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What is a “Risky” Asset and is Anything Really “Risk-Free”?

WHAT IS RISK?

Risk is one of the top concerns for many investors. Investment risk is normally
associated with the uncertainty and the potential negative effect on an investors’
financial assets. While we do not list all types of risks, to a certain degree, risk is involved
in all types of investments. The level of risk often correlates with the potential of the
investment’s return. The idea is that the tradeoff for an investment that might provide
higher return is greater risk.

WHAT ARE THE COMMON TYPES OF RISKS?

Equity investments, in the form of stocks and equity funds, are commonly perceived to
be riskier than Fixed Income and in turn believed to carry greater potential for capital
appreciation. However, there is a great diversity of risks within its subasset classes (see
types of risks table on following page.)

Market Risk, also known as systematic risk, is one of the top risks that comes to mind
when thinking about Equity investments. Beta is often used to measure market risk.

A Beta greater than 1 suggests that the investment is more volatile than the overall
market. Generally, market risk refers to the fluctuation of the value of an investment
effected by market volatility, macroeconomic events, interest rate changes, inflation
and so forth. Macroeconomic Risk is one of the key drivers of equity returns. Policy
changes introduced by the government or industry-specific news may directly affect all
companies and thus indirectly the stock share price. Within the subsectors of the Equity
asset class, Emerging Markets (EM) could experience greater risks if the underlying
countries in question have an unstable government or political unrest. EM investments
are also typically affected by Exchange Rate Risk as those companies’ revenues are
generated in foreign countries. Therefore, if the domestic currency depreciates relative
to the foreign currency, the overall return of the investment may suffer.

Fixed Income is often used to diversify equity market risk and has historically had the
potential to mitigate losses during market downturns. However, it certainly comes with
a set of risks of their own. If an investor plans to hold a bond until maturity, Interest
Rate Risk is generally not a concern. However, if an investor decides to sell the bond
before it matures in the secondary market, then as interest rate rises, bond prices fall.
This is because new bonds will be issued with higher rates making the outstanding
bond less attractive. Bonds also run the risk of being downgraded by rating agencies
such as Moody’s or Standard & Poor’s, which assess the quality and creditworthiness
of the issuer. They are generally grouped as Investment-grade or non-Investment-
grade (High Yield), and shifts from the former to the latter category can be viewed
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negatively. Different bonds might have different levels of Credit Risk. For example, U.S.
Treasurys—backed by the full faith and credit of the U.S. government—typically have
lower credit risk when compared to U.S. Corporates. Fixed Income investments also face
Liquidity Risk. This is the risk associated with the inability to sell the investment quickly
at a price that represents its fair value due to the lower demand. For instance, U.S.
Treasurys are generally more liquid than U.S. Municipals.

While Cash might be perceived as a “safe haven” to park assets, it is actually riskier than
investors may think. We may wonder if there are better places to allocate the funds,
one where higher returns could be achieved—Opportunity Cost Risk. Additionally, it is
important to highlight that in an environment of rising interest rates and high inflation,
Cash tends to lose its value over time.

Types of Risk Risk Descriptions

Examples of Effected
Asset Classes

Market Risk Systematic risk. Uncertainty of investment value due to volatility.

Macroeconomic Risk  Changes in industry and government policies effect all investments.
Exchange Rate Risk
Inflation Risk As price of goods and services increase, investors lose purchasing power.

Interest Rate Risk As interest rate rises, bond price and value fall.

Credit Risk Greater business and financial risks cause issuer’s credit to deteriorate.
Default Risk Issuer defaults on their obligations.
Liquidity Risk Inability to sell the investment quickly.

Prepayment Risk Issuer of investment repays principle prior to maturity.

Reinvestment Risk Reinvesting cash from existing investment at lower rate.

Opportunity Cost Risk Losing out on potential gains.

Unfavorable movement of exchange rates reduces value of the investment.

Equities

Equities, Fixed Income
Emerging Markets

Fixed Income, Cash

Fixed Income

U.S. Corporates, High Yield
High Yield

Alternative Investments
U.S. Mortgages

U.S. Mortgages

Cash, U.S. Government

Source: Chief Investment Office.

HOW CAN WE MITIGATE RISKS?

Investment professionals often use hedging as a strategy to help mitigate risk. While
hedging may help to reduce risk and potential losses, it could simultaneously reduce
the potential upsides. Hedging techniques often include the use of derivatives such as
options and futures. Asset allocation and diversification are also investment strategies
used to mitigate risks in portfolios. Within Equities, it is possible to allocate across
various sectors, styles, industries, countries, and thus exposing ourselves to different
types of risks. In Fixed Income, a mixed exposure across bond issuers, durations, credit
qualities, and yields could also reduce the risk of the overall portfolio.

