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It is probably not very controversial to say that on most days we would prefer to have a good
idea how that day is going to unfold. While some surprises are welcome, overall we are
more comfortable with -- and value -- certainty. Markets are no different, and investments
that promise certainty have no shortage of buyers. The tragic irony of these investments is
that they can, if they are overused by an investor, bring about higher levels of future
uncertainty.
Let’s first stipulate that as a general rule, an investor should target at least inflation as a
minimum expected return on investments over their lifetime. While this rule doesn’t always
apply, it does make sense that if an investor cannot earn at least the rate of inflation, they
should spend their money now before inflation moves prices of goods and services higher.
But let’s also acknowledge that investors like certainty, and investments such as CDs, high quality bonds, money
markets and some annuities offer the certainty of an amount of income being paid on a specific date. The problem
with these investments is that while they offer certainty of cash flow, there is less certainty that they will beat
inflation.
Going back to 1926, investments such as cash instruments and bonds have failed to beat inflation roughly one-third
of the time (Source: Exencial Wealth Advisors). Investors, in essence, bought the certainty of cash flow but had to
accept greater uncertainty in achieving real returns.
By no means are we suggesting that bonds, CDs or other similar investments do not belong in portfolios. The lesson
is that an investor’s need for certainty of income should be balanced by the certainty that they will obtain real returns
over time. This will allow them to produce an expected return that maintains a standard of living, purchasing power
and a true sense of security. This means that most portfolios need at least some exposure to investments with less
near term certainty, such as stocks.
Investors who seek absolute near-term certainty usually have to pay for that privilege through high prices and lower
expected real returns. In many cases this certainty, or at least perceived certainty, ends up being just too risky.
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