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Managing risk in 
the race for alpha

In the race for alpha, the role of 
risk management in investment 
management cannot be overstated. 
The industry designs products and 
makes client commitments based 
on the promises of future returns 
– returns that can evaporate
when risk management fails. This
can, in turn, lead to unexpected
financial or non-financial impacts
on the value of client investment
portfolios, and consequently the
investment managers’ earnings and
reputation.
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Although there is no absolute level of risk that can be 
considered ‘acceptable’ – what a sophisticated investor 
may consider to be an acceptable level of risk may not be 
acceptable to a novice investor – investment managers 
are still responsible for translating their house views on 
market movements and their investment philosophy into 
risk appetite statements that they can clearly articulate to 
investors.

At this juncture, it is worthwhile emphasising that the 
objective of risk management is not risk avoidance, but 
risk mitigation. The future is inherently uncertain, and 
risk will always be present, but a sound investment 
management risk framework can help to create a 
platform for the consistent identification, measurement, 
management, monitoring, and reporting of risks across 
portfolios.

In addition, the investment management risk framework 
could also serve as a guide for investment managers to 
ensure that they continue to focus on the investments 
that are sustainable in the long run, and do so in a way 
that that will benefit all stakeholders – including investors, 
the investment manager, and regulators. 

Types of risks
Investment management firms face a number of different 
risks, which can be broadly categoried into investment 
risks and non-investment risks. These categorisations, 
however, are not mutually exclusive, and a single risk 
could sometimes fall into both categories at the same 
time.

Broadly speaking, investment risks – also known as 
aleatoric risks – encompasses all losses arising from 
unfavourable market movements, errors, negligence, 
or the inability of asset managers to meet client 
expectations. These typically cover the quantitative 
financial risks inherent to all categories of investment 
products: market risk, credit risk, and liquidity risk. Non-
investment risks, on the other hand, tend to be more 
qualitative and linked to an investment firm’s specific 
operations. 

In this section, we will take a look at an overview of each 
of these risks, and their respective key measurement 
indicators. When determining the parameters that it 
needs to monitor, the investment manager will need to 
ensure that it accounts for all relevant risks to which it is 
exposed in the most comprehensive manner possible. 

• Market risk
Market risk is the risk associated with the movement of 
market prices, and include, for example, the volatility 
of the prices of equities, bonds, or other instruments. 
Investors are exposed to market risk in so long as 
their funds are marked-to-market. Key measurement 
indicators could include the beta, volatility, tracking 
error, Sharpe ratio, and Value at Risk (VaR).

• Credit risk
Credit risk is the risk of default on a debt when a debtor 
is unable to fulfil its obligations for either principal or 
interest payments. Investors are exposed to credit 
risk in so long as their funds hold underlying debt 
instruments – such as bonds, notes, or deposits – 
regardless of whether these instruments are marked-
to-market. 

Measurement of credit risk can be challenging, 
and credit events can sometimes be fatally abrupt. 
Typically, investment managers rely on published credit 
ratings from external rating agencies, or develop their 
own credit ratings of the issuer. At the portfolio level, 
measurement indicators could include the credit rating 
allocation, issuer concentration, and credit rating floor. 

• Liquidity risk
Liquidity risk is the risk that a given financial instrument 
cannot be traded or redeemed quickly and at a 
reasonable price. There are two dimensions that need 
to be considered from the perspective of liquidity risk: 
assets, and liabilities. 

On the asset side, the investment manager needs to 
gauge how quickly a given financial instrument can be 
sold in exchange for cash. One approach is to compare 
its holdings with the average market volume to 
compute the number of days required for liquidation, 
while another approach uses a maturity profile to 
gauge the availability and timeline of its cash holdings. 

On the liabilities side, the investment manager needs 
to understand its investors’ redemption behaviours. 
For example, if its investors tend to use the fund as a 
temporary switching vehicle, the fund will need to be 
highly liquid; if however, investors prefer to use the 
fund as a long-term investment vehicle, the fund may 
require a less stringent liquidity profile. 

At the same time, the investment manager will need to 
keep an eye on the concentration rate of its investors. 
If it has a small number of investors accounting for a 
large proportion of Assets Under Management (AUM), 
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for example, it will need to watch out for the possibility 
of significant exits and redemption issues that could 
hurt the remaining investors.

