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Successful investing 
can be much easier 
than people think.

The key is to set reasonable goals and to maintain a portfolio that reflects those goals with due regard
for your own profile as an investor – your advantages and your constraints.

Working with a professional advisor frees you from having to develop the specialized knowledge
required for sound portfolio management – and from spending a substantial amount of time researching
investments and developing strategy. But what you do need is a good understanding of:

> Where you are now

> Where you want to go

> What it will take in terms of capital and rate of return to get there

> Your ability to stick with the plan during inevitable turbulence. 

Essentially, successful investing is all about risk management – the relationship between risk and return.
The point of the exercise is to generate the average annual return you need to meet your goals without
incurring undue risk.

Undue risk?

Often people tell us they don’t want “any” risk. That’s impossible because there is no such thing as a
risk-free investment. Those people are focused on just one type of risk: variability – also called volatility.
That’s the degree to which an investment’s market value swings up and down. 

In terms of volatility, the investment world can pretty much be divided into “predictable” and
“unpredictable” holdings. Predictable holdings are those with fixed values. For example, guaranteed
investment certificates (GICs) and money market funds. Unpredictable holdings are those with
fluctuating values. The unpredictable group includes stocks and most mutual funds. A bond might be
predictable, unpredictable or both. For example, a Government of Canada bond is predictable in that,

Investment
basics



N
atio

n
al B

an
k Fin

an
cial

In
vestm

en
t B

asics

2

barring a doomsday scenario, it will pay a set stream of interest and a fixed amount at maturity. But this
bond is unpredictable in that its market value changes constantly, so there could be a gain or loss if the
bond is sold before it matures. 

The fundamental points to understand about volatility are:

> Unpredictable investments normally offer higher potential returns than predictable ones. This gap is
called a “risk premium.” 

> While unpredictable investments usually offer higher potential returns, this is not guaranteed and
there may well be times when the investment falls in value. The impact of this is directly related to
your time horizon – how long the investment can be held before you need the money. A 10% drop
in market value would have a major impact on someone who needs that money next month or next
year for a home purchase or university tuition fees. But the impact on someone investing for
retirement 30 years away would be more psychological than financial, as shown in the accompanying
charts.

Based on the S&P/TSX Composite Index, the chart above shows the annual volatility of the Canadian
stock market over the 15 years from 1992 through 2006. Notice how choppy the returns seem when
viewed one year at a time. But the chart below shows how those annual ups and downs smoothed out as
positive years offset negative ones. This second chart follows the growth of $1,000 invested at the start
of 1992. In particular, notice how gains before and after the big market slump in 2001-2002 reduced
and ultimately overcame the impact of that decline.
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Historically, the stock market has lost money in about one year in four. Yes, that’s 25% of the time! But
the upward bias, driven by economic growth, has enabled gains to offset losses, generally making stocks
the best performing asset class over long periods.

Many people consider GICs risk-free. But they’re not. Indeed, there are no risk-free investments.
While a GIC is a predictable investment that promises to return your money with interest, it carries
other risks that are less apparent:

> Shortfall risk: GIC rates are relatively low these days, so there is risk that you will not accumulate
the amount required to meet your long-term goals. If you average a 5% compound annual return for
30 years, $1,000 would quadruple to $4,322. But if you averaged 8%, that same $1,000 would grow
to $10,063. 

> Liquidity risk: A GIC locks in your money for the specified term.

> Reinvestment risk: This is the risk that when the GIC matures, you might have to reinvest at an
even lower rate. 

> Inflation risk: This is the risk that your GIC(s) will not pay enough to beat inflation. It’s a very
significant long-term concern since inflation reduces your purchasing power. Average annual
inflation of 2% might not sound like much, but see what it would do over time to $1,000 in today’s
money:

Suppose you’re considering a GIC that pays 5% a year. Your money will grow at 5%, right? No. That 5%
is the “nominal” return. What really matters is the “real” return. That’s the return after adjusting for
inflation – and also for tax if the GIC is held in a taxable account. Let’s assume a marginal tax rate of
40% and annual inflation of 2%. After tax and inflation, this 5% GIC pays only approximately 1%. Does
this mean you should never invest in a GIC? No. It simply means you should be aware that GIC
investing protects your capital but runs the risk of not producing the capital appreciation you need for
your long-term goals.

