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INTRODUCTION TO RISK

Risk has been defined in different manners, through the underlying concept remains the
same .to have better understanding of the concept, some of the views are discussed 1n the
following paragraphs:

In simple terms, risk may be defined as the possibility of suffering an injury or loss. It 1s
present in every field or situation. In the context of 'Business or Financial World', it represents
the uncertainty associated with an investment. In other words, risk 1s the possibility that the
actual return on an investment may be different from the expected return.

According to Fischer and Jordon, risk 1s the, "The variability of return around the expected
average 1s thus a quantitative description of risk".
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Types of RlSk in Finance

Systematnc Risk Unsystematlc Risk
- Uncontrollable by an organisation - Controllable by an organisation
- Macro in nature - Micro in nature
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SYSTEMATIC RISK:

Systematic risk is due to the influence of external factors on an organization. Such factors are normally
uncontrollable from an organization's point of view. It 1s a macro 1n nature as it affects a large number of
organizations operating under a similar stream or same domain. It cannot be planned by the organization. The
types of systematic risk are depicted and listed below. Also called un diversifiable risk or market risk. A good

example of a systematic risk is market risk.

A risk that 1s carried by an entire class of assets and/or liabilities, systematic risk may apply to a certain country
or industry, or to the entire global economy.

Systematic Risk

- Uncontrollable by an organisation
- Macro in nature

- -
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* Purchasing Power /

Interest Rate Risk Market Risk Inflationary Risk

* Note: In context of types of nskin finance, purchasing power risk and inflationary nsk are same.
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UNSYSTEMATIC RISK:

Unsystematic risk 1s due to the influence of internal factors prevailing within an organization.
Such factors are normally controllable from an organization's point of view.

It 1s a micro in nature as it affects only a particular organization. It can be planned, so that
necessary actions can be taken by the organization to mitigate (reduce the effect of) the risk.

Unsystematic Risk

- Controllable by an organisation
- Micro in nature

* Business Risk / ** Financial Risk /
Liquidity Risk Credit Risk

Operational Risk
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RISK AND RETURN RELATIONSHIP :

Equity Shares

Company
Deposits

Small
Savings

TL.ow Risk,
L.ow Returmns

+

High Risk,
High Returns
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RISK-RETURN RELATIONSHIP

Risk : The risk-return relationship is a fundamental concept in finance that describes the correlation between the
level of risk associated with an investment and the potential return or reward that investment might generate.

In general. the relationship suggests that higher potential returns are usually accompanied by higher levels of risk,
and lower-risk investments tend to offer lower potential returns.

The risk-return relationship 1s essential for investors to make informed decisions aligned with their financial
objectives and risk tolerance. It also serves as a foundation for portfolio construction and risk management
strategies in the world of finance.

Volatility: Risk is often measured in terms of volatility or the degree of variation in the returns of an investment.
High volatility indicates higher risk, while low volatility suggests lower risk.

Uncertainty: Risk is associated with the uncertainty of future returns. Investments with higher risk are more
unpredictable, and there 1s a greater chance of experiencing losses.

Return: Profit Potential: Return refers to the potential gain or profit that an investor may earn from an investment.
It 1s expressed as a percentage of the initial investment or as a monetary amount
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Diversifiable Risk (Unsystematic Risk):

Diversifiable risk, also known as unsystematic risk or company-specific risk, and non-diversifiable risk, also
known as systematic risk or market risk, are two components that make up the total risk associated with an
investment portfolio. Understanding the distinction between these two types of risk 1s crucial for investors in
managing their portfolios effectively.

Definition; Diversifiable risk is the portion of an investment's risk that can be eliminated through diversification.
It 1s specific to individual assets or companies and is not related to broader market factors.

Causes: Diversifiable risk can arise from factors such as company management, industry conditions, competitive
pressures, regulatory changes, and other company-specific events.

Reducibility: By holding a well-diversified portfolio that includes a mix of different assets, sectors, and
industries, investors can reduce or eliminate diversifiable risk. The 1dea is that the positive performance of some
investments may offset the negative performance of others.
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Non-Diversifiable Risk (Systematic Risk):

Definition: Non-diversifiable risk is the portion of an investment's risk that cannot be eliminated through
diversification. It is associated with broader economic, market, or systemic factors that affect all
investments to some extent .

Causes: Non-diversifiable risk can result from factors such as interest rate changes, inflation, economic
recessions, geopolitical events, and overall market trends.

Market Sensitivity: All investments are subject to non-diversifiable risk, and it is inherent in the overall
market. It 1s the risk that remains even in a well-diversified portfolio because it is related to factors that
affect the entire market.

Risk Factors: Examples of non-diversifiable risk factors include market risk, interest rate risk,
and currency risk.
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PROBLEMS ON RISK AND RETURN: :
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