IN CONCLUSION

While techniques exist to help mitigate various forms of risk, no investment,
including Cash, is really risk-free. Instead, investors should thread the right balance
between their financial circumstances, risk tolerance and time horizon when making
investment decisions.
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Glossary

Systematic risk is vulnerability to events which affect aggregate outcomes such as broad market returns, total economy-wide resource holdings, or aggregate income.

Beta is a measure of how an individual asset moves when the overall stock market increases or decreases.

Important Disclosures

Investing involves risk, including the possible loss of principal. Past performance is no guarantee of future results.
Bank of America, Merrill, their affiliates and advisors do not provide legal, tax or accounting advice. Clients should consult their legal and/or tax advisors before making any financial decisions.

This information should not be construed as investment advice and is subject to change. It is provided for informational purposes only and is not intended to be either a specific offer by Bank
of America, Merrill or any affiliate to sell or provide, or a specific invitation for a consumer to apply for, any particular retail financial product or service that may be available.

The Chief Investment Office (“CIO”) provides thought leadership on wealth management, investment strategy and global markets; portfolio management solutions; due diligence; and solutions
oversight and data analytics. CIO viewpoints are developed for Bank of America Private Bank, a division of Bank of America, N.A,, (“Bank of America”) and Merrill Lynch, Pierce, Fenner & Smith
Incorporated (“MLPF&S” or “Merrill”), a registered broker-dealer, registered investment adviser and a wholly owned subsidiary of Bank of America Corporation (“BofA Corp.”).

All recommendations must be considered in the context of an individual investor’s goals, time horizon, liquidity needs and risk tolerance. Not all recommendations will be in the best interest
of all investors.

Asset allocation and diversification do not ensure a profit or protect against loss in declining markets.

Investments have varying degrees of risk. Some of the risks involved with equity securities include the possibility that the value of the stocks may fluctuate in response to events specific

to the companies or markets, as well as economic, political or social events in the U.S. or abroad. Investing in fixed-income securities may involve certain risks, including the credit quality of
individual issuers, possible prepayments, market or economic developments and yields and share price fluctuations due to changes in interest rates. Income from investing in municipal bonds
is generally exempt from Federal and state taxes for residents of the issuing state. While the interest income is tax-exempt, any capital gains distributed are taxable to the investor. Income
for some investors may be subject to the Federal Alternative Minimum Tax (AMT). Any capital gains distributed are taxable to the investor. Treasury bills are less volatile than longer-term

fixed income securities and are guaranteed as to timely payment of principal and interest by the U.S. government. Investments in high-yield bonds (sometimes referred to as “junk bonds”)
offer the potential for high current income and attractive total return, but involve certain risks. Changes in economic conditions or other circumstances may adversely affect a junk bond
issuer’s ability to make principal and interest payments. For investments in Agency Mortgage-backed Securities (AMBS) and Mortgage-backed Securities (MBS), generally, when interest rates
decline, prepayments accelerate beyond the initial pricing assumptions, which could cause the average life and expected maturity of the securities to shorten. When interest rates go up, bond
prices typically drop, and vice versa. Bonds are subject to interest rate, inflation and credit risks. Investments in foreign securities involve special risks, including foreign currency risk and the
possibility of substantial volatility due to adverse political, economic or other developments. These risks are magnified for investments made in emerging markets.

The credit quality ratings represent those of Moody’s Investors Service, Inc. (“Moody’s”) or Standard & Poor’s Corporation (“S&P”) and/or Fitch Ratings (“Fitch”) credit ratings. The ratings
represent their opinions as to the quality of the securities they rate. Ratings are relative and subjective and are not absolute standards of quality. The security’s credit quality does not
eliminate risk. For information regarding the methodology used to calculate the ratings, please visit Moody’s at www.moodys.com, S&P at www.standardandpoors.com and/or Fitch at
www.fitchratings.com.

Alternative investments are speculative and involve a high degree of risk.

Alternative investments are intended for qualified investors only. Alternative Investments such as derivatives, hedge funds, private equity funds, and funds of funds can result in higher return
potential but also higher loss potential. Changes in economic conditions or other circumstances may adversely affect your investments. Before you invest in alternative investments, you
should consider your overall financial situation, how much money you have to invest, your need for liquidity, and your tolerance for risk.

Nonfinancial assets, such as closely held businesses, real estate, fine art, oil, gas and mineral properties, and timber, farm and ranch land, are complex in nature and involve risks including total
loss of value. Special risk considerations include natural events (for example, earthquakes or fires), complex tax considerations, and lack of liquidity. Nonfinancial assets are not in the best
interest of all investors. Always consult with your independent attorney, tax advisor, investment manager and insurance agent for final recommendations and before changing or implementing
any financial, tax or estate planning strategy.
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