
WHY SHOULD I INVEST? 
 

RISK AND RETURN 
 
Assuming that you want your money to grow, you have two basic options. 
 
A. Place it a deposit account, normally with a bank or building society. 

 
B. Invest it in a Stock Market. 
 
A. Example 
 
You deposit £1,000 in a bank which pays you 5% a year interest.  In fact, the average interest 
rate over the past 100 years is around 5.5%.  In other words your £1,000 of capital earns you 
£50 pounds a year, which is the return on your money.  Your capital is not at risk unless the 
Bank goes bust, except for inflation* which may reduce its purchasing power.  Some interest 
rates are fixed so you know what your return will be. Others are variable and will rise or fall in 
line with general interest rate changes. In the UK, these rates are set by the Bank of England’s 
Monetary Policy Committee.  
 
We can summarise this investment as a low or moderate return for a low risk. 
 
B. Example 
 
You use your £1,000 to buy securities that are traded on a Stock Market.  Usually these will be 
bonds, government or corporate, or shares (equities) in a company.  Bonds always provide an 
income, shares normally do.  Ordinary shares in companies normally pay an income (called a 
dividend) from the profits the company earns.  If the profits rise the dividend is likely to be 
increased, but there is no guarantee there will be a dividend at all.  If the company makes 
losses, it may have to stop paying a dividend.  Let us say you invest in shares in a company 
which pay a dividend of 5%.  You are getting a return, or dividend yield, of 5% a year on your 
investment.  The value of shares, however, can rise or fall depending on supply and demand for 
those shares.  You are, therefore, taking the additional risk of capital losses. If the shares you 
have bought rise in value by 10% you will have achieved an overall return on your £1,000 
investment of 15% (5% dividend income and 10% rise in capital value).  You are accepting an 
increased risk, however, because the value of your shares may reduce.  If the value of your 
shares reduced by 10% you would make an overall loss of 5% on your original £1,000 (5% 
dividend income but a loss of 10% on the value of your shares).   
 
You are, therefore, accepting an increased risk for the potential of a greater return. 
 
Bonds can also rise or fall in value although the income paid from them is fixed, unlike the 
dividend income from shares which, if the company is not doing well, may not be paid at all. 
 
We can see, therefore, that the equation is simple:- 
 
The greater the risk the greater the potential return, but the greater your potential for making 
losses. 
 
 



* Inflation is the increase in prices over a period of time. If the annual rate of inflation is 3% and 
you receive a 5% return on your investment in the first year, the buying power of that investment 
has only increased by 2% (5% gain minus 3% inflation) 


