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Investment Horizon and the Risk of Equity Investing
Overview: Whether an investor’s time horizon is long or short, equity investing remains a risky proposition. Looking at the market in the context of history, it is clear that world events are fraught with unexpected twists and turns that can impact stock returns dramatically, and with little or no warning. It is only in retrospect that we know whether a particular time period actually was risky or safe. The lesson to investors is that it remains critical to be aware of one’s unique tolerance for risk when building a portfolio expected to withstand the rigorous tests of time. 
Buying stocks today is not the easy choice that it would be if we had a time machine and could go back into U.S. history. 
— Terry Burnham

Mean Markets and Lizard Brains
The history of U.S. stock returns has been extremely favorable. From 1926–2004, the S&P 500 Index returned 10.4 percent per annum, which was 7.4 percent above the rate of inflation. During the same period, long-term government bonds returned 5.5 percent per annum, or 2.4 percent above inflation. It was these types of favorable stock returns that led Jeremy Siegel, in his best-selling book, Stocks for the Long Run, to declare that stocks were only risky if your investment horizon were short. To support his claim, Siegel presents the evidence on returns in the U.S. all the way back to the early 1800s.

Unfortunately for investors, the claim that stocks are not risky if the investment horizon is long is based on just one set of data (the U.S.) for one time period (albeit a long one). This means it might be that the results were due to what might be called “a lucky draw.” In other words, it indicates that the great returns experienced by U.S. investors during the 20th century might have simply been the result of what has been called a “triumph of the optimists.” Let’s explore this concept in more detail. 
Imagine that it is January 1, 1949 and U.S. investors are looking back on the last two decades of equity returns. During that timeframe, the S&P 500 Index had returned 3.1 percent per annum, actually underperforming long-term government bonds by 0.8 percent per annum. International investing did not look any more promising, having been impacted by two World Wars and the Great Depression. The Iron Curtain had fallen across Europe, the Cold War was heating up, trouble was brewing in Korea, and nuclear war had become a possibility. The world looked so risky that stocks were trading at a price-to-earnings (P/E) ratio of about seven. 
Only in retrospect do we know that the Korean War did not escalate into World War III, the Soviet Union’s Iron Curtain came down, and capitalism and democracy generally thrived. In short, the world ended up far less impacted than it might have been by the apparent risk that was feared in 1949. As the equity risk premium demanded by investors fell accordingly, U.S. equities enjoyed spectacular returns. For the period 1949–2004 the S&P 500 Index returned 12.2 percent per annum, well above the 6 percent return on long-term Government bonds, and well above its historic average of around 10 percent per annum. The P/E ratio of the S&P 500 Index rose sharply reflecting a reduced expected risk premium; by 2005 it stood at around 20.
Was this preordained? The history of U.S. stock returns might not have looked as attractive if events that occurred during the Cuban Missile Crisis had played out differently. Fortunately, as we all know, the crisis was resolved. However, the results were certainly not guaranteed. In fact, there is evidence that during a confrontation between U.S. and Soviets ships, two Soviet commanders gave orders to launch nuclear weapons. Institute Professor Emeritus Noam Chomsky of the Massachusetts Institute of Technology commented as follows:1 

We learned that the world was saved from nuclear devastation by one Russian submarine captain, Vasily Arkhipov, who blocked an order to fire nuclear missiles when Russian submarines were attacked by US destroyers near Kennedy’s “quarantine” line. Had Arkhipov agreed, the nuclear launch would have almost certainly set off an interchange that could have “destroyed the Northern hemisphere,” as Eisenhower had warned.
Author Nassim Nicholas Taleb states the following:2 

One cannot judge a performance in any given field (war, politics, medicine, investments) by the results, but by the costs of the alternative (i.e., if history played out in a different way). Such substitute courses of events are called alternative histories. Clearly the quality of a decision cannot be solely judged based on its outcome, but such a point seems to be voiced only by people who fail (those who succeed attribute their success to the quality of their decision).
While we don’t know what U.S. equity returns would have been had Arkhipov not blocked the launch, it is probably safe to assume that the impact would not have been as favorable, and perhaps there never would have been a book called Stocks for the Long Run. 
There is a lesson we can learn. It is true that, the longer the investment horizon the greater ability investors have to accept the risk of investing in stocks, since they can afford to wait out a bear market without having to sell to raise capital. However, it is critical to recognize that stocks are still and always risky — regardless of the length of the investment horizon. 
In fact, that is exactly why U.S. stocks have generally (but not always) provided such great returns over the long term. The market (comprised of all investors) knows that stocks are always risky, and thus it prices them to provide an expected risk premium. In other words, stocks have to be priced low enough to attract investors, with a risk premium that is large enough to compensate them for taking the risk of equity ownership. 
It bears repeating: The moral of the story is that stocks are risky regardless of the investment horizon. Investors should carefully evaluate their own unique ability, willingness and need to take risk, and never take more risk than is appropriate to their personal situation. Consider these words of caution from Taleb: “History teaches us that things that never happened before do happen.”3 
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