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Risk vs. Return
Main Idea
Savings are the first step to 
investing. The stock market’s 
average annual return through 
history is 11.3%, which is more 
than most savings accounts 
pay. However, in some years, 
stocks will lose value, and in 
some years they will gain value. 
Investors willing to take some 
risk can often earn higher 
long-term average returns than 
investors willing to take no risk. 

After completing this 
lesson you will be able to:
•  determine the risk of an 

investment

•  find a stock value at a certain 
date

•  research investment 
opportunities

•  purchase stocks and set 
up dividend reinvestment 
programs

Key Terms
• Asset Class
• Capital Gain
• Capital Loss
• Common Stock
• Dividend
• Money Market
• Mutual Fund
• Private Corporation
• Public Corporation
• Rate of Return
• Return
• Risk

Juan’s grandmother told Juan and his sister Julietta that instead of Christmas 
presents this year, she was setting up a college fund for each of them. What 
did Juan and Julietta want to invest $1,000 in? Juan was 13 years old. 
He thought of products he saw every day. His school had Apple computers 
everywhere, and everyone he knew either had or wanted an Apple iPod. At 
the current price of Apple stock, Juan could buy about five shares plus pay 
for the commission on the purchase. Should he put all his money in one 
stock?

Julietta, 15 years old, decided to purchase $1,000 worth of a fund 
that held stock representing the total stock market. 

They each watched their investments for a month. Julietta’s mutual 
fund was now worth 2% more than before, and Juan’s single stock was 
worth 5% more than before. Was Juan’s investment more risky? How much 
would his investment be worth in five years when he would go to college?

Here’s how to figure out your risk tolerance.

•  Ups and downs: Imagine that the value of your investment was up 
20% over the year. Would you want to sell right away? What about if 
it was down 20%? Would you have trouble sleeping at night?

•  Your experience: Have you ever owned a stock, bond, money 
market, or global investment before? If so, you may have more risk 
tolerance.

•  Your investment goals: Do you worry most about losing money? 
Or do you care more about how much you can make? When do you 
need the money? How much is your goal?

 If you would be a wreck if your investment lost 20% of its value while 
the entire stock market also lost 20%, you are probably not ready to have a 
high-risk portfolio. If you are more concerned with the goal of making money 
than you are about losing money, then maybe a higher risk portfolio will be 
a comfortable holding for you.

What Is the Stock Market?
Once upon a time, every share of stock bought or sold was traded by 

traders in an indoor area called a trading floor. Nowadays, almost all stock 
trading is done by computer. Still, buying and selling stocks is still thought 
of as the stock market.
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The Dow Rose 13 Points Today. Is That Good?
The Dow Jones Industrial Average (DJIA) is a collection of thirty major 

U.S. stocks. The financial newspaper The Wall Street Journal put these 
stocks together as a measure of the health of the economy. If the Dow is 
up, it means that, in general, people were willing to pay more for U.S. stocks 
today than yesterday. If the Dow is down, sellers have to accept lower prices 
to get cash for their stocks.

What Is Risk?
If you put your money in a savings account at the bank, you can be 

very sure you will get a certain amount of interest, typically 2% per year. You 
also know you will get all of your money back when you need it. Two percent 
may not be much of a return, but your investment is very low risk.

If you take your savings and buy a stock, there is no guarantee that 
someone will want to pay more to buy that stock in the future. Perhaps 
when you decide to sell the stock, buyers are only willing to pay three-
quarters of what you paid for it. (That means you had a loss of 25% on your 
investment.) When you buy a stock, you take the risk that it will be worth 
more later. But you also take the risk that will be worth less.

While the U.S. stock market seems nearly endless in variety, it is also 
important to consider global funds. An international mutual fund invests in 
stocks in other countries. Such an international mutual fund can specialize 
in a world region, such as Europe or East Asia. Or it can focus on a single 
country, such as Japan or Italy. These funds can be more risky than buying 
stocks in the United States. On the other hand, they can help spread out 
the risk of investing only in the U.S. economy. 

Another way to build global diversity in a portfolio is to choose a single 
stock that does a majority of its business overseas. Coca-Cola may seem 
like mainly a U.S. company, but it actually makes more money abroad than 
in the United States.

How Does Risk Relate to Return?
In general, a more risky investment will have the potential to give a 

higher return. Owning stocks is more risky than having your money in a 
savings account. On average, the annual return on stocks is 11.3%. This 
average means that some years stocks gain value, and some years they 
lose value. But over a long period of time, like ten years or more, stocks will 
generally rise in value about 11%.

