
reasons: (a) an otherwise temporary 
dip is locked in when the investor 
sells during a downswing - whether 
because of loss of conviction; re-
quirements stemming form his time-
frame; financial exigency; or emo-
tional pressures, or (b) the invest-
ment itself is unable to recover for 
fundamental reasons. We can ride 
out volatility, but we never get a 
chance to undo permanent loss. 

“Of course, the problem with defin-
ing risk as the possibility of perma-
nent loss is that it lacks the very 
thing volatility offers: quantifiability. 
The probability of loss is no more 
measurable than the probability of 
rain. It can be modelled, and it can 
be estimated (and by experts pretty 
well), but it cannot be known.” 

Marks continues, “ . . . if you define 
risk as anything other than volatility, 
it can’t be measured even after the 

fact.  If you make an investment in 
2012, you’ll know in 2014 whether 
you lost money (and how much), but 
you won’t know whether it was a 
risky investment - that is, what the 
probability of loss was at the time 
you made it.” 

The future is unknowable. So how 
can investors deal with this limita-
tion? 

Marks suggests, “The answer lies in 
the fact that not being able to know 
the future doesn’t mean we can’t 
deal with it. It’s one thing to know 
what’s going to happen and some-
thing very different to have a feeling 
for the range of possible outcomes 
and the likelihood of each one hap-
pening. 

“The future should be viewed not as 
a fixed outcome that’s destined to 
happen and capable of being pre-
dicted, but as a range of possibilities 

What is “investment risk”? 

Thanks to the pioneering work on 
modern portfolio theory by Harry 
Markowitz in the 1950s, academia 
likes to define and measure investment 
risk by using volatility.  

Volatility measures both bad and good 
outcomes. For an investor who owns a 
security, however, a price move to the 
upside is a favourable outcome, not an 
unfavourable outcome. Volatility is 
also quantifiable and thus useful in 
calculations as the standard risk meas-
ure.   

Nevertheless, volatility can only reveal 
how a security fluctuated in hindsight. 
Many investors use historical volatility 
as a measure of risk. However, past 
data is a poor indicator of the future, 
much like driving by looking only in 
the rear view mirror.  Moreover, vola-
tility does not capture what is most 
important to investors. 

Most investors tend to think of risk in 
terms of the possibility of permanent 
loss. Fluctuations are different from 
permanent loss. Investor great Howard 
Marks, Chairman of Oaktree Capital,  
recently penned a thoughtful memo on 
this topic.1 

“Permanent loss is very different from 
volatility or fluctuation. A downward 
fluctuation - which by definition is 
temporary - doesn't present a big prob-
lem if the investor is able to hold on 
and come out the other side.  A perma-
nent loss - from which there won’t be  
rebound - can occur for either of two 
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Outcomes 



“This is the essence of investment 
risk.  Riskier investments are ones 
where the investor is less secure re-
garding the eventual outcome and 
faces the possibility of faring worse 
than those who stick to safer invest-
ments, and even of losing money.” 

In his memo, Marks also discusses 
other types of  risk, such as credit 
risk, illiquidity risk, concentration 
risk, and leverage risk. Finally, he 
avers that risk is often hidden. Losses 
occur when risk collides with negative 
events. 

According to Marks, risk is counterin-
tuitive; the fear that the market is 
risky actually implies the market is 
safe. If a stock declines in price and 
investors perceive the stock as risky, 
that stock actually becomes less risky. 
Thus, the perception of the risk level 
with any investment is the opposite of 
what the actual risk level is. Marks 
observes that risk aversion is the thing 
that keeps markets safe and sane. 
Therefore, investment risk is the high-
est when investors are risk seeking 
rather than risk averse.2 

One other investment risk Marks con-
siders is the risk of falling short. This 
is what he calls "the risk of missing 
opportunities." Just because investors 
face a variety of risks does not imply 
that they should practice "risk avoid-
ance."  

Investing is all about assessing the 
risks and ensuring that the potential 
return is high enough to compensate 
for bearing those risks. Avoiding in-
vestment risk also has the unintended 
consequence of avoiding return. 

Sources: 

1. Howard Marks, “Risk Revisited”, Oak-
tree Capital,  Sept 2014, http://
www.oaktreecapital.com/memo.aspx 

2. Kenny Yang, “Rethinking Investment 
Risk”, Seeking Alpha, 18 Sept 2014 

3. Charts, Howard Marks, “Risk Revisited”, 
Oaktree Capital, Sept 2014 

and, hopefully on the basis of insight 
into their respective likelihoods, as a 
probability distribution. 

“We may have a sense for the prob-
ability distributions governing future 
developments, and thus a feeling for 
the likely outcome of each develop-
ment . . . The problem is that for each 
of these, there can be lots of outcomes 
other than the ones we consider most 
likely.  The possibility of less good 
outcomes is the source of risk . . . Risk 
means more things can happen than 
will happen . . . This uncertainty as to 
which of the possibilities will occur is 
the source of risk in investing. 

“Knowing the probabilities doesn’t 
mean you know what’s going to hap-
pen. There’s a big difference between 
probability and outcome. Unlikely 
things happen - and likely things fail to 
happen - all the time. Probabilities are 
likelihoods and very far from certain-
ties.”   

“Even though many things can happen, 
only one will.” 

Marks goes on to discuss how risk and 
return interact.  The chart on the previ-
ous page shows the conventional rela-
tionship between these two factors.  
The line is upward sloping towards the 
right, meaning the two are positively 

correlated: as risk increases, return in-
creases. The chart should not be inter-
preted to imply riskier investments will 
produce higher returns or to earn more 
money, one should take more risk.  “In 
brief, if riskier investments could be 
counted on to produce higher returns, 
they wouldn’t be riskier.” 

The chart on this page gives a better 
idea of what Marks is talking about. 
The higher risk investments have a 
greater range of likely outcomes, and 
not all them are positive. At each point 
along the horizontal risk axis, an in-
vestment’s prospective return is shown 
as a bell-shaped probability distribu-
tion turned on its side. This takes into 
account investors’ opinions regarding 
future return, not facts. “Risky invest-
ments are  - by definition  - far from 
certain to deliver on their promise of 
high returns.” 

“The conclusions are obvious from 
inspection. As you move to the right, 
increasing risk: 

 the expected return increases (as 
with the traditional graphic) 

 the range of possible outcomes 
becomes wider, and 

 the less-good outcomes become 
worse 

 Outcomes (cont’d) 
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