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Market overview 
Financial markets around the world have had a volatile start of the year. In US, equities had its worst monthly performance in 12 months 
mainly because of not as good as investors expected earnings season. In contrast, European equities had its best monthly return in nearly 
4 years as expectations about additional stimulus from the European Central Bank (ECB) helped boost confidence across the region. Bond, 
commodity and currency markets were quite volatile as well. Nevertheless, equities seem to remain attractive as US growth and central 
banks liquidity worldwide continue to remain supportive for riskier assets. 

Stock market performance* Major events and expectations 

USA  
(S&P 500 index, USD): 

-3,1% in January 

-3,1% YTD 

+85,8% in 5 years 

 
Europe  
(MSCI EURO, EUR): 

+7,1% in January 

+7,1% YTD 

+30,8% in 5 years 

 

Eastern Europe 
(MSCI EM Eastern Europe, USD): 

-2,1% in January 

-2,1% YTD 

-44,7% in 5 years 
 
Asia  
(MSCI EM Asia, USD): 

+2,4% in January 
+2,4% YTD 

+24,1% in 5 years 
 

Latin America 
(MSCI EM Latin America, USD): 

-6,3% in January 
-6,3% YTD 

-31,8% in 5 years 

In US, the outlook for interest rates looks set to continue to drive market sentiment over the coming months, 
with the first rise still widely expected to take place in the middle of the year. After last Federal Reserve Bank 
(Fed) monetary policy board meeting the central bank made a couple of alterations to its language which reflect more 
positive picture of the domestic economy. However, the Fed recognized that inflation in US had fallen further below its 
long-term objectives (but expects inflation to rise gradually towards 2% over the medium term) and referred concerns 
about international developments over the global economy. This could lead to the Fed becoming more cautious about 
normalizing monetary policy but mid-year interest rise continues to look likely. Latest GDP data confirmed that US 
economic growth slowed to an annualized pace of 2,6% in the Q4, from 5% in the Q3. Corporates continue to report 
Q4 results which have been lackluster till now with many companies citing concerns over the impact of the strong 
USD. On the other hand forward-looking economic data like consumer confidence are showing positive signs.   

ECB launches an expanded bond purchasing programme which is more forceful than expected. Aside from 
asset-backed securities (ABS) and covered bonds, the ECB will start buying bonds issued by euro zone government 
bonds and European institutions totaling EUR 60 billion per month (EUR 40 billion in government bonds) in a period 
from March 2015 to September 2016. If euro zone inflation has reached the bank’s target of 2% before this (lately 
deflation concerns increased as the prices in euro zone fell 0,6% in the year to January), these purchases can be 
ended earlier, but if it has not risen to this target by September of next year, the programme can be extended. The 
ECB’s measures are aimed not only at boosting inflation, but also increasing economic growth. Uncertainty over 
Greece and concerns over deflation may continue to hold markets back, but investors hope that ECB’s QE will increase 
demand for higher yielding assets, including company shares, while boosting business and consumer confidence 
across the euro zone. Currently we see that expectations of QE and announced fact about QE in Europe helped boost 
confidence across the region. It coincides with stronger credit demand which is highest since September 2006. 

The success of radical party Syriza in Greece elections did not shake financial markets; the perception is that 
Greece and the rest of the European Union will reasonably seek compromise solutions regarding the country’s 
loans and fiscal tightening. Large majority of Greeks support continued euro zone membership and that the 
consequences of a “Grexit” from the currency union would be devastating. However, Greece national debt of nearly 
180% of GDP should give Greece’s lenders (mainly the ECB, other euro zone countries and the International Monetary 
Fund) very little hope of getting back all the money they have lent. There should thus be some room for debt relief. 

Elsewhere in the world. Swiss National Bank (SNB) surprised with decision to remove CHF peg against EUR. As 
a result, CHF gained about 30% against EUR and USD shortly afterwards. However, the CHF was tending to weaken a 
bit towards the end of January on speculation that the SNB would intervene to weaken the CHF. Russia’s credit 
rating was lowered to junk status (BB+), by Standard & Poors, while the Russian central bank unexpectedly 
dropped its key interest rate from 17% to 15% in an effort to support the collapsing RUB and curb inflationary 
pressures. There is a risk that this rate cut came too early, since inflation expectations are not yet under control. The 
Reserve Bank of India surprised investors by cutting interest rates from 8,0% to 7,75% with a hope to a boost 
to weak domestic demand and investment; further rate reductions are possible in the coming months. 