Because higher return investments can come with more risk, you also 
need to think about when you will need your money. If you need the money 
to pay for college within one year, it would be better to invest in safer, less 
risky investments.

On the other hand, if you do not expect to need the money in the next 
year, it is a good idea to use your time wisely and accept more risky options. 
Time is truly on your side. Your investment can go down, but your long time 
horizon gives you plenty of time for it to rise back up.
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Stock Basics
When you buy a share of stock, you and all the other stockholders 

are now the owners of the company. Once a year, at the shareholders’ 
meeting, you can vote on who will be on the board of directors, that leads 
the company. You will also receive an annual report from the company, 
telling you where the money went and what the company accomplished.

Did the company come out with a new product? From the annual 
report, can you tell who is buying the product? Using your own conclusions, 
do you think people will want to buy the product in the years to come?

These sorts of questions can be a good guide to whether you should 
buy, sell, or hold a stock. Believe it or not, one of the worst reasons to invest 
in a stock is because “I just know it’s going to go up.”

What Is a DRIP?
Almost all stocks pay dividends. The best way to make your investment 

grow is to automatically buy more of the stock with your dividends, rather than 
taking the cash. Many companies have Dividend Reinvestment Programs 
(DRIPs). Often these programs are set up with small investors in mind and 
charge no commission or fee to buy in. But in the end, reinvesting dividends 
is a great way to grow your money.

Bond Basics
When you buy a bond, you are actually loaning money to the seller, 

and the seller agrees to pay you back at a certain time, with interest 
besides. Bonds come from many sources, such as U.S. Treasury bonds, 
U.S. Savings bonds, municipal bonds, and corporate bonds. Bonds from 
the U.S. government are extremely safe investments, because the federal 
government is not going to go bankrupt any time soon. 

U.S. Savings bonds are a favorite gift from grandparents. U.S. Savings 
bonds are bought for half of the face value (the face value is the amount 
written on the front of the U.S. Savings bond). By the time of maturity, the 
U.S. Savings bond is then worth full face value. 

Corporate bonds are issued by companies. Corporate bonds usually 
have higher rates of return than U.S. Treasury bonds, but they are a little 
more risky. 

Municipal bonds are issued by state and local governments to fund 
the workings of a city or state, like a water supply aqueduct or a new subway 
line. Municipal bonds can be more or less risky than corporate bonds. The 
risk will depend on the financial health of the municipality. 

Spreading Your Risk with Mutual Funds
Say you have $1,000 to invest. You want to spread your risk by owning 

a diverse group of stocks, but at prices like $184 a share for Apple and 
$40 for General Electric, it is hard to buy 20 stocks for your investment. 
However, you can purchase a mutual fund, which is a group of stocks held 
and managed by an investment company. Mutual funds can be sold in any 
amount of money you wish to purchase and are discussed further in the 
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lesson on savings. Mutual funds can focus on a single asset class, like 
large cap stocks (meaning a company is worth at least $5 billion). Mutual 
funds can also invest by sector, like manufacturing or mining. Mutual fund 
companies often have special custodial accounts for teens with minimum 
purchase amounts as low as $250 and automatic deposits from a checking 
or savings account as low as $20 per month. The investments can come 
without a brokerage fee paid on each transaction. That strategy really builds 
your investment.

Managed Mutual Funds or Index Funds?
The lowest expense ratios for mutual funds can be found in index 

funds. These funds match a published list of stocks, like the Russell 2000 
or the S&P 500. Therefore they do not need a highly paid fund manager 
to research stocks worth your investment. A managed mutual fund has 
someone researching the best stocks to invest in. You will have to use your 
own research to decide if the returns from the managed fund are worth the 
greater expense ratio.

How Do I Research Investment Opportunities?
Look for major Web sites like Yahoo’s finance site (http://finance.yahoo.

com), CBS Marketwatch (http://www.marketwatch.com), and Bloomberg’s 
site (http://bloomberg.com). These sites are meant for adults, so it may be 
challenging reading. A site for families and teens to find financial information 
is the Motley Fool (http://www.fool.com/familyfool).

How can you avoid Internet misinformation? First, never buy a stock 
because of an e-mail stock tip. Next, never buy a stock that is not listed 
on one of the major stock exchanges. Finally, avoid so-called penny stocks, 
which are worth less than a dollar a share. Just because they are priced so 
low does not mean they are a bargain.

For mutual funds, read ratings by such companies as Morningstar and 
Bloomberg. You can (and should) always request a prospectus (a list of the 
mutual fund’s holdings and investment strategy) before purchasing. You can 
request a free prospectus from a mutual fund company online, or by calling 
the company itself.

