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DR. REINHOLD HAFNER

What are “tail risks”, and why
should you care?

Dr. Reinhold Hafner is CIO of
AllianzGI Global Solutions and
Head of risklab.

Even if you know what they are, do
you know what they mean for your
investments? Risk expert Reinhold
Hafner explains. 

risklab GmbH (“risklab”) is an Allianz Global Investors company registered with Bundesanstalt für
Finanzdienstleistungsaufsichtt (www.bafin.de) as a provider of financial services in Germany. risklab is not licensed
to conduct business outside of Germany and its services are not available directly to persons outside of Germany.
risklab provides risk management and strategic and dynamic asset allocation solutions to support the investment
advisory activities of the properly registered and licensed affiliates of Allianz Global Investors.
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...investors need to take more
“
risk in order to achieve adequate
returns... The biggest risk for
investors today is probably not to
take any risk at all.

”
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Q

There has been talk about “black swans” and tail risks
for a number of years. What do these terms mean?

In the financial services industry, a black swan describes a very
unlikely and severe event capable of sending shock waves
through financial markets as a whole, or specific asset classes.
Due to its nature, such an event cannot be predicted. The
bankruptcy of Lehman Brothers in September 2008 was an
example. Within six weeks of the shock, the German stock market
had fallen by 30 percent. With losses of that size, you will find
yourself on the far left tail of the distribution of returns. That is
where the term comes from.

Q

How can you evaluate the impact of these events on a
portfolio?

A black swan is, by definition, unforeseeable. True, there are
scenario techniques that might be helpful in this context, but
these remain incomprehensive. In the end, what matters to an
investor, is the loss itself as opposed to the cause of the loss. That’s
why the definition of tail risk does not necessarily include an
unexpected or unknowable event, but is rather linked to the
existence of extraordinary or severe losses.

Q

How can investors protect themselves against tail
risks?

Tail risks can have a completely different impact depending on
the individual situation: those who were fully invested in equities
in 2008 will recall the collapse of Lehman Brothers as a nightmare.
In contrast, for investors in Bunds, the year was one of the best
ever. To cut a long story short, tail risks have to be viewed and
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analysed individually from the respective portfolio. That means
that there is no “one size fits all” solution for tail risk hedging.

Q

What choices do investors have then?

There are two options: firstly, to sit things out. In most cases,
investors could recoup their losses after a few years. Therefore
that could – in principle – be an option for investors with a long
investment horizon and without mark-to-market reporting
requirements. But: there are not so many investors that can hold
their position ignoring mark-to-market losses. In addition, the
Japan example shows that it might take decades to recoup the
losses: even 25 years after the bubble burst, the Nikkei stock index
has not yet recovered. For most investors, that’s probably not the
right approach.
That leaves portfolio protection…
Well, yes, all types of investor would see this as the preferred
route. However, portfolio protection or better risk management is
a question of the right design. Because our clients want both –
attractive returns and protection against tail risks.
In principle, you can protect a portfolio in two ways. One is by
using an options-based strategy where you buy put options, as
these are effectively able to cap losses in the respective asset
classes.
The second route, which has attracted much more demand from
our client base, is risk management implemented through
dynamic asset allocation. We shift between asset classes using
futures, and create an asymmetric risk profile – with participation

in upside markets and protection against severe losses – similar to
the options strategy. The beauty of this approach is that it is much
more cost-efficient and flexible than the options strategy. The
latter, though, has an advantage; it offers immediate protection in
the case of events like 9/11.

Q

Does the low interest rate environment and shrinking
market liquidity impact dynamic risk management?

Liquidity risk is a big topic. We always maintain vigilance on the
liquidity of instruments used in our downside protection
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strategies, and this has become even more important. As banks
have substantially reduced their proprietary trading, and hence
take less risk on their books, even in deep markets such as
government bonds, liquidity occasionally becomes scarce. With
that happening, the likelihood of tail risk increases. You could
argue that regulators achieved the opposite to some degree in
their honest desire to make markets less volatile and less
vulnerable to tail risks via regulation. With the low yield
environment, investors lose their yield buffer. Once government
bonds yielded five percent, or had a comparable coupon, that
helped as a buffer in times of falling prices. Nowadays, with 10-

year Bunds yielding one percent, drops in price almost
immediately translate into losses.

