
I G N O R A N C E  I S N ’ T  B L I S S  …  
T H E  R I S K S  Y O U R  P O R T F O L I O  
M AY  B E  I G N O R I N G 
Today’s highly quantitative risk management industry is the product of the 

simultaneous advances in computing power and finance theory we have seen 

since the 1960s. Exponential increases in computation speeds have allowed 

academics and practitioners to create a wide range of mathematical models able 

to process vast amounts of historical data and develop numerous projections of 

the future. Although they are undoubtedly helpful when used appropriately,1 the 

resulting tools (now ubiquitous across the industry) have led to an over-reliance 

on numerical estimates of risk. The language of risk is dominated by the terms 

“volatility” and “value at risk”, creating an unintended blind spot in relation to 

risks or trends that are inherently difficult to measure or quantify. 

The following quote from Lord Kelvin2  
(inscribed on the wall of the social sciences 
building at the University of Chicago) could 
quite easily be the slogan of today’s risk 
management industry:

“When you can measure what you are 
speaking about, and express it in numbers, 
you know something about it; but when 
you cannot express it in numbers, 
your knowledge is of a meagre and 
unsatisfactory kind.” 

This very scientific 
perspective (Lord 
Kelvin was, after all, a 
physicist) encourages 
a belief in numerical 
measures as a mark 
of understanding 
while disparaging 
insights that cannot 
be expressed in 
numbers. However, 

as Andrew Lo and Mark Mueller pointed 
out in their paper, “Warning: Physics Envy 
May Be Hazardous to Your Wealth!”3 some 
aspects of the world around us involve a 
great degree of uncertainty and cannot 
be quantified or captured in mathematical 
models. As author and philosopher G. K. 
Chesterton wrote4:

“Life ... looks just a little more mathematical 
and regular than it is; its exactitude is 
obvious, but its inexactitude is hidden; its 
wildness lies in wait.”

We believe that an appreciation of the 
inherent “wildness” of economies and 
markets, and an acceptance that this 
complexity cannot be easily measured  
or captured in mathematical models,  
is an important first step towards  
arriving at a more robust outlook on risk. 
This is not to suggest that quantitative 
tools should be abandoned altogether 
— rather that we should elevate a more 
qualitative perspective on risk to sit 
alongside the quantitative perspective 
that often dominates risk management 
discussions today. 

It is important to acknowledge that we 
and many participants in the investment 
industry already place significant weight 
on qualitative views in many aspects 
of the investment decision-making 
process. For example, stress tests and 
scenario analyses, manager research 
ratings, dynamic asset allocation views, 
operational due diligence assessments, 
ESG5 views and ratings, and many other 
important investment activities are 
partially or largely qualitative in nature. 

H E A LT H   W E A LT H   C A R E E R

Risk is 
dominated 
by the terms 
“volatility” and 
“value at risk”, 
creating an 
unintended 
blind spot.



However, at a strategic (total portfolio) 
level, many investors and financial 
institutions rely heavily on the numerical 
outputs of stochastic models, while 
qualitative considerations are treated 
as supplementary or of secondary 
importance. We believe that a more robust 
approach to risk management should do 
two things to address this short-coming: 
first, it should raise the importance 
assigned to a qualitative perspective 
within the decision-making process while 
correspondingly reducing our faith in the 
output from quantitative models; second, 
it should provide a broader perspective by 
expanding the types of risk considered as 
part of the strategy-setting process. 

A D O P T I N G  A  B R O A D E R 
P E R S P E C T I V E  O N  R I S K

The language of risk matters. As the 
Nobel prize-winning psychologist Daniel 
Kahneman pointed out in Thinking, Fast 
and Slow,6 humans have a tendency to 
jump to conclusions based on the available 
information — a bias he labeled “what you 
see is all there is” (or WYSIATI). The fact 
that volatility and value at risk (or VAR) 
have become the default measures of 
investment risk may therefore have had 
the effect of narrowing the focus of our 
attention to these measures alone. Instead 
of obsessing about one characteristic of 
asset prices (that is, volatility), we believe 
that investors should consider a broader 
range of risks that could materially affect 
their long-term financial position. 

