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Investment of any kind comes with a  
certain degree of risk. From one perspec-
tive, the greatest risk is that you may 
lose all the money you have invested, and 
more. But there’s also the risk that you 
may earn too little and have to scale back 
your financial goals.

In general, the risk of losing money 
on an investment rises as the potential 
return, or payoff, increases. On the  
opposite side, the risk of earning too little 
grows as the return decreases. Or, to put 
it another way, seeking higher returns 
requires taking higher risks.

ESTIMATING RISK
No investment has a fixed level of risk or 
guaranteed return. But the way certain 
investments have performed in the past 
can often give you a sense of the return 
you might reasonably expect over a  
period of time.

With traditional investment classes, 
such as stocks and bonds, it’s easy to 
check performance history since this 
information appears in a number of  
readily accessible financial resources, 
both online and in print.

In contrast, the return on direct  
investments is harder to predict. There’s 
less information readily available and a 
limited range of similar investments that 
you can compare to the ones you’re con- 
sidering. That’s where a financial adviser 
can help—by explaining the particulars  
of any new investment opportunity,  
including direct investments.

RISK TOLERANCE
Understanding your own risk tolerance 
is also important to investment success. 
If daily stock market volatility makes you 
shudder, then higher-risk investments  
are probably not right for you. On the 
other hand, an investment portfolio  
consisting mainly of low-risk assets poses 
the real risk of not earning enough to  
beat inflation, let alone meeting your 
financial objectives. 

Serious investors minimize their risk 
and help stabilize their returns by 
•  Allocating their assets among different 

classes and subclasses
•  Diversifying their investments within 

each asset class among investments  
of varying degrees of risk

Risk and Return
Once you understand the relationship of risk and return,  
you can make smarter decisions.

A LITTLE 
WRINKLE
Illiquidity  
can make it 
difficult to 
gauge the 
return on an 
investment 
until its  
term is up.

TYPES OF RISK
The risk you face by investing in a  
specific asset class, industry, or market is 
called systematic risk. It’s the product  
of the recurrent ups and downs of the  
marketplace, which is influenced by  
economic and political factors you  
can’t predict or control but which may 
have a significant impact on the value of 
your portfolio. 

Stock market volatility, the impact  
of rising inflation on the value of  
fixed-income investments, and the  
consequences of political turmoil are  
all examples of systematic risk. One way  
to help protect your portfolio value may  
be to include investments that are  
insulated from certain of these risks or 
provide a hedge against them. Rising 
energy prices that result from political 
tensions, for example, may have a  
negative impact on the stock market,  
but may increase the income value of  
an investment in energy production. 

Nonsystematic risk is inherent  
in a specific investment. It results from 
factors such as management decisions, 
new technologies, or the introduction of 
competitive products. With due diligence, 
you and your adviser should be able to 
uncover many of these issues up front,  
so that you can take them into account  
in deciding whether or not to purchase  
one investment rather than another,  
similar one. 

RETURN IS NOT jUST A NUMbER
The ultimate success of any investment 
is what you get back for what you put in. 
But the way you measure that success 
is not always simple. That’s because in 
calculating return you need to account 
for both the growth of the investment and 
the income it pays, less any fees. Together 
growth and income represent the total 
return on your investment.

Percent return is your total return 
divided by the price of the investment. 
To get the whole story, you also need to 
consider the return over time, or the 
annualized return. That’s the percent 
return divided by the number of years you 
own the investment. For example, if your 
investment increases by 20% in one year, 
that’s a stronger return than realizing that 
same 20% increase over 3 years.

You also need to consider tax implica-
tions. While some investments may  
produce smaller annual returns, the rate 
at which they are taxed—for example, 
the lower rate on long-term capital gains 
or tax-exempt status of certain munici-
pal bonds—has the effect of increasing 
your actual return. Direct investments 
may offer significant tax advantages both 
in terms of capital gains treatment and 
deferred taxation, although you should 
consult your tax adviser about potential 
tax risks. In addition, direct investment 
income doesn’t qualify for the lower tax 
rate that applies to most dividend income.

RISK AND TIME
Volatility and liquidity are hallmarks of 
risk. Volatility is a measure of the changing 
value of an individual investment, a portfolio, 
or an entire market. The more often the value 
changes, or the more quickly the changes  
occur, the greater the volatility. 

Volatility adds risk, especially in the short 
term, to investments such as stocks because 
their prices are as likely to fall as to rise 

as market conditions and investor attitudes 
change. But if you hold stocks for an extended 
period, you are more likely to see some in-
crease in value. That isn’t 
the case with investments 
whose volatility doesn’t 
diminish over time, such 
as high-yield bonds.

Liquidity is the ease 
with which an investment 
can be converted to cash 
with little or no loss of 
value. In general, the 
more liquid an invest-
ment is, the less risk it 
poses to your principal, 
but the lower the return 
it is likely to provide over the long term. In  
contrast, some investments—described as  
illiquid—may be difficult to sell quickly  
because of a limited market or may carry a  
penalty, sometimes substantial, if you cash out 
before their term expires. But they may also 
provide a much stronger long-term return.

HIGHER RISK
•  Futures, options, and other  

derivatives
•  Speculative stocks and  

mutual funds
•  Some direct investments
•  Mining, precious metals

MODERATE RISK
•  Growth stocks
•  Small company stocks
•  Medium-rated corporate,  

municipal, and  
zero-coupon bonds

•  Growth mutual funds
•  Rental real estate
•  Some direct investments

LIMITED RISK
•  Blue chip stocks
•  High-rated corporate,  

municipal, and  
zero-coupon bonds

•  Conservative mutual funds
•  US Treasury bonds and notes

LOW RISK
• Savings accounts
• Money market accounts 
• CDs
• US Treasury bills
• Fixed annuities 

The level of the  
risk you take 
depends on the  
type of investment 
you make.
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Direct investment  
in tangible, or 
hard, assets, such 
as real estate, leased 
equipment, and 
energy resources, is 
an alternative asset 
class you may want 
to consider adding to 
your portfolio. When 
you invest this way, 
you own a share of 
the actual assets  
of an operating  
company and may 
benefit from the 
assets’ value, typi- 
cally the income  
they produce. 

