Getting Back to the Basics by Getting the Definitions Right
By Doug Buchan, CFP®
Mark Twain once wrote, “The difference between the almost right word and the right word is really
a large matter. ‘Tis the difference between the lightning bug and the lightning.”
That man had a way with words. And although Samuel Clemens was known as a notoriously
atrocious investor, many of his quips are wonderfully analogous to the world of finance, perhaps
none more so than the preceding one.
The essential fundamentals in financial planning are not generally taught in schools. Because of this,
folks frequently don’t learn them. They do learn something though, as there’s plenty of “financial
information” to go around. Unfortunately, to paraphrase Mr. Twain, the words folks learn and use
when talking about their finances are often almost the right word. Then there are other times when
the word they’re using doesn't actually mean what they think it means.
Let’s attack a few. First, a little exercise. If you would, please pull a bill out of your wallet or purse; it
doesn’t matter what denomination. Hold it up, and take a good look. Now, I want you to tell me the
word that comes to mind to describe that bill. In other words, what are you holding in your hand, in
generic terms?
Did you say “money”? You did? Good! That’s what almost everyone says. And that’s your first
mistake. Don’t feel bad, it’s everyone’s first mistake.
What you’re holding is not money; it’s currency. Currency is a vital tool in a civilized society. Without
it, we’d be trading apples for beef and beef for iPhones. Currency is one of the greatest inventions
of all time. But it’s not money.
Imagine now that you took that bill and you stuffed it under your mattress for “safe” (we’ll get to
that word in a minute) keeping. You put it there because you didn’t want to use it to invest in
something “risky.” It was earmarked for the future, and you couldn’t afford to “lose” it. OK, fastforward to the future – 23 years into the future to be exact. Let’s assume that the cost of the stuff
you want and need to buy has risen at about the same rate as it has over the past 100 years or so,
which is about 3% annually. You pull out your bill. It’s still there. Phew. Nothing lost, right?
Well, no, not right. Having that same exact bill is not quite as great as it sounds; actually, it’s only
half as good. Quite literally, half as good. You still have the same exact bill; you still have the same
exact currency units. But you’ve lost half of your money, because the stuff you want and need to buy
now costs twice as much as it did 23 years ago. Currency is not money. Money is not currency.
The definition of money has to be purchasing power, i.e., the ability to buy the stuff you want and
need, both now and in the future.
Next word: risk. I’ve seen this defined several ways, but I’ve found the best way to think about risk is
the probability that something bad can occur given the action one is taking. I just learned last month
during a little father-son camp stay that trying to do a backflip at 45 years old (because another dad

did one) off a rope swing into a lake is risky. It turns out that the probability you can break a bone in
your face by poorly executing said flip is higher than one may have thought.
The conventional wisdom states that broadly diversified stocks are expected to have greater returns
than bonds over time. Finally, the conventional wisdom is correct. The data is overwhelmingly clear
on this point. Since 1926, the real return (net of inflation) of the U.S. stock market (as represented
by the S&P 500) has averaged about 7% per year. The real return of long-term bonds (as represented
by 20-year Treasury bonds) has averaged about 2.6% per year and the real return of short-term
bonds (as represented by one-month Treasury bills) has averaged about 0.5% per year. Stocks have
simply crushed bonds and bills over long periods. But there has to be an equally large trade-off, no?
Conventional wisdom then follows that the trade-off for higher expected returns in stocks is that one
has to withstand greater risk. Well, one out of two for conventional wisdom isn’t so bad.
Now, this isn’t conventional wisdom’s fault. Even college textbooks conclude the same analysis. I’m
sure it’s so intertwined in the lexicon of everyday finance that my compliance department won’t even
let me write the next three words.
It’s not true. (See, they made me cross it out.)
You see, people and textbooks are using almost the right word. Stocks do exhibit more “something”
than bonds, but risk isn’t it.
The word folks should be using for stocks is volatile. Stocks are significantly more volatile than bonds.
A word I prefer to use above even volatile (because “volatile” sounds so, well, volatile) is fluctuate.
Stocks tend to fluctuate more than bonds on a daily, monthly, quarterly or annual basis.
Nobody will argue that stocks don’t fluctuate more than bonds in the short term. But are they riskier?
Let’s look at some data (don’t worry, not too much data).
