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Abstract 
Background: Humans have to constantly consider risk- and return tradeoffs. The 
fact that about 80% of the Swedish population owns some kind of mutual fund 
creates a great dependency on how an external part, a  portfolio manager, views 
this tradeoff and especially how the concept of portfolio risk is looked upon. It 
becomes interesting for all investors to understand if and how portfolio risk is 
utilized and looked upon through the eyes of the mangers in charge over our sav-
ings. Do their view of risk and return translate to available theories and is the 
theoretically popular and much criticized beta measure used at all in practice.  

Purpose: The purpose of this master thesis is to describe and analyze how institu-
tional investors apply the concepts of risk in portfolio management, to illustrate 
how they work with risk variables in practice and if risk is closely linked to return. 

Methodology: To be able to thoroughly analyze a few selected portfolio manag-
ers’ view on portfolio risk, this thesis has its foundation in the qualitative research 
approach. A random sample of nine mutual funds’ portfolio managers, independ-
ent of size and investment strategies, agreed to participate in face-to-face inter-
views. The interviewees were allowed to answer freely in order to get the full pic-
ture of the different views of portfolio risk.  

Conclusion: The analysis of the empirical findings makes it clear that it is hard to 
find a unified view nor a unified definition of portfolio risk. The respondents dif-
fer a lot in their opinions in most issues except that they doubt beta being a good 
risk measure. No one is using beta as its main risk variable, instead risk variables 
such as Value at Risk, tracking error and variance of returns are used. 

The government operated funds have strategies putting risk management on the 
frontline and sees a strong connection between risk and return. The importance 
of risk management show a large divergence amongst the private portfolio man-
agers since some respondents actively adjust and monitor the level of risk while 
other employ strategies that do not incorporate risk thinking at all. The correlation 
between risk and return is not apparent since some respondents do not believe 
the relation to be linear or positive at all times. 
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Sammanfattning 
Bakgrund Människor måste alltid fundera över risk och avkastning. Att omkring 
80% av svenskarna äger någon form av fond skapar ett stort beroende av hur en 
extern aktör, portföljförvaltare, ser på begreppet och hur de hanterar portföljris-
ken mer precist. Det är därför intressant för alla investerare att förstå om och hur 
portföljrisk används och ses på utifrån förvaltarna som styr över vårt sparande. Är 
deras synsätt speglat i de befintliga teorierna och används den ofta kritiserade 
riskvariabeln beta i praktiken. 

Syfte: Syftet med magisteruppsatsen är att förklara och analysera hur institutionel-
la investerare använder risk i portföljförvaltning, illustrera hur de i praktiken an-
vänder riskvariabler och om risk är nära relaterat till avkastning. 

Metod: Den här uppsatsen har sin utgångspunkt i den kvalitativa forskningsme-
todiken för att kunna analysera hur portföljförvaltare ser på portföljrisk. Ett 
slumpmässigt urval av nio portföljförvaltare, oberoende av storlek och strategi, 
valde att ställa upp på intervjuer. De intervjuade fick fritt besvara frågorna för att 
skapa en så heltäckande bild som möjligt av de olika uppfattningarna inom port-
följrisk. 

Slutsats: Analysen av det empiriska materialet visar att det är svårt att frambringa 
en enhetlig syn på portföljrisk och definition av densamma. De intervjuade skiljer 
sig åt i de flesta frågor förutom i kritiken mot betas värde som riskvariabel. Ingen 
använder beta som främsta riskmått, istället används riskvariabler som Value at 
Risk, tracking error och/eller variansen av avkastning. 

De statligt ägda fonderna använder sig av strategier där riskhantering kommer i 
främsta rummet och de ser även en stark koppling mellan risk och avkastning. 
Värdet av riskhantering skiljer sig åt bland de privata portföljförvaltarna eftersom 
några aktivt justerar och övervakar risknivån medan andra inte använder sig av 
risktänkande alls. Korrelationen mellan risk och avkastning är inte heller uppenbar 
då några anser att sambandet inte alltid är positivt eller linjärt.  
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 Introduction 

1 Introduction 
“The Chinese symbol for risk is a combination of two symbols – one for danger and one for opportunity.” 

(Damodaran, 2005, p. 38) 

1.1 Background 
If you stand at road crossing facing two options, right or left, what makes you hesitate 
about the decision? Is it perhaps the uncertainty of what the future holds for each option? 
One can never be sure of the future and this uncertainty can be seen as risk. According to 
Magnusson (2005), risk within the economical sense is when the economical outcome de-
pends solely or partly on uncertain factors. 

Everyday investments, such as personal savings plans, have people think about and decide 
what risk level that is appropriate, dependent on for example the risk profile of the investor 
and the length of the investment. At a bank you are often faced with the option to start 
saving in a bank account with limited risk and with a low interest rate or start saving in mu-
tual funds with larger risk but also historically better returns. The fundamental concept of 
risk and return is that the riskier an investment seams to be, the higher the expected return 
it should generate (Damodaran, 2002). 

Most people are interested in enhancing ones return by investing in mutual funds. In Swe-
den today, 80% of the population owns some kind of mutual fund either in a pension plan 
or in a regular fund account. A problem is however that only half of them are actually 
aware of how a mutual fund works (Palmér, 2006). This is a risk in itself and it becomes 
obvious that people become greatly dependent on how portfolio managers view risk since 
it is closely related to return.  

A risky stock investment should as mentioned expect to generate a higher return than an 
investment with a less risky stock. Several studies however and other evidences around the 
world have shown that low risky stocks are constantly outperforming risky stocks. The 
American Barra index for example which is comparing value- and growth stocks, seen in 
figure 1, shows that the low risky stocks (low betas1) categorized as “value stocks” are out-
performing the risky stocks (high betas) categorized as “growth stocks” by about the dou-
ble between the years 1977 to 2005 (Barra, 2006). In the same figure one can observe that 
the “winning stocks” which, according to theory should have higher betas, actually have 
lower betas.  

                                                 
1 Beta is the most accepted risk measure for stocks, it captures a stock’s volatility in terms 
of stock price fluctuations compared to an index, where low beta stocks are considered less 
risky and vice versa (Fielding, 1989). 
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Figure 1 Value vs. Growth (Barra, 2006) 

 

The same contradicting result compared to the risk- and return theories was achieved in the 
authors’ bachelor thesis by Carlström, Karlström & Sellgren (2005). The authors conducted 
a test on the Stockholm Stock Exchange between the years of 1993-2005 and came to the 
conclusion that the lowest beta stocks outperformed the highest beta stocks by more than 
28% on an annual average. The conclusion from the study was that risk on the Swedish 
stock market must be described by other variables and that beta is not solely the best ex-
planatory measure for risk. 

This thesis will focus on the concept of beta and its theoretical explanatory cousins, since 
the argument of beta and return is often seen as a true relationship in the stock market 
whereas other factors are left out, and the authors believe it is interesting to shine light on 
how mutual funds and portfolio managers in Sweden view the concept of risk.  

1.2 Problem Discussion 
Long before any risk variable was presented analysts relied on common sense and experi-
ence to quantify risk. (Fuller & Wong, 1988) There was a need for a variable that could ex-
plain the risk of a stock and in the 1960s the Capital Asset Pricing Model (CAPM) was cre-
ated which used beta as risk variable. CAPM explains the relationship between risk and re-
turn and was seen as true for many years until researchers during the eighties started to dis-
cover anomalies to the model.  

As a result of the discovered anomalies other risk measures have been proposed. Fama and 
French (1992) argue that any characteristic that can predict future return are a risk-factor 
because investors are rational and markets are always in equilibrium. Others have come to 
the same conclusion that beta as a risk measure does not explain differences in expected 
stock returns, hence there are other factors to consider when defining a security’s risk. 
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Studies in connection to Fama and French’s such as Chan, Hamao and Lakonishok (1991) 
propose indirectly that valuation multiples and the dividend yield could be measures of risk 
as well. Behavioral finance researchers have developed the concept of risk further and She-
frin & Statman (1994) argue that a behavioral beta is a suitable risk measure in an ineffi-
cient market. 

These observations are intriguing and have captured the authors’ interest since they imply 
that the widely accepted beta value does not, as a single variable, describe the concept of 
risk in the stock market. It is valuable to know whether or not the beta value, which ac-
cording to theory should explain risk, really does so. If this is not the case then investors 
might mistakenly purchase risky mutual funds and not getting rewarded for doing so. For 
the 80% of the Swedes that rely on how portfolio managers’ view risk it is interesting to 
answer the following questions: 

 
• How do institutional investors define risk – how important is the traditional beta measure for 

portfolio managers, are there any other measurements used in practice? 
 

Since risk is closely linked to return it becomes of great interest to ask the logical question 
how the institutional investors relate to the level of risk taken with the expected return.  

 How vital is risk management in portfolio construction and how would the relationship between 
risk and return be characterized? 

1.3 Purpose 
The purpose of this master thesis is to describe and analyze how institutional investors ap-
ply the concepts of risk in portfolio management, to illustrate how they work with risk 
variables in practice and if risk is closely linked to return. 

1.4 Perspective 
This thesis is written from an investor perspective, investors being either individuals or lar-
ger institutions such as mutual funds. Investors interested in increasing their understanding 
of risk based on portfolio managers’ opinions will have an interest in the result of this the-
sis. This will create an understanding for people investing in mutual funds how portfolio 
managers care for risk in order to make saving decisions more efficient.  

1.5 Delimitations 
This thesis does not aim at giving an exhaustive knowledge in the mathematical founda-
tions of the risk variables but rather the portfolio managers’ view of risk and risk manage-
ment. Nor does it aim at describing the correct formulas for risk calculations or how one 
should use risk.  
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1.6 Methodological Approach 
Within the field of research there are two roads to choose between, the inductive method 
and the deductive method. They are different in how they approach the research target in 
question. The goal of the two are the same, which is to increase understanding for the re-
search question, however the road towards that goal are different. 

In this thesis the authors will use interviews to answer the research questions since they will 
provide new information and lead to new theories about the risk subject. Hypothesis test-
ing through statistical framework will not be used and hence the conclusions will only ap-
ply to the particular observations.  

The first option to choose from is between the deductive and inductive method where the 
later will be used in this thesis. It aims at understanding the world through already known 
empirical studies leading to new observations of specific occurrences and finally to new 
theories. Hypothesis testing through statistical frameworks are seldom employed and in-
stead an interview approach is often used. (Carlsson, 1991) As seen, this method will best 
fit the authors’ purpose since there are already a number of empirical studies describing the 
topic. The interview approach is applicable and the no need of hypothesis testing through 
statistical methods is also making the inductive method suitable. The inductive method also 
focuses on the observations made of the world and a specific occurrence and tries to work 
out a formula explaining the observations (Losee, 2001). This further applies to the au-
thors’ choice since the interviews will only answer a specific event which is colored by the 
interviewee and its experience of the event. The inductive method often uses qualitative 
data (Carlsson, 1991) which is seen as particular data of a specific event, often found by 
conducting interviews. 

The deductive method on the other hand uses empirical and statistical testing to confirm 
stated hypothesis and also tries to generalize the world through these hypotheses. It is 
therefore not as interested in specific events and answering them by interviews, but rather 
tries to apply known formulas to numbers and test a very specific hypothesis to see if it can 
be generalized over the entire population (Holme & Solvang, 1991). The deductive method 
often uses quantitative data, which is generally seen as numbers and statistically testing 
these for confirmation (Carlsson, 1991), this further alienates it as the method of choice for 
this thesis. 

1.7 Methodological Overview 
The thesis starts out with explaining and defining the risk variable “beta” and possible op-
tions to the classical risk variable. The empirical material is gathered from interviews with 
Swedish portfolio managers. The interviewees are contacted by the authors and asked to 
participate. The material is then analyzed by the theoretical framework and the authors aim 
is to highlight how the concepts of risk are practically applied.  

1.8 Literature Study 
The authors have used two main sources in order to retrieve the information: research 
journals and books. Research journals were the main source of information and contrib-
uted mostly to the previous research in the field of beta and risk. Search engines which 
were most frequently used and found to be the most relevant were; JSTOR, ABI/Inform 
Global. These databases are made up of several research magazines where different promi-
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nent and prestigious journals concerning finance, risk, beta and return gave good research 
material. The journals that had the most relevant significance were Journal of Portfolio Man-
agement, Financial Analysis Journal and Journal of Finance. Examples of search words used to 
narrow the amount of information when searching for applicable articles were “beta 
(value)”, “risk variable/multiple”, “alternatives to beta”, “portfolio risk”, “risk and return”, 
“portfolio/risk management”, “CAPM”, “alternative to CAPM” and a combination of 
these. These articles were mainly used for the reference chapter but also as background in-
formation to the authors when creating questions for the interviews. 
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2 Theoretical Framework 
“Risk, like beauty is in the eye of the beholder.” 

(Balzer cited in Swisher & Kasten, 2005, p. 75) 

2.1 Portfolio Theory 
The father of modern portfolio theory is the 1990 Nobel Prize winner H. Markowitz. 
Markowitz was the first to conclude that an investor expects to be rewarded for the risk he 
or she takes. His theory assumes that everybody are mean-variance-optimizers, that is seek-
ing portfolios with the lowest amount of variance for a given level of return, hence he 
viewed the dispersion of returns as the appropriate risk measure. The Nobel laureate was 
also the first to develop a matrix from which he could exemplify the importance of diversi-
fying a portfolio to reduce risk. (Biglova, Ortobelli, Rachev and Stoyanov 2004) Markowitz’ 
work has been vital to portfolio managers making portfolio asset allocation decisions, try-
ing to determine how much of the portfolio that should be invested into different asset 
classes such as stocks, bonds or real estate based on the risk and return trade-off. (Grin-
blatt & Titman, 2001) 

2.2 What is Really Risk? 
Without giving a too narrow definition of risk it can for most investors be perceived in 
three ways: 

• To  generate negative returns 
• Underperforming a benchmark such as an index or a competing portfolio 
• Failing to meet one’s goals.  