* More information regarding indexes’ performance can be found at the end of the document

Impact on product groups of different risk categories 

Product group Impact during the last month and expectations looking forward 

Conservative 
(low risk) 

Declining oil prices together with still fragile growth environment worldwide (especially in Europe) are pressing inflation 

expectations lower. As a result, low risk government bond yields are on a continued downside pressure. More and more 

government bonds enter the negative yield territory. However, government bond yields will probably remain at record lows for 

a while because of uneven pace of global recovery and low global inflation, but probably not for very long given expectations 

of improving global growth and Fed interest rate hikes. 

Balanced 
(medium risk) 

The first month of this year was great for our balanced medium risk portfolios mainly because of taken advantage in the rise 

of European equity markets. Expectations for high risk investments within balanced portfolios are covered in high risk part. 

Looking ahead, in the medium risk bond market – high yield (HY) bonds – shorter duration HY bonds appear to be the most 

attractive fixed income investments. However, the oil price decline has created uncertainty in the American HY market, which 

includes a large element of oil companies, while European HY bonds will provide lower yield but a more stable trend. Although 

we believe that global HY bonds will outperform IG and government bonds over the coming 12 months but we regard equities 

as relatively more attractive. 

Aggressive 
(high risk) 

High volatility in equity markets continued at the beginning of 2015 with a poor 

performance in US and superb in Europe. However, assuming persistently 

strong US economic growth, a supply of liquidity from central banks and 

cheaper energy, there are reasons to expect stock markets to continue 

climbing. A long-lasting upturn will also require support from corporate 

earnings. The ECB’s launch of expanded bond purchases looks set to support 

riskier assets in financial markets in the short term, and a weaker EUR will 

benefit euro zone exporters. We prefer broad investments in global equities. 

Among emerging markets, we continue to see the best potential in Asia 

(stimulus measures and other reforms suggest attractiveness in China). 
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Monthly theme 

Understanding investment risk 

In general, risk is all around us, and we all take risks every day. Some 

risks are more apparent than others. For example, skydiving is quite 

obviously a risk, but the danger of being struck by lightning is not so 

obvious. Risk is multidimensional with many factors interacting. For 

example, some people consider driving a car risky, while others do 

not seem to mind driving but do not like flying in an airplane, even 

though statistics show that it is far less likely to get into accident 

flying by plane than driving a car. In the investment world, simply 

stated, risk means uncertainty of what will happen with money you 

invested. It refers to the possibility that you will lose your investment 

or that an investment will be less profitable than you expected. In 

other words it can be stated that risk is the degree of probability that 

an investment will make or lose money. In this article you will find 

more about what is investment risk and how to understand it to 

make more educated investment decisions. 

Fundamentals 

When you invest money, you plan to make more money than you 

invested or, more accurately, earn a return. And here comes a 

fundamental principle in investing – risk and return are directly 

related. As risk increases, the potential for return increases. In other 

words, the higher the desired return, the greater the uncertainty about 

the end result. And you have to admit it trying to obtain higher return. 

Conversely, if you want a more certain outcome and lower risk, you 

may have to accept lower potential return. It is called risk and return 

trade-off. You generally must trade off a higher potential return in 

exchange for lower risk. Historically, investments with greater risk 

have tended to provide higher returns (though past results are no 

guarantee of future returns). The more aggressive you are as an 

investor, the more risk you take, and the greater chance you may have 

to earn a potentially higher return (assuming any return is earned at 

all). Conversely, the more conservative you are as an investor, the less 

risk you take, and the less potential you have to earn a high return 

(though you are also less likely to lose your investment). 

Another important to understand fundamental is the relationship 

between risk and time. Generally speaking, the longer your time 

horizon (the length of time that you plan to remain invested), the more 

aggressive you may be able to be by investing in higher-risk 

investments. This is because the longer you can remain invested, the 

more time you will have to ride out fluctuations in the hope of getting 

higher return over that time (of course, there is no assurance that any 

investment will not lose money). 

Risk measurement 
The uncertainty about the outcome of an investment means that 

investment risk refers to the way the price of an investment fluctuates 

or changes in value from time to time – its price volatility. Generally, 

the higher the volatility, the greater the uncertainty about the outcome 

of your investment, and the greater the potential risk involved. Within 

this framework, there are multiple ways of viewing risk and measuring 

it.  

Measuring risk involves the use of mathematical tools and techniques 

which assumes that volatility increases your risk of loss. A well-known 

and widely used technique of risk measurement is viewed as being 

two-sided; the greater an investment's deviation from an anticipated 

return – up or down – the riskier it is assumed to be. This technique is 

a part of the theory which is called Modern Portfolio Theory (MPT) – 

the basis of portfolio management process articulated from 1950s till 

current days. The method of calculating deviations is called standard 

deviation. For example, an investment whose rate of return never 

varies at all has a standard deviation of zero. An investment whose 

rate keeps varying, but always lies exactly 10 percent away from the 

average rate, has a standard deviation of 10 percent. Generally, the 

greater the standard deviation, the more variable the return and the 

riskier the investment. Standard deviation is usually calculated on 

annual basis and is used to gauge how far away from the average the 

return rate for any one year in the future is likely to be. 

