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A background: Understanding risk 
Defining risk 
Not all risk is created equal because there are many facets to risk. In 
essence, risk is defined as the possibility of losing something of value. 
But the value that something holds, and the potential associated loss, 
can vary depending on the individual and how that particular portfolio is 
constructed. 

When most investors view risk, they tend to consider an uncertain market 
environment and end up focusing on market risk, in other words, on 
the volatility. But this is only one element of risk today, which means 
investors can tend to misplace emphasis on certain risks. Essentially, we 
prefer to think about risk in an absolute sense rather than a relative sense. 

We prefer to think about  
risk in an absolute sense rather  
than a relative sense.
Risk also goes beyond market and political influences. When investing 
in equities, for example, risk can take the form of buying a bad company 
at a valuation that is less than ideal. In this case, the risk is not paying 
attention to the fundamentals, which can often occur if investors fail to 
step back and see the big picture for the long term. 

How risk has evolved 
Over the past few years, risk has evolved past some previously held 
preconceptions. Much of that has been driven by quantitative easing 
(QE), fiscal initiatives by governments to help stabilize their economies. 
It started off in the U.S. and continued as a trend across global markets, 
with European and Japanese governments implementing their own QE 
programs. Under QE, central banks pump significant volumes of money 
into their economies as a way to boost growth. 

The side effect of these initiatives is that they fundamentally alter 
the valuations of many various assets. And it is something that many 
investors and asset managers are still working to fully understand. As 
a result of these shifts and increased uncertainty, the markets are left 
feeling nervous that there is a new risk they have still yet to grasp.  

To put this into perspective, many investors grew up during a time when 
markets held this concept: a risk-free rate against whatever other asset 
class was priced. But with QE, the concept of a risk-free rate no longer 
truly exists. For example, there can be negative bond yields in a QE 
environment. In this setting, investors need to pay for the privilege to 
lend money to some borrowers. Such a dynamic, along with other ways 
that QE is changing the markets, place a new dimension on investing. As 
a result, investors have had to think about risk differently and sometimes 
reform the way they manage it. 

Everywhere but little understood 
Risk has always been pervasive in investing. In today’s ever-shifting global 
landscape, it has become even more so. As a natural outcome, there 
are often misperceptions about risk. And for investors, there are two 
important ones.  

The first and most prominent misperception is that all risk is bad. In 
reality, investors need to take risk in order to make a return. As the 
adage goes, without risk there is no reward. How risk should actually 
be perceived is as a way to assist the portfolio construction process. 
By differentiating risk and distinguishing which ones are more or less 
important in a particular portfolio, investors can take deliberate risks. 
Such deliberate risk-taking can lead to attractive returns in the long run. 
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Another common misperception about risk has 
to do with cash. Most investors assume that 
cash is risk free and that having it is the purest 
safety net. This may not be the case. Investors 
need to consider – and remember – that cash 
also carries a risk. It is currency, and currency 
can inflate and deflate. The amount of cash an 
investor has at one moment’s time may not be 
worth the same at another time.

While inflation is not a major concern in many 
parts of the world today, investors should be 
conscious against sitting on too much cash. 
Holding too much cash can be a risk in itself 
because investors are essentially betting that 
their currency values will always stay the same 
or increase in value. 

Holding too much cash  
can be a risk in itself.

Risk in 2016:  
spotlight on 
assets 

The big picture
When constructing a portfolio, investors 
need to look at risk from both a higher level 
and from the ground. In other words, they 
should understand how all the assets in 
their portfolio work together, in addition 
to how they perform on their own. This is 
helpful in understanding risk exposures in a 
portfolio. In order to do so, it takes a deep 
understanding of each asset class and the 
risks that can impact that specific asset class.

To showcase how investors can develop a 
field of vision that can both zoom in and 
take a panorama shot, let us take two asset 
classes as an example. 

We highlight emerging markets and 
alternatives as way to demonstrate how 
two different asset classes can possess 
different risk dynamics. These two classes 
have been trending lately as investors 
search for reasons to stay embedded in 
emerging markets amid uncertainty and 
seek additional income through alternatives 

amid volatility. Investors can then begin 
to understand how multiple assets behave 
individually, and how they can impact risk 
within an overall portfolio.

The long haul: emerging markets
Emerging markets are considered among 
the riskier asset classes. That is because it 
is a volatile asset class often driven by poor 
liquidity. Investors interested in emerging 
markets often need to possess risk appetites 
that are prepared for greater volatility. Such 
an appetite may be stretched today as 
emerging markets face great uncertainty. 
China’s slowdown has given rise to more 
questions than answers. Emerging markets 
performance has not met many investors’ 
recent expectations, and many are eager to 
see growth again. But having an appetite for 
risk is just part of the equation to investing 
in emerging markets.

