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The Relationship Between Risk and Investment Horizon

Most investors understand the relationship between risk and reward: riskier assets can be expected to provide greater returns as compensation for the extra risk. What many investors fail to understand is that those extra returns are not guaranteed. Key to expecting higher returns is building a diversified portfolio of riskier assets (not placing all your eggs in one basket) and understanding the relationship between risk and holding periods. 

Undoubtedly, stocks are much riskier than bonds, and they provide excess returns as compensation for that risk — but only if the holding period is long enough. For example, stocks outperform both bonds and bills only about 60 percent of the time when the investment horizon is one year. When the investment horizon extends to five, ten and twenty years the percentages increase to approximately 70 percent, 80 percent and over 90 percent, respectively. It is also important to note that, for 20-year holding periods, stocks have always produced positive real (after-inflation) returns. The same cannot be said for bonds or Treasury bills, which have been known to lose as much as three percent per annum over the same holding period.1 

While most investors know that riskier stocks outperform safer Treasury bills over time, they may not realize that riskier value stocks outperform safer growth stocks over time. In fact, value stocks may outperform growth stocks with even greater persistency than equities outperform Treasury bills. Comparing the returns of large value stocks to that of the S&P 500 over one, five and 10-year periods we find that since 1963 large value stocks have outperformed the S&P 500 69 percent, 82 percent and 93 percent of the time, respectively. This compares to the S & P 500 beating one-month treasury bills 69 percent, 80 percent, and 84 percent of the time, repectively.2 

Another example that, the longer the investment horizon the greater the likelihood that the expected will occur, is the performance of riskier small-cap stocks compared to safer large-cap stocks. Morningstar examined the 72-year period beginning in 1926. The study found that small-cap stocks outperformed large-cap stocks in 40 of the 72 calendar years, or 56 percent of the time. When the investment horizon was extended to five-year periods, the figure increased to 59 percent of the time. For ten-year periods small-caps outperformed 65 percent of the time. However, when the investment horizon was extended to 20-year periods small-caps outperformed a whopping 94 percent of the time.3 

Oliver Wendell Holmes said: “A page of history is worth a volume of logic.” Unfortunately, investors are often blinded by the light of recent returns, forgetting the lessons of history. This often causes them to lose discipline and chase yesterday’s winning asset classes, or to sell during bear markets. 

Investors should draw two conclusions from the above data:

· The longer the investment horizon the more likely that riskier assets will provide greater returns. Discipline to stay the course — sometimes for very long periods — is required to achieve the greater returns. 

· When investment horizons are very long, fixed income assets become the riskier asset in terms of maintaining purchasing power.

1 Jeremy Siegel, Stocks for the Long Run , pages 26-28.

2 “From the Advisor Research Desk,” May 1999, Dimensional Fund Advisors.

3 Morningstar FundInvestor, “Small Cap Funds: A Bargain or a Bust?” October 1998. 
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