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MAKING TRACKS?

DC plan members need strong educational programs as

et’s face it, there’s only one question on every
investor’s mind today: Is the worst bear market in
recent history nearing hibernation?

Whatever the duration of the current market condi-
tions, it is important to stay focused and invested. Suc-
cessful money managers will tell you there is always some-
thing worth buying. Good quality stocks continue to
make money regardless of the turmoil around them.

For broader strength, increased corporate earnings, a
stimulative monetary policy and reasonable equity valua-
tions are needed to sustain the next bull market. Today,
we are beginning to see signs of better days ahead.

CELEBRATE GOOD NEWS

There are trends that bode well for both Canada’s econo-
my and financial markets. Canada has enjoyed strong
retail sales, particularly on big-ticket items, as a result of
low interest rates. Corporate earnings are rising as compa-
nies rebuild their records. Even earnings forecasts are
improving because analysts have become more positive
about the future. And, as earnings go, so go stock prices.
There is also a powerful, long-term historical relationship
between inflation and price-to-earnings (P/E) ratios.
Ratios in the high-teens are fairly common in a low infla-
tion environment.

STAY FOCUSED AMID BAD NEWS
Despite this good news, there are still concerns holding
back both investors and the markets.

Many investors are unsure about how long consumer
confidence can remain strong. Will consumers run out
of energy before a decidedly positive direction is estab-
lished? We also need to restore investor confidence fol-
lowing the Enron scandal and others that rocked the
markets last year.

Next, there is the uncertain outlook for an economic
recovery in the United States. With war looming in Iraq
and global political uncertainty, there’s a considerable
amount of economic pessimism.

www.benefitscanada.com

the markets fluctuate.

“UNFORTUNATELY, MOST DEFINED
CONTRIBUTION PLAN MEMBERS
ARE NOT STOCK PICKERS OR
PORTFOLIO MANAGERS. WHAT
ARE THEY TO DO TO WEATHER THE
STORM AND HOW CAN FUND
MANAGERS AND PLAN SPONSORS
HELP THEM IN THEIR GOALS?”

STOCK SELECTION KEY

Nevertheless, there are opportunities available to astute
investors. Quality stocks are linked to quality companies.
Fund managers must practice diligence in the search for
these companies, despite the state of the economy and the
markets. Stock specific factors account for most of the
returns on investments.

KNOWLEDGE, INFORMATION, ACCESS
Unfortunately, most defined contribution (DC) plan
members are not stock pickers or portfolio managers.
What are they to do to weather the storm and how can
fund managers and plan sponsors help them in their goals?
Markets like the current one underscore the need for
strong educational programs for plan members. Mem-
bers need programs that teach the benefits, indeed the
necessity, of holding diversified portfolios to manage
their risks. Plan sponsors must provide a wide selection
of investments to facilitate this diversification and
offer concrete support to help members remain invest-
ed and diversified. This is their contribution as they
assist DC plan participants in successfully funding
their retirements. BC

Jeff Horbal is vice-president, institutional investments at Fidelity
Investments in Toronto. jeff-horbal@fidelity.com
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REVISITING RISK

DC plan members may be exposed to a different long-term risk.
It's time to revisit the risk perspective.

isk decreases as the time horizon of the investment
increases, or so goes conventional wisdom.

If one defines risk as the chance of losing money,
then this notion is true. Unfortunately, many investors
believe themselves to be safe from risk because they have a
long investment horizon. Unfortunately, defined contribu-
tion (DC) members may be exposed to a different type of
risk that is rarely defined and seldom considered.

The standard deviation of average annual returns over
many periods decreases with the square root of time. That
is, in any given year, results can differ from what is expect-
ed. Over the long term, above-average performance will
balance out the below-average results, producing an aver-
age closer to what is expected. Therefore, based on the
standard deviation of average annual returns, a longer
investment horizon will reduce risk

A DIFFERENT PERSPECTIVE

But, if we define risk as the amount by which the actu-
al terminal value of a portfolio may vary from its
expected terminal value, then risk actually increases as
the horizon lengthens.

This idea can be illustrated using a formula for calcu-
lating the future value of an investment: FV= PV (1+R)™
We'll apply this to an investment with an assumed 10%
return and standard deviation of plus/minus 20% over
one year. This means that, in any given year, the portfo-
lio’s actual return has a 68% probability of being between
negative 10% and plus 30%.

Present Value: $100,000

Expected Return: 10%

Expected Future Value: $110,000

68% level of confidence range of values: $90,000 to
$130,000

Amount at risk: $40,000

Now let’s consider a 25-year investment and its range
of average annual returns between 6% and 14%.

Present Value: $100,000
Expected Average Annual Return: 10% (will be between
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6% and 14%, 68% of the time)
Expected Future Value: $100,000 x (1.1)A% = $1,083,470
68% level of confidence range of terminal values: $100,000
x (1.06)A* = $429,187 to $100,000 x (1.14)"* = $2,646,191
Amount at risk: $2,217,004

Over 25 years, the amount at risk increases dramatically
relative to the one-year scenario.

PUT THE INFORMATION TO WORK

Risk defined as the probability of losing money does
decrease as the time horizon expands. But if risk is defined
as generating a result that is close to the expected value,
then risk increases with time.

This way of viewing investment risk is an important
consideration for long-term investors. Those who assume
short-term volatility is insignificant because they have a
long horizon are at risk of realizing a portfolio value that
is significantly less than planned.

The best way to reduce the range of terminal values
around an expected return over a long period is to select
portfolios that have low standard deviations or absolute
levels of risk. Keeping the range of returns tight before
compounding them over many years is the best way to
reduce terminal value risk. Many investors believe it more
important to minimize relative risk (tracking error relative
to an index) but even portfolios that track an index perfect-
ly may have more significant levels of absolute risk than
those with high tracking error and low standard deviations.

Too many investors select passive investments or “closet
indexers” because of their low tracking error. More investors
should pay attention to standard deviation as a measure of
risk. Most often, it is actively managed portfolios that are
best able to produce lower levels of absolute risk than their
respective benchmarks. For DC plan members, it could
mean the difference between retiring in the snow belt instead
of in the sun belt. BC

Ken McCord is a CFA and senior vice-president at AIM Trimark
Investments in Toronto. ken_mccord@aimfunds.ca
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