Investors should also ideally have a longer 
time horizon that allows for a long-term 
outlook. It sounds straightforward, but 
as investors become fearful of the future, 
they may swap their emerging markets 
allocations for something more fruitful in 
the short-term. This may divert investors 
from taking advantage of returns that may 
take longer to achieve in the emerging 
markets asset class. In equities, for instance, 
many emerging markets companies do 
not necessarily have the benefit of an 
established corporate governance structure 
as do developed economies. It takes longer 
to see rewards. 

That means a healthy risk appetite alone 
should not be a factor in considering an 
allocation to emerging markets. Investors 
should also consider their time horizon 
and be willing to spend the time to ride 
out volatility in order to benefit from 
fundamental growth of emerging markets 
companies. Ultimately, the share prices of 
companies in emerging markets are driven 
by longer-term fundamentals. 

Sorting the bucket: alternatives 
 Another of the riskier asset classes is 
alternatives. Alternatives have long been 
known to be among the assets reserved only 
for those investors who are willing to bear the 
heightened risk that often comes with the 
ability to achieve sizable income and returns. 

When it comes to risk; however, sorting 
alternatives assets is not as simple as 
it seems. Hedge funds, private equity 
and venture capital are all considered 
alternatives type investments but possess 
diverging characteristics and invest in the 
markets differently from each other. So do 
property and infrastructure, other forms 
of alternatives strategies. This all lends 
itself to varying risk dynamics. Thinking 
about investing in alternatives means 
thinking about the specific asset (and what 
the risk of that particular asset is), rather 
than thinking about the wider bucket of 
alternatives. 

Without this granular dissection, investors 
won’t be able to ask themselves the right 
questions about risk. They may end up 
attaching a risk profile that is not entirely 
accurate, keeping them from achieving their 
investment objectives and goals. 

From the first to last step
There are probably few investors today 
who only invest in one asset class. That is 
essentially putting “all your eggs in one 
basket” when diversification is touted as the 
way to reduce risk and gain income in the 
process. But it is important to differentiate 
among the available eggs and choose the 
right ones to put in your basket and create 
the best possible combination that works 
for you. Those last four words are the crux 
of the matter. What risk means to you is not 
the same as what it means to someone else. 
Knowing how various asset classes impact 
your portfolio and strategizing accordingly 
can be helpful, but as with most things, 
there is more than meets the eye.   
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Zooming in: risk and investing 
Risk diversification 
Diversifying risk can improve a portfolio’s risk profile. The challenge with this 
is that it can be a fine balance because risk means different things to different 
investors, and there is no magic formula to risk. 

The prime way to diversify a portfolio is trying to achieve the optimal balance of 
taking risks to generate returns. This is commonly referred to as the risk/reward 
scenario. But to do so appropriately, investors need to understand how, why, and 
when they should diversify. For example, diversifying into Asian equities, can lead 
to higher returns for one investor because the investor has the risk appetite and 
tolerance. But in another investor’s portfolio, exposure to Asian equity risk may 
negatively impact returns. 

To diversify risk accurately, investors should define what risk means to them by 
thinking about the investment objective. Going back to basics and starting with 
what investors are trying to achieve can be a significant step in getting to the 
right point with risk. 

Challenge of gauging risk 
The real challenge with diversifying risk is assessing it. In order for investors to 
accurately define risk in their portfolio, they have to first assess it. Risk is a multi-
dimensional concept. So when investors are sorting among the various risks, there 
are evidently multiple ways to assess it. Is currency risk more important than 
market risk? Is market risk more important than political risk? And what about 
specific geographies – is China more or less risky than other economies? 

There are many ways to ask questions about risk, and the answers are diverse and 
ever-changing. It is almost as though the portfolios are spinning on different axes 
at the same time. 

Assessing risk 
There are several methods and systems that investors can use to assess risk. 
These can include commonly used risk management strategies and proprietary 
ones that asset managers have developed to view the world from their own risk 
lens and form unique assessments. 

The goal of assessing risk is to identify the drivers of price and value of current 
and potential investments, in addition to monitoring how changes can impact 
the inter-relationship between different assets. It is important that investors 
understand this inter-relationship because if they hold many assets in a portfolio 
all tied to the same risk element, they can end up being negatively impacted in 
multiple asset classes.

The real challenge 
with diversifying risk 
is assessing it.
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IMPORTANT RISKS: Foreign securities are more volatile, harder to price and less liquid than U.S. securities. They are subject to different accounting and regulatory standards, and 
political and economic risks. These risks are enhanced in emerging markets countries. 

