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How to Measure and Manage Investment Risk

R isk — the possibility of los-
ing money — is one of the
most feared words in invest-

ing.  Despite most people’s aversion
to risk, the history of market manias
shows that most people — even
some of the most risk-averse —
have the ability to abandon their
fear of losses when asset prices soar
for a long time and everybody else
seems to have made a lot of money.

So what gives some people the
ability to control their emotions and
make cool and calm decisions?  Two
main reasons are that they know
how to measure risk and how to
manage it.  And, to the extent that
individual investors learn both, they
increase their chances for making
smart decisions that keep their port-
folios on track toward meeting their
goals.

Two Ways of Measuring Risk
Beta — Professionals have two

common ways to measure risk.  The
first is beta, which is how closely a
portfolio’s performance matches or
varies from that of a benchmark
index.  The benchmark for large-
company U.S.-traded stocks is the
S&P 500 stock index, while a gener-
al benchmark for bonds of medium-
range maturity is the Barclays
Aggregate Bond index.  The perfor-
mance of indexes is normally
expressed as a percentage and

Overdiversification

D iversify.  Diversify.  Diversify.  But keep in mind that it is possible
to overdiversify, which can lead to lackluster returns.  Thus, you

should know the difference between healthy diversification and excess 
diversification.

The primary benefit of diversification for your portfolio is to
spread market risk over different investments in a way that will
decrease the impact any one investment will have on your total return.
With an appropriate level of diversification, your overall return will 
not be significantly impacted if one investment do   es not perform as
expected.

Thus, it is not just the number of investments you hold that
impacts your return, but how those investments interact with one
another.  If you keep adding investments that react to the market in the
same way, you are not really diversifying.  You are just adding similar
investments to your portfolio. Adding too many investments to your
portfolio also makes it more difficult to monitor your investments.
With too many investments to keep track of, it is more likely that you
will miss important information about investments.     mmm
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reflects their total return, which is a
combination of any interest or divi-
dend payments and their change in
price.

Beta is expressed as a number
on an open-ended scale, and it can
be a positive number, a negative
number, or zero.  A beta of 1.0
means that a stock or portfolio’s
returns are identical in both size
and direction to the benchmark,
while a beta of -2.0 means that the
portfolio’s returns are twice as large

Continued on page 2
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in the opposite direction of the index.
For example, when the S&P 500
index return is 12%, a portfolio with
a beta of 1.0 should also return 12%,
while a stock with a beta of -2.0
should lose 24%.  A beta of 0.0
means there is no patterned rela-
tionship between the two returns.

Standard deviation — A second
way professionals measure invest-
ment risk is with standard devia-
tion.  Expressed as a percentage, it
reflects a range of returns above and
below an annual average rate of
return for the stock or portfolio
itself, without reference to a bench-
mark.  It’s standard deviation that
measures the way many define risk:
volatility.  

In statistics, when applied to
investment returns, one standard
deviation covers about two-thirds 
of all returns.  So a portfolio that has
an average rate of return of 9% and
a standard deviation of 12% means
that in six to seven years out of 
10, the portfolio’s returns range
between -3% and 21%.  In general, a
lower standard deviation is better,
because it reflects less chance of a
negative return.

Techniques to Manage Risk
Individual investors can use

several methods to help reduce the
risk and volatility in their portfolios.
These include:

4
Diversification. The fewer the
number of securities you own

in your portfolio, the greater the risk
that one or more will produce losses
that reduce your ability to generate
positive compound returns.  In a
stock portfolio, that means owning
stocks of at least 10 different compa-
nies from at least five different sec-
tors (such as, but not limited to,
technology, consumer staples,
finance, energy, and basic materials).

4
Asset allocation. This refers to
spreading your investments

over the three classic asset classes

How to Measure
Continued from page 1

FR2011-1017-0061

Taking Inflation into Account
I nflation is one of the most insidi-

ous risks investors face for two
reasons: 1) it’s unavoidable and 
2) it’s easily overlooked. 

Since 1926, the U.S. has experi-
enced an annual rate of inflation of
3%, which is deemed a healthy rate
for economic growth. After 10
years, at that same rate of inflation,
a dollar is worth 74 cents; after 15
years, it’s worth just 64 cents; and
after 25 years, it’s worth only 48
cents.

The direct implication for
investors is the need to account for
inflation in their financial plans.
The way financial planners do this
is to either 1) state your goals in
present dollars (i.e., don’t adjust
them for the effects of inflation)
and subtract an assumed rate of
inflation from your expected
return; or 2) state your goals in
future dollars by compounding
your current expenses by the

assumed rate of inflation and use
your nominal rates of return to
project your future asset values.

