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Inflation turns ‘safe’ cash into a silent wealth killer

Time horizon and asset risk: Does investment
time horizon change the riskiness of an asset?

By NBK Wealth

hen investors consider risk, they

usually think of volatility, which
is the short-term price movement of
an asset. Cash, with its stable nomi-
nal value and liquidity, appears saf-
est, while equities seem riskiest due to
their daily swings and the visibility of
market crashes.

This logic holds until time horizon
and inflation are introduced. What
feels safe in the short run can be harm-
ful in the long run, while what feels
risky can become the most reliable
preserver of wealth.

The main problem with cash is in-
flation. With U.S. inflation averaging
2.5% annually over the past 20 years,
purchasing power would fall by about
A% over that period Investors hold-
ing cash or short-term Treasuries,
which yielded only about 1.7% on av-
erage, effectively earned negative real
retrns resulting in a slow, almost in-
visible erosion of wealth.

Equities, by contrast, show the op-
posite pattem. Short-term volatility is
undeniable; the S&P 500 fell about
57% between October 2007 and March
2008, Yet over long horizons, U.S. eq-
nities have consistently delivered posi-
tive real returns.

Defining Risk

Risk is commaonly defined as volatil-
ity, measured by the standard deviation
of returns. For most investors, however,
the real risk is not shorttem fluctua-
tion but the failue to meet long4em
financial goals. An investor saving for
retirement should womry less about daily
market moves and more about whether
the portfolio’s purchasing power will be
preserved 15 or 20 years ahead.

Evaluating risk without reference to
time horizon is incomplete and mis-
leading.

B Time horizon therefore plays a criti-
cal role:

B Short term (0-3 years): focus on li-
alidlty and capital preservation.

Medium term (3-10 vears): balance
growth and stability.

B Long term {10+ vears): prioritize
compounding and inflation protection.

NBK
Wealth

Cash and Bonds

Cash is the quintessential short-term
asset: fixed in nominal value, instantly
liquid, and widely accepted. Yet its ap-
parent safety hides a major weakness:
Inflation erosion.

Bonds offer partial protection
through fixed income streams. Long-
term LS. government bonds have de-
livered about 2% real returns over the
past century, but they too suffer when
inflation rises mexpectedly. The 1970s
are a reminder of how bondholders en-
dured negative real returns for years.

Cash and bonds remain essential
for short-term liquidity and moderate-
term stability, but their safety fades
when measured against long-term real
wealth preservation.

Equities

Equities are widely seen as risky be-
cause of price volatility and past cnises.
Yet history tells a different story. Em-

Chart 1: Cumulative inflation and purchasing power of $100 over the past 20 years
m
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Source: AN

piricalevidence shows that LS. equities
have produced real retums of 6-7% per
wear over long time horizons, far exceed-
ing bonds and cash. Moreover, volatility
declines sharply with time: while one-
year equity returns can be negative about
25% of the time, over ten years that like-
lihood drops below 10Kz,

Compounding is the mechanism
behind  this resilience. Reinvested
dividends and earnings growth enable
equities to keep pace with, and often
exceed, nflaton. Market downturns
are painful but temporary. The inves-
tor who bought at the 2007 peak saw a
S50% decline by 2009, full recovery by
2013, and more than double the value
by 2019, A cash holder over the same
period simply lost purchasing power.
Practical implications for investors

These insights carry significant im-
plications for portfolio construction
and financial advice.

W Investors must align their asset allo-
cation with their true time horizon. For
short-term needs, such as a down-pay-
ment in two vears, cash and short-temm
fixed income instuments remain
propriate. But for long-term goals, such
as retirement funding, equities should
dominate becanse they are an asset with
a stmong track record of preserving and
ﬁnwi.ng purchasing power.

Investor education must emphasize
the distinction between volatility and
risk. The question of “ How much vola-
tility can you tolerate? could be better
reframed as “What is the probability
you will meet your future spending
needs?” This shift directs attention to
the real danger of failing to preserve
wealth over time.

B Tools like target-date funds already
operationalize this principle by allocat-
ing significantly to equities early in an
investor’s life and gradually shifting to
bonds as retirement approaches.

W Equities are being used here merely
as an illustrative example to empha-
size the effect of time horizon on asset
risk. Efficient future-proof portfolios
should be well diversified across asset
classes and constructed with the spe-
cific needs and special circumstances
of investors in mind.
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Does investment time
horizon change the
riskiness of an assel?