(Swisher & Kasten, 2005) 

Even though the average investor describes risk as something bad will happen there are 
almost no variables taking this fact into consideration. Markowitz risk measure and beta for 
example does not necessarily have to be negative as long as the market is in a positive 
trend. (Sharpe, Alexander & Bailey, 1999) A deeper discussion of the attempts to quantify 
risk follows in the next sections.  

2.3 Risk Aversion 
Investments in stocks include some sort of risk and since investors according to theory are 
risk averse, meaning they are reluctant to accept risk unless there is an expected gain from 
the risk itself (Bodie, Kane & Marcus 2004). Here the risk premium of a stock plays an im-
portant role. If the risk premium would be zero, then no one would buy risky assets, there-
fore the risk premium must always be positive. This is the only means to attract investors 
to risky assets. (Bodie et al. 2004) An investment with no risk premium could only be ex-
pected to yield the risk-free rate, which in standard finance theories means a government 
Treasury bill with the same maturity rate as the investor’s holding period (Sharpe et al. 
1999). The premium itself is made up of a combination of the risk of the portfolio and the 
degree of risk aversion. 
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Risk aversion myopia refers to the overemphasis on the possibility of short-term losses. 
Human beings are by nature more aware of risks in the near term future than in the long 
run, this however does not harmonize very well with how a rational investor should be-
have. A short-term loss is often more painful than the possibility of the more important 
large long-term gains, markets are volatile and bumps in the road tend to be smoothed out 
as time goes by. Studies made in the market suggests that the average investment horizon is 
about one year, hence risk-aversion myopia. (Bernstein, 2001) 

2.4 The Central Model Within Portfolio Theory - CAPM 
From Markowitz’ research on trying to quantify risk Treynor, Sharpe, Lintner and Mossin, 
in the beginning of the sixties, created the Capital Asset Pricing Model (CAPM) where risk 
for the first time was put into a formula characterized by a single variable. (Biglova et al. 
2004). The CAPM has since its creation been the central idea in portfolio theory, thus the 
authors will thoroughly explain the theories behind CAPM and its risk variable beta. 

CAPM is aimed at predicting the relationship between the expected return and risk for 
traded securities. In order for the model to work it needs a few assumptions. The most im-
portant one is that it assumes that all investors are alike when it comes to risk aversion and 
initial wealth, leading to that all investors are looking for the highest return facing the low-
est amount of risk. Hence investors are mean-variance efficient in their attitudes towards 
risk and return. (Bodie et al. 2004) 

The rest of CAPM’s assumptions in order for it to hold are listed below. 

1. No investor can affect prices in the market because every investor’s wealth is small 
compared to the whole market making everybody price takers.  

2. Everybody’s holding periods are the same.  
3. Portfolios are created from the same publicly traded assets.  
4. Taxes or transaction costs are not regarded, so gains from stocks and bonds and divi-

dends and capital gains are not considered different for investors.  
5. All investors are mean-variance optimizers.  
6. Securities are analyzed in the exact same way by all analysts and they share the same 

view of the economic outlooks.   
 

A graphical explanation of CAPM can be seen in appendix A. 

2.4.1 Beta 
CAPM builds on the theory that the total risk of a stock, measured by the variance of stock 
returns, can be broken down into two categories; unsystematic risk and systematic risk. The 
unsystematic risk is firm-specific risk, i.e. factors that only affect the single company and 
not the market as a whole, this risk can be lowered and eliminated by diversification. The 
systematic risk, also called market risk, are factors that affect the whole market such as in-
terest rates or government crisis and this risk can therefore not be eliminated by diversifica-
tion. This systematic risk is the only risk that CAPM cares about and it is measured by the 
beta coefficient. The higher the beta the larger is the portfolio’s volatility compared to the 
market, and vice versa. (Suhar, 2003) The contribution of the non-diversifiable risk, beta, to 
the portfolio and its formula is seen in formula 1 (Bodie et al. 2004). 
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)var(market
market) ty,cov(securiβ =  

Formula 1 Beta equation (Bodie et al. 2004) 

Since the firm-specific risk of each stock can be diversified away, the only risk investors are 
rewarded for is the overall portfolio risk and the more systematic risk someone is willing to 
take on the higher the expected return becomes. An implication of the possibility of diver-
sifying away unsystematic risk is that a stock with a high standard deviation, hence risky on 
its own, could actually lower the risk of a portfolio if the stock has low correlation with the 
portfolio itself. An example is an oil company that has a high standard deviation but a low 
beta. This is possible since an oil company’s shares increase in price when oil prices in-
crease, while the overall stock market usually reacts negatively on increasing energy prices 
and typically decreases in value, hence the correlation between the two is low. (Suhar, 2003) 

Beta is the appropriate risk measure according to CAPM since it is proportional to the risk 
a stock contributes with to the entire portfolio. The beta of a stock shows how much it 
moves in relation to the market. A beta of 2 means that when the market for example in-
creases (decreases) 1% the stock increases (decreases) 2%. So the higher the beta the more 
volatile the stock is compared to the market index. Hence, the risk-premium of a security is 
proportional to its beta, the larger the beta the higher the expected return. (Bodie et al. 
2004) The way beta is used in the CAPM formula is seen in formula 2 and it is clear that 
the higher the beta of the stock the higher is the expected return.  

[ ]fmf r-)E(rβrE(r) +=  

Formula 2 Capital Asset Pricing Model  formula (Bodie et al. 2004) 

E(r) = Expected stock return 
rf= Risk-free rate 
β= Beta of stock 
E(rm)= Expected market return 
 

Since beta measures a stock’s contribution to the market portfolio the risk-premium is a 
function of beta. The expected return- beta relationship can be graphed as the Security 
Market Line SML, seen in figure 2. The SML graphs the individual risk premium using the 
beta since only the systematic risk is relevant. If CAPM is true, all securities should be plot-
ted on the SML, any security above is considered underpriced since its expected return is 
excess of what CAPM predicts and any security below the SML is overpriced since its ex-
pected return is less than what CAPM predicts. (Bodie et al. 2004) 
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Figure 2 Security Market Line (Duke College, 2006)  

 

In the figure one can see that the market portfolio (Rm) has a beta of one, this will always 
be true since the market portfolio will always vary with itself at a ratio of one (the correla-
tion with oneself is always one), and the beta of the risk-free rate (Rf) is always zero because 
its return being constant does not vary with anything. (Grinblatt & Titman, 2001) 

2.4.2 Empirical results of CAPM and beta 
Researchers have had long ongoing discussions of how to best define risk in the stock 
market. Numerous tests have been performed to show that the most popular theoretical 
risk measure beta is dead and not practically useful and vice versa. 

Basu (1977) conducted a study between 1957 and 1971 where he determined the relation-
ship between investment performance of US stocks and their P/E ratios. As many other 
researchers Basu rejected the CAPM theories since he found an inverse relationship be-
tween beta and returns, i.e. the lower the beta the higher the returns. Instead he found that 
“Price-to-earnings ratios (P/E) seem to be a proxy for some omitted risk variable“ (Basu, 
1977, p. 672). He concluded that investors are able to profit from strategies based on buy-
ing low P/E companies since they posted the highest returns not due to levels of system-
atic risk. 

Shukla and Trzcinka (1991) conducted a twenty year test on the US stock market and 
found that the residual variance, better known as the unsystematic risk, is highly significant. 
They conducted the tests by using regressions with different kinds of variables, using both 
CAPM with its beta and the Arbitrage Pricing Theory with several variables (APT is ex-
plained in 2.5.1). Their conclusions were that the APT could explain 40% of the variation 
of the 20-year period return and CAPM was not too far behind this number.  

Fama and French (1992) made a study on the US stock market between 1963 and 1990. 
They described the relations between, beta, market capitalization, P/E ratio, leverage and 
price-to-book (P/B) ratio with average returns. They could immediately reject CAPM since 
beta was not able to explain differences in average returns, meaning that the high beta 
stocks (risky according to CAPM) did not generate the highest returns. The market capi-
talization and the P/B ratio on the other hand did the best job at describing stock-returns, 
where P/B was the most powerful explanatory variable of the two. The average returns 
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grouping companies by their P/B ratios showed a clear trend that the lower the P/B, the 
higher the average returns. 

Grundy and Malkiel (1996) believe beta is a good risk measure for short-term risk in declin-
ing markets. This since higher beta stocks experience a lot higher losses in declining mar-
kets than lower beta stocks do. They believe that a well working beta in bear markets works 
fine since risk for most people is perceived as experiencing negative returns. Their study 
however does not explain why low beta companies in contradiction to the theories outper-
form the high beta stocks.  

Fama and French (1998) also conducted an international study where they in 13 countries 
from 1974 to 1994 evaluated why the so called value stocks beat growth stocks. They 
found that value stocks, i.e. shares with low P/B, P/E and price-to-cash flow (P/CF) ra-
tios, experienced higher returns than growth stocks. The result could not be explained by 
CAPM’s beta either.  

2.4.3 Arguments against CAPM and beta 
CAPM has been around since the early 1960s and with support from the empirical results 
explained above the critique against it as a good model for the risk-return relationship has 
increased. Some of the most frequent criticisms are presented in this section.  

Wagner (1994) is first of all skeptic towards CAPM’s assumption that everybody should 
hold the same portfolio – the market portfolio. If that is the case then a market place is 
unnecessary because everyone would hold the exact same shares with the exact same 
amount. He is also critical to the model’s way of looking at companies’ change in value, he 
says “There is no room in the theory for people to buy and sell what they value” (Wagner, 
1994, p. 80) because the models only take into consideration changes in risk profile which 
in turn lead to shift between the risk-free and risky assets.  

CAPM builds on the assumption that the return distribution is normally distributed. As a 
matter of fact the distribution is not normal but rather lognormal2, meaning that return dis-
tribution becomes a bad representation of risk (Swisher & Kasten 2005). 

Downe (2000) argues that the major flaw of using beta is that it is derived from a market 
theory where successful firms eventually face rising costs and increased competition and 
therefore these companies’ earnings will be lowered back to a normal return. Downe him-
self believes that successful firms will stay successful and vice versa. So the risk-analysis 
must take into consideration the type of firm and the industry characteristics it operates in. 
Therefore systematic risk becomes irrelevant because firm characteristics may be more im-
portant than global factors, hence the systematic risk becomes insignificant and thus beta 
as well. Downe further explains that prosperous firms have historically been able to suc-
cessfully adapt to the complexities of increasing returns and therefore have different risk 
profile compared to its weaker competitors, and in this environment an investor will not be 
able to eliminate unsystematic risk by diversification.  

Dreman (1992) thinks the reason why beta is a bad risk measure is because it is based on 
past volatility, and he believes that the past will not be the best predictor for the future. 

                                                 
2 A normal distribution function (a bell-shaped form) that is received after taking the log of the random vari-

ables.(Aczel & Sounderpandian 2002). 
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The correlation for a stock with an index might also be coincidence and therefore beta is 
useless. Dreman does not come up with another risk measure but argues that one should in 
order to minimize risk diversify its portfolio between sectors, look for higher-than average 
earnings and invest in companies with a reasonable debt-to-equity ratio. 

Bhardwaj & Brooks (1992) argue that the use of a constant beta in CAPM does not capture 
the fluctuations of systematic risk which they found in their research on bull and bear mar-
kets. Bhardwaj & Brooks are not ready to disregard beta but suggest changes such as a risk 
measure that accounts for these changes (changes in systematic risk due to market 
changes). If the beta value was made changeable depending on market conditions it is likely 
it would have a higher explanatory power of actual return. Howton & Peterson (1998) use a 
dual beta for greater accuracy value to solve the problem with beta’s variation in bull and 
bear markets. The dual beta model is a regression of equally weighted monthly portfolio re-
turns on the market return.   

Treynor (1993) defends CAPM and thereby indirectly beta as a single risk variable. This 
model is based on Sharpe’s research which suggests that systematic risk is adequately ac-
counted for by a single risk variable. This contradicts the most common critique towards 
CAPM and beta which claims that systematic risk cannot be explained by a single variable. 
(Treynor, 1993) 

Behavioral finance researches have also criticized the basic CAPM assumptions. In behav-
ioral finance not all investors are mean-variance optimizers and securities are not all ana-
lyzed by the same opinion about the economic outlook. Statman (1999) argues in his article 
that there are two different kind of investors, the mean-variance and the noise traders 
which do not follow the CAPM assumptions. The noise traders trade on other foundations 
than the rational CAPM traders and one can therefore not assume that all stocks are ana-
lyzed with the same outlook as basis.   

2.5 Alternatives to Beta  
Sharpe et al. (1999) believe the reason why few other variables have got any attention in the 
financial world as relevant risk factors is because they become too complex. Beta is built on 
the variability of returns and does not take into consideration that a large beta might be 
good when the overall stock market is increasing in value, (this stock’s return will in this 
case increase more than the market). Sharpe et al. (1999) argue that even though beta has 
this flaw of discriminating upside volatility it has become popular because it is computed 
with such ease. Below however are some alternatives to CAPM’s beta presented.  

2.5.1 Arbitrage Pricing Theory 
The Arbitrage Pricing Theory (APT) was developed by Ross in 1976. In contradiction to 
CAPM, which has beta as solely risk variable, the APT relates the various types of risk as-
sociated with a security such as changes in interest rates, inflation and productivity with the 
expected return of that same security. The APT is less restrictive compared to CAPM, 
meaning that it does not require as many assumptions, and is applied more easily than 
CAPM. Since the APT is less restrictive it explains past returns better than the CAPM, the 
cost of this however is that it provides less guidance of how future expected returns should 
be estimated. (Grinblatt & Titman, 2001) 
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2.5.2 Value at Risk  
An increasingly popular and understandable way of measuring risk is by using the Value at 
Risk method or VaR. It defines risk as the worst possible loss under normal market condi-
tions for a given time horizon (Grinblatt & Titman, 2001). According to Biglova et al. 
(2004) this risk measurement technique is simple to handle since it provides a risk measure 
by a single variable. This variable provides the investor with the possibility of losses given a 
probability (1-p) in a given time horizon and offers a comprehensible understanding of the 
likelihood of loosing money on the investment. 

