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Risk management within many asset managers has been a detached activity until very recently; in some 
cases it still is detached from the investment process. A team of quants would typically produce reports 
and analytics on portfolio positions and supply these to the fund managers for their information. The 
managers may (or may not) value this input and the way that it is incorporated into their investment 
decisions is up to their discretion. 
 
Quants teams are frequently physically separated from the management and trading activities that they 
serve. Often much of their work is in the management of complex and time-series data, to enable risk 
models to run and reports and analytics to be generated. They are often culturally separate from the ‘real’ 
front office and enjoy less organisational kudos from those managing real money. During the credit 
crunch, investors suffered major and unexpected losses from a combination of risk impacts: 
 

1. Levels of risk were carried by portfolio positions of which the clients (and often the managers) 

were not fully aware. As credit dried up and liquidity was squeezed, inadvertent risks bit investors 

deeply and painfully; 

 

2. This was compounded by the holding of complex instruments based on collapsing assets in 

property and debt: these instruments were often opaque and poorly understood and not properly 

priced as a result; 

 

3. Valuations often took no account of liquidity (and portfolios had undefined liquidity), so in the 

credit squeeze, holdings proved impossible to sell at anything like their valuation in the portfolio; 

this led to large-scale revaluation losses; 

 

4. Pricing and liquidity issues were compounded by inadequate collateralisation. Uncollateralised, or 

poorly collateralised, positions in derivatives were relatively common among buy-side firms. The 

collapse of Lehman led to losses for clients whose managers did not run rigorous collateral 

programmes.  

As a result of these experiences in the credit crunch, it became clear that asset management could not 
continue with risk management as an offline, detached activity, operating on or beyond the fringes of the 
investment process. It became essential that a more complete and sophisticated view of risk should 
become central to investment decision-making and embedded in the decision process. Collateral 
programmes became an essential part of trading in non-physical assets. 
 
This strong requirement to place risk at the heart of the investment process has caused a major 
infrastructural problem for managers and their partner technology vendors. The systems infrastructure 
deployed at most asset managers was not designed to embed risk into the investment process in this 
way. Most asset managers had (expensively) equipped their front offices with order management 
systems, tightly coupled to modelling / rebalancing tools and compliance checkers. These may have had 
some access to some rudimentary analytics, but were far short of anything that would embed a risk view 
into the construction of portfolios. 
 
The practical approaches to embedding risk into portfolio construction are essentially twofold: 
 

1. Extend upstream from portfolio modelling to incorporate more sophisticated analytics into portfolio 

construction;  

or 
 

2. Extend downstream from risk / optimisation into portfolio construction, incorporating mandate 

terms and compliance restrictions as optimisation constraints. 

The first approach has limited prospects. Even the most advanced and ambitious buy-side vendors have 
a limited appetite to embrace heavyweight analytics and optimisations into their armoury. Mainstream 
vendors are a long way away from this and are not resourced to compete with Algo, RiskMetrics and APT 
in the quants space. 
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The second approach has more potential, but also has its issues. It depends on technology that is new for 
the buy-side. The risk providers tend to come from sell-side and insurance backgrounds, and are less 
comfortable with buy-side objectives, constraints and timescales. Risk implementations are notoriously 
fraught, complex and data-hungry. Some compliance rules (like the UCITS 5/10/40 rule) are combinatorial 
and hard to represent as optimisation constraints. 
 
However, the risk / optimiser approach offers the prospect of delivering compliant portfolio models into a 
rebalancer, relegating the role of the conventional compliance checker to a safety net and minimising 
rework. This approach opens up the possibility of mass-customisation of portfolios, taking bespoke 
portfolio management to a lower tier of private and retail clients. That opportunity alone may be enough to 
drive the market in this direction.  
 
Some asset managers are already exploring the possibility of mass-customisation and see no alternative 
but to work with the risk vendors to implement risk-based portfolio construction, develop the capability to 
represent buy-side optimisation objectives and constraints and roll out compliant models. 
 
Beyond mass customisation, an optimiser-based approach to construction would permit liability-driven 
objectives, defined analytics objectives (like target volatility/absolute return funds) and hedging structures 
to be managed within the same portfolio construction technology as conventional growth funds. Defined 
liquidity analytics could also be included in portfolio construction and committed to in the fund mandate / 
prospectus. Those benefits are substantial and could also drive the market in the direction of the risk 
vendors. 
 
Whichever approach managers adopt, it is clear that time is running out for funds with undefined risk 
attributes, no ability to incorporate a risk view into portfolio construction and an offline risk process based 
on post-event reporting. 
 


