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Ho w risk affec t s in dividua l investor s
by Professor Donald Weh rung

UNDERSTANDING RISK

Do peop le per cei ve risk cor rec tly?

Sometimes, but people perceiv e situation s to
be more risk y than statis ti c a l in cid e n ce rat es,
when the situation s are out of their con trol,
unfamili ar, inv olve a hig h degree of media
ex pos ure (e speci ally of cat ast rophi c ev ents),
or inv olve technol ogie s that they don’t unde r-
st and. For exa mple, people perceiv e the
chanc es of dying in a pla ne crash to be gre a-
ter after ext ensiv e me dia cov erage of a crash.

In inv est ment settings, becau se indivi d uals
have different capabilit ies to wit hst and pos-
sible los s es, sma l ler inv esto rs, facing the same
market as ins titutio nal inv esto rs, perceiv e in -
ve s tments to be risk ier.

Do peop le do a rea sonable job
ev alu ating risk?

In many cases no, becau se people hav e sys-
temati c bia s es in the way they assess and
us e probabilit ies. They often incor rectly es-
timate probabilit ies that are ver y low or ver y
high. For exa mple, people tend to ign ore ad-
ve rse, low probability eve n t s su ch as floods
or ear thquake s. They can also let their value s
and beliefs int e rfe re wit h thei r risk evalua -
tion. Wis hful thinking can lea d people to
ov ere s tim ate the chanc es of a big pay off.
People are often too confid e n t abou t thei r
prediction s, giv ing lit tle cre denc e to the pos -
sibility of ext rem e ou tco m e s.

People tend to lack balanc e in their risk
assessments. They let the "bandwago n ef fect"
ge t in the way of prudent risk evaluation.
When things are goi ng wel l, people tend to
ov ere s tim ate the chanc e of bei ng lu cky.

As mentio ned above, the media can influ-
enc e people’s evaluation of risk. For exa mple,
the busin ess pre ss often hig hlig hts inv est ments

that hav e done ver y wel l or ver y poorly. If
the repor ted analys is is base d on eit her sho rt-
ter m perfor manc e or is influe n ced by an ex-
traordin ary eve n t, it may be a poor indication
of future per for manc e.

TOLERATING RISK

Do peope know their own risk
tolera nce?

Studie s sh ow that people often misj udge their
ow n risk tole r anc e. One likely rea son is that
there are pre ssure s in Nor th Amer ican cul-
ture to see ourselves as more wil ling to take
risk s than we really are.

Can peop le chang e th eir risk
tolera nce level s?

While many believe that an indivi d ual’s tole r-
anc e fo r risk is an unchange able personality
trait, res earch has shown that to be unt rue.

Some stereotypes hav e, howeve r, confi rme d
by res earch. For exa mple, risk tak ing tends to
de cli ne wit h ag e and to inc rea s e with wealth.

Do peop le have the same risk
tolera nce for all asp ects of their lives?.

Few people are eit her con sis tently risk-ave rse
or risk-tak ing. Ins tea d people take a‘por tfo l io’
ap proach to the risk s in their liv es. In other
wo r ds, people hav e an ove r all agg regat e leve l
of tole r able risk. As the risk s in cre ase in one
area of life (e.g., a mar riage bre a kup), accep t-
able risk s in other are as decre ase. Before
consid ering what lev el of inv est ment risk is
accep table, it is impor tant for people to know
what other risk s they’r e faci ng.

CONTROLLING RISK

Do peop le have to accep t risk as it is?

No t at all. Con trolling unc e rtain eve n t s is
an effective way of changi ng their risk ines s.
People reduce inv est ment risk by seeking pro -

fe ssi onal advic e and management; edu cating
themselves; div ersifyi ng and mon ito ring their
inve s tments.

SUMMARY

While risk s prov ide bot h excitement and stim -
ulation, mos t people prefe r to avo id unneces-
sary or foolhardy risk s. When assessing you r
tole r anc e fo r inve s tment risk, you shoul d ev a l-
uate the ove r all lev els of risk in all aspects
of you r li fe. If you alrea dy hav e high risk s
in are as such as career, health , or family, it
may not be wis e to take on addit ion a l high
fin a n cia l risk s , or vic e ve rsa . Re member the
ol d adag e "Do you want to eat wel l or sle ep
wel l?"

Risk is per vasiv e and wil l always be wit h
us. The best we can do is to fores ee some
of the risk s ahea d and to con trol or mit igat e
so m e of the outco m e s.
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Detailed discu ssi on of the findings is avail able
in Ta king Risk s: The Management of Unc e r-
tain ty (by K.R. MacCr immon and D.A. Weh-
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