VaR can also measure risk to lose money within a time period and not just at the terminal 
date. According to Kritzman & Rich (2002) investors are generally exposed to far greater 
risks during the investment than on the actual end date. Investors often measure the out-
come, positive or negative, on the expiring date of the investment. Continuous VaR how-
ever allows them to measure risk during the time period instead since the investment might 
not last the duration of the expected time. Focus should therefore shift from the end pe-
riod measurement and focus on the risk during the whole holding period, so that losses 
during time will not affect the terminal investment. This is important since an asset man-
ager for example might get penalized by the investor if the portfolio drops below a certain 
value even though the termination date is set in the future. (Kritzman & Rich, 2002) 

Castaldo (2002) says in his dissertation on stock market volatility that risk control methods 
used by investors are not always to be trusted. He particularly mentions VaR which is based 
on a relative stable and liquid market. His research states that volatility is derived from mar-
kets being ill-liquid and that volatility has increased over the past years. Therefore such 
measures based on stability and liquidity can not always be helpful to investors since they 
fail when markets suddenly shifts from being liquid to ill-liquid.  

2.5.3 Tracking error 
Tracking error is a measurement of how much the return of a portfolio differs from a 
benchmark like an index. A high tracking error means that the portfolio has not followed 
the benchmark very closely. An index fund for example aim at minimizing the tracking er-
ror by following the index closely while an actively managed fund tries to generate a posi-
tive return with as low tracking error as possible. (Lhabitant, 2004) Some argues that track-
ing error is not a very good risk measure since it measures risk compared to a benchmark 
rather than the variability of the portfolios return. (Sharpe et al. 1999) 

2.5.4 BAPM & behavioral beta 
Statman (1999) suggests a truce between standard finance and behavioral finance. He sug-
gests that standard finance should accept the thought of rejecting the concept of security 
prices being rational. This since behavioral finance has showed that value characteristics 
matter both to investors’ choice and asset pricing. Standard finance can only accept that as-
set pricing is a product of rational reflection of fundamental characteristics such as risk, 
while they leave out value expressive features such as psychology. 

As a simple evidence of the limitations to the rational thought and the need for rethinking 
he discusses the idea of two watches with the same characteristics. However one costs 
twice as much as the other. By applying the CAPM thought, the cheaper watch would be 
an obvious rational purchase. Still, few investors would be rational here and instead buy the 
less rational choice. (Statman, 1999)    
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BAPM tries to quantify risk into a behavioral beta. Behavioral betas should include both 
the value and the regular characteristics of a stock. This since it is much closer to the reality 
of traders instead of hoping for strict rational traders which are hard to find. Shefrin and 
Statman (1994) conclude in a survey that preferred stocks amongst investors are those 
from which the company is admired. Now, if these tend to be preferred it will yield a 
higher return, yet this preference is nowhere reflected in the CAPM model. 

2.5.5 Other risk models 
Swisher and Kasten (2005) believe that risk should incorporate humans’ fear of bad out-
comes. They do not believe standard deviation of returns describe risk in a good way since 
it for example is not normally distributed. They believe instead that what they call downside 
risk optimization (DRO) defines risk better since it uses downside risk as the definition of 
risk. What DRO does is (simply put) measuring three factors; how often you have negative 
returns, the size of the negative return and the mean of the frequency of negative returns. 
These values are then used to create a portfolio with as low DRO as possible. According to 
Swisher & Kasten (2005) a DRO portfolio will avoid the most common mistakes of the 
mean variance portfolio theory.   

Value Line is the world’s largest investment advisory organization, located in the US. It as-
signs safety rankings to the stocks it analyzes. The safety rankings take into account the 
stock’s standard deviation plus its financial strength in terms of firm size, debt coverage 
and quick ratio, also know as fundamental variables. (Value Line, 2006) Fuller and Wong 
(1988) tested the validity of incorporating both standard deviation and fundamental vari-
ables came up with the conclusion that Value Line’s method is far more reliable compared 
to the ordinary beta measure. In their test conducted between 1974-1985 they got strong 
positive relation between risk and return for the Value Line method. (Fuller & Wong, 1988) 

Bernstein (2001) suggests a risk-measure which deals with probability of a nominal loss or 
the probability of underperforming an index or the risk-free rate. This measure can be cal-
culated by using a standard normal cumulative distribution function, which lists the prob-
abilities of something to happen for a random variable such as the risk of ending up with a 
loss. The sum of all probabilities is less or equal to one (Aczel & Sounderpandian 2002).  

Byrne and Lee (2004) argue that the best risk measure to use is the one that fits the portfo-
lio manager’s attitude towards risk and not the measurements’ theoretical or practical ad-
vantages. The reason for this is that Byrne and Lee’s study illustrated that different risk 
measures creates portfolios with great variations in asset allocation and since two risk meas-
ures will not create the same portfolio it is up to the portfolio manager to match his or her 
risk preferences to the variables used and portfolio created. Their study was an extension of 
Cheng and Wolverton’s (2001) research paper that risk variables can minimize risk in their 
own space but when comparing different risk variables measured on the same portfolio 
they often create inferior results.  

The valuation multiples (P/B, P/E, P/CF) in section 2.4.2 seem to be better at explaining 
the average return than beta. The reader could therefore assume that these would be sup-
plements towards the criticized beta value. These are however valuation multiples and not 
risk measurements. In the journals used for references there are no information on how 
these would be used as risk variables, only that they seem to give a higher explanatory 
power of average returns. Due to this lack of information on how one should apply them 
as risk variables, the authors will not use these valuations multiples as risk alternatives to 
CAPM and the beta value. 
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2.6 The Role of Risk Variables in Valuation Models 
Besides the aim to use risk variables to determine the level of risk in a portfolio or a stock 
they can be used when analyzing the fair price of companies. Two common valuation 
models where risk in comes into play are in the Discounted Cash Flow model (DCF) and 
Relative Valuation models. (Damodaran, 2005) 

The DCF model aims at arriving at the true value (implicit value) for the stock, which 
could be higher or lower than the current market value. A calculated implicit value higher 
than the current stock price is a signal that the stock is undervalued and vice versa. The 
implicit value is calculated by discounting the expected future cash flows back to today by 
using the beta as the stock’s cost of capital. There are several inputs in the DCF model to 
arrive at the future cash flows such as sales, marketing costs and investment needs but only 
one variable that discounts these cash flows back to today. This makes beta an extremely 
important variable that drastically can change the valuation for a stock. (Damodaran, 2005) 

Relative valuation models are, according to Damodaran (2005), the most common valua-
tion techniques. Here an investor compares the company to invest in with similar compa-
nies’ valuations in terms of for example price-to-earnings and price-to-book ratios. The risk 
adjustment in this model ranges from “nonexistent, at worst, to being haphazard and arbi-
trary, at best” (Damodaran, 2005, p. 39). It could be the case that the analyst assigns a risk 
measure that has no relevance to the stock and then uses this to compare companies. For 
example, if the price-to-earnings ratio is the valuation multiple to be consider then the sta-
bility of earnings might become the risk measure of choice, with no evidences backing this 
according to the author. (Damodaran, 2005) 

2.7 Risk Management 
Risk management deals with strategies to cope with risk in a portfolio, it tries to quantify 
the potential for losses and then take suitable actions to minimize these depending on the 
investment objectives. (Bodie et. al 2004) Mainly the idea of managing risk has come from 
the increased volatility of the market interest rate and exchange rate (Grinblatt & Titman, 
2001). Within the risk management field, any type of procedure used to control or manage 
risk aims at limiting the investors’ exposure to risk. Damodaran (2005) however believes 
risk management today is focusing too much on the risk reduction part, and disregards the 
fact that risk management is also about increasing the exposure to risk when appropriate to 
do so. In this section, methods of managing risk will be described.  

MacQueen (2002) says that the practice of risk management is slowly coming into play in 
portfolio management even though it has been around at least since the market crash of 
October 1987. He believes however that risk management is currently considering the port-
folio risk after the portfolio has been put together instead of during the portfolio composi-
tion. This is in contrary to Markowitz’ theories that return and risk should be considered 
together when designing a portfolio and MacQueen believes more work is needed in this 
area even though the growing popularity of risk management is a positive step.   

The connection between the portfolio performance and the characteristics of the portfo-
lio/risk manager is examined by Chevalier and Ellison (1999). They came to the conclu-
sions that the large difference between managers’ performance were due to behavioral dif-
ferences and selection biases. Fund managers who attended colleges with higher grade re-
quirements did also perform better on risk-adjusted basis.  
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2.7.1 Hedging 
One option investors have within risk management is using hedging. It can be used in any 
type of investment where risk is judged to be great and a procedure is needed for managing 
this. Hedging can work as insurance to the investor, making sure he/she is covered if the 
market moves opposite to the planned future. This could be adding a short position in a 
futures contract to the already set long position. This way the investor is covered if poten-
tial declines occur (Bodie et al. 2004). Hedging does not provide an ultimate risk manage-
ment since it only can combat market risk and not firm specific risk through derivative 
contracts, these are according to Grinblatt & Titman (2001) best covered by regular insur-
ances. Hedging can be used in managing many potential risks such as taxes, oil prices, price 
fluctuations but also to secure future capital. 

2.7.2 Diversification 
The classical expression “Don’t put all your eggs in one basket” is exactly what diversifica-
tion is all about, i.e. reducing the portfolio risk by investing in different assets that are be-
having differently in different market conditions. The reasoning behind this is that if some 
assets are performing poorly some other assets will counteract and perform well instead. 
Diversification eliminates the unsystematic risk and lowers the total risk down to the mar-
ket risk or the systematic risk which cannot be diversified away. (Grinblatt & Titman, 2001) 
A well-diversified portfolio should according to Damodaran (2002) consist of more than 
20 securities, however too many securities decreases the positive effects of diversification 
since the transaction and monitoring costs increase more than the benefits.  

2.8 Return 
Since risk is something an investor has to face when investing it is impossible to talk about 
risk without talking about the return as well. According to standard portfolio theory, these 
two are connected in any decision that one make, a higher risk must mean a potential 
higher return. If this does not hold no one would purchase a risky security if it would not 
offer a higher reward. What most market participants try to do is to minimize the risk in a 
portfolio while increasing the expected return. (Biglova et al. 2004 & Bodie et al. 2004) To 
understand the concept of risk the expected return must be understood. 

The return depends on the increase/decrease in the price of the share over the investment 
horizon as well as dividend income the share has provided. This is called the holding-
period return (HPR) and can also be explained by the following formula. (Bodie et al. 2004) 
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Formula 3 Holding-period return (Bodie et al. 2004) 

 

Arago and Fernandez-Izquierdo (2003) argue in their paper that previous assumptions of 
economic behavior being linear may no longer be true. Research says that investors view 
risk and expected return as being non-linear. This due to the interactions between partici-
pants, prices, information and general economical fluctuations. 
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3 Method 
For thousands of years, mankind has understood that there is a tradeoff between risk and return. Yet, that 

struggle to define the exact nature of the risk-return relationship continues. 

(Fuller & Wong, 1988, p. 52, Financial Analysts Journal)  

3.1 Qualitative Research Approach 
Since the aim of this thesis is to explore a specific relationship in the real world and the au-
thors’ aim is to conduct the research through interviews, a methodological approach that 
answers to this specific plan is needed. The interviews are supposed to give an increased 
understanding of the concept of risk and thereby reflect the practical use of risk used by 
portfolio managers. 

In the field of research there are mainly two directions of how a study can be carried out. 
The first one is derived from the word “quantitative” and is related to numbers or measur-
able figures. These figures are often quantifiable in some way and are for this reason used 
as a measuring tool against something else (Grix, 2004). The fact that the problem state-
ment and purpose is hard to quantify this method is less applicable. The fact that the quan-
titative method also aims at generalizing information since it often uses statistics to prove a 
small samples characteristics true for the whole population also makes it less useful for this 
thesis (Ejvegård, 1993). 

The second method, used in this thesis, is derived from Plato’s term “quality” which then 
meant “of what kind”. This qualitative method is hence by nature more interested in un-
derstanding and examining patterns in nature for specific situations and therefore seldom 
uses measurable differences through numbers. (Grix 2004) 

The qualitative method is the most suitable for enhancing the understanding rather than 
just observe an event. The researcher is forced to go further and understand the individual 
situations. The qualitative method therefore often uses interviews since it allows the re-
searcher to create an understanding of the object and event (Holme & Solvang, 1991). This 
method has as an aim to understand a specific event and not generalize about the popula-
tion (Holme & Solvang, 1991). The most applicable fundamental methodological approach 
is therefore the qualitative method since the thesis aims at understanding individual portfo-
lio managers’ view on risk by using interviews.  

3.2 Primary and Secondary Data 
An integrated part of the method is the choice of primary or secondary data.  The primary 
data has a more involved role and closeness to the research object since the researcher 
wants to find new information. If using the secondary data method, the researcher looks 
more objectively at the object, trying to find the data he/she needs amongst all the data 
available. (Saunders, Lewis & Thornhill, 2003) 

These two methods have a close relationship to qualitative and quantitative method. Pri-
mary data is often involved in research when a qualitative approach is used. The benefit of 
using primary data is that the researcher can adjust the data based on the specifics of the 
research question and by that gather the information needed (Saunders et al. 2003).  
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Primary data is collected specifically for the proposed research question, usually through in-
terviews (Saunders et al. 2003).  Since this thesis is based upon interviews and there is no 
“old” data available on the subject, the interviews will give the authors new information 
which therefore will be classified as primary data. 

The use of secondary data is then more connected to the quantitative research method. 
Here numbers play a more vital part and information is already gathered, but for a different 
purpose. The major reasons to use secondary data is that it is cheaper and faster to collect 
than primary data and that it, depending on the specific research question proposed, might 
provide the precise data needed (Saunders et al. 2003). As stated earlier, no secondary data 
will be used since the method chosen for this these is qualitative, hence only primary data 
will be gathered.  

