Risk-Tolerance

Everybody understands the concept of risk. Or do we? Risk has become a buzzword of the nineties, but how many of us really understand this fundamental concept? There are too many different factors that affect risk and the average individual cannot be aware of all of them. This paper will examine several of these factors, and discuss how they may be affecting our financial decisions. Risk is the fundamental building block of investment knowledge and its’ importance must not overlooked.

Definition of Risk

Risk in one form or another is something we have to deal with on a daily basis. Everyone has an idea of what this word means, but still there are many different perceptions of this concept. In order to effectively handle and manage risk we must arrive at a single meaningful and objective definition of risk.

A common perception of risk is the likelihood of a bad or undesirable outcome occurring1. The situation is thought to be more risky as the undesirable outcome becomes more likely. In financial decisions the conventional measure of risk is volatility. However, the unsophisticated investors often associate risk with the historical trend line. For example, an investment with a recent downward sloping return is seen as being riskier than an investment with a recent upward sloping return, without regard to volatility of the investments. Following this logic, most people can be considered "loss averse" and not necessarily "risk averse".

The objective definition of risk contains four different components1. First, there is the potential amount to be gained or lost. Then there is the probability of realizing this gain or loss. People’s perception of risk is flawed if any one of the components is overemphasized. As previously noted, people tend to look only at the amount and probability of a loss without considering the gain. On the other hand, some people only want to look at the possibility of gain and forget about the loss. Risk results from the uncertain outcome, good or bad, from a particular circumstance.

Risk-tolerance measures a person’s appetite for risk. Some of us take as few risks as possible, while others enjoy every opportunity to take risks. The level of risk-tolerance should be measured along a continuum1. At one end of the scale is "risk-averse"; these are people who absolutely do not like to take risks, they shun from decisions with uncertain outcomes. At the other end of the scale is "risk-seekers"; these people experience a sense of enjoyment from being in risky situations. In the middle of the scale is the moderate position of "risk-neutral". When it comes to risk in general, most people in our society are thought to be more risk-averse.

Our risk-tolerance level effects our outlook on life; the risk-averters and the risk-seekers have two very different points of view1. The risk-averter sees risk as a danger and the risk-seeker sees it as an opportunity. Risk-averters systematically overestimate risk while risk-seekers underestimate. The risk-averter prefers structure, certainty, and low variability, and of course, the risk-seeker prefers ambiguity, uncertainty, and high variability. And when looking at an uncertain event, the risk-averter always overemphasizes the worst-case scenario while the risk-seeker overemphasizes the best-case scenario. Perhaps, the healthiest outlook is from the moderate position of "risk-neutral".

Psychology of Risk

An individual’s propensity to take risk may be embedded in his or her personality2. It may not be a conscious choice, but a part of their psyche. Studies show that the inclination to take risk may be linked to arousal and pleasure mechanisms in the brain, and may even create a physical addiction. The two mainstream psychological approaches that attempt to explain the nature of risk are the behavioral approach and the biological approach.

The behaviorists see risk taking as a cognitive phenomenon2. According to them, risk taking is an element of a larger personality dimension known as "hardiness". This measures an individual’s sense of control over their surroundings and their desire to seek out new challenges. Some of us may be familiar with personality types "A" and "B", the behaviorists extend this concept to include a personality type "T", for thrill seeking. Type "T" may further divided into four categories: T-mental and T-physical, to distinguish intellectual risks from physical risks; and T-positive and T-negative, to distinguish constructive versus destructive risk taking.

The other psychological approach attributes the nature of our risk-tolerance to our biological make up2. The risk seekers fall into the profile of "high-sensation seeking" (HSS). These individuals are typically impulsive, uninhibited, social, and have a more liberal political philosophy. As indicated by the profile name, HSS, they seek out high-stimulus activities such as loud rock music or shocking movies, but they usually need some level of actual risk and can not be satisfied through vicarious thrills. They tend to be gamblers, may experiment with drugs, and prefer high-risk sports. Boredom is strongly avoided by these individuals who are constantly seeking out some minimal level of stimulation.