To deal with inflation,
investors and retirees may have to
make some adjustments in how
they invest or reduce their lifestyle
in retirement. Since historically
stocks have been the best way to
keep your investment assets grow-
ing faster than inflation, even the
most conservative investors may
need to keep a healthy percentage
of their portfolios invested in
stocks. 

The investor who thinks
he/she is avoiding risk by staying
out of the stock market is ignoring
inflation risk. Without some offset
for the eroding effect of inflation,
such ultraconservative investors
virtually guarantee that the longer
they live, the less purchasing
power they will have.     mmm

(stocks, bonds, and cash) according
to a formula that potentially match-
es the rate of return you need to
meet your goals.  The formula
determines what percentage of your
holdings should be from each asset
class (e.g., 70% stocks, 25% bonds,
and 5% cash).   Because bonds and
cash generate more steady (if small-
er) average returns than stocks, the
more of each included in your port-
folio, the less volatile your overall
returns should be.

4
Dollar cost averaging. This is
a technique that puts price

declines to your advantage.  It
involves making periodic purchases
in the same dollar amount of the
same securities, in good markets
and bad.  When you continue to
buy shares when their prices fall,
you buy more shares than when the
prices are higher.  This gives you
more shares, which increases your
dollar gains when prices start going
back up.  However, it neither 

guarantees a profit nor protects
against loss in a prolonged declin-
ing market.  Because dollar cost
averaging involves continuous
investment regardless of fluctuating
price levels, investors should care-
fully consider their financial ability
to continue investment through
periods of low prices.

4
Portfolio rebalancing.  This is
a two-step process by which

you restore your holdings to the
proportions defined by your asset
allocation strategy.  The first step is
to sell a portion of the investments
in those asset classes where your
holdings have grown to be larger
than their prescribed percentage.
The second step is to use the sale
proceeds to buy more of the securi-
ties from those asset classes whose
proportions have become too small.

Please call if you need help
aligning your investment strategy
with your goals while adapting to
changing market trends.     mmm
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When we talk about reevaluat-
ing and establishing financial goals,
it shouldn’t just be about seeking a
10% average annual return on your
investments over the next five
years. You should consider what
you actually want to do with your
money. What is the purpose of it —
to live out your life comfortably
and secure, or to live in luxury,
entertain, and travel extensively?
The latter lifestyle may no longer be
your priority, so before you deter-
mine what changes to make in your
finances, it’s important to establish
what you want from your life.

Even in retirement, your portfo-
lio may need to be positioned for
both growth and security. Growth
to meet the challenges of a long life
and the impact of long-term infla-
tion and health care, but also
sources of secure income to ensure
that your daily essential living
expenses will be met.

Insurance
During this continuing era of

slow economic recovery, remember
that one of the key components to
managing wealth is managing risk.
In addition to the traditional
sources of retirement and estate
planning, consider today’s popular
insurance options, such as annu-
ities, long-term care, and life insur-
ance policies.

A Lifelong Plan
Life is long, and it’s getting

longer with each generation. They
say that life gets in the way of even
the best-laid plans, and it’s true.
Every plan — even a financial plan
— requires tweaking and adjusting
periodically to account for current
events. However, your personal
goals may well remain the same for
the rest of your life. So if you estab-
lish the purpose of your money —
what it is that you want out of life
— then you can reposition your
assets to help you reach those goals.
mmm

Start Longevity Planning Now

J ust because we are living
longer doesn’t mean we’re
going to remain healthy

throughout our longer lives. In the
past, seniors who lived long lives
tended to be healthier in their
senior years, which meant they had
lower medical bills. But while some
credit goes to more active, health-
conscious, smoke-free lifestyles, it’s
safe to say that today’s seniors owe
more to prescription drugs and
medical advances for lengthening
their lifespan.

And as we all know, health care
costs money — lots of it. In fact,
Fidelity Investments found in its
2011 Retiree Health Care Costs Esti-
mate study that a 65-year-old couple
retiring this year with Medicare
coverage will still need $230,000 to
pay for medical expenses through-
out retirement, excluding nursing-
home care.

Speaking of which, with a
longer life comes the greater likeli-
hood of needing assisted living or
long-term care. According to the
Genworth 2011 Cost of Care Survey,
assisted living averages $39,000 a
year and nursing homes average
more than $70,000 a year — per per-
son. For a couple, this kind of care
could cost far more than their annu-
al household income during their
highest earning years.

Plan Now for a Long Life
Some of the things you can do

to plan for a long life come down to
repositioning your assets — as well
as your approach toward life.

For example, lifestyle factors
can contribute significantly to both
how long you live and the quality
of life you lead. Areas where most
of us could easily pay more atten-
tion include lower caloric intake,
higher vegetable and fruit con-
sumption, a higher fiber diet, lower
body fat, and regular exercise.