3.3 Qualitative Interview Techniques 
The authors’ aim is to give a deeper understanding of the subject; hence both pre-printed 
questions and discussions during the interviews should lead to interesting results. The be-
lief is that this will provide the thesis with a more solid empirical material then just a strict 
questioner. A strict questioner might not catch unforeseen answers and thoughts which the 
authors want to be able to capture. For this, an interview method needs to be chosen and 
the qualitative interview techniques can be divided into three major categories, depending 
on the strictness of the structure. These three are; structured interviews, semi-structured in-
terviews and unstructured interviews. (Darmer & Freytag, 1995) 

Since the aim of the interviews is to be able to ask the same kinds of questions to all inter-
viewees and be able to ask suitable follow-up questions the semi-structured interview tech-
nique will fit the thesis well. This interview type can be seen as a mix of the structured and 
unstructured techniques, since it uses follow-up questions spontaneously and allows the re-
searcher to penetrate more deeply in the subject and reflect on unforeseen facts around the 
actual topic. There is still a structure, however it is less rigid in its nature, the order of the 
questions are for instance not important. The interviews are seen as more of conversations 
where the interviewer uses the questions as a checklist to make sure all interesting points 
are covered. (Darmer & Freytag, 1995)  

The structured and the unstructured interview techniques will not be used since the former 
has the flaw of following a pre-determined questioner very closely where answers are not 
followed up by intriguing questions if these are not printed beforehand. The unstructured 
technique has the flaw of not following any particular questions at all which creates the 
danger of the interviewee to take over and change the listener from an active conservation-
ist to a passive listener. (Darmer & Freytag, 1995) Hence both of these two fits the purpose 
of the thesis poorly. 

3.4 Sample Selection  
When collecting a sample for a thesis it is important to consider the purpose of the report. 
The two different sampling techniques to choose from depends on if the purpose is prob-
ability or non-probability sampling. The first method uses statistical tools to make sure the 
sample is as unbiased as possible. This technique is especially suitable in quantitative studies 
where a lot of data needs to be analyzed. (Saunders et al. 2003)  
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Since this thesis is a qualitative study focusing on in-depth answers of how a few different 
portfolio managers view risk rather than a statistically correct sample the non-probability 
method is used.  

Within the non-probability method the authors use something called purposive sampling. 
This method bases a survey on a sample that is chosen to meet some particular characteris-
tics. What this means is that a sample is chosen based on the authors’ goal with the inter-
views. If interested in car productivity one does not consider all individuals for an interview 
but rather the production manager at different car manufactures (McBurney & White, 
2004). The prerequisites in this thesis were that the respondents had a deep knowledge of 
their organization’s risk policies, hence preferably have the title portfolio managers or simi-
lar and that they were Swedish based mutual funds with different investment styles such as 
stock picking funds, momentum funds, index funds and the government operated pension 
funds. From these characteristics, 25 mutual funds were randomly chosen from Morning-
star’s webpage and contacted on an early stage in this thesis process, 15 accepted prelimi-
nary to participate. From these 15, the nine final participants were chosen to move on to 
the interview stage. The six respondents were not interviewed due to their inability to pro-
vide the wanted man /woman (for whatever reason) or because the possible time for inter-
views was not suitable. The authors’ aim was to receive about 10 respondents. The number 
10 was chosen since the purpose of the thesis is to study in-depth answers from a variety of 
portfolio managers, therefore the quality of their answers is more vital than the number of 
respondents. (The mutual funds were found on Morningstar’s webpage, no preference was 
given to the size of the mutual funds.)  

The sample of nine managers is not likely to capture the entire universe of portfolio man-
agers’ view on portfolio risk. It will however give a broad picture of how different kinds of 
portfolio mangers perceive risk dependent on their type of investment strategies. Since the 
non-probability method is chosen it will not be possible to do make any statistical conclu-
sions (Saunders et al. 2003).  

3.5 Structure of the Questionnaire  
Due to the choice of the semi-structured interview techniques explained above, the authors 
had prior to interview sessions prepared questions and follow-up questions that could be 
used dependent on how the respondent answered the questions. Questions were asked by 
using face-to-face interviews because this allowed the authors to build up trust and estab-
lish a personal contact which according to Saunders et al. (2003) is very important to get re-
liable answers. The questioner in this thesis, seen in appendix C, is built as an open-end 
questioner; this allows the respondent to form its own answer in contrast to closed-ended 
questions where the answer alternatives are already given. The open-end questions are also 
more likely to capture events not anticipated by the designers of the questioner. This type 
of approach is also more useful for a smaller number of respondents since it is necessary 
afterwards to categorize and sum up the interviews after the process is done. (McBurney & 
White, 2004)  

The choice to have face-to-face interviews allows the authors to adjust questions or find 
new questions depending on the answers given by the respondents and also to clarify the 
questions better if misunderstandings would be present. This gives a more probing investi-
gation. This form however is also more costly and time consuming since analysing the data 
and being present at the interviews takes more time then by using a closed-end questioner 
by email or phone. (McBurney & White, 2004) 
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Before the interviews, the authors created seven categories where the different answers to 
the questions and follow-up questions would be posted. The seven categories were shaped 
so that they would provide clear answers to the research questions and make the analysis 
easier to conduct. The number (seven) is not important per-se, it was simply the number of 
different topics the authors felt were vital to cover in order to reach complete answers. The 
categories played no important role during the interviews (they were not mentioned at all) 
however it made the analysis easier for the authors since the answers could be grouped to-
gether for better overview of the empirical material. 

The first research question“How do institutional investors define risk – how important is the tradi-
tional beta measure for portfolio managers, are there any other measurements used in practice?”  had the 
following sub-categories: 

 

• Risk definition - Each portfolio manager’s definition of risk is important because this 
is where the thesis has its starting point and creates a foundation for the reader to 
understand how risk is looked upon. 

• The risk variables used and why - To find out what risk variables the portfolio manag-
ers consider in their daily operations is vital to understand their view on risk. This 
will let the authors to compare the theoretical risk measures found in the literature 
with the practical use of them.  

• The view on beta as a risk measure - A discussion about the beta measure will relate the 
portfolio managers’ view on it with the theories supporting and opposing CAPM 
and beta. This will give an explanation of why other risk measures than beta are 
used.  

• The major flaws in the existing risk measures - This part connects the discussion about 
the beta measure with the discussion of the other risk variables used in order to 
find out if there are anything in particular that is lacking in the existing risk meas-
ures, for example if the portfolio manager makes up for some of the portfolio risk 
himself.  

• The risk measures’ accuracy on explaining the true level of risk - This will create a good un-
derstanding of the practical usage of the risk measures, to show if portfolio manag-
ers and/or investors can rely on the risk measures that are produced.  

The sub-categories for the second question “How vital is risk management in portfolio construction 
and how would the relationship between risk and return be characterized?” were: 

 
• The importance and effort devoted at risk management - This category will show the impor-

tance of risk management for portfolio managers, if they focus on reducing risk 
only or increase the exposure when appropriate and if diversification and hedging 
are used decrease the portfolio risk.  

• The connection between risk and return - This will show how well Markowitz’ portfolio 
theories, that risk and return are connected, is employed in the portfolio managers’ 
thinking about return strategies. If they try to minimize risk or maximize the return.   
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The nine chosen respondents received an e-mail, seen in appendix B, explaining the general 
purpose of the thesis and three general questions about the subject so that a brief view of 
the topic would be familiar and necessary preparations could be made. The interviews were 
held individually in Swedish and limited to about 30-45 minutes and took place at the dif-
ferent locations around Sweden (one in Göteborg, two during Aktiespararna’s conference 
in Jönköping and six at head offices in Stockholm). Present were the two authors, armed 
with papers, questions and a tape recorder with an adjustable microphone and the respon-
dent (all males). The respondents were asked if they agreed upon being recorded and pre-
sented with their names and titles in the thesis (all accepted). The aid of tape recorder made 
it possible to concentrate on listening and made it easy to go back and re-listen when the 
interview was over, the downside of this it that it is time consuming both analysing and 
writing the interviews down. 

3.6 Analysis of Collected Data 
The theoretical support for the analysis process is found in Kvale (1997). He creates three 
different stages of how the empirical material should be processed. First is the structured 
level, where the material is actually transferred from audio to visual form by printing the in-
terviews. Once the interviews for this thesis were completed the tape recordings were 
transferred to digital form to a computer and the answers were in turn written down to 
every question asked to that particular respondent.  

The next, demonstrative stage, highlights the important facts within the material and thus 
leave out information which is abundant. Important during this step is to focus on the pur-
pose of the thesis since that determines the important facts. (Kvale, 1997) The written in-
terview answers were then further analysed and irrelevant answers were deleted. Since all 
interview questions were grouped into seven sub-categories the answers from all interview-
ees were sorted under each sub-category as well. This made the presentation of all nine par-
ticipants easier to interpret and compare to each other. This gives the reader a thorough 
understanding of each respondent’s perception of risk and how they differ in their answers. 

The last step is the actual analysing phase which clarifies the respondents’ answers and 
opinions and provides new information and perspective to the authors. (Kvale, 1997) The 
empirical findings presented in the seven sub-categories in combination with the theoretical 
framework build a more thorough analysis. The digital recordings and the original printed 
version of each interview were once again used. This was done since facts otherwise might 
be overlooked in the process of summarizing the interviews during the second step. 

If the authors remained puzzled by any answer or found an answer not being satisfying, 
additional follow-up questions were created and e-mailed to that respondent. The written 
form of these additional questions was chosen since this gave the respondents the oppor-
tunity to think through their answers and be concise so that the same misunderstanding 
would not repeat itself. The final analysis of the empirical material is found in chapter 4. 

3.7 Reliability and Validity 
The trustworthiness of a thesis is very important and this is controlled through the reliabil-
ity and the validity. Reliability is concerned with the findings of the research, that is if 
someone conducting the same research as you can replicate your findings. The validity 
touches upon to what extent the findings can be seen as accurately describing what is hap-
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pening in the situation, will the data found give a true picture of what is being studied. 
(Collis & Hussey, 2003) 

Since the thesis takes a qualitative approach using interviews when collecting empirical ma-
terial, the question of reliability and validity is more complicated. The empirical findings are 
as mentioned before based solely on interviews. These interviews are with individuals who 
can only provide their picture of the story. Another sample of interviewees might generate 
a different result. The authors recognise this problem, but hope that this flaw can be com-
pensated by the number of interviews carried out. If more views can be represented in the 
research the validity increases since it is more likely that this is a true picture of the event. 
This is also connected to the reliability of the thesis. If more objects are interviewed, it is 
more likely that this study is replicable by others; hence the reliability will also be strength-
ened. However, one should keep in mind that it will be hard to reach the exact same an-
swer the authors received to the questions.  

The answers received during the interviews will be interpreted to the authors’ best knowl-
edge. Other researchers might interpret the answers differently and then both the reliability 
and validity might appear weak. However, one should remember that this fact is very hard 
to work around, the result of interviews will always be coloured through the eyes of the in-
terpreter. 

3.8 Presentation of the Participants 
A brief description of the interviewees and their respective firm should provide the reader 
with a clear picture of the empirical background for this thesis. All information is gathered 
from the companies’ webpages and from the interviewees.  

• ABG Sundal Collier: Interview with Lars Söderfjell (date of interview: 2006-03-21), 
Head of Research. ABG Sundal Collier is an investment bank with services such as 
investment banking, stock broking and corporate advisory. It has its origins in 
Norway and currently operates one office in Sweden. It is a research-driven in-
vestment bank with Nordic countries in focus. It is the product of two former in-
dependent investment organisations. (ABG Sundal Collier, 2006) 

 
• Catella Hedgefond: Interview with Ola Mårtensson (2006-03-21), Partner and 

Risk/Portfolio Manager of Catella Hedgefond. Catella Hedgefond is one of 
Catella’s 10 independently actively managed mutual funds with varying risk level 
depending on the clients’ needs. The Catella Hedgefond has a strategy built on fun-
damental analysis complemented with historical stock performances and their cor-
relation. The risk analysis is also a vital part in the hedge fund’s investment strategy. 
(Catella Fonder, 2006) 

 
• Hagströmer & Qviberg Svea Aktiefond: Interview with Viktor Henriksson (2006-

03-20), Strategist and Portfolio Manager for H&Q Svea Aktiefond. H&Q Fonder 
has 12 mutual funds mainly focused at the Swedish and growth markets. Its main 
goals are to provide positive stable returns and beat comparable indexes. The H&Q 
Svea Aktiefond takes large positions in relatively few companies, usually in 15-20 
stocks. The return should by large beat index by thorough research in the invested 
companies, the risk is considered to be higher than average. (Hagströmer & 
Qviberg Fondkommission, 2006) 
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• Kaupthing Bank: Interview with Anders Blomqvist (2006-03-21), Tactical Asset Al-
location and Quantitative Research. Kaupthing Bank Sweden is owned by the Ice-
landic Kaupthing Bank which is among the top ten investment banks in the Nordic 
region. It offers a broad range of financial services such as stock broking, asset 
management, investment banking and retail banking. Its aim is to provide an indi-
vidual relationship so that active and stable management will be prosperous. (Kaup-
thing Bank, 2006) 

 
• Michael Östlund & Company Fondkommission AB: Interview with Max von 

Liechtenstein (2006-03-06), Head of Analysis. Michael Östlund & Company is an in-
vestment company with a broad range of services located in Stockholm. It is run-
ning three mutual funds: Michael Östlund Sverige, Michael Östlund Time and Mi-
chael Östlund Global. The first two funds are combining a momentum strategy 
with active analysis, while the Global fund is an international fund-in-fund. (Mi-
chael Östlund & Company Fondkommission, 2006) 

 
• Seventh AP Fund (AP7): Interview with Richard Gröttheim (2006-03-20), Executive 

Vice President at the Seventh Swedish National Pension Fund, managing the Pre-
mium Savings Fund. Every Swede according to the new pension system created in 
2001, should have the possibility to invest a fraction of their future pension in a 
fund (out of 700 available) of their liking. If however this choice is not actively 
taken, the Premium Savings Fund will automatically invest the money after their 
strategy. (Seventh AP Fund, 2006) 

 
• Simplicity AB: Interview with Hans Bergqvist (2006-03-06), Portfolio Manager and 

Marketing Manager. Simplicity is a relatively young company located in Varberg on 
the Swedish west coast. It has three mutual funds Simplicity Indien, Simplicity 
Norden and Simplicity Nya Europa. Simplicity is using its own investment model 
that is built on a momentum strategy, which is a strategy based on purchasing 
stocks that historically have been performed well. (Simplicity, 2006) 

 
• Spiltan & Pelaro Fonder AB: Interview with Anders Wengholm (2006-03-16), CEO 

and Portfolio Manager of Aktiefond Sverige. Spiltan & Pelaro is located in Västra 
Frölunda on the Swedish west coast. It has two mutual funds: Spiltan & Pelaro Ak-
tiefond Sverige and Spiltan & Pelaro Aktiva. The investment strategy is to use stock 
picking to find undervalued companies that are profitable, have good cash flows 
and dividends. (Spiltan & Pelaro Fonder, 2006) 

 
• Third AP Fund (AP3): Interview with Kerim Kaskal (2006-03-20), Head of Asset 

Management at Third Swedish National Pension Fund. This fund is a so-called 
buffer fund for the Swedish pension system. It was created in 2001 and had in 2005 
a capital base of 192 billion SEK. It should according to law have a low risk, how-
ever secure a long-term high return. Its main objective together with funds number 
1, 2 and 4 is to manage assets to secure income-based retirement pension system in 
Sweden. (Third AP Fund, 2006) 
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4 Empirical Findings & Analysis 
“Great deeds are usually wrought at great risk” - Herodotus, 485-425 B.C. 