Demographic Characteristics of Risk

Studies have also shown that risk-tolerance is influenced by various demographic factors. The following is a brief discussion on a few main demographic characteristics that effect our risk taking decisions.

A considerable amount of research indicates that a relationship exists between age and risk-tolerance1. Specifically, there is an inverse relationship between age and risk taking such that, as a person grows older they are less inclined to take risks. However, this relationship is stronger for physical risks than intellectual risks. Which means, for financial decisions, age may not play a particularly influential role in the decision-makers choice of investment.

Historically, the research done indicated that males where more likely to take risks than females1. However, over the past two decades this relationship has become much weaker. This may be due to the fact that women have reached higher levels of education and have become more responsible in the decision-making process. As the women’s movement becomes stronger and the differences between the opportunities available to men and women decrease, sex will eventually become a non-factor in an individual’s risk-tolerance level.

A relationship between wealth and risk-tolerance has not been clearly established1. While some researchers have been able to establish a positive correlation between the two, others have not been able to establish this relationship. In regards to financial risks, wealthy people may appear to be more risk-tolerant than others are, this is because they have more money in high-risk investments. Of course, this may simply be due to the fact that they have more of everything, and therefore, have more money to invest. When investigating the relationship between wealth and risk taking, one must distinguish between the amount of absolute wealth and relative wealth that is being risked. Absolute wealth indicates the total amount of money that is being risked. Relative wealth, on the other hand, is the proportion of their total wealth that they are willing to risk. In order to establish a correlation between risk taking and wealth, relative wealth must be the measure used.

There are many other demographic factors that may effect an individual’s risk tolerance level. First-born children within a family tend to be more risk-averse1. This may be explained by the fact that parents are often stricter with their first born child, and expect a greater degree of dependability and responsibility. To the child, this means taking fewer risks. Single people tend to be more risk-tolerant than married couples1. This may be explained by the fact that they are dependent on one another and less likely to make risky decisions that may have an adverse outcome on their spouse. Educated people in professional occupations also tend to be more risk-tolerant1. A common hypothesis put forward to explain this attributes it to the fact that they are more knowledgeable about the decisions they are making, and thereby, they may be increasing their risk-tolerance. These hypothesis will be further understood and examined in the next section, which will discuss the several common biases, along with other factors that may be effecting the way we perceive risk. 

Common Biases and Situational Distortions 

When an individual’s decision-making process is systematically flawed, they have a judgement bias. When it comes to decisions with uncertain outcomes, there are several different common biases and situations that distort our perception of risk.

One of the most well known and documented biases is the "availability bias"1. This means that events that are easier to recall or are more vivid in our imagination are judged as being more probable than they actually are. Conversely, outcomes that seem dull are perceived as being less probable than they actually are. For example, after a friend of mine saw the movie Titanic he was paranoid to go on a cruise ship, and actually cancelled his holiday. As another example, for the investor who can vividly imagine the possible fortune accumulated through a few great investments, this outcome will seem more probable than it actually is.

When people believe that good things are more likely to happen to them, or they exaggerate their talents over others’ talents, they are committing the bias of "optimism" or "overconfidence"3. An example of this is that eighty percent of drivers on the road think that their driving ability is above average. Clearly, this is not possible, and roughly thirty percent of these drivers must be mistaken. Overconfidence and optimism can create a detrimental combination when an investor is choosing the level of risk for his/her portfolio.

Another common bias if "familiarity"1. This refers to the fact that as people become more familiar with a situation, the perceived risk declines. For financial decisions this implies that education about the available investment instruments may increase a person’s risk tolerance level.

When people look back on a situation they often believe that the outcome was more predictable than it actually was at the time. This is known as the bias of "hindsight" 3, which refers to the common phrase, "hindsight is twenty-twenty". Investors may have a heightened sense of their ability if after the fact they believe events were more predictable than they actually were. This may explain why there are so many investors who believe that they can time the market.

People also believe that circumstances that are under their control are less risky than circumstances that are under someone else’s control. This bias is known as an "illusion of control"1. A studies has been done which shows that roughly sixteen percent of the population are afraid of flying, when in fact, the drive to the airport is more risky than the actual airplane flight. This may have negative implications for an investor with an already low risk-tolerance level, since they may feel very little control over the outcome of their investment. 