• Non-investment risks
Non-investment risks include operational, strategic, 
compliance, and other risks. Operational risk is the 
risk of losses arising from inadequate or failed internal 
processes, people, systems, or external events; 
strategic risks is the risk associated with changes 
in an organisation’s business strategy or direction; 
and compliance risk is the risk of penalties for failing 
to properly adhere to regulatory requirements. Key 
measurement tools could include error/loss event 
databases, key risk indicators, risk control self-
assessments, and other qualitative assessment tools.

Several guiding principles
Given these multiple and complex categories of risks, 
how can investment managers manage them in a way 
that ensures objectivity and independence, while also 
reflecting their complementary nature? Of course, 
there is no single universal approach. What we suggest, 
however, are three guiding principles that investment 
managers should consider as they deliberate on their 
approach:

• Fiduciary duty
Above all, investment managers have a fiduciary duty 
to their investors. Fund managers and risk managers 
must realise that they have a larger role to play other 
than being merely objective, and ensure all actions are 
carried out in the best interests of their investors.

• Risk as a duality, not dualism
Risk should be approached as a duality, not dualism. 
The concept of a duality, adapted from the field of 
sociology, refers to two different elements that retain 
their original meanings without confrontation, while 
still being considered complementary. This is in 
contrast to the idea of dualism, in which two elements 
are confronted with each other in direct opposition.

Put simply, investment managers should consider risk 
and returns as the flipsides of the same coin – not 
two separate concepts. In accepting a rate of return 
for a portfolio, we are also implicitly accepting its 
corresponding level of risk. Accordingly, decisions 
should be based on a proper assessment of the 
risks and returns for investors: a fund manager must 
therefore consider a given investment from the 
perspective of a risk manager, and a risk manager must 
consider the investment from the perspective of a fund 
manager.

• Independence as active neutrality
Risk managers must be independent, but that does 
mean simple neutrality. Instead, risk managers should 
strive for active neutrality. For example, if the risks of 
a fund are deemed to be excessive, the risk manager 
does not only have the responsibility of flagging this, 
but should also provide constructive inputs on how 
these risks can be mitigated. 
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Three lines of defence
With these guiding principles in mind, investment 
managers should work to incorporate three lines of 
defence into their investment risk frameworks, with the 
goal of enabling a proactive approach to the prevention 
of undue or extreme losses in client investment 
portfolios, and thereby ensuring long-term performance 
and client retention.

As the first line of defence, investment managers should 
recognise and emphasise that risk management is the 
responsibility of every employee – regardless of their 
designation or job function. 

The second line of defence lies with an objective and 
independent risk function. To ensure impartiality, the risk 
function – ideally a dedicated risk department, but may 
also sometimes be combined with other independent 
functions, such as compliance and legal – must be 
empowered with the necessary resources and authority, 
and be removed from any potential conflicts of interests 
with investment teams or other front office functions. 
Apart from identifying, measuring, monitoring, and 
controlling risks, it is also responsible for establishing 
policies, limits, risk appetites, and assisting other 
functions in resolving potentially risky situations.

Finally, the third line of defence lies with the investment 
manager’s internal auditors, who are tasked with 
ensuring good governance and conducting robust checks 
on all the firm’s activities, including its first and second 
lines of defence.

Risk is real
As the cloud of uncertainty continues to hover over 
financial markets even as we speak, it is investors who 
will bear the brunt of the consequences of the ensuing 
volatility. Although it can sometimes be difficult to 
envision or imagine the potential consequences of 
engaging in risky actions, especially when these manifest 
as spreadsheets on a computer screen, investment 
managers must remember that behind these numbers 
are real people – investors who entrust them with their 
finances, and rely on their professional judgement to 
make decisions to the best of their interests.

Establishing a sound investment management risk 
framework is therefore not only a good idea, but a 
fiduciary responsibility. And it is not just investors who 
will benefit: investment managers, too, can benefit from 
enhanced client satisfaction as expectations are better 
managed; as well as a reduction in withdrawals triggered 
by extreme market movements that were not adequately 
hedged or mitigated; and operational efficiencies 
resulting from a greater clarity of roles from the three 
lines of defence.