(Cited in Fuller & Wong, 1988, p. 52) 

In order to simplify the presentation of the empirical findings only the names of the mutual 
funds’ are mentioned in this section and not the interviewees’ names. If the reader wants to 
refresh ones memory of the participants’ names and the dates when the interviews were 
held, they are presented in section 3.8. Each mutual fund’s name will be written in italic the 
first time it is mentioned in the empirical finding sections, this in order to make it easier for 
the reader to spot the respondents answers. To clarify; the reader should keep in mind that 
sections 4.1-4.5 will help answering the first research question which is: 
 
How do institutional investors define risk – how important is the traditional beta measure for portfolio 
managers, are there any other measurements used in practice? 
 

Similarly section 4.6-4.7 will help answering the second research question.  

4.1 Risk Definition 
Each portfolio manager’s definition of risk is important because this is where the thesis has 
its starting point and creates a foundation for the reader to understand how risk is looked 
upon. 

Empirical findings 
Almost all interviewees had a tough time defining portfolio risk, the most common answer 
was that it could be viewed from several aspects. ABG Sundal Collier gave the typical answer 
by saying that risk is very subjective and that there is no single correct definition of it. 
Catella Hedgefond does not have a stated risk definition, but is quick to shift the conversation 
to the risk measures they use. Simplicity, Kaupthing Bank and Spiltan & Pelaro Fonder have a 
similar view on risk, which is to lose money in absolute terms - not to lose money relative 
to an index. This view is incorporated in Simplicity’s financial goal which is to both beat its 
comparison indexes and also to generate positive returns. Even though Kaupthing Bank 
believes risk is to lose money risk is also volatility of returns. Michael Östlund & Company 
agrees upon the idea of volatility being a good risk definition, because volatile returns make 
their customers face a higher risk and become more dependent on longer investment hori-
zons. AP3 believes risk is everything but the risk-free rate and defines it in several ways; 
absolute risk, operational risk and financial risk. Absolute risk is the preferred choice of as-
set allocation (a benchmark) and this type of risk is increased by for example not knowing 
what positions the fund is invested in or not knowing what you as a portfolio manager is 
doing. The operational risk comes into play when the benchmark has been chosen and is 
increased by deviating from this benchmark by for example by buying more of one asset 
compared to the benchmark. Financial risk is to underperform an index in relative terms or 
generate a negative return in absolute terms. AP7 defines risk similarly to its colleague by 
separating the operational risk from the strategic risk. The operational risk is the same as 
AP3 while the strategic risk is the fluctuations of the fund’s return in relation to the average 
PPM fund. For the average investor however AP7 believes risk is the fluctuation of the re-
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turns, both up and down, hence the variance of returns. H&Q Svea Aktiefond uses tracking 
error as a risk definition.  

Analysis 
As mentioned above all participants had to think through their answers thoroughly of how 
to define risk and most of them believe risk to be very subjective and hard to give just one 
definition to. Five of the interviewees agree to Swisher and Kasten’s (2005) definition of 
risk as generating a negative return and one of them answered that risk is also to underper-
form a benchmark. Both AP funds had split their operations into different risk definitions 
where only the financial risk can be compared to Swisher and Kasten’s risk definition. 
Some of the interviewees’ definition that risk is volatility of returns is according to Bodie et 
al. (2004) not a definition of risk but a measure of the total risk of a stock. 

4.2 The Risk Variables Used and Why 
To find out what risk variables the portfolio managers consider in their daily operations is 
fundamental to understand what tools that are used in practice. 

Empirical findings 
Catella Hedgefond invests in several different asset classes in their portfolio such as stocks, 
bonds and some options and use VaR as a risk variable because it measures the aggregated 
portfolio risk since individual risk cannot be summed. Other risk measures such as tracking 
error or beta have not been considered at all since the fund is not a relative fund which 
makes these risk measures useless. In the interest rate portfolio, a part of the Catella 
Hedgefond, duration and credit risk are used as risk measures besides VaR because the 
credit risk is not captured by VaR. The interest rate portfolio has its own risk level which is 
being close to the duration of its comparable fund and that is another reason why duration 
is used on the side of VaR. On the question if positive variation is risk as well, Catella 
Hedgefond answers that even though other risk variables can be used to measure the 
downside variance only, they use regular VaR with positive and negative variation anyway. 
This is because they believe risk cannot be measured so accurately anyhow, so using the 
simpler VaR with a small confidence interval of 95% and a short time horizon of one day 
generates a risk model good enough. They add on to this by saying that more advanced 
models are not generating a better picture compared to the time and money it costs to pro-
duce them, because when the stock market crashes then all models are wrong anyway.  

AP3 uses both tracking error and VaR, they believe however it is not imperative which one 
to use. The reason for using both is that some fund managers constituting the AP3 portfo-
lio are measured against an index and then tracking error is used, while other fund manag-
ers are not measured against a benchmark and then VaR fits the purpose instead. AP3 be-
lieves VaR works well since it gives rather fast indications of the risk level from the histori-
cal readings, it is basically one of the least bad risk measures. The answer to the question if 
anything is missing in the existing risk variables was similar to Catella Hedgefond, that all 
risk measures have flaws and if something big happens in the market then no one of them 
can handle that, hence no risk measures can over time stand ground. The best would be to 
pick the good parts from all the existing risk measurements and create a risk tool you be-
lieve works.  

Since AP7 has separated their risk definition into two groups, they also use two different 
risk variables. For the operational risk, tracking error is used and it is set by law to be 
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maximum 3%. This percentage is in turn broken down to the individual fund manager level 
and since 70% of the fund is invested in index funds with tracking errors of about 0,5%, 
the rest of the 30% can therefore have a tracking error above 3% as long as the average is 
below 3%. The reason for using tracking error is because it was “best practice” in the busi-
ness five years ago when the fund was created. The strategic risk is measured by the volatil-
ity compared to the average fund in the PPM- system. By law AP7, which people automati-
cally are invested in if not actively choosing an external fund, must have a lower risk than 
the average investment alternative. The average is calculated from the 700 competing mu-
tual funds in the PPM-system, but since one can only invest in five mutual funds at one 
time, AP7 will actually have a lower risk than the calculated average. Beta as a risk measure 
is used to allocate the fund for example to high beta markets where the outlook is more 
positive compared to index in an attempt to enhance the returns. AP7’s ambition is also to 
keep an eye on VaR and start using it more often as a risk measure, especially when the 
managers are constructing beta neutral positions (for example by going short in Nokia to 
buy Ericsson). They argue however that all risk measures have their good and bad sides but 
the ability to measure, accessibility and simplicity are important factors when finding good 
risk variable for a mutual fund. 

Kaupthing Bank uses both volatility and VaR as risk measures. The reasons for using volatil-
ity and VaR are because they are best practise, are easy to use, data is available and it is easy 
to build models from it. Also that Kaupthing Bank can calculate confidence intervals when 
using the variance is in that ratios advantage. Another risk measure that has been consid-
ered is the correlation coefficient, and they are constantly trying to modify their risk vari-
ables to match the type of portfolio. 

Michael Östlund & Company uses the variance of returns as their definition of risk as well as 
their risk measure because the big variations in the portfolio’s return are what determine if 
the customers need a longer or a shorter investment horizon. VaR in contradiction to most 
other interviewees is not used. This is because VaR is built on the assumption that correla-
tion and volatility are relatively stable, which is not true because when something big hap-
pens to the volatility everything breaks down. As a risk variable Michael Östlund & Com-
pany also measures the number periods that do not beat their benchmark which is con-
nected to tracking error and measured against the SAX index.  

Spiltan & Pelaro Fonder and Simplicity do not use any risk variables at all when measuring the 
level of risk in their portfolios. Both companies publish the most common risk variables 
such as standard deviation, tracking error and beta, but both reply that publishing them is 
only for their customer to use at their liking. Spiltan & Pelaro Fonder makes their stand-
point clear by saying:  

”Other mutual funds might use these risk measures (standard deviation as a risk measure), but for me it is 
almost nonsense”  

(A. Wengholm, personal communication, 2006-03-16) 

The reason for Simplicity not to use any risk variables is because they follow their momen-
tum strategy strictly which does not consider the risk in the portfolio and invests only in 
the historically best performing stocks. Whatever risk measures the investment model pro-
duces when investing are just facts to them. Spiltan & Pelaro Fonder’s motive for not using 
any risk variables is that they try to pick undervalued stocks and argue that the risk does 
not need to be measured since you as an investor only cares about the final return. What 
Spiltan & Pelaro Fonder does however is to use safety margins for each stock’s market 
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price. A stock will only be added to the portfolio if the stock price is low enough, in order 
to reduce the risk of experiencing negative returns. These safety margins are built on analy-
sis of the fundamental values of the company, including management, business idea, valua-
tion multiples etc. The risk is minimized by possessing great knowledge of the firms you 
invest in and this cannot be measured by any ratios. 

H&Q Svea Aktiefond uses as they put it the conventional risk measure tracking error, be-
cause it simple and effective. The beta is also considered even though the portfolio is not 
adjusted after the beta value it is considered to be a somewhat good measurement of risk.  

Analysis  
Even though the theories are filled with different risk measures to use for portfolio manag-
ers, it is clear that no matter the type of portfolio, the most common risk measures are 
VaR, tracking error and variance. No mutual fund is primarily using the most theoretically 
used beta measure.  

Despite that Swisher and Kasten (2005) are arguing that a good risk measure should incor-
porate humans’ fear of losses no one is explicitly using this when choosing risk measures. 
Instead the more common argument for choosing a risk measure is that it must be simple 
to use. Catella Hedgefond’s explanation, that really advanced risk models do not make up 
for the time and money it takes to produce them, is similar to Sharpe et al.’s (1999) reason-
ing for beta’s popularity in the theoretical world. They believe beta is so commonly used in 
the theories due to it being so easy to use in comparison to other risk tools. The argument 
that the risk measures are chosen because they are easy to use is in contrary to Byrne and 
Lee’s (2004) idea that risk measures should be chosen to match the portfolio manager’s at-
titude towards risk and not be picked due to theoretical or practical advantages. 

Other mutual funds justify their choices by saying they have selected risk measures that fit 
their type of portfolio. AP3 for example uses tracking error for their portfolio managers 
that are measured against an index and VaR for the external portfolio managers that are 
measured against a benchmark. This is similar to Byrne and Lee’s (2004) study which 
showed that risk measures should preferably match the portfolio manager’s attitude to-
wards risk. Besides the importance of the risk measures being easy to use and should fit the 
type of portfolio three interviewees (AP7, Kaupthing Bank and H&Q Svea Aktiefond) jus-
tified their choices plainly by saying that they are overall accepted in the business.  

Biglova et al.’s (2004) reason for VaR’s popularity is consistent with the interviewees’ mo-
tives, namely once more that it is easy to use. All the interviewees that used VaR measured 
it on a daily basis which can be compared to Kritzman and Rich’s (2002) theories that risk 
must be measured during the holding period and not only at the termination date of the in-
vestment.  

The fact that the volatility of returns is used as a risk measure means according to Bodie et 
al. (2004) that these mutual funds takes into consideration the total risk of the portfolio and 
do not break it down into unsystematic (firm-specific) risk and systematic (market) risk. 
This is consistent with them not using beta as a risk measure since beta takes only the sys-
tematic risk into account (Suhar, 2003).  

The two mutual funds that do not use risk tools at all to measure the risk level do so be-
cause one uses a momentum strategy that does not take into consideration the risk level in 
the portfolio and one only cares about the final return. The fact that Spiltan & Pelaro 
Fonder use safety margins, based on fundamental variables, for the shares they include in 
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their portfolio is similar to Value Line’s safety rankings. The difference between Spiltan & 
Pelaro Fonder and Value Line’s safety rankings is that Value Line incorporates both fun-
damental variables and standard deviation into one risk measure, hence it takes into con-
sideration that the variation of return could be risk as well (Value Line, 2006).  

4.3 The View on Beta as a Risk Measure 
A discussion about the beta measure will relate the portfolio managers’ view on it as a risk 
measure with the theories supporting and opposing CAPM and beta. This will give an ex-
planation of why other risk variables than beta are used. 

Empirical findings 
The ones agreeing upon beta being a useful risk measure were Kaupthing Bank, H&Q Svea 
Aktiefond and the AP7. Kaupthing Bank thinks the theories behind beta, that risk can be 
diversified away, are relevant and that risk can be explained by the size of the beta. H&Q 
Svea Aktiefond’s answer to the question if beta is used as a risk variable was twofold, since 
beta is not considered being a particularly good risk variable but is definitely used as a 
measure of risk. They clarify this by saying that CAPM and beta cannot be trusted on a 
daily basis but perhaps in the long run. At AP7, beta is not a primary risk measure but is 
used to enhance the returns by allocating the portfolio investments to markets where the 
outlook for returns is positive and the beta is higher in an attempt to get the positive ef-
fects of increasing the risk. 

