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Investors continually look for ways to understand and identify risk 
in their portfolios. One of the ways investors try to control risk is by 
looking at the ratings that investment providers attach to their 
funds. But where do these risk ratings come from? What do they 
mean and can they be trusted over the long-term?

it is important to help you understand a key distinction between 
funds that are simply risk rated, and funds that actively try to hold 
a fund within a given risk band no matter what.

Risk rated versus risk targeted

Sometimes the industry press coverage doesn’t explain the 
difference between a fund that carries a basic risk rating and 
a fund that is actively ‘risk targeted’. But there is a notable 
difference between the two.

Any fund can receive a ‘risk rating’ from a (preferably 
independent) risk profiling agency based on the fund’s holdings 
at a given date and time. However, very few funds explicitly set 
out to maintain this rating over time. Normally, investment funds 
have other targets, such as delivering income or beating their 
stated benchmark.

Over time, they either succeed or fail in meeting these targets.
Either way, as they buy and sell securities in pursuit of their 
target, the portfolio changes and can drift away from its original 
portfolio rating. As a result, investors need to stay alert to ensure 
that any fund they have invested in hasn’t changed so much 
that it’s no longer appropriate for them.

In contrast, ‘risk-targeted’ funds aim to maintain their risk level, 
or match a specific risk profile, over time. The managers of 
these funds aim to build a portfolio that delivers investment 
returns while remaining true to a particular risk profile. Doing this 
successfully requires the fund to adapt over time by adjusting 
the fund’s mix of holdings in the face of developing economic 
and market trends. For example, if they want to add risk in pursuit 
of attractive returns in one particular of investment, they can 
reduce risk in another so that the overall portfolio stays within a 
given risk band. That way investors will always know where they 
stand with regards to risk in a fund.

Delivering performance versus 
managing risk 

Risk-targeted funds should aim to deliver the best return possible 
within stated risk parameters including how much the fund’s 
price will fluctuate, as well as how exposed it is to the possibility 
of big falls. The risk-targeted element provides investors with the 
comfort that the strategy will remain aligned to their willingness 
to accept risk in pursuit of return. Ultimately, the main risk that 
investors are interested in is the risk of losing money and risk-
targeted funds must seek above all to generate the best possible 
long-term return within their risk parameters.

Proactive risk targeting versus 
passively following a risk profiler 

Different risk profiling agencies have their own strengths, 

weaknesses and methods, making sweeping generalisations 

difficult. However, blindly following a risk profiler could lead to 

unexpected outcomes. There is no ‘right’ way to meet a given 

set of investment objectives. Risk is complex and has to be 

analysed in a number of different ways. The key is to recognise 

this and not just rely on a simplistic view of past performance to 

guide future investment decisions.

One of the lessons from the 2008 financial crisis, however, was 

that it’s possible to rely too heavily on risk models that are based 

on simplistic assumptions. At times of market turmoil – which is 

exactly when you need them the most – these models tend to 

break down. In the real world, risk doesn’t obey rules.

One way to make historical data more useful is to stress test it 

with what ‘might’ have happened, not just what ‘did’ happen.

A robust process will do this by random sampling ‘slices’ of data 

from different periods of market history, re-ordering these again 

and again to create thousands of historic possibilities based on 

real data. But whatever you do, no static portfolio mix, no matter 

how sophisticated, can take account of every market scenario.

Therefore, actively and dynamically adjusting the fund’s blend 

of assets in response to risk events is crucial to maintaining a risk 

target, as well as enhancing investor returns.

The rise of risk-targeting

Risk-targeted funds represent the next generation of investment 

solutions, and it’s no surprise that they have grown in both 

number and size. With increased competition among fund 

providers, these are exciting times for investors who should 

ultimately benefit from stronger returns and products that meet 

their needs in terms of the level of investment risk they are willing 

to take.

If these funds succeed in being consistent with specific risk 

profiles, investors will have peace of mind that, as long as the 

investor’s attitude to risk doesn’t change, the funds should 

remain suitable.

For more information about Legal & General Investment 

Management, contact your Succession Group Financial Planner.
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