KUWAIT: When investors
usually think of volatility, which is the short-term
price movement of an assel. Cash, with its stable
nominal value and liquidity, appears salest, while
equilies seem riskiest due Lo their daily swings and
the visibility of markel crashes. This logic holds un-
il time horizon and inflation are introduced. What
feels safe in the shorl run can be harmful in the long
run, while what feels risky can become the most
reliable preserver of wealth

Ihe main problem with cash is inflation. With

consider risk, they

NBK Wealth
Thought Leadership

US inflation averaging 2.5 percenl annually over
the past 20 years, purchasing power would fall by
about 40 percent over thal period. Investors hald-
ing cash or short-term Treasuries, which vield-
ed only aboul 1.7 percent on average, elfectively
carned negative real returns resulting in a slow,
almost invisible erosion of wealth.

Eaquities, by contrast, show the opposite paltermn.

NBK
Wealth

Short-term volatility is undeniable; the S&P 500
[ell about 57 percent between Oclober 2007 and
March 2009, Yet over long horiz S equities
have consistenlly delivered paosilive real relurns.

Delining risk

Risk i« commonly delined as volatility, measured
by the standard deviation of returns. For most inves-
Lors, however, the real risk is not short-term fluctua-
Lion bul the lailure Lo meel long-lerm mancial goals.
An investor saving for retirement should worry less
about daily market moves and more about whether
the portfolio’s purchasing power will be preserved
15 or 20 vears ahead.
wvaluating risk withoul reference Lo lime horizon
is incomplele and misleading.

+ Time horizon therelore plays a critical role:

+ Short term (-3 years): focus on liquidity and
capital preservation.

+ Medium term (3-10 years): balance growth and
stability.

* Long term {10+ vears): priori
and inflation protection

ze compounding

Cash and bonds

Cash is Lhe quintessential short-lerm assel: lixed
in nominal value, instantly liquid, and widel accept-
ed. Yet its apparent safety hides a major weakness:
Inflation erosion. Bonds olfer partial prolection
through fixed income streams. Long-term US gov-
ernment honds have delivered aboul 2 percent real
returns over the past century, bul they oo suller
when inflation rises unexpectedly. The 1970s are a
reminder of how bondholders endured negative real
returns for vears. Cash and bonds remain essential
[or short-term liguidity and moderate-term stability,
but their safety Fla\du»; when measured against long-
Lerm real wealth preservation.

LEeuitics
“quities are widely seen as risky because of price
volatililty and past o Net history Lells a different
story. Empirical evidence shows that US equilies
have produced real returns of 6T percent per year
over long Ume horizons, far exceeding bonds and
cash. Moreover, volatility declines sharply with time:
while one-year equily returns can be negalive about
25 percent of the time, over Len vears that likelihood
drops below 10) percent.
Compounding is the mechanism hehind this re-
silience. Reinvested dividends and ear

enable equilies Lo keep pace with, and oflen ex-
ceed, inflation. Market downturns are painful but
lemporary. The investor who bought at the 2007
peak saw a 50 percent decline by 2009, full re-
covery by 2013, and more than double the value by
2019, A cash holder over the same period simply
lost purchasing power.

Practical implications for investors

Ihese insighls carry signilicant implications for
portlolio construction and linancial advice.

* Investors must align their assel allocation with
their true Lime horizon. For short-term needs, such
as a down-payment in two vears, cash and short-
lerm lixed income instruments remain appropriale
But for long-term goals, such as retirement fund-
ing, equilics should dominale because they are an
assel with a strong track record of preserving and

growing purchasing power.

+ Investor education must emphasize the dis-
Linclion between volalility and risk. The question
ol “How much volatility can yvou tolerate?™ could
be better reframed as “What is the probability vou
will meel your future spending needs?” This shill
directs attention to the real danger of lailing 1o
preserve wealth over lime.

* Took like target-date funds already operation-
alize Lhis principle by allocating signilicantly to eq-
uilies ear |I_\ in an investor’s life and gradually shilting
Lo bond relirement approaches.

+ Equities are being used here merely as an il-
lustrative example Lo emphasize the effect of time
horizon on assel risk. Eflicient fulure-prool portfo-
lios <hould be well diver: 3
and constructed with the specilic needs and special
circumstances of investors in mind
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