Risk and Reward: An Efficient Frontier

By E.J. Smith - Your Survival Guy

The Efficient Frontier, created by Harry Markowitz in 1952, measures the efficient diversification of
investments that delivers the highest level of return at the lowest possible risk. Investors must consider
the trade-offs between risk and reward in their portfolios. You can see on the chart below an efficient
frontier line representing risk vs. reward for a portfolio allocated between different proportions of
stocks and bonds using data back to 1977.

On the vertical axis is the return earned by the portfolios, and along the horizontal axis is a measure of
how much risk was taken to earn those returns. As you can see by comparing the portfolio of 75% bonds
and 25% stocks to the portfolio of just bonds, as portfolios take on a small number of stocks, the
benefits of diversification lower risk and increase reward. Anything above the line is unachievable
because no portfolios earning those returns are available at the corresponding risk levels. And any
portfolios that fall below the line can be outperformed with the same amount of risk or have their
returns matched with less risk.

But to achieve higher returns along the line, investors adding more stocks to their portfolios are taking
on ever greater amounts of risk. A portfolio of 100% stocks boasts a standard deviation of 17%. With
that kind of risk, you can expect the market to lose about 30% of your assets every 20 years or so. That's
being generous given what stock investors have endured in the last decade. Be aware of the risk in your
portfolio and manage it wisely.
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Note: Our bond returns are based on the Merrill Lynch
7-10 Year U.S. Treasuries Index. Our stock returns are
based on the total return of the S&P 500 index. Data goes
from 1977-2017.
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