However, a concept sometimes referred to as Post-Modern Portfolio 

Theory (PMPT) also has begun to receive attention. It focuses primarily 

on downside risk: the possibility of loss, or of not meeting a specific 

investment target. This approach tends to estimate the statistical 

likelihood of a negative outcome for example, the probability that an 

investment would lose more than 5% during one year. This method is 

called value at risk (VaR). 

How to reduce investment risk? 
One of the most common ways to reduce investment risk is to develop 

a portfolio of investments that is balanced in terms of the types of 

assets in which you invest. In other words, it can be compared with a well-

known saying – don't put all your eggs in one basket. This is known as 

diversification. Diversification is known as the practice of spreading money 

among different investments to reduce risk. According to MPT, a portfolio 

that mixes a variety of asset classes generally has a lower risk for a given 

level of return than a portfolio that consists of only one of those classes, or 

a portfolio whose assets are highly correlated and tend to behave in similar 

ways. By including asset classes with investment returns that move up and 

down differently under different market conditions within a portfolio, you 

can protect against significant losses. Diversification works because it 

broadens your investment base (though it cannot guarantee a profit or 

protect against a possible loss). 

Diversifiable and undiversifiable risks 
As in your day-to-day life, risks are prevalent in the investment world, and 

some are more apparent than others. Each investment is subject to all of 

the general uncertainties associated with that type of investment. These 

are known as systematic risks. Risk also arises from factors and 

circumstances that are specific to investments in particular company, 

industry, or asset class. These are known as unsystematic risks.  

Systematic risk is caused by economic, social, and political factors. This 

type of risk is inherent to the entire market and is both unpredictable and 

impossible to completely avoid. It is called undiversifiable risk because it 

cannot be fully mitigated through diversification. Interest rate changes, 

inflation, recessions and wars all represent sources of systematic risk 

because they affect the entire market. 

Unsystematic risks are associated with factors particular to the underlying 

company or industry, and can be reduced by diversification. By owning 

stocks in different companies and in different industries, as well as by 

owning securities in other asset classes such as bonds, investors will be 

less affected by an event or decision that has a strong impact on one 

company, industry or asset class. Few examples of unsystematic risk 

include a new competitor, a management change or a regulatory change. 

Bottom line 
To sum-up, the relations between risk, return and time that was mentioned 

within this article could be showed as in the picture below. 

 

 

 

Same as you cannot live without taking some risks in your day-to-day life, 

every investment carries some degree of risk as well. The more volatile an 

investment is – the more unpredictable its returns – the riskier it is 

generally considered to be. On the other hand, it could reward you with 

higher long-term returns. Since you cannot totally eliminate risks when 

investing, the best you can do is to understand and manage them as much 

as possible. 

Finally, it is worth to add that when evaluating risk, there are two important 

elements to understand. The first is the investor's own ability to tolerate 

risk, and the second is the risk of the investment itself. More on this in next 

month’s newsletter. 

Sources: Forbes, FlexScore, Investopedia, Besley and Brigham, “Principles 

of Finance” (3
rd
 edition) 
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Terminology explanation 

Terminology used Explanation 

Asset-backed security (ABS) A financial security backed by a loan, lease or receivables against assets other than real estate and mortgage-

backed securities. For investors, asset-backed securities are an alternative to investing in corporate debt. 

Covered bonds Covered bonds are securities created from either a pool of private or public sector loans. Covered bonds are 

similar to mortgage and asset-backed securities in many ways.  

Gross Domestic Product (GDP) The monetary value of all the finished goods and services produced within a country’s borders in a specific time 

period, though GDP is usually calculated on an annual basis. It includes all of private and public consumption, 

government outlays, investments and exports less imports that occur within a defined territory. 

Diversification In finance, diversification means reducing risk by investing in a variety of assets. The rationale behind this is 

that a portfolio of different kinds of investments will, on average, pose a lower risk than any individual 

investment found within the portfolio. 

Duration A measure of the sensitivity of the price of a bond to a change in interest rates. Duration is expressed as a 

number of years. Rising interest rates mean falling bond prices, while declining interest rates mean rising bond 

prices. The duration number is a complicated calculation involving present value, yield, coupon, final maturity 

and other features. Fortunately for investors, this indicator is a standard data point provided in the presentation 

of comprehensive bond and bond mutual fund information. The bigger the duration number, the greater the 

interest-rate risk or reward for bond prices.  