Time horizon can play an important factor in our perception of risk1. People usually tend to emphasize short-term risks over longer-term risk, all other things being equal. If the outcome of a decision is imminent it is perceived as being more risky. This may partially explain the reason people smoke even after knowing the risk involved. Of course, this can also be an advantage to the long-term investor, who may increase his/her risk-tolerance level and therefore, stand to receive a higher rate of return. 

There are also a few situations that may have an effect on the investment decisions of a family. Any situation that is entered into voluntarily is perceived as being less risky than a situation entered into involuntarily1. If either the husband or wife has been coerced into an invest instrument, they may feel a heightened sense of the investment’s risk. Or, when an individual’s decision affects those he cares about the decision is perceived to be more risky1. This may decrease the risk-tolerance level of an individual who is planning for the family’s retirement or a child’s education. As well, when people group together their collective risk tolerance increases, this is known as the "risky shift"1. This may work to increase the risk-tolerance level of a family who is planning their investment strategy together.

There is also a tendency to overreact to chance events or short-term trends3. People tend to place too much emphasis on short-term trends and forget the law of large numbers. This is demonstrated by the increasing amount of risk-seekers following the recent lengthy bull market4. In general, investors are now more confident and have assumed higher levels of risk than they normally would. These investors must realize that the bull will end and they may be left holding investments with more volatility than they are comfortable with. Of course, this creates the potential for a downswing in the value and returns of their investment portfolio.

Education in Financial Planning

The financial decisions we make today can have a large impact on the standard of living we are able to experience in the years to come. Most financial advisers will agree that when an individual is creating their investment portfolio and examining their investment strategy, the first thing they should look at is their attitude toward risk4. Therefore, it is important that the investor should be educated on the concept of risk if they want to accurately assess their own risk-tolerance level. As we have seen in the previous sections there are multiple factors that may be obstructing on individual’s perception of risk. Of course, only a few biases and misperceptions may be applicable to any one individual, and they will be different for all of us. If an attempt is made to assess an individual’s risk-tolerance level before they are educated on the basic nature of risk, that assessment will be fundamentally flawed.

The number of investors with a high risk-tolerance is greater than ever before. Advisors are now realizing that they have to reign in some of the below-fifty group of impulsive investors, who have never had to suffer through a down-market5. The advisors should be making these investors aware their possible biases, such as, optimism and hindsight. This group needs to understand that the market goes in cycles, and the good times will not last forever. However, most advisors agree, reigning in this type of investor is more difficult than increasing the risk-tolerance of a risk-averse investor5.

The risk-averse investor faces a different battle. This investor may prudently save money their whole life, only to find out that it is not enough for their retirement. Sure, they will receive a steady, guaranteed rate of return, but this may just be keeping pace with inflation. The real rate of return they receive could even turn out to be negative. This investor must understand the effects of inflation on purchasing power and the implications this may have on their nest egg. 

After an individual is thoroughly familiar with concept of risk, there are various ways to assess a risk-tolerance level that will guide them to a suitable investment portfolio. In terms of investment, risk is measured by the volatility in the investment’s return6. Increased volatility indicates the probability of a higher return. With too much volatility the investor may not be able to sleep at night and with too little, that nest egg may never grow large enough. 

A common method of assessing risk-tolerance is by creating various charts and graphs that demonstrate different levels of volatility in an investment. The potential investor then goes through these charts and indicates the amount of volatility with which, he/she is comfortable. This can give the advisor a good indication of the investor’s risk profile. (Figure 1).

Conclusion

An individual’s risk-tolerance level is not as simple as a tidy number that will qualify him/her into a particular investment. Risk-tolerance is a complex phenomenon that can become blurred by many obstructions. For some it may be too high, for others it may be too low, neither extreme is healthy. It is the responsibility of a financial advisor to guide investors through the concept of risk and educate them on the implications it has on investing. Some investors need to start over again at square one, and delve deeper into their risk psyche. An accurate risk-tolerance assessment may be more difficult to achieve than first thought; however, this is the first step in developing a healthy investment portfolio.
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