Aldrich Anthonio
Aldrich Anthonio is a Director in Deloitte Risk Advisory. 
He was also a former DJ who is currently completing his 
dissertation for doctorate degree in Philosophy. 
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Deloitte Indonesia 
Publications
Are you interested in our 
Deloitte Indonesia Publications?
We have three Publications on Indonesia’s Business and Industry Updates as 
in the following. You may find other issues in our website. 

If you have any queries, please contact us at iddttl@deloitte.com

The new Mining Law No. 3/2020 has been enacted on 10 June to amend 
Mining Law No.4 /2009. The law paves the way for several changes including 
on matters related to mining areas determination, centralization of authority 
as well as licensing of mining businesses, among others. Given the changes 
along with potential impacts that follow, mining companies may soon need to 
revisit their licensing, business structures, and operational practices to ensure 
that they are in full compliance with the law. Please contact us if you are 
interested to receive a copy of this report.
https://www2.deloitte.com/id/en/pages/tax/articles/id-mining-law-2020.html

The Indonesian food and beverage industry has shown its support to the 
economy growth during the COVID-19 pandemic. The sector is facing many 
challenges including food safety issues. In this article some of the key impacts 
of COVID-19 on the food and beverage sector in Indonesia, and the pivotal 
role of trust in future-proofing businesses will be discussed to make sure 
that they thrive in the new normal. Please contact us if you are interested to 
receive a copy of this report.
https://www2.deloitte.com/id/en/pages/consumer-business/articles/id-
consumer-covid19-2020.html

COVID-19 pandemic encourages Indonesia’s consumers to favor the use of 
digital payment. This opens more opportunities for micro, small, and medium 
enterprises (MSMEs) to adopt cashless payment systems through Quick 
Response Code Indonesia Standard (QRIS), which was introduced by Bank 
Indonesia earlier in 2019. This article discusses how QRIS is universalising 
digital payments in Indonesia by enabling interoperability amongst different 
digital payment system service providers while highlighting its other potential 
use cases. Please contact us if you are interested to receive a copy of this 
report.
https://www2.deloitte.com/id/en/pages/technology-media-and-
telecommunications/articles/accelerating-digital-payments-landscape-in-
indonesia.html
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Contact us
To learn more about how your organization can  
become secure, vigilant, and resilient, please contact:

Claudia Lauw Lie Hoeng
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e: clauw@deloitte.com

Rosita Uli Sinaga
Assurance Leader and Financial Services 
Industry Leader
e: rsinaga@deloitte.com

Elisabeth Imelda
Audit Leader 
Imelda & Rekan
e: eimelda@deloitte.com

Iwan Atmawidjaja
Consulting Leader
PT. Deloitte Consulting
e: iatmawidjaja@deloitte.com

Budiyanto
Deloitte Private Desk
e: budiyanto@deloitte.com

Edy Wirawan
Financial Advisory Leader and Government & Public 
Services Industry Leader 
PT. Deloitte Konsultan Indonesia
e: ewirawan@deloitte.com 

Cornel B. Juniarto
Senior Partner of Hermawan Juniarto & Partners
e: cbjuniarto@hjplaw-deloitte.com

Brian Johannes Indradjaja
Risk Advisory Leader and Technology, 
Media & Telecom Industry Leader
PT. Deloitte Konsultan Indonesia
e: bindradjaja@deloitte.com

Melisa Himawan
Tax Leader
Deloitte Touche Solutions 
e: mehimawan@deloitte.com

John Lauwrenz
Tax Deputy Leader
Deloitte Touche Solutions
e: jlauwrenz@deloitte.com

Roy David Kiantiong
Tax Deputy Leader
Deloitte Touche Solutions
e: rkiantiong@deloitte.com

Maria Christi Pratiwi
Consumer Industry Leader
e: mchristi@deloitte.com

Cindy Sukiman
Energy, Resources & Industrials Leader 
e: csukiman@deloitte.com

Steve Aditya
Life Science & Health Care Industry Leader 
e: staditya@deloitte.com

Dennis Yu Ying Li
Chinese Services Desk
e: yuyli@deloitte.com

Tenly Widjaja
Japanese Services Desk
e: twidjaja@deloitte.com

Bang Chi Young
Korean Services Desk
e: bangchiyoung@deloitte.com

Mark Woodley
US & European Services Desk
e: marwoodley@deloitte.com
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