How Do I Purchase Stocks, Bonds, Money Market 
Funds, and Mutual Funds?

Stocks can be purchased either in a brokerage account (an account 
held by a brokerage company like Charles Schwab or A.G. Edwards) or 
directly from a company by investing in a DRIP account. Companies that 
have these dividend reinvestment programs often have low minimum dollar 
amounts that young investors can buy in with. 

Most large companies have DRIP accounts. For more information, see 
the DRIP Advisor Web site (http://www.dripadvisor.com). 

To purchase individual bonds, stop by your local bank branch. To 
purchase bond funds, look to a mutual fund company that has a bond fund 
in which you are interested. 
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Buying money market funds can be done at most local banks, and 
with most brokerage firms.

Buying mutual funds can be done through a brokerage account, but 
this method usually costs money in terms of a commission. Mutual funds 
can generally be purchased without a commission directly from the mutual 
fund company. 

How Should My Portfolio Change with My Age?
As a young person, your time horizon could be 10, 20, 30, or even 40 

years. That horizon is a very long time to let compounding work its magic for 
you. You should have nearly all of your portfolio in stocks and stock funds. 
That strategy is because all the growth you gain will build on itself over the 
long years ahead of you that you have to invest.

But doesn’t that strategy open you up to risk? Yes, it does. But 
because you have such a long time horizon, you have a lot of opportunity to 
make up for a market tumble. Remember, the stock market has historically 
increased an average of 11.3%, but it has done so by tumbling 20% one 
year, gaining 43% another year, and crawling slowly along at 5% still another 
year. Unfortunately, you don’t get to pick which year you are investing in. 

As you get older, it is wise to shift more of your portfolio to less risky 
investments. This is because as you get closer to retirement, you will need 
to use that money, and a downturn could seriously impact your ability to 
pay life’s expenses. After retirement, an even higher percentage of bonds 
and interest bearing accounts are recommended, so that you have a steady 
stream of income. 

U.S. Investments Versus Global Investments
The global economy can be more risky to invest in than U.S. companies, 

because U.S. laws for reporting financial information are very much stricter 
than anywhere else. However, investing globally can be a hedge against a 
downturn in the U.S. economy or even a drop in the value of the U.S. dollar 
compared to other currencies.

Summary
The four main asset classes—money markets, bonds, stocks, and 

mutual funds—are all important investment possibilities. Riskier investments 
can yield higher rewards, but can also have steeper downturns. Finding 
out as much as possible about a stock or mutual fund is crucial before 
investing. 

Dividend reinvestment can be the most cost-effective way for people 
to invest in the stock market. Special DRIP accounts set up by individual 
companies allow for a small initial investment with a low cost to get started. 
Global investing can also be helpful in diversifying your investments should 
the economy in the U.S. suffer compared to other parts of the world.
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Key Terms

Asset Class
Separate types of investments, such as stocks/stock 
mutual funds, bonds/bond funds, money market 
accounts, and international stocks/international 
stock funds. Each asset class has typical risks and 
returns, and a certain investment within that class 
may perform better or worse than its peers.

Capital Gain
When you sell a stock for more than you paid for it, 
the difference is called a capital gain. Capital gains 
are income that must be reported on taxes.

Capital Loss
When what you sell a stock for is less than what you 
originally paid for the stock, the difference is called a 
capital loss.

Common Stock
A share in a company’s assets and profits. The 
ownership of a publicly traded company is split up 
into the shares of stock being traded and held.

Dividend
Money paid by a corporation to each shareholder. 
Typically given four times a year, these distributions 
of company profits can be used to reinvest in more 
shares of the company.

Money Market
A mutual fund or account that invests in short-term, 
liquid investments. These funds generally pay better 
than a savings account with a bank, but less than a 
typical stock mutual fund. These funds are considered 
very low risk.

Mutual Fund
A mutual fund is a pool of stocks, bonds, and other 
securities managed by an investment company. 
Individuals can buy shares of the fund and profit from 
its investment gains.

Private Corporation
An incorporated business that does not trade shares 
of stock on an open market. It is owned privately, 
typically by a small number of people.

Public Corporation
An incorporated business owned jointly by all 
stockholders. Stockholders vote on who will oversee 
the company as a Board of Directors. Usually, the 
company profits are paid out in the form of dividends.

Rate of Return
The annual amount of money an investment makes, 
given as a percentage. For example, a $100 investment 
that is worth $112 the next year had a 12% return.

Risk
The chance that an investment may lose value. Less 
risky investments have a lower rate of return.

Return
Monetary increase that an investment makes. If an 
investment loses value, it is called a negative return.