Deflation A general decline in prices of goods and services. Deflation can be caused by a reduction in the supply of 

money, also by a decrease in government or personal spending. The opposite of inflation, deflation has the side 

effect of increased unemployment since there is a lower level of demand in the economy, which can lead to an 

economic depression. Central banks attempt to stop severe deflation, along with severe inflation, in an attempt 

to keep the excessive drop in prices to a minimum. 

International Monetary Fund 

(IMF) 

The IMF is an organization of 188 countries whose stated objectives are to promote international economic co-

operation, international trade, employment, and exchange rate stability, including by making financial 

resources available to member countries to meet balance of payments needs. The IMF provides technical 

assistance and training for countries requesting it. 

Investment grade bonds,  

high yield bonds 

Investment grade bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively low risk 

of default. High yield bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively higher 

risk of default than investment grade bonds. Because of the higher risk of default, these bonds pay a higher 

yield than investment grade bonds.  

Two main credit rating agencies Standard & Poor’s (S&P) and Moody’s, use different designations consisting of 

upper- and lower-case letters ‘A’ and ‘B’ to identify a bond’s credit quality rating. S&P designations of ‘AAA’ and 

‘AA’ (high credit quality) and ‘A’ and ‘BBB’ (medium credit quality) are considered investment grade. Credit 

ratings for bonds below these designations (‘BB’, ‘B’, ‘CCC’, etc.) are considered low credit quality, and are 

commonly referred to as high yield or “junk bonds”. 

Standard deviation In finance, standard deviation is applied to the annual rate of return of an investment to measure the 

investment's volatility. Standard deviation is also known as historical volatility and is used by investors as a 

gauge for the amount of expected volatility. 

Systematic risk Systematic risk is caused by economic, social, and political factors. This type of risk is inherent to the entire 

market and is both unpredictable and impossible to completely avoid. It is called undiversifiable risk because it 

cannot be fully mitigated through diversification. Interest rate changes, inflation, recessions and wars all 

represent sources of systematic risk because they affect the entire market. 

Unsystematic risk Unsystematic risks are associated with factors particular to the underlying company or industry, and can be 

reduced by diversification. By owning stocks in different companies and in different industries, as well as by 

owning securities in other asset classes such as bonds, investors will be less affected by an event or decision 

that has a strong impact on one company, industry or asset class. Few examples of unsystematic risk include a 

new competitor, a management change or a regulatory change. 

Value at Risk (VaR) Value at risk, often referred to as VaR, measures the amount of potential loss that could happen in an 

investment or a portfolio of investments over a given time period. 

Yield The income return on an investment. This refers to the interest or dividends received from a security and is 

usually expressed annually as a percentage based on the investment's cost, its current market value or its face 

value. 

 

Stock market indexes performance information covering the immediately preceding 5 years till 31 January, 2015 

Region Index Currency 
Performance 

2010 2011 2012 2013 2014 12 months 2015 YTD 

USA  S&P 500 USD 12,8% 0,0% 13,4% 29,6% 11,4% 11,9% -3,1% 

Europe  MSCI EURO EUR -2,2% -16,5% 15,6% 19,6% 2,3% 12,6% 7,1% 

Eastern 

Europe 

MSCI EM 

Eastern Europe 
USD 13,7% -23,3% 13,2% -2,9% -40,0% -35,6% -2,1% 

Asia  MSCI EM Asia USD 16,6% -19,1% 18,1% -0,2% 2,5% 10,3% 2,4% 

Latin 

America 

MSCI EM Latin 

America 
USD 12,1% -21,9% 5,4% -15,7% -14,8% -11,7% -6,3% 

 
The above information is provided for informational purposes only. The information does not constitute investment advice or an offer to provide any product or service. 

Neither the material nor the products described herein are intended for distribution or sale in the United States of America or to persons resident in the United States of 

America, so-called US persons, and any such distribution may be unlawful. SEB shall not be responsible for any investment decisions made on the basis of the above 

information. The data underlying the information provided are based on sources considered reliable by SEB. SEB cannot be held liable for the completeness or accuracy of 

the information or any damage that may arise as a result of such information. 

Investments in equities, funds and other securities are associated with opportunities and risks. The market value of investments can either rise or fall. In some cases, losses 

can exceed the initial amount invested. In the case of investments made on foreign markets, your profit may be affected by fluctuations in exchange rates. The rates of 

return achieved by the described investment products and financial indices in earlier or future periods do not constitute a promise or a reference of the rate of return in 

future periods. 

Before making investment decisions, we would recommend thoroughly analyzing the financial, legal, regulative, accounting and taxation issues related to investing in the 

fund and assessing all of the risks associated with the investment and the relevance and suitability of the investment. If necessary, more detailed explanations should be 

sought from an SEB adviser, and in taxation issues from a specialist of the relevant area. General information about investing as well as securities is available at SEB’s 

website https://www.seb.lv. 


