustrate the trade-off between risk and 
potential reward.  Generally, the more potential volatility you are willing to accept, the 
greater the potential return.  Conversely, the greater the safety of your investments, the 
lower your return is likely to be. 

http://online.wsj.com/
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Factors to consider: 

 Maturities 

 Early withdrawal penalties 

 Financial strength of the institution 

 FDIC or SIPC coverage 

 

Factors to consider: 

 Maturities 

 Ratings 

 Coupons and Yield-to-Maturities 

 Call provisions 

 Conversion options 

 

Factors to consider: 

 Dividend yields 

 P/E ratios 

 Liquidity 

 Volatility 

 Industry trends 

 Timing 

 Taxation 

 

Factors to consider: 

 Location, location, location 

 Marketability 

 Appreciation potential 

 Cash flow 

 Occupancy rates 

 Debt-to-asset and debt-to-revenue 
ratios 

 

 

II. Investment Alternatives 
 

1. Cash and equivalents—provide safety and liquidity 

 Checking and savings accounts 

 Money market account 

 Short-term CD 

 Cash value of life insurance policy 
 

2. Fixed-income securities—provide current income, but have low appreciation potential 

 Fixed annuities 

 Corporate and municipal bonds 

 Government securities 

 Collateralized mortgage obligations 

 Preferred stock 

 Unit Investment Trust (UITs) 
 

3. Equities—provide growth opportunities 

 Income stocks (including utilities and preferred 
stocks) 

 Growth stocks (including blue chips, penny stocks, 
international companies and ADRs) 

 Speculative issues (new issues) 

 Variable annuities 

 Index funds 
 

4. Real Estate—provides leverage and depreciation deductions, but requires ongoing management 
and creates liability exposure 

 Raw land 

 Rental property 

 Commercial property 

 Construction 

 Mortgages 

 REITs 

 Limited partnerships 
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Factors to consider: 

 Authenticity 

 Appraisals 

 Cost of purchase and 
commissions 

 Illiquidity 

 Personal satisfaction 
 

5. Hard Assets—provide inflation hedge and tangible 
satisfaction 

 Commodities (non-trading) 

 Collectibles (including automobiles, artwork, coins 
and jewelry) 

 
6. Other 

 Oil and Gas (including wildcatting, developmental and income producing projects) 

 Equipment leasing 

 Options, rights, warrants, futures and other derivatives 
 
III. The Investor 
 

A. Types 
 

 Conservative—is sensitive to short-term losses, but hopes to outpace the expected inflation 
rate by approximately 3% over a 20 year holding period. 

 

 Moderate—is willing to accept more risk than the conservative investor, but is probably not 
willing to accept significant downside risk.  He hopes to outpace the expected inflation rate by 
approximately 6% over a 20 year holding period. 

 

 Aggressive—is more concerned about maximizing long-term returns rather than minimizing 
possible short-term losses and hopes to outpace the expected inflation rate by approximately 
11% over a 20 year holding period.  

 

 

B. Test 
 

 
1. Some investors are comfortable with a high degree of risk in the hope of achieving high returns.  Others 

fret over every market move.  Which statement below best describes my attitude toward investing? 

 I am willing to accept lower returns if it means I’m unlikely to lose my original investment. 

 I prefer a balanced mix of investments that will probably provide a moderate return. 

 I want the highest possible return through a mix of aggressive investments. 

 
2. If the market declined and the value of my investments suddenly fell by 20%, I would 
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 Sell everything, take my losses and put whatever was left into money market. 

 Wait and see if the market rebounds, but I wouldn’t add anything right now. 

 Buy even more of the securities I like since the prices are even more attractive now. 

 
3. If I invested in a stock that rose 50% the year after I bought it, I would 

 Buy more shares 

 Sell some shares 

 Sell all my shares 

 
4. If I were one of five finalists in a raffle worth $100,000, I would hold on to my raffle ticket and take my 

chance rather than sell it for $15,000. 

 Yes 

 Maybe 

 Never 

 
5. Inflation is rising fast.  I would be willing to cash in my bank-guaranteed CD for a higher-yielding long-term 

bond. 

 Yes 

 Maybe 

 No 

 
6. The single decision that will have the greatest impact on risk and return of my investment is: 

 Deciding how to allocate your investment dollars amongst “asset classes” (stocks, bonds, cash) 

 Deciding whether to buy individual stocks or mutual funds 

 Deciding which specific stocks or mutual funds to buy 

 

 
C. Needed Traits 
 

1. Patience 
2. Iron Stomach 

 
IV. The Environment 
 
 A. Growth Potential:  Stocks versus Bonds 
 

$1 invested in 1925 would now be worth, if it had been 
used to purchase…  
 

T-Bills $17. 
Long-term Corporate Bonds $71. 
S & P 500 $2,279. 
Small-cap Stocks $7,860. 

  Ibbotson © 2001 

   
By contrast, inflation during the same period would have risen to $10. 
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B. Goal:  Beating Inflation 
 

Which investment has the best record of beating inflation since 1926? 
 

 1-Year Holding 

Period 

5-Year Holding 

Period 

10-Year Holding 

Period 

20-Year Holding 

Period 

T-Bills 65% of the time 60% 59% 60% 

Long-term Bonds 60% 56% 58% 45% 

Common Stocks 70% 79% 89% 100% 

Essex Corporation © 1997 

 
C. Making a Living:  Comparing Interest to Dividend Income 

 
If $10,000 had been invested and reinvested in 6-month CDs between 1975 and 1997, the annual 
interest income would have totaled a mere $573, whereas $10,000 invested in the S & P 500 
would have yielded $2,280 in dividend income annually.  (Essex Corporation © 1997) 

 
V. The Solution 
 
 A. Modern Portfolio Theory 
 
 
 B. Asset Allocation 

 
 

VI. Specific Alternatives to Consider 
 
 A. I-Bonds 
 

 Guaranteed by the US government’ 

 Sold at face value in denominations ranging between $50 and $10,000 

 Maximum purchase limited to $30,000/year/person 

 Interest accrues and is payable upon redemption 

 Interest is state tax-free 
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 Maximum maturity is 30 years 

 Can be redeemed after 6 months, but investor will forfeit 3 months interest if redeemed before 
5 years 

 Current rate = 4.25% (based on fixed rate of 1.4% and variable rate adjusted every May and 
November) 

 
B. Preferred Stocks 
 

 May become particularly attractive if Bush plan to make dividends tax-free comes to fruition 

 Although these are equities, they tend to behave somewhat like debt securities 

 Inherent countercyclical nature makes these investments slightly less volatile than common 
stocks 

 
C. Real Estate Investment Trusts (REITs) 
 

 REIT Act of 1960 requires that 95% of company earnings be distributed to avoid taxation at 
the corporate level  high dividend payout ratio 

 Types include equity, mortgage and hybrid 

 Investor should consider geographic as well as property diversity 
 

D. Annuities 
 

 Fixed versus Variable 

 Issues of concern:  Teaser rates, Surrender charges and Income in Respect of Decedent 
(IRD) 

 
E. Pick of the times… 
 

1. American Can, Interstate Water, National Gas Company and Northern Tissue Company 
Due to uncertain market conditions, we advise you to sit tight on your American Can, hold 
your Water, and let go of your Gas.  You may be interested to know that Northern Tissue 
touched a new bottom today, and millions were wiped clean. 

 
2. Futures Contracts: 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Currently trading at $71.50—this implies that investors believe that there is a 71.5% 
chance that Barack Obama will win the Democratic presidential nomination.  If correct, 

investors will receive $100/contract.   