The most critical to beta was ABG Sundal Collier, basically because beta is based on histori-
cal prices. They argue that risk must be measured from the current level and onwards, not 
what has been in the past.  If historical prices are used however to predict future risk some 
adjustments are needed. Michael Östlund Company adds on to the criticism by saying that beta 
rely too much on theoretical assumptions that are not valid in the real world and it is cre-
ated for a world that is much more stable than it actually is. This makes beta not reflecting 
the true risk in a stock or a portfolio. Catella Hedgefond is not using beta because it does not 
fit their type of mutual fund. This is because it is a hedge fund and does not compare itself 
the market. Catella’s reason is somewhat similar to Simplicity and Spiltan & Pelaro Fonder 
since these two are using investment techniques that do not consider the risk level in the 
portfolio at all.  

Analysis 
Three of the interviewees (Kaupthing Bank, H&Q Svea Aktiefond and AP7) believe beta 
to be a good and relevant risk measure and the rest disagree to this or do not use beta for 
different reasons. The firms agreeing with beta consider the theories behind the variable as 
valid and recognise its power to explain risk. This is confirmed in Shukla and Trzcinka 
(1991) and Treynor (1993) concluding that CAPM’s beta has good explanatory power on 
the return.   

The historical figures beta uses for predictions are also the target for critique by the re-
spondents. The respondents’ claim that a measurement based on historical figures never 
can work as a future predicament is in line with Dreman (1992) who believes that the his-
torical data used for prediction is hampering beta as a risk variable. Michael & Östlund 
Company’s critique that beta is build for a theoretical and stable world and that it does not 
capture all the fluctuations in the market since the market is really not that stable is similar 
to Bhardwaj & Brooks’ (1992) research. They are concluding their examination by stating 
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that beta is not air tight since it does not capture the fluctuations of systematic risk as it is 
said to do. This critique is however solved by Hawton & Peterson (1998) who adjust their 
beta by using a dual beta, which is altered dependent on the type of market (bull or bear). 
This is exactly what AP7 aims at doing when they adjust the portfolio to markets with 
higher betas when the outlook for superior returns is good. 

4.4 Risk Measures’ Accuracy on Explaining the Level of Risk 
This will create an understanding of the practical usage of the risk measures, to show if 
portfolio managers and/or investors can rely on the risk measures that are produced.  

Empirical findings 
The answers to this question are divided into two groups, the ones believing risk measures 
reflects the true risk and the ones disagreeing.  

AP3 believes the risk measures reflect the risk in their portfolios and expands the discus-
sion by saying that people in general accept too much risk because the risk-free rate is so 
low. Kaupthing Bank also thinks that the calculated risk variables are trustworthy in reality, 
the risk level they present to their customers is what they use themselves and stand for. 
However many of the customers are really ignorant about risk and do not consider the risk 
levels as careful as they sometimes should do. ABG Sundal Collier also thinks risk measures 
are relevant but points out that the future is uncertain and all risk measures use the history 
to reflect the current risk level even though risk should be forward-looking. Michael Östlund 
& Company and AP7 believe risk measures are relevant. But the government operated fund 
puts in a word of caution by saying that the level of risk is not only dependent on the de-
viations from an index but also the overall market volatility. They clarify this with the ex-
ample that the market’s volatility has decreased the last couple of years and therefore the 
external managers’ risk level has decreased and the tracking error gone down even though 
the deviation from index is the same. But the risk measures are correct in the long-run if 
one believes in mean reverting returns and a trend and one will eventually get paid for the 
risk taken. Catella Hedgefond thinks the risk measures not always reflect the true risk level 
when the market goes from being very volatile to less volatile and opposite because then 
the model is lagging. But other than that the risk variables measure the level of risk cor-
rectly. With deep experiences of how the market works the exact number of VaR is not 
important since you know the level of risk anyway.  

The rest of the interviewees argue that the presented risk measures not always or never re-
flect the true risk level in the portfolios. H&Q Svea Aktiefond is using the risk measures 
mostly for internally purposes, the customers are not that sophisticated. They believe risk 
variables do well in theory but often they feel that the actual portfolio risk is different than 
the actual beta value and the theoretical measurements cannot reflect the accurate risk at all 
times. Spiltan & Pelaro Fonder has a poor understanding of the existing risk variables and 
does not use them at all. Therefore the presented risk variables do not have much value to 
the mutual fund. In their point of view risk variables are generating a sense of false safety 
and make investors believe they are less risky than they actually are. Simplicity believes risk 
variables not always reflect the actual risk levels in their mutual funds. Simplicity exempli-
fies this with the Simplicity Nordic Fund which in fall of 2005 was invested in 30% oil re-
lated stocks (high risk) while the calculated standard deviation was only 12-14% (lower than 
the market). Another example of the risk measure’s inaccuracy and also how the portfolio 
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risk can be perceived differently depending on the client is reflected  by the following 
statement: 

 “Currently we almost warn our private customers to invest in our fund (due to the high risk), but tell 
our institutional investors the opposite - thanks to our great returns and our historically low risk numbers.” 

(H. Bergqvist, personal communication, 2006-03-06) 

Analysis 
Five out of the nine respondents believe their risk measures are accurately explaining the 
true level of risk in the portfolio. All of the respondents using VaR as their risk measure-
ments (Catella Hedgefond, AP3, Kaupthing and to some extent AP7), presented in section  
4.2, believe the risk variables are accurate. The respondents not feeling that the level of risk 
is mirrored in the risk variables do so because the inaccuracy is too great. This is consistent 
with the researchers who claim that CAPM’s beta is not able to capture risk. Researchers 
such as Basu (1977) and Fama & French (1992, 1998) believe instead that valuation multi-
ples are better at explaining the observed risk in relation to the experienced returns. An-
other reason for the disbelief in the risk variables might be explained by Cheng and Wol-
verton’s (2001) study that different risk variables produce totally different results when ap-
plied on the same portfolio, meaning that the interviewees might be applying the wrong 
risk measures. ABG Sundal Collier’s belief that the risk measure should be forward-looking 
instead of using historical data is similar to Dreman’s (1992) idea that beta’s poor risk accu-
racy is because it is based on past volatility.  

4.5 The Major Flaws in the Existing Risk Measures 
This part connects the discussion about the beta measure with the discussion of the other 
risk variables used in order to find out if there are anything in particular that is lacking in 
the existing risk measures, for example if the portfolio manager makes up for some of the 
portfolio risk himself. 

Empirical findings 
For Spiltan & Pelaro Fonder risk is, as mentioned in previous sections, not measured by any 
variables. Since they do not believe in portfolio theory, risk in the theoretical sense, is dis-
regarded because it does not capture what they feel is the true meaning of risk. A reason 
for not using risk variables is because risk is not knowing what one invests in, the manage-
ment and business idea are examples of this risk, which are hard to quantify. Simplicity does 
not use the risk variables either and therefore has no comment of the usefulness of them. 

Catella Hedgefond says that much money can be spent on fine-tuning the models to work 
more accurately. They say however that a very thorough model will work as well as any 
model when the market becomes very volatile. The expensive models are just as good as 
the less expensive since none work in unstable markets: 

“The most advanced risk models are only marginally better than the less advanced since neither of them can 
incorporate the big shifts in the market.”  

(O. Mårtensson, personal communication, 2006-03-21) 

The models Catella Hedgefond uses lag when the market moves from being very stable to 
very volatile making the risk variables not accurate at all times. They feel that the model 
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they use, which is based on historical figures, is relatively good at predicting future move-
ments as well, but that the fact that it builds on historical levels is a flaw. They do not be-
lieve risk lies in the fund manager himself but compared to a regular mutual fund this risk 
is probably greater because a hedge fund manager has a greater freedom when investing, 
for example by going short in stocks.  

Both AP funds experience that there is no risk model that works better than the other be-
cause when the market does something unexpected all models are equally bad. The trick is 
to pick the apples from the pie and create a model which you are satisfied with. The model 
they have chosen fits their purpose well and therefore they are used. At AP7 there are 
mostly external managers, risk is reduced by using similar risk policies and there is barely 
any room for individual performances. At AP3 on the other hand risk is definitely con-
nected to the individual portfolio managers and they have removed managers that have not 
lived up to the expectations. In the discussion about the actual risk variables AP3 says that 
some models are more easy to use and therefore they are more user friendly since data and 
numbers can be calculated from them. However the downside with the risk measures ac-
cording to AP3 is easily understood by the following citation: 

“One cannot se into the future, therefore one can always poke holes in the old risk tools”  

(K. Kaskal, personal communication, 2006-03-20) 

H&Q Svea Aktiefond believes the portfolio manager is replaceable and risk does not lie in 
the manager himself. They feel that the risk models are good in theory but they do not ac-
curately portray the risk at all times, the problem is highlighted in the following statement: 

“The problem is that all models currently are based on historical data, that’s why they are not applicable all 
the time. The ultimate risk measure should be able to see in the future.”  

(V. Henriksson, personal communication, 2006-03-20) 

Michael Östlund & Company’s belief is that the risk tools out there are wrong in their founda-
tion since it is a way to remote control risk using historical data on models which has the 
assumption that both correlation and volatility are stable. They argue that since both 
CAPM and EMH build on these conditions they are not useable, and this is the major flaw 
in the models. Other risk variables use the same principle and therefore there is currently 
no model or tool that can handle the risk concept satisfactory. Michael Östlund & Com-
pany believes there is risk in the portfolio manager which is not incorporated in the risk 
variables.  

Analysis 
The respondents have more or less given similar answers. The risk models are all criticized 
since they are theoretical and build on historical data and that cannot be used to predict fu-
ture readings. Dreman (1992) agrees to this and concludes that past volatilities can not be 
used to predict future risk. The critique from respondents using VaR, that risk models are 
lagging during sudden changes in volatility is supported by Castaldo (2002) since VaR 
builds on stabile liquid markets which sudden volatility changes to ill-liquid.     

Spiltan & Pelaro Fonder, AP3 and Michael Östlund Fonder all believe that risk is also 
something connected to the portfolio manager, this thought is supported by Chevalier and 
Ellison (1999) who says that return performances can be linked to behavioral aspects and 
the quality of the college the portfolio manager attended.  
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4.6 The Importance and Effort Devoted at Risk Management 
This category will show the importance of risk management for portfolio managers, if they 
focus on reducing risk only or increase the exposure when appropriate and if diversification 
and hedging are used decrease the portfolio risk. 

As a reminder for the reader, the following two sections will help answer the second re-
search question which was: 

How vital is risk management in portfolio construction and how would the relationship between risk and re-
turn be characterized? 

Empirical findings 
The respondents can be divided into two groups. One group that actively adjusts the risk 
level by using strategies, objectives and by using risk models to make sure these are fol-
lowed. Their main target is to maximize return given a certain level of risk. The other group 
is less concerned with risk management and prefer to focus on the return only. 

AP3, AP7 and Kaupthing Bank use their risk models and try to act within the given risk 
mandate from the government or their customers, diversification is the common tool and 
they all see it as proven that this method works very well to lower the portfolio risk. Kaup-
thing Bank and AP3 adjust the level of risk depending on market condition since they very 
closely follow the risk from the model, AP7 does not adjust the risk level since they believe 
the market is efficient and cannot be predicted. Kaupthing Bank is dependent on the risk 
willingness of their clients and uses that mandate as a maximum risk level. To benefit from 
a strong market they actively try to change the risk level to improve the returns. The risk 
models are stress tested to simulate what could happen to the portfolio if the market will 
behave differently than expected. Kaupthing Bank trusts their risk models but in the end 
gut feeling comes into play when choosing the input data for the model, because the quality 
of the input determines the quality of the output. Within the government controlled busi-
ness, AP3 feels that risk is not premiered as much as it could be, therefore the risk is very 
closely monitored so that it is kept on the low side. This is according to AP3 potentially 
damaging for the return. AP3 recognises some kind of street smartness and agrees with 
Kaupthing Bank that experience is good to have when judging risk. 

Michael Östlund & Company prefers to minimize risk through tactics and strategy rather than 
deep analysis. This since a too narrow approach will “…not allow you to have the grand 
picture and then you risk the focus of the strategy” (M. von Liechtenstein, personal com-
munication, 2006-03-06). To be in the right sector, chosen according to the strategy, is im-
portant. They use the European stock exchanges and markets they are interested in with 
similar features as the Swedish ones as a crystal ball for the future. This since Michael Öst-
lund & Company believes the European markets are predictors of things to come for the 
smaller Swedish market. They minimize risk by using diversification in different sectors and 
they believe diversification is a tool to lower risk. Since they see clear cycles in the market 
they actively adjust the level of risk in the portfolios, to benefit the most from a strong 
market. Michael Östlund & Company says that gut feeling comes into play a lot when one 
has not done the homework properly, hence when the knowledge of the risk models is 
poor. 

Simplicity says that risk management is not at all a part of their investment strategy which is 
based on buying positive momentum stocks, hence gut feeling is not at all present since 
they strictly follow their automated model. They publish risk variables in their fund reports, 
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but these are never used as control tools and they have no particular values attached to 
them. Simplicity’s investment model will automatically shift to more defensive stocks if the 
market heads south, even though it has some trouble adjusting to changing market condi-
tions. H&Q Svea Aktiefond also shifts to less risky stocks when the outlook for good stock 
returns is diminishing. They do so by using diversification if necessary, but do also allow 
the portfolio to be less diversified and tilted towards certain markets if that is a part of their 
strategy. H&Q Svea Aktiefond does not devote a lot of time on risk management, it is 
more of a safety factor to them. They measure the risk on a daily basis and have a will to 
keep some variables such as tracking error under control, however their main objective is 
to create return for their customers. H&Q Svea Aktiefond points out that H&Q as a com-
pany is cost efficient and does not have the same resources as the AP Funds to allocate to 
risk management. They do not believe gut feeling is present when managing the portfolio 
even though they agree with AP3 that experience is important. 

Since Spiltan & Pelaro Fonder is employing a stock picking technique to find undervalued 
companies and uses safety margins for each stock’s market price, diversification is not used 
to minimize risk. If possible the entire portfolio should be invested in as few undervalued 
companies as possible, about five if possible, otherwise it will be hard to beat index because 
the return created will be close to an index. The risk is reduced by knowledge and not by 
using different markets:  

“The greatest mistake of portfolio theory is diversification. I believe it is better to put many eggs in one bas-
ket. It is important however that these stocks are thoroughly analysed and one is convinced that theses com-
panies will perform well in the future.” 