Furthermore, research has
revealed that as you age, learning
new skills can help protect the 
brain against age-related memory
decline and dementia. This is partic-
ularly important during retirement
when you no longer have the day-
to-day cognitive challenges that
kept your mind active. Effective
brain-stimulating activities include
doing crossword puzzles, playing
video games, learning a new skill
such as cooking or ballroom danc-
ing, or learning a foreign language.

Studies have also found that
people who feel the most socially
connected are four times less likely
to develop serious illnesses. A
Brigham Young University study
reports that social connections —
friends, family, neighbors, or col-
leagues — improve our odds of sur-
vival by 50%. In fact, the study
asserts that low social interaction is
the equivalent to smoking 15 ciga-
rettes a day or being an alcoholic
(Source: Social Relationships and Mor-
tality Risk, July 2010). 

Finances
This is a good time to think

about your priorities and align your
assets to support your personal
goals (not just your financial aspira-
tions). In fact, you may need to
reposition your assets to accommo-
date a longer life with fewer assets
than you previously thought. 
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We are simplifying our e-mail and
quarterly Newsletters.  We are looking
to personalize the e-mails we send to
you, so if you have not already, please
let us know which of the following you
are interested in: office updates, the
weekly market updates, both, or none.
Please reply to our e-mail or call the
office with your preferences so that 
we don’t unnecessarily fill your inbox.

Use our website:

www.InvestmentAnswers.net

to your advantage!

Our Knowledge Center is an
excellent source of information when
you need to calculate a loan, calculate
your RMD, budgeting, and many other
services as well.  You can also get
online access to your brokerage
accounts through our website.  Call
our Client Relations Desk to get set up.  

If anyone you know is interested
in meeting with Travis but would feel
more comfortable knowing more about
him, have them go to our website and
see Travis’ YouTube video introducing
himself and talking a little bit about
our firm.  There are videos about topics
that may interest you and your friends
and family, and we hope to add to the
library each month.

Like us at Investment Answers 
on Facebook!  We are always posting
information for you that is pertinent,
and it is a great resource for acquiring
information hidden within the news.  If
you like any of these resources, share
them with the people you care about!

Know When to Exit

Everyone purchases invest-
ments with the expectation that
the price will go up, earning 
profits on that investment.  Unfor-
tunately, that doesn’t always 
happen, making it necessary to
develop an exit strategy.

When purchasing an invest-
ment, write down your reasons
for purchasing the investment
and when you will sell.  That

could include both upside and
downside sell criteria.  As an
investment is declining, it is 
common to come up with excuses
to delay selling — it’s a tempo-
rary setback, wait until next week,
wait until earnings are reported,
etc.  Then, the further the invest-
ment declines, the more likely
you will want to wait for the
investment to turn around before
selling.  That is how large losses
are incurred. 

Instead, set a firm sell guide-
line, which will ensure that you
don’t incur substantial losses.  
For instance, you might sell an
investment when it declines by
5% of your purchase price.  While
it will probably still be painful to
sell the investment at a loss, this
will ensure that you don’t incur
major losses in your portfolio.
You have effectively put a cap 
on your losses.     mmm

Stovetop Mac & Cheese

T his is, hands down, our favorite Mac & Cheese recipe. This is from

Alton Brown’s recipe list on FoodNetwork.com.  I recommend chop-

ping up some broccoli and some lunchmeat and adding to it to make

a full meal.  I recommend turkey for small kiddos who are picky eaters.

They can’t really see the turkey, and the tryptophan inside the turkey helps

them to sleep.  I have been known to add pureed sweet potato or roasted

butternut or acorn squash to this meal, too, to increase the fiber and get

kids used to the vegetable without necessarily noticing it is in there.

1/2 pound elbow macaroni 

4 tablespoons butter

2 eggs 

6 ounces evaporated milk 

1/2 teaspoon hot sauce, (I recommend Cholula) 

1 teaspoon kosher salt 

fresh black pepper, to taste

3/4 teaspoon dry mustard 

10 ounces sharp cheddar, shredded

Optional: 3-4 oz. chopped ham, turkey, or chicken 

Optional: pureed sweet potato or pureed roasted

acorn or butternut squash

In a large pot of boiling, salted water, cook the pasta to al dente and

drain.  Return to the pot and melt in the butter.  Toss to coat. 

Whisk together the eggs, milk, hot sauce, salt, pepper, and mustard.

Stir egg mixture into the pasta and add the cheese.  Over low heat, continue

to stir for 3 minutes or until creamy.  Add any mixture of the optional items

to create this as a full meal, instead of a side item.    mmm