Before we get into the numbers, though, let’s tackle a little housekeeping. We’ll again use the S&P
500 as our proxy for stocks, 20-year Treasury bonds for our long-term bonds, and one-month
Treasury bills for our short-term bonds. We’ll also look at real returns, as it’s real returns that matter
for people. (Example: In 1979, if you owned a CD that paid you 12%, but the cost of the stuff you
wanted and needed went up by 13.9% during that time, your nominal return was 12%, but your
real return was negative 1.9%. You with me?) Finally, recall that stocks tend to fluctuate more than
bonds, especially over shorter periods. The thing to keep in mind, however, is that, in real terms,
long-term bonds and short-term bills fluctuate too (and more than everyone thinks).
So, returning to the data. There have been 84 overlapping 10-year periods between 1926 and 2018
(1926-1935, 1927-1936, and so on). Stocks yielded negative real returns in 12% of them. In other
words, 12% of the time, if you invested $100 in year 1, by year 10 you had less than $100 of
purchasing power. That doesn’t sound great, and must reflect what “they” mean by “stocks are
risky.”
Bonds have to be better, right? Actually, no. Long-term bonds yielded negative real returns in a full
40% of those 10-year periods. Short-term bills – the supposedly “safest” of all assets – yielded
negative real returns in 34 of the 84 periods, or 41% of the time.

Here’s the kicker, the climax, the coup de grâce. Let’s look at 20-year periods. (Big caveat: Our Chief
Research Officer, Larry Swedroe, and our Chief Investment Officer, Jared Kizer, have both warned
me of concluding too much from rolling periods, as the overlapping of said periods is so great that
you’re not getting enough varied data for any of it to be statistically significant.)
That said, of the 74 overlapping 20-year periods between 1926 and 2018, long-term Treasury bonds
had a negative real return in 33 of them, or 45% of the time. Short-term Treasury bills posted
negative real returns in 22 of those 74 20-year periods, or 30% of the time.
What about stocks you ask? Great question. The S&P 500 never has had a negative real return at the
20-year horizon. Now, another huge caveat and disclaimer: This does not at all mean that it’s
impossible for a negative real return to occur (it has certainly happened in Japan, as Japan’s stock
market is still below its all-time high set in 1989), it simply has never happened thus far.
In fact, the average 20-year real return for short-term Treasury bills (0.3%) was worse than the single
worst-ever 20-year real return for the S&P 500 (0.8%).
The takeaway is that, if we do indeed define risk as the probability that something bad will occur
given a particular course of action (for instance, investing too conservatively to accumulate a nest
egg large enough to satisfy the retirement you envision), perhaps bonds are risker than conventional
wisdom seems to indicate. And if we define money as purchasing power – as opposed to currency
units – perhaps stocks are less risky (in relation to bonds) than conventional wisdom would suggest.
That brings us back to my main man Twain, who wrote, “We should be careful to get out of an
experience only the wisdom that is in it and stop there lest we be like the cat that sits down on a hot
stove lid. She will never sit down on a hot stove lid again and that is well but also she will never sit
down on a cold one anymore.”
Two of the three worst 10-year periods ever in the U.S. stock market occurred in the past 20 years
(1999-2008 and 2000-2009). Everyone remembers the 2008 stock market drop, and for some, it still
feels like that scalding hot stove lid. Some of us got caught up in the euphoria of the dot-com craze,
experienced the crash of 2000, and swore off ever touching that lid again.
Conversely, 35 of the best 40 10-year periods in bonds have occurred in the past 35 years. Could
that be why so many folks feel bonds are so “safe”? I don’t know if many investors today suffered
first-hand the pain of getting ravished by their bond portfolio in the 1940s or even the 1970s.
This is a concept known as recency bias, where folks tend to overweight recent, more easily
remembered events.
There’s debate over whether Twain ever said, “History doesn’t repeat itself, but it rhymes.” It fits
with the theme, however, so I’m going with it.
Getting the definitions right matters: Money is not currency and short-term volatility is not long-term
risk (unless you react to short-term volatility in an appropriate way, but that’s a topic for another
day). Learn to understand recency bias, and how it might alter your view of the world. Work with
your wealth advisor to build the right portfolio for you, with the correct definitions in mind.
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