We repeat: there is no such thing as a risk-free investment. Here are some more types of 
investment risk:

> Market risk: This is the risk of simply being in a given market. A stock market decline will hit the
shares of even the world’s best companies. Similarly, a real estate correction will reduce the market
value of even the best homes in the best neighbourhoods.

> Interest rate risk: This is a big concern for those selling bonds before maturity. When interest rates
on newly issued bonds and other fixed-income instruments go up, the market values of previously
issued holdings fall. Why would someone pay the same price for a bond that yields 4% when a new
one from the same issuer pays 5%? Conversely, previously issued bonds gain value when interest
rates on new ones fall. Why would someone sell a bond that yields 5% for the same price as a new
one that yields 4%?

> Currency risk: This affects those investing outside of Canada. When returns on foreign holdings are
expressed in Canadian dollars, they get a push up or down depending on whether our loonie has
gained or lost value in relation to the home currencies of those investments.

Purchasing power
After Value* Decline

10 years $820.35 - 18 %

20 years $672.97 - 33 %

30 years $552.07 - 45 %

* * In today’s dollars.

Purchasing Power of $1,000, Given
a 2% Inflation Rate
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> Economic risk: Some investments are more sensitive than others to changes in the economy. For
example, the auto industry is “cyclical.” It often does well when the economy is healthy, but suffers
during downturns. Utilities are less sensitive.

> Credit risk: A prime concern for the income investor. This is the risk that an issuer will suspend
interest payments or fail to pay back principal at maturity. It’s also the risk that stock dividends will
be cut or skipped.

> Political risk: Government action affects every investment. For instance, suppose that part of your
portfolio is invested in stocks listed on a foreign exchange. The value of these stocks could be
negatively impacted if there was a sudden wave of political instability in that foreign country and the
threat of businesses being nationalized.

Your National Bank Financial Investment Advisor considers these and other risks in making
recommendations.

Diversification
Diversification is the principal way to manage risk. Diversification simply means "not putting all of your
eggs in one basket." There are three main classes of financial assets:

> Cash and cash equivalents

> Stocks, also called equities

> Fixed-income. This category tends to be dominated by bonds, but also includes instruments such as
GICs.

Each asset class can then be divided into sub-classes. For example, a portfolio might be allocated
among cash, Canadian fixed-income, Canadian equities, U.S. equities and international equities. While
broad diversification like that would require a substantial amount of money if securities are held
directly, the use of mutual funds or an asset management service makes it possible for even those with a
relatively small amount to invest. Here’s an example of a balanced portfolio for a mutual fund investor
with $50,000.

This portfolio actually offers much more diversification than initially meets the eye. Each mutual fund is
also a diversified portfolio. So the $7,500 invested in the Canadian Equity Fund might represent a stake
in 40 or more quality companies. It would be impossible to achieve that with $7,500 by purchasing
directly held company shares.

Asset class diversification is aimed at managing volatility. The premise is that some asset classes tend to
rise in value while others are falling. The accompanying chart illustrates the significance of this. Notice
how the best and worst performing asset classes varied from year to year, with no consistent or
predictable pattern. 

Amount % Type of fund Holdings Within Fund
$2,500 5% Money market fund Treasury bills

$25,000 50% Bond fund High quality government and corporate bonds
$7,500 15% Canadian equity fund Shares in quality Canadian companies
$7,500 15% U.S. equity fund Shares in quality companies in the U.S.
$7,500 15% International equity fund Shares in quality companies throughout the world

An Example of a $50,000 Balanced Portfolio
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Strategic Asset Allocation
Strategic asset allocation builds upon the idea of diversification. Backed by rigorous academic research
and more than 20 years of use, it offers an effective way to build wealth over time. 

The initial study examined the performance of nearly 100 large pension funds. That study and those
that followed found that the asset allocation – how the portfolio was divided among various asset 
classes – mattered far more than the selection of individual securities and market timing. 

The strategic asset allocation approach starts with you and your Investment Advisor analyzing your long-
term goals, time horizon and risk tolerance. Based on historical rates of return for various asset classes
over many decades, your advisor can then mix and match asset classes to produce a combination that
offers a reasonable likelihood of meeting your wealth creation needs within volatility range you consider
acceptable. 