(A. Wengholm, personal communication, 2006-03-16) 

Spiltan & Pelaro Fonder avoids new companies with less experience of doing business and 
companies that are not profitable, these are viewed as riskier. Since the risk is not found in 
variables or models the risk is not adjusted for after the market conditions, however, the 
safety margins are psychologically adjusted and prepared for sudden movements in the 
market. Spiltan & Pelaro Fonder believes gut feeling plays a role when investing and gives 
their idea of risk management by saying: 

“The investment opportunity should be so obvious that detailed calculations are almost not necessary”  

(A. Wengholm, personal communication, 2006-03-16) 

ABG Sundal Collier’s risk is monitored centrally and kept within their given strategy. They 
argue that diversification is important to reduce risk and has the same strategy as Spiltan & 
Pelaro Fonder, to keep the risk level constant no matter the market type. Catella Hedgefond 
does not try to minimize risk. Their risk strategy depends on how confident they are about 
the market and gut feeling comes into play when managing the portfolio. They actively try 
to adjust the level of risk dependent on the market conditions. Catella Hedgefond uses and 
summarizes their risk management philosophy by saying:  

“The trick is not to take little risk but to take an adequate amount of risk”  

(O. Mårtensson, personal communication, 2006-03-21) 

They believe that diversification between markets works and that it could make individual 
losses hurt less, however they put in the reservation that diversification only functions 
when the market is relative stable. When one market crashes most often the rest of the 
global markets take a beating as well and therefore diversification at those times is not very 
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effective. Derivatives are sometimes used on a small basis in order to adjust the level of risk 
in the portfolio, not to increase the returns.  

Analysis 
The use of risk management differs a lot between the interviewees, mutual funds such as 
Spiltan & Pelaro Fonder and Simplicity do not use risk management at all.  

According to Bodie et al. (2004) risk management tries to quantify the potential for losses 
and take suitable actions depending on the investment objectives, this can be linked espe-
cially to AP3, AP7 and Kaupthing Bank’s strategies. These three mutual funds act within 
their given risk mandates and try to maximize the return based on the level of risk they are 
allowed to take on. Damodaran’s (2005) belief that risk management should adjust the risk 
level dependent on the market condition is shared with almost all interviewees except AP7, 
Spiltan & Pelaro Fonder and ABG Sundal Collier. AP7 and Spiltan & Pelaro justify their 
decisions of not altering the risk levels different from each other. The government oper-
ated fund works with the hypothesis that the stock market is efficient and there is no point 
of trying to predict the market and adjust the level of risk based on those predications. The 
later is in the market to invest in companies that are the most miss priced (undervalued) 
which can be found in both bull and bear markets. AP7’s belief that there is no point in al-
tering the risk because the future cannot be predicted is not shared with Michael Östlund & 
Company since they try to foresee what will happen on the Swedish stock market by look-
ing at the larger European markets.  

The techniques of using hedging described by Bodie et al. (2004) is only used by Catella 
Hedgefond where derivatives are sometimes used. A reason that not more are using deriva-
tives can be that the other mutual funds’ type does not allow them to do so. Diversification 
to decrease the portfolio risk is instead more commonly used according to the interviewees’ 
answers. Grinblatt and Titman’s (2001) explanation of the benefits with diversification, that 
the firm specific risk can be reduced by investing in stocks and markets with low correla-
tion, is strongly agreed to by all mutual funds except Spiltan & Pelaro Fonder that does not 
believe in it and Simplicity that does not use it in their automated investment model. The 
rest replied that diversification is one of the easiest ways to lower the overall risk in a port-
folio. Spiltan & Pelaro Fonder’s belief that diversification is not an effective tool can be 
seen as an extreme case of Damodaran’s (2002) argument that too many securities decrease 
the positive effects of diversification. Damodaran believe however that a portfolio should 
contain at least 20 securities and not as low as five as Spiltan & Pelaro Fonder would like it 
to be. 

Four of the respondents believe that gut feeling plays a vital role when fund managers con-
trol their portfolios. Humans make the market and therefore gut feeling or experience is 
seen as a positive characteristic to have. Standard CAPM theory claims that all investors are 
mean-variance traders, always seeking the most rational decision, Statman (1999) however 
says that many of the investors are not mean-variance traders but rather noise traders. 
These trade according to values and hunches much more than always being rational. Stat-
man’s theories are therefore applicable to the respondents who do confirm that the gut 
feeling is a factor for managers and portfolio risk. 
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4.7 The Connection Between Risk and Return 
This will show the portfolio mangers’ view on portfolio theory, that risk and return is cor-
related.  

Empirical findings 
According to Spiltan & Pelaro Fonder, there is no connection between risk and return. Their 
goal is to deliver value for the customer hence the best return and they are not sure that 
greater returns are necessarily linked to a higher risk level.  

The rest recognise that there is a link between the two, however several question that the 
link is linear or even positive. 

The idea that the link between risk and return is not necessarily linear or positive is shared 
with both ABG Sundal Collier and Michael Östlund & Company. They recognise a relationship 
between the two, but it does not have to be positive. Michael Östlund & Company sup-
ports their view by arguing that even with little risk one can lose a great amount of money. 
Therefore, they believe there is no symmetrical relation between the two. ABG Sundal Col-
lier uses the same reasoning but sees a stronger connection between valuation multiples, 
such as P/E and P/S, and return. 

Catella Hedgefond’s answer is split between the belief that there is a strong connection be-
tween risk and return by saying: 

 “Without any risk one cannot count on earning any return”  

(O. Mårtensson, personal communication, 2006-03-21) 

and also believing the connection is not linear, meaning that the risk can be very high but 
only generate a moderate return. An investor should therefore not assume that a high risk 
level always generate great returns. The reason for the nonlinear relationship is because the 
volatility tends to decrease in bull markets/stocks and increase in bear markets/stocks, 
meaning that poorly performing stocks will be bought when the volatility (risk) is high and 
the return is poor. In practice Catella Hedgefond says that the return is their main focus 
and if there are no good ideas to create return then they will bear any risk in the portfolio 
Kaupthing Bank also sees an obvious connection between risk and return but gives suppor-
tive arguments to the fact that the amount of risk should not automatically be expected to 
generate enormous returns. The risk needs to be sellable (from a funds point of view), oth-
erwise no one should expect to gain from the risk, and therefore just accepting risk will not 
lead to great returns. For Kaupthing Bank risk is the driver since they use VaR and there-
fore tries to maximize the return given the risk level, this goes for AP3 as well.  

Simplicity which has the return as a driver believes there is a strong relationship between risk 
and return and refers to their portfolios’ returns as a proof of this, the high risk level has 
according to them generated the high returns. AP7 recognises the same strong relationship, 
but needs to maximize the return given the by law regulated risk level of 3% in tracking er-
ror: 

“There are no free lunches, with higher expected return comes a higher risk level”  

(R. Gröttheim, personal communication, 2006-03-20) 

H&Q Svea Aktiefond does not believe the theories about taking on any risk will automati-
cally generate high returns and for them risk is a second priority because the return is what 
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matters, their investment philosophy is about selecting the best stocks to create the most 
value.  

Analysis 
The respondents are divided in their answers, from the very firm belief that risk and return 
are strongly linked to the thought that the two are not at all connected to each other.  

Biglova et al. (2004) and Bodie et al. (2004) support the ones that recognize a strong con-
nection between risk and return. The basic common understanding is that if one accepts 
more risk then the return should also be greater. This idea is standard within portfolio the-
ory and connected to the ideas of Markowitz’ efficient frontier. The respondents using 
VaR, are linked to Markowitz’ frontier since they try to maximize return given a level of 
risk. 

Even though most of the respondents believe there is a link between risk and return, some 
of them question it to be linear or positive at all times. This idea contradicts the concept of 
portfolio theory, since it recognizes a strong correlation between risk and return, but it is in 
line with Arago & Frenandez-Izquierdo (2003) who found in their study that risk and ex-
pected return does not have to be linear. The belief given by these respondents is also in 
line with researchers who claim that valuation multiples have stronger relations to return 
than risk variables have. Researchers like Fama & French (1992, 1998), Basu (1977) and 
Bhardwaj & Brooks (1992) all reject the standard idea that risk and return are strongly cor-
related. Instead they found that valuation multiples, such as P/B, P/E, have better explana-
tory power of the return than risk variables do. 

Some of the respondents answered that either risk or return is the driver for the portfolio 
composition. This is confirmed by MacQueen (2002) who says that too many portfolio 
managers, in contrary to Markowitz’ theories are not evaluating risk and return together 
when designing portfolios. 

 

 35



 Conclusion and Final Remarks 

5 Conclusion and Final Remarks 
“Before you try to deal with risk, you had better understand what that four-letter word really means.”  

(Dreman, 1998, p. 138) 

The final section of the thesis presents the conclusion and states the purpose presented in 
chapter 1 as a reminder for the reader and as a quick guide in the following discussion. 

“The purpose of this master thesis is to describe and analyze how institutional investors apply the concepts of 
risk in portfolio management, to illustrate how they work with risk variables in practice and if risk is 
closely linked to return.” 

5.1 Conclusion 
The thesis first objective was to answer the following research question: 

 How do institutional investors define risk – how important is the traditional beta measure for 
portfolio managers, are there any other measurements used in practice? 

 

The nine portfolio managers’ risk definitions are not uniform or clear cut and it took some 
time for all of them to come up with a definition. The definitions vary from being non-
existent to generate a negative return or the variance of returns. Beta as a risk measure is 
according to the empirical findings not very important since none of the portfolio manag-
ers use the theoretically popular beta as one of their main risk measures. As a matter of fact 
only three interviewees believe beta is a relevant risk variable at all, where only one of them 
includes it on a small basis besides other variables. The most popular risk measures instead, 
if any are used, are VaR followed by tracking error and variance of returns. The most 
common reasoning behind the chosen risk measures are that they either are easy to use or 
that they are best practice in the business. Almost everyone believe none of the existing risk 
measures are complete and do not reflect the true level of portfolio risk since most of them 
are based on historical risk levels and/or works best when the market is stable. Most par-
ticipants believed that a combination of the existing risk variables would be make a better 
risk tool and the ultimate risk variable would be one that could see into the future.  

The second objective was to answer the following question: 

 How vital is risk management in portfolio construction and how would the relationship between 
risk and return be characterized? 

The amount of risk management applied when managing the nine mutual funds differs a 
lot, where the two government operated AP Funds and the hedge fund draw attention with 
the most clear cut risk strategies. The other extreme are the portfolios that do not even 
have a risk thinking at all, that only cares about the return. For some portfolio managers 
risk management is not the most important issue, even though risk is considered, for them 
the main target is to generate the highest return.  

The link between risk and return is also viewed differently upon. Most agree that in order 
to earn higher returns one has to take on more risk. It is however important to notice that 
just investing in any high risk portfolio will not automatically generate high returns. Some 
managers question whether the relationship between risk and return is linear and always 
positive.  
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5.2 Authors’ Reflections 
What was first noted by the authors was that none of the nine mutual funds seemed to 
have a stated risk definition even though they all could with ease mentioned the risk tools 
they use. This is almost like knowing that your car is very fast (e.g. large variance) but you 
have not defined speed (e.g. lose money). It is puzzling that the risk definitions are not in-
corporated in any of the nine portfolio managers risk tools since the purpose to monitor 
risk must be to optimize the portfolio allocation and avoid losses. That custom-
ers/investors believe risk is to lose money does not seem to be on the portfolio managers’ 
agenda, only five of them replied that risk is to make losses. The authors had the idea that a 
clear risk definition was important to have in order to be able to know what the suitable ac-
tions should be like in order to minimize the potential portfolio losses. It could be the case 
that risk management is boring in comparison to generating returns and that risk has not 
mattered the last three years with a steadily rising stock market. The question is however 
what will happen if the markets switch into a bear market. Because it is at times when the 
market moves against you that a well defined risk strategy and risk tools will be the most 
valuable. 

The large differences in the amount of risk thinking is partly because some funds such as 
Simplicity use investment strategies that do not take into account the level of portfolio risk, 
but also if the mutual funds are private or government controlled. AP3’s belief that taking 
on a high risk level to generate high returns as a strategy is not being rewarded, might be a 
reason for the government operated funds to be so thorough in their risk management. 
AP3 for example has three risk definitions and AP7 has 2 risk definitions while the rest had 
one or no risk definitions at all. The authors believe however that also the private compa-
nies should have a sound risk thinking since they need to be competitive even in times 
when the markets are bearish. An example of the importance to keep the losses in control 
is that a portfolio needs to increase 100% following a 50% loss just to break even.  

The fact that it seems to be very important to have a risk measure that is easy to use, rather 
than one that works well in times when the market changes its characteristics is important 
to highlight. One would believe that it is more important to have a risk measure that is 
trustworthy and work in all types of markets rather than one being easy to use but not re-
flecting the actual risk at all times or useless when the market volatility changes. One can of 
course argue that the portfolio managers are doing the best of the situation since there cur-
rently is no ultimate risk tool and it is better to use a risk variable at all, even though it 
works best in stable markets. Not using a risk variable at all might be the worst solution 
since a portfolio then might be poorly allocated even in stable markets. Another interesting 
thing to point out, in line with the lack of functioning risk variables in changing markets, is 
the fact that diversification between regions and markets works poorly when one market 
crashes because usually most other markets crashes at the same time. This means that an 
investor should not rely on being heavily diversified if he or she believe the outlook for re-
turns is unstable since the markets are not functioning in isolation from each other. 

The fact that so many of the interviewees use VaR as their risk measure could explain why 
they sometimes feel that the risk measures are off in their accuracy or do not work at all 
times. This is because if all use the same risk model then that risk model might lose its 
strength because all actors will act in similar ways. If that is the case then it will strengthen 
the already current perception that the stock market is guided by a herding behaviour, or 
put differently, following a trend. This type of behaviour contributed to the IT boom and 
is an example of what can happen. In this thesis the respondents often explained their 
choice of risk models as being best practise in the business, meaning that they choose risk 
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models that a lot of other portfolio managers use as well. This might be because they feel 
the security of having all market participants acting in a similar way and no one will be 
worse off if something bad happens. The authors believe this behaviour could be danger-
ous since if the market crashes all portfolio mangers perform poorly. To avoid this situa-
tion investors should look for portfolio managers who use different risk variables that are 
not best practise, since that will avoid the herding behaviour. 

