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RISK VS. VOLATILITY
Understanding the diff erence between risk and volatility - and focusing on the former and not the latter - is key 
in helping investors reach their fi nancial goals.

What Diff erence Does It Make?

On the surface, it may seem like the distinction between risk and volatility is purely academic - the two terms 
are used interchangeably in investment literature and in fi nancial media. However, they do mean diff erent 
things.

As investors, it is helpful to create a mental distinction between volatility and risk. So, what are the key diff er-
ences? First, volatility encompasses the changes in the price of a security, a portfolio, or a market -  both on the 
upside and the downside. That means it is possible to have an investment, which is highly volatile, still go up 
over time. 

More importantly, volatility usually refers to price movements over a fairly short time period - a day, a month, 
or a year. Such fl uctuations are inevitable once investors venture beyond certifi cates of deposit, money-market 
funds, or savings accounts. With a longer-term investment horizon, volatility is not a problem and can even be 
an investor’s friend, enabling investors to buy more of a security when it is at a low ebb.

By contrast, the most intuitive defi nition of risk is the chance that an investor will not be able to meet their fi -
nancial goals and obligations or that they will have to recalibrate their goals because their investment nest egg 
comes up short.

Risk should be the real worry for investors – not volatility. An example of a real risk includes having to move in 
with your children because you do not have enough money to live on your own. Whereas the recent drop in 
stock markets on headlines of the new Omicron variant is an example of short-term volatility.

It is easy to see how the two terms have become confl ated. If an investor speculates on a stock and the losses 
become too much to endure, volatility might become a risk. That is because there is a real risk that the investor 
might have to sell out and realize a loss instead of having the luxury of time to ride the investment out (assum-
ing the stock has sound long-term fundamentals). 

On the other side, some of the most volatile investments (stocks) may not be all that risky if they help an inves-
tor reach their long-term fi nancial goals. Furthermore, it is possible to be too conservative, completely avoiding 
volatile investments, but coming up short in the end because the investor’s safe investments only generated 
small returns. 

How Investors Can Manage the Two

So, how can investors focus on risk while worrying less about volatility? The fi rst step is to know that volatility is 
inevitable, and given a long enough time horizon, investors should be rewarded by higher returns for enduring 
higher volatility. 

One such method is diversifying across time - implementing a dollar-cost averaging program - buying shares 
at regular intervals, such as in a 401k plan – which can help ensure that an investor is buying securities in a 
variety of market environments.
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Additionally, diversifying a portfolio across diff erent asset classes and investment styles can go a long way to-
ward muting the volatility of an investment that would otherwise be volatile on a stand-alone basis. 

Focusing on the Real Risks

As an investor, it helps to articulate real risks – that is, fi nancial goals and the possibility of falling short of them. 
As an example, for most investors a comfortable retirement is a key goal - the corresponding risk is coming up 
short and not have enough money to live the lifestyle hoped for in retirement. Another common example ap-
plies to parents. Hoping to pay for college is another goal, but the risk is that college savings do not cover the 
full cost of tuition and alternate sources of fi nancing will be needed. By identifying goals and risks one by one, 
investors can prioritize, troubleshoot, and develop plans to mitigate these risks.

Finally, investors should plan to keep the money needed for near-term expenses out of the volatility mix alto-
gether. Creating separate “buckets” for a portfolio based on when each bucket of money might be required will 
add peace of mind knowing that short-term fi nancial obligations are safe and long-term investments are free 
to zig and zag while they grow.
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