Adopting this broader perspective on risk 
is consistent with the direction of travel 
in the wider economic community since 
the financial crisis. In recognition of the 
failures of modern economic thinking in 
predicting the financial crisis, complexity 
economics (a branch of economics that 
had until recently been largely ignored 
by mainstream economists) has been 
increasingly receiving attention from both 
practitioners and policymakers. In short, 
complexity economics7 suggests a view of 
the global economy as an interdependent 
complex system that will experience 
periods of stability and (possibly extreme) 
instability. Needless to say, complexity 
economics views the economic world as 

inherently difficult to model or forecast.  

The drivers of instability in economies 
and markets could include anything from 
environmental threats to geopolitics or 
cyberterrorism. We therefore need a 
framework in order to simplify the task 
of identifying and understanding the 
multitude of risks that might ultimately 
cause financial pain. This framework 
should be open to risks that have a long 
history (such as asset-price bubbles) as 
well as risks deriving from major structural 
trends in the world economy, about which 
history can teach us relatively little (for 
example, the global demographic trends 
and resource challenges we are likely to 
experience over the coming decades have 
no precedent in history). 

D E V E L O P I N G  A  F O R W A R D -
L O O K I N G  R I S K  M A N A G E M E N T 
F R A M E W O R K

The World Economic Forum (in partnership 
with Marsh & McLennan Companies8 and 
Zurich Insurance Group) produces an 
annual Global Risks Report9 that puts 
forward a survey-based, qualitative 
perspective on the major risks facing the 
world over the coming decade. The report 
acknowledges the challenges of making 
such wide-ranging long-term forecasts 
and uses a simple framework with five 
broad categories of risk:  

• Economic

• Environmental

• Technological

• Societal

• Geopolitical

Within each category, a number of 
important “global risks”10 are identified 
and their relative likelihood and impact are 
assessed. We have adopted this framework 
as the starting point for creating a 
qualitative risk dashboard. This dashboard 
identifies a handful of potentially significant 
risks under each of the five categories. 
Against each risk, we propose a number 
of possible mitigation actions as well as 
approaches that might capture the upside 
opportunity arising from the market’s 
underappreciation of a given risk or trend. 



T H I N K I N G  L I K E  R U M S F E L D

The range of actions that could follow from consideration of the major secular trends 
taking place in the world around us is potentially huge.  

Taking a lead from Donald Rumsfeld and his famous quote about the “known unknowns 
and unknown unknowns”, we believe that it is possible to identify a manageable number 
of important trends (the known unknowns) that we should seek to better understand 
while retaining a healthy degree of humility in recognition of the fact that we will 
inevitably fail to foresee some other important developments.11 

The appropriate actions will vary by investor, depending on time horizon, risk appetite, 
and governance budget. However, in broad terms, we believe that three categories of 
action warrant discussion:

At the board level, investors should be clear on the time horizon and 
categories of risk that matter most to them. A clear set of beliefs is a 
prerequisite for effective decision-making. 

Does your board have a view on extra-financial risks and their role in 
addressing them?

At the strategy level, investors might identify specific areas of risk that 
could present a material threat to their objectives and consider actions 
to mitigate or manage those risk exposures. 

What priority risks has your scheme identified and how are they being 
managed?

At the portfolio level, investors should seek to ensure that the time 
horizon of their underlying managers is consistent with their own time 
horizon (recognizing that many investors will care about outcomes 
at multiple time horizons). In addition, strategies with a focus on 
delivering sustainable long-term returns are likely to adopt a broader 
perspective on risk (by considering ffactors such as ESG and other 
risks) as an integral part of their portfolio construction process. 

Do you regularly monitor ESG criteria at the portfolio level?
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In an increasingly complex and interconnected world, we believe that a broader 
perspective on risk is necessary to help investors navigate an uncertain future. 
In this vein, we have developed a qualitative forward-looking framework designed 
to complement the quantitative tools already at our disposal. This framework is 
intended to enhance our understanding of some of the major risks and trends 
facing us, as well as providing tangible suggestions around risk mitigation and 
opportunity capture. 

We look forward to much debate and discussion on this topic with asset owners 
and asset managers as our thinking on this important subject evolves over time.

For more information, please contact your Mercer consultant or  
visit www.mercer.com.

1 The reader might ask: so what does “used appropriately” mean? The short answer is that any output 
from mathematical models should be treated with a healthy dose of scepticism, reflecting model risk 
(the fact that no model will ever be a true reflection of the world).   
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of “kelvin” in his honour. 
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6 Kahneman D. Thinking, Fast and Slow, Farrar, Straus and Giroux, 2011.
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