Of all the respondents, only the government controlled AP7 explained that they do not ad-
just their risk measures dependent on the type of market since they believe the market is ef-
ficient and cannot be predicted. It is worth mentioning that the other AP fund (AP3) has a 
totally different view than AP7 does. The authors believe that perhaps AP7 simplifies the 
world and shields themselves from more work and potential problems, but also future 
earnings, by stating that they believe in an efficient market and there is no reason for alter-
ing the risk level. This might be a result of the view presented by AP3, that risk is not re-
warded within the governmental sector and there is no point in actively seeking risky in-
vestments to enhance the returns.  

CAPM has quite many assumptions in order for it to hold. None of the interviewees have 
mentioned this as a reason for beta not to work. The authors understand the idea that beta 
is not used in practice because it uses historical data or because other measures are best 
practice in the business. It is mystifying however why beta has got so much attention in the 
theoretical financial world, it could be because it is so easy to use and calculate. The authors 
however believe more focus should lie on a risk variable that works in practice. Straight-
forwardness as an argument for using a risk variable should never be used, not in theory 
nor practice.  

The authors are somewhat puzzled about the respondents that do not believe risk and re-
turn are very correlated or linear, why they keep measuring risk and risk variables when the 
belief is that these two are not very well connected anyway? Researchers have confirmed 
that the relationship is stronger between certain valuation multiples and return rather than 
between risk variables and return. If there are any doubt amongst the portfolio managers 
concerning the correlation the authors suggest these portfolio managers should focus on 
valuation multiples instead. 

From making this master thesis the authors have generated ideas of the necessary elements 
in a good risk model. The best option would of course be a variable which is forward-
looking, that tries to predict future risk or at least real time risk. This could be solved by us-
ing option pricing which measures expected volatility in a stock. The risk model should 
also focus on downside variance and exclude positive variance as a measure of risk, since 
upside swings generate returns. It should incorporate a psychological factor, because hu-
man feelings and assumptions according to the participants many times affect stock prices. 
The current risk models are not reliable during sudden shifts in market volatility, this is of 
course a flaw that needs to be solved and incorporated and finally, valuation multiples such 
as P/B and P/E (due to their confirmed strong correlation with return) should be inte-
grated in a risk model. 

5.3 Criticism of Method Used 
The authors feel that a few comments about the chosen method are suitable. Criticism of 
the method that was discovered during the work with this thesis will be brought to light. 
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First of all a larger sample would of course give a larger and more extensive empirical find-
ing. The number of interviews in the thesis is still enough to give the reader a general pic-
ture of portfolio managers’ standpoints, but a larger sample would make the thesis even 
more trustworthy and have the ability to generalise about the market with greater ease. A 
lot of time has been devoted for the nine interviews and the authors recognize the addi-
tional amount of work that would be needed for a larger sample. 

Secondly the authors believe that the knowledge of conducting interviews and asking ques-
tions could have been greater. This in order to get the most relevant answers and cut down 
on the unnecessary facts. Although literature was used to expand the knowledge and learn 
more about interviewing techniques, the actual time conducting the interviews was short 
and perhaps not fully developed before the interviews took place. Since it is hard to foresee 
what the empirical findings will look like when using human thoughts and perceptions the 
authors should ideally have made a test run of questions on the subject to learn from in or-
der to improve the process and be aware of unforeseen answers in advance.  

The authors are aware of the fact that this thesis lacks statistical generalisation capability. 
This demands a somewhat different approach when choosing a method, but the capability 
to generalize of the entire market would increase and the result would be able to stand in 
statistical tests.  

5.4 Suggestions for Further Studies 
During the making of this thesis the authors have come across ideas which would further 
deepen the knowledge of risk and its mechanisms. Suggestions for further research are 
therefore presented. 

Sweden has felt strong winds in its sails and the stock market has the last three years been 
rising making the investors in the sampled portfolios well off. Since no trees or stock mar-
kets can rise forever it would be interesting to see how these portfolios perform in a falling 
market based on their concepts of risk and risk management presented. This will show if 
there is a correlation between thorough risk management and small losses and if risk man-
agement automatically changes by shifting the focus from generating return to minimizing 
losses. 

Many of the respondents felt that the existing risk variables cannot be applicable during the 
times when the market’s volatility changes, therefore it would be interesting to conduct a 
research in order to construct a risk variable that actually would be applicable during all 
times, even during sudden shifts in market volatility. This would take risk management to a 
new level since it is during shifts in market volatility that risk variables really come in handy. 
Also the construction of a risk variable that could account for the psychological effects in 
the market would be very useful, since most interviewees agreed to the fact that psychology 
plays a role in asset pricing.  

Since most risk variables are using backward looking historical data the risk levels in a port-
folio will never reflect what will happen in the future and some of the portfolio mangers 
believed the inaccuracy of the risk measures was due to the fact that historical data was 
used. But since future risk is what matters to investors the authors believe it to be interest-
ing to conduct a study where a forward looking risk measure was attempted to be created.  

Lastly it would be interesting to make a larger study combining a qualitative and a quantita-
tive study to check how the different portfolios that are using different risk tools actually 
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perform in both bull and bear markets over periods of time. This will show what risk vari-
ables that generate the highest return and which ones that work the best in bull/bear mar-
kets. It would also be appealing to make a study by grouping the different types of mutual 
funds and sample several portfolios from each type and make comparisons. By doing this 
kind of study the authors would provide further clarity to the different views on portfolio 
risk  
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Appendix A 
 

Graphical explanation of CAPM  

 

 

Capital Market Line (Wikipedia, 2006) 

 

All possible investment decisions can be plotted in a mean-standard deviation diagram, see 
the figure above. The part inside the boundary in the figure represents the portfolios that 
can be created from risky stocks. The upper boundary is called the Efficient Frontier be-
cause it is the most efficient trade-off between risk and return. Any portfolio that is not ly-
ing on the Efficient Frontier is taking on risk that it is not rewarded for. The optimal port-
folio to invest in is the point where a straight line from the risk-free rate is tangent to the 
Efficient Frontier (from now on called the Capital Market Line, CML). The tangency port-
folio only contains risky securities and the closer to the risk-free rate along the CML the 
less risky stocks the portfolio contains in exchange for risk-free investments. The fraction 
among the risky stocks always remains the same however no matter where on the CML an 
investor chooses to be on. So going back to the CAPM assumption that all investors will 
hold the optimal risky portfolio only differing in the portion of risk-free securities, depends 
on ones risk aversion. Since everybody will hold the optimal portfolio it becomes the mar-
ket portfolio because it will contain every possible security. Hence all investors will be in-
vested in the exact same securities with the exact same quantity in each security, and this 
quantity is equal to the market value of the stock divided by the total market value of all 
stocks. (Bodie et al. 2004) 
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Appendix B 
 

Letter sent to respondents agreed to participate  

Hi xx 

We are two students from Jönköping International Business School and we are writing our 
Master thesis within finance about the view on portfolio risk. In our bachelor thesis, we 
disregarded beta as the only risk measurement and we are now curious of how institutional 
investors view and handles risk (we shall also discuss return). Our suspicion, as I men-
tioned over the phone is that the theories are not always practically applicable. The aim 
with the thesis is to be able to compare theory with practise and create a deeper knowledge 
about the risk concept. 

The questions will touch upon the following; How do you define risk, do you use any risk 
variables, if so- which? The connection between risk and return, do you try to vary the risk 
in Bull/Bear markets? Do you feel that the theories reflect the true/actual level of risk in 
your work? 

There will be simple follow-up questions to theses as well.    

We are looking forward to the meeting the day month. We can have an open discussion 
about the exact time and location. 

Regards 

Jakob Sellgren    &   Rickard Karlström 
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Brev skickat till de som accepterat intervju  

Hej xx 

Vi är två studenter på Jönköping International Business School och skriver en magister 
inom finansiering som handlar om synen på aktie/portföljrisk. Uppsatsen i korthet handlar 
om synen på portföljrisk. I våran kandidatuppsats kunde vi avfärda beta som enda riskvari-
abel och är nu nyfikna på hur institutionella investerare praktiskt ser på risk (avkastning 
kommer också att diskuteras), vi misstänker som jag sa att teorierna inte överensstämmer 
med praktiken. Målet med uppsatsen är att vi ska kunna jämföra teorier med praktiken för 
att få en djupare förståelse för riskbegreppet.  

 Frågorna kommer att vara i stil med: Hur klassificerar ni risk, använder ni några som helst 
riskvariabler, om så - varför, varför inte? Kopplingen mellan risk och avkastning, försöker 
ni variera risken i bull/bear markets? Tycker du teorierna speglar den verkliga/faktiska ris-
ken i ert arbete? Till dessa kommer enklare följdfrågor.  

 Vi ser framemot mötet den dag månad. Vi kan ha en öppen kontakt gällande exakt tid och 
plats. 

 Med vänliga hälsningar 

 Jakob Sellgren   &  Rickard Karlström 
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Appendix C 
 

Questions used during the interviews 
 
Questions belonging to the first research question 

 
Risk definition 
 How do you define risk? 
 What is risk, (is it to lose money, under perform an index, is it unforeseen events, is 

it future)? 
 

The risk variables used and why 

 What risk variables are you using?  
Why do you feel these provide a better picture? 

 Have you considered other variables? 
Why are these not used? 

 
The view on beta as a risk measure  

 How do you support your position on beta? 
What is your view on assumptions that beta is build upon? 
 

The risk measure’s accuracy on explaining the true level of risk  

 Do you feel that the risk variables used provides an accurate risk picture (elabo-
rate)? 
Do you feel that the output number is relevant to use and are you using it to man-
age the portfolios? 

 

The major flaw in the existing risk measures 

 Would you agree that risk is something just connected to each analyst and not really 
found in any measurable variable? 

 If you could create a risk measurement, how would it function? 
 Do you believe that behavioral finance with its softer approach, measuring other 

aspects, can contribute to a new risk model? 
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Questions belonging to the second research question 

The importance and effort devoted at risk management 

 Is risk an important part of the investment decision (how)? 
 Can the “gut feeling” be important when investing and do you think it is present? 
 Is the risk level prioritized in an investment (why/ why not)? 

 

How risk minimized/adjusted for 

 Do you adjust your risk variables (if any) during a positive market/ negative mar-
ket? 

 How do you minimize risk? 
Is it through hedging, diversification etc? 

 Would you agree with the statement that one is riskier when diversifying, and a true 
risk minimizing strategy would be to put “all eggs in one basket”? 

 Does investment horizon matter for you (why)? 
Do you adjust the risk level depending on the time (why)? 

 
The connection between risk and return 

 Do you agree with the statement that risk is connected to return (why/why not, 
elaborate)? 
If yes, then wouldn’t high return come automatically if one just took on high risk?  

 In your firm, is the return potential a driver of risk or is it vice versa? 
 Is the goal to maximize return or to minimize risk? 
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Frågor som användes under intervjuerna  
 
Frågor som tillhör den första frågeställningen 
Risk definition 

 Hur definierar du risk? 
Vad grundar sig det ställningstagandet på? 

 Vad är risk, (är det att förlora pengar, att ”underperform” mot ett index, är det 
oförutsedda händelser, är det framtiden etc)? 

 Tycker du att volatilitet är ett bra riskmått? (varför/varför inte) 
 
De använda riskvariablerna och varför  

 Vilka riskvariabler använder ni? 
Varför anser du att dessa ger en bra risk bild? 

 Har ni övervägt andra variabler? 
Varför används inte dessa? 

 Vilken modell använder ni för att analysera aktier? 
 
 Betas roll som riskvariabel  

 Vad grundar sig ert ställningstagande rörande beta på? 
 Anser du att beta diskriminerar positive avkastning? 

Vad anser du om alla de förutsättningar som beta grundar sig på? 
 

Riskvariablernas applicerbarhet och förmåga att förklara den verkliga risknivån 
 Anser du att riskvariablerna som ni använder ger en sann bild av risknivån (utveck-

la)? 
Anser du att det givna risktalet är relevant och använder ni det i er aktiva portfölj-
hantering. 

 Existerar egentligen bara risk under fallande marknader? 
 

Riskmodellernas brister 

 Skulle du hålla med om att risk är något som är knutet till varje analytiker och 
egentlige inte något som syns i modeller? 

 Om du kunde skapa ett eget riskmått, hur skulle det fungera? 
 Tror du att ”behavioral finance” med dess mjukare tillvägagångssätt, som mäter 

andra mer psykologiska aspekter, kan bidra till nya riskmodeller? 

 50



 Appendix C 

Frågor som tillhör den andra frågeställningen 

Energin som är tilldelad riskhanteringen 

 Justerar ni riskverktygen (om något) under en positiv/negativ marknad? 
 Är risk viktigt i ett investeringsbeslut (hur)? 
 Kan ”magkänsla” vara viktigt i investeringar och tror du att det används? 
 Är risknivån prioriterad i investeringsbeslut (varför/varför inte)? 

 

Så minimeras/justeras risk 

 Hur minimerar ni risk? 
Hedging, diversifiering etc? 

 Skulle du hålla med om uttalandet att man har accepterat mer risk när man diversi-
fierar och att en sann risk minimerings strategi istället vore att placera ”alla ägg i en 
korg”? 

 Vilken är er investeringshorisont (varför)? 
Spelar investeringshorisonten någon roll för er? 

Justerar ni risken aktivt efter tidshorisonten? 

 

Sambandet mellan risk och avkastning 
 Håller du med om uttalandet att risk är knutet till avkastning (varför/varför inte, 

utveckla)? 
Om ja, skulle en investerare då inte automatiskt kunna få hög avkastning genom att 
acceptera hög risk? 

 I er firma, är avkastningens potentialen drivkraften för risk eller är det tvärt om? 
 Är målet att maximera avkastningen eller är det att minimera risken? 
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