Diversification does not ensure a profit or protect against a loss in a declining market.
Fixed income securities are subject to certain risks including, but not limited to: interest rate (changes in interest rates may cause a decline in the market value of an investment), 
credit (changes in the financial condition of the issuer, borrower, counterparty, or underlying collateral), prepayment (debt issuers may repay or refinance their loans or obligations 
earlier than anticipated), call (some bonds allow the issuer to call a bond for redemption before it matures), and extension (principal repayments may not occur as quickly as 
anticipated, causing the expected maturity of a security to increase).
Important information for all audiences: Aberdeen Asset Management (AAM) offers a variety of 
products and services intended solely for investors from certain countries or regions. Your country 
of legal residence will determine the products or services that are available to you. Nothing in this 
document should be considered a solicitation or offering for sale of any investment product, service, or 
financial instrument to any person in any jurisdiction where such solicitation or offer would be unlawful.
The information contained herein is intended to be of general interest only and does not constitute 
legal or tax advice.  AAM does not warrant the accuracy, adequacy or completeness of the 
information and materials contained in this document and expressly disclaims liability for errors 
or omissions in such information and materials. AAM reserves the right to make changes and 
corrections to its opinions expressed in this document at any time, without notice.
Some of the information in this document may contain projections or other forward-looking 
statements regarding future events or future financial performance of countries, markets or 
companies. These statements are only predictions and actual events or results may differ materially. 
The reader must make his/her own assessment of the relevance, accuracy and adequacy of the 
information contained in this document, and make such independent investigations as he/she may 
consider necessary or appropriate for the purpose of such assessment.
Any opinion or estimate contained in this document is made on a general basis and is not to be 
relied on by the reader as advice. Neither AAM nor any of its agents have given any consideration to 
nor have they made any investigation of the investment objectives, financial situation or particular 
need of the reader, any specific person or group of persons. Accordingly, no warranty whatsoever is 
given and no liability whatsoever is accepted for any loss arising whether directly or indirectly as a 
result of the reader, any person or group of persons acting on any information, opinion or estimate 
contained in this document.

© 2016 This material is owned by Aberdeen Asset Management or one of its affiliates. This material 
is the property of Aberdeen and the content cannot be reproduced or used in any way without our 
authorization.
Notice to Investors in the United States: In the United States, Aberdeen Asset Management 
(AAM) is the marketing name for the following affiliated, registered investment advisers: Aberdeen 
Asset Management Inc., Aberdeen Asset Managers Ltd, Aberdeen Asset Management Ltd, Aberdeen 
Asset Management Asia Ltd and Aberdeen Capital Management, LLC.  Excluding Aberdeen Capital 
Management LLC, each of these advisers are wholly owned by Aberdeen Asset Management PLC. 
Aberdeen Capital Management LLC is a wholly-owned subsidiary of Aberdeen Asset Management 
Inc.  “Aberdeen” is a U.S. registered service mark of Aberdeen Asset Management PLC.
Notice to investors in Canada: Aberdeen Asset Management (“AAM”) is the marketing name 
in Canada for the following affiliated entities: Aberdeen Asset Management Inc., Aberdeen Fund 
Distributors, LLC, Aberdeen Asset Management Asia Ltd, Aberdeen Asset Management Canada 
Limited and Aberdeen Capital Management, LLC. Aberdeen Asset Management Inc. is registered as a 
Portfolio Manager in the Canadian provinces of Ontario, Nova Scotia and New Brunswick and as an 
Investment Fund Manager in the provinces of Ontario, Quebec, and Newfoundland and Labrador. 
Aberdeen Asset Management Asia Limited and Aberdeen Asset Management Canada Limited 
are registered as Portfolio Managers in Ontario. Aberdeen Fund Distributors, LLC, operates as an 
Exempt Market Dealer in all provinces and territories of Canada. Aberdeen Fund Distributors, LLC, 
Aberdeen Asset Management Canada Limited and Aberdeen Capital Management, LLC, are wholly 
owned subsidiaries of Aberdeen Asset Management Inc. Both Aberdeen Asset Management Inc. and 
Aberdeen Asset Management Asia Ltd. are wholly owned by Aberdeen Asset Management PLC.

Contact us
U.S. Institutional Business Development
(215) 405-5700
Aberdeen-asset.us/InstitutionalInvestor

Canadian Institutional Business Development
(416) 777-5570 
aberdeen-asset.ca

Aberdeen Closed-End Fund Investor Services
(800) 522-5465
aberdeen-asset.us/cef

U.S. Financial Advisor Services
(800) 485-2294
aberdeen-asset.us

U.S. Financial Institutions
(215) 405-5700
aberdeen-asset.us

International Wealth Management – Americas
(212) 776 1170
offshore.aberdeen-asset.us

Aberdeen Asset Management Inc. 1735 Market Street, 32nd Floor Philadelphia, PA 19103 Telephone: (800) 485-2294 aberdeen-asset.us 
Aberdeen Asset Management Inc. 161 Bay Street, 44th Floor Toronto, Ontario M5J 2S1 Tel: (416) 777 5570 aberdeen-asset.ca 