This process can be very challenging because you and your advisor must balance the high returns you
would love to have with the volatility you probably don’t want. History has shown that equities are most
likely to deliver superior returns over time, but with the greatest levels of short-term fluctuation. Your
advisor might develop an asset allocation manually or suggest using a profiling tool which will use your
answers to a series of questions to identify the most appropriate asset mix for you. 
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returns vary with market cycles

91-Day T-Bills
Canadian Bonds
Canadian Equity
American Equity
International Equity

Below we show that markets move in cycles, rewarding different asset classes in a
highly variable and unpredictable manner. This is why it is so important to ensure 
your portfolio is well diversified.

Determinants of Portfolio Performance

Security Selection  4,6 %

Market Timing  1,8 %

Asset Allocation  91,5 %  

Other  2,1 %

%
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Significantly, determining this strategic asset allocation is a one-time activity unless there is a major
change in your goals or circumstances. Having a rational long-term plan makes it easier to stay focused
and to avoid the never-ending noise, distraction and worry of short-term market activity.

But the strategic asset allocation approach is not set-and-forget. As the asset class performance table
showed, investment returns vary widely from year to year. So your portfolio will deviate from the plan as
some investments do much better than expected and others do worse. Use periodic rebalancing to bring
the components back in line. This might be done on a scheduled basis, perhaps quarterly or annually.
Or, it might be done when an asset class deviates from plan by more than a pre-set limit, perhaps 10%.
Either way, you would sell some of the investments in the asset classes that exceed their target
percentage and buy more in the classes that are below their target weighting. This in effect forces you
to buy low and sell high.

Hot tips and hot money
There is a widespread belief that investors can get rich quick by picking just the right stocks or moving
into and out of the market at just the right time. 

That is indeed possible – but studies have found it’s unlikely to be achieved with any consistency over a
long period of time. 

Consider the hot tip. The U.S.-based Hulbert Financial Digest has been tracking investment
newsletters since 1980. More than 80% of the publications monitored – some with very high
subscription fees – have failed to beat the market.

Now, market timing. Understand that every market timing move requires two decisions – when to get in
and when to get out. To complicate that, the market tends to move in spurts – and the biggest gains
often occur right after the biggest declines. All within just a few days. In 2007 DALBAR Inc., a Boston-
based consulting firm, published a study of historical performance for individual U.S. investors from
1987 through 2005. A buy-and-hold investor who simply stayed in the S&P 500 Index during that time
would have averaged 13.3% a year during that time. But DALBAR’s review of mutual fund company
records found that the typical retail mutual fund investor averaged just 4.3%. This difference is not an
indication of poor investment management on the mutual fund manager’s part, but rather the tendency
of the investors to try and “time” the market. DALBAR analysts found that investors made the right
moves about 75% of the time when markets were rising, but less than 50% of the time during
downturns. As a result, the average switcher would have turned $10,000 into $21,422 during those 
18 years while the buy-and-hold investor would have accumulated $94,555.
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> Your investment strategy and portfolio should
reflect your own goals, personal circumstances and
risk tolerance. There is no one-size-fits-all solution.

> There is no such thing as a risk-free investment.
Investments that are immune from capital loss
typically offer much lower returns than those that
fluctuate, posing the risk that you might not
accumulate enough to meet your goals.

> Volatility consists of short-term movements that
tend to smooth out over the long term.

> A diversified portfolio offers the best way to
manage volatility and other risks.

> The division of a portfolio among various asset
classes usually has more impact on performance
than individual security selection and market
timing. 

> Strategic asset allocation with periodic rebalancing
can simplify investing, help you stay focused and
prompt you to buy low and sell high.

> Your time horizon is key to how you should invest
your money. The longer the horizon, the more
time you have to recover from a short-term
setback. It used to be common for new retirees to
concentrate all of their money in bonds, GICs and
other fixed-income instruments that face little or
no capital risk. More recently, balanced portfolios
have come into greater use as these people
recognize their time horizon may still run 30 years
or so, creating the need for the higher returns and
better inflation protection that equities offer.

THE MAIN MESSAGE…
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NOTES

The particulars contained herein were obtained from sources which we believe reliable but are not guaranteed by us and may be incomplete. The opinions expressed are based upon 
our analysis and interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein. The Firm may act as financial
advisor, fiscal agent or underwriter for certain of the companies mentioned herein and may receive a remuneration for its services. The Firm and/or its officers, directors, representatives,
associates, may have a position in the securities mentioned herein and may make purchases and/or sales of these securities from time to time in the open market or otherwise.
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