Q

What does all of this mean for private investors?

We see that investors need to take more risk in order to achieve
adequate returns. That means they have to increase their
exposure to risky assets such as equities and emerging market
securities, as well as alternative assets. The biggest risk for
investors today is probably, not to take any risk at all.

Unfortunately, diversification alone is not enough to limit tail risk
effects. The diversification effect breaks down when you need it
most. There is a saying that “in a crisis everything goes down
except correlations”. That’s why I would strongly advise looking
for additional protection through dynamic risk management. But
most private investors won’t be able to set this up by themselves.
Multi-asset funds with embedded dynamic risk management are
therefore a good choice. 
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Disclaimer
InInvesting involves risk. The value of an investment and the income from it may fall as well as rise
and investors might not get back the full amount invested. The views and opinions expressed
herein, which are subject to change without notice, are those of the issuer companies at the time
of publication. The data used is derived from various sources, and assumed to be correct and
reliable, but it has not been independently verified; its accuracy or completeness is not guaranteed
and no liability is assumed for any direct or consequential losses arising from its use, unless caused
by gross negligence or wilful misconduct. The conditions of any underlying offer or contract that

may have been, or will be, made or concluded, shall prevail. This is a marketing communication
issued by Allianz Global Investors GmbH, www.allianzgi.com, an investment company with limited
liability, incorporated in Germany, with its registered office at Bockenheimer Landstrasse 42-44,
60323 Frankfurt/M, registered with the local court Frankfurt/M under HRB 9340, authorised by
Bundesanstalt für Finanzdienstleistungsaufsicht (www.bafin.de). Allianz Global Investors GmbH
has established a branch in the United Kingdom, Allianz Global Investors GmbH, UK branch, 199
Bishopsgate, London, EC2M 3TY, www.allianzglobalinvestors.co.uk, which is subject to limited
regulation by the Financial Conduct Authority (www.fca.org.uk). Details about the extent of our
regulation by the Financial Conduct Authority are available from us on request.

For your free subscription
to Risk matters
magazine email:
investor.services@allianzgi.com
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Allianz
RiskMaster
Helping you tame risk
The Allianz RiskMaster Multi Asset
funds are specifically designed with
risk in mind. The funds are actively
managed to remain within a specific
risk boundary aligning our interest
with those of your client, to deliver the
optimal return for a level of risk.
To learn more about the Allianz
RiskMaster Multi Asset funds, please
visit
www.allianzriskmaster.co.uk.
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Source: Defaqto, as at February 2015.
Source: Rayner Spencer Mills, as at January 2015.
A ranking, a rating or an award provides is not a
indicator of future performance and is not
constant over time.
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Investing involves risk. The value of an investment and the income from it may fall as well as rise and investors might not get back the full amount invested. Allianz RiskMaster
Multi Asset Defensive, Conservative, Moderate and Growth Funds are sub-funds of ALLIANZ INTERNATIONAL INVESTMENT FUNDS, an open-ended investment company with
variable capital with limited liability organised under the laws of England and Wales. The volatility of the fund unit prices may be increased or even strongly increased. Investment
funds may not be available for sale in all jurisdictions or to certain categories of investors. For a free copy of the sales prospectus, incorporation documents, daily fund prices, key
investor information, latest annual and semi-annual financial reports, contact the management company at the address indicated below or www.allianzgi-regulatory.eu. Please
read these documents, which are solely binding, carefully before investing. This is a marketing communication issued by Allianz Global Investors GmbH, www.allianzgi.com, an
investment company with limited liability, incorporated in Germany, with its registered office at Bockenheimer Landstrasse 42-44, 60323 Frankfurt/M, registered with the local
court Frankfurt/M under HRB 9340, authorised by Bundesanstalt für Finanzdienstleistungsaufsicht (www.bafin.de). Allianz Global Investors GmbH has established a branch in the
United Kingdom, Allianz Global Investors GmbH, UK branch, 199 Bishopsgate, London, EC2M 3TY, www.allianzglobalinvestors.co.uk, which is subject to limited regulation by the
Financial Conduct Authority (www.fca.org.uk). Details about the extent of our regulation by the Financial Conduct Authority are available from us on request.