One way to put 
money into tangible assets  
is through investment programs called 
direct participation programs (DPPs). 
The most common DPPs are nontraded 
real estate investment trusts (REITs), 
equipment leasing corporations, and 
energy exploration and development  
limited partnerships.

A DIFFERENT APPROACH
Investing through a DPP gives you partial 
ownership of actual physical assets. 

For example, if you invest in a non-
traded REIT, you’re a part owner of the 

real estate  
holdings of 
the REIT. If 
you invest in 
an equipment 
leasing corpora-
tion, you’re part 

owner of the actual equipment offered for 
lease by the corporation. And if you invest 
in an oil development corporation, you’re 
part owner of the corporation’s wells and 
the proceeds of oil sales.

In fact, the pooled investment struc- 
ture of DPPs is sometimes described as a 
way to provide the average investor with 
opportunities previously available only to 
the wealthy. Because you invest as part  
of a group, you don’t need the means  
to acquire a large percentage stake in  
the venture or fund your own start-up  
company to invest in new businesses. 

Direct Investment Overview
A snapshot of this asset class can help you picture where it 
might fit in your portfolio.

bUSINESS STRUCTURE
In each case, the sponsors who offer DPPs 
pool your funds and the funds of other 
participating investors—typically 1,000 
or more of them—to make investments 
they have identified as appropriate to the 
program’s investment goals. The sponsors 
are responsible for managing the assets 
of the program as long as it continues to 
operate and for devising an appropriate 
strategy for ending it.

The legal structures that provide the 
foundations for different types of direct 
investment programs vary. REITs are a 
special type of corporation. Equipment 
leasing businesses are structured as 
limited liability corporations (LLCs). 
Energy ventures are formed as limited 
partnerships. In practice, however, the 
investments behave as limited partner-
ships, regardless of their differing  
legal structures. 

In brief, a limited partnership has a 
general partner—in this case the  
sponsor—who runs the business and a 
number of limited partners who invest 
but aren’t involved in the partnership’s 
operation or liable for losses beyond their 
own investment.

A bRIEF  
PARTNERSHIP  
HISTORY
Limited partner-
ships are a uniquely 
American vehicle 
for setting up new 
businesses. They 
originated in the 
pre-Revolutionary 
War period when the 
country was still under 
the dominion of England, and the British refused to issue 
charters to American businesses. American merchants, 
left to their own resources, pooled their capital and 
credit in order to share the risks of trading their goods.

Soon a more formal partnership structure was  
developed, which became part of the economic  
foundation of the new country. In 1728, Benjamin 
Franklin’s printing shop was a partnership venture.  
By 1748, he had enough investment income to devote 
himself to invention, scientific discovery, and the arts.

THE VALUE PROPOSITION
Direct investments are generally income 
investments, providing a regular stream 
of dividend payments based on real estate 
rentals, mortgage payments, equipment 
leases, and oil or natural gas sales.

In some cases, investors realize  
capital gains at the end of the invest-
ment term from the sale of their 
interest. Many direct investments 
also provide tax benefits, includ-
ing tax deferral on a portion of the 
regular distributions paid to you, 
tax deferment for depreciation, 
depletion allowances, and other 
deductions.

DPPs are not without their  
risks though, including the risk  
of rental property vacancy,  
mortgage defaults, lease defaults, 
equipment failure, dry oil wells, 
and dropping energy prices, among 
others. But many of the risks 
are nonsystematic, and relate to 
specific investments, so you can 
protect yourself by researching 
the management, quality of assets, 
performance history, and business 
plan of the venture. 

Much of this analysis is per-
formed in the normal course of due 
diligence by independent research 

A SUITAbLE CHOICE?
Despite their potential advantages, DDPs aren’t 
right for all investors. There are net worth and 
income thresholds you must meet, which vary 
from state to state and by type of direct invest-
ment. And there are upfront fees that may be 

as high as 16% of the amount you invest. 
For these reasons and others, you should 

get professional advice before considering any 
direct investment. Your adviser can determine 
whether you meet the requirements and help 
you evaluate whether direct investments are 
appropriate for you. 

firms and by broker-dealers before they agree to 
sell any DPP. Your financial adviser will also want to 
evaluate the sponsor’s management team, business 
strategy, track record of program performance, and 
financial strength.

UNDERSTANDING THE APPEAL
Direct investments are a long-term commitment, 
usually lasting between 7 and 12 years, though 

terms vary. The programs are non-
traded, which means there are no 
formal secondary markets—no NYSE 

or Nasdaq—where you can resell  
your investment interest. 

While informal secondary 
markets exist, particularly for 
the most successful programs, 

and some have buyback provisions, the 
penalty for selling can be stiff, and the 
number of transactions permitted per  
year is low. In fact, most advisers agree 
that you probably shouldn’t consider a 
direct investment if you go into it with the 
expectation of reselling.

Yet the illiquidity of a direct investment 
can help insulate you against the volatility 
of the market because it’s not subject to 
daily fluctuations in price. As a result, a 
direct investment can have a stabilizing 
effect on your portfolio.  

Direct Participation         Programs

Energy exploration  
and development 

Equipment leasing

Real estate   
investment trusts
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