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This question touches on a fundamental principle of modern portfolio theory
and investment risk management. To determine whether the unsystematic risk of
a portfolio can be reduced nearly to zero, it is essential to understand what
unsystematic risk is, how it differs from systematic risk, and the mechanisms
by which diversification influences these types of risks. The prevailing
consensus in finance suggests that while unsystematic risk can be
significantly minimized through diversification, it cannot be entirely
eliminated. This article explores these concepts in detail, providing clarity
on the extent to which unsystematic risk can be controlled and the
limitations faced by investors.

Understanding Risk in Investment Portfolios

What Is Risk in Investing?

Risk, in the context of investment, refers to the uncertainty regarding the
returns that an investor will realize from an investment. It encompasses the
potential for financial loss or the variability of returns over a period.

Types of Risks

Investment risks are generally categorized into two main types:

e Systematic Risk: Also known as market risk, it affects the entire market
or economy and cannot be diversified away.

e Unsystematic Risk: Also known as specific or diversifiable risk, it

pertains to individual assets or sectors and can be mitigated through
diversification.

Defining Unsystematic Risk



Characteristics of Unsystematic Risk

Unsystematic risk stems from factors unique to a specific company or
industry, such as:

e Management decisions
e Product recalls or failures
e Regulatory changes affecting a particular sector

e Labor strikes or supply chain disruptions

This risk impacts the company's stock or assets but does not necessarily
influence the entire market.

Sources of Unsystematic Risk

The sources are diverse and often unpredictable, making unsystematic risk
inherently uncertain and specific.

The Role of Diversification in Risk Reduction

Principle of Diversification

Diversification involves spreading investments across various assets,
sectors, or geographies to reduce the impact of any single asset's poor
performance on the overall portfolio.

Impact on Unsystematic Risk

Because unsystematic risk is tied to individual assets or sectors, holding a
diversified portfolio diminishes the impact of asset-specific events.

Mathematical Perspective

The variance of a portfolio's returns, which measures total risk, can be
decomposed into systematic and unsystematic components. With proper
diversification:

e The unsystematic component diminishes as the number of assets increases.

e In the ideal case with infinitely many uncorrelated assets, the
unsystematic risk approaches zero.



Limitations in Eliminating Unsystematic Risk

Correlation Among Assets

In reality, assets are often correlated to some degree, meaning:

e Perfect diversification is unattainable unless assets are completely
uncorrelated.

e Correlations tend to increase during market downturns, reducing
diversification benefits.

Finite Number of Assets

Investors cannot hold infinite assets, and practical constraints limit
diversification:

e Transaction costs
e Lack of access to all possible assets

e Expertise and information limitations

Emergence of Correlated Risks

Even diversified portfolios are exposed to risks that affect multiple assets
simultaneously, such as:

e Macroeconomic shocks

e Systematic financial crises

These risks are not diversifiable and constitute the systematic risk
component.

Systematic vs. Unsystematic Risks: The Core
Distinction



Why Can't Unsystematic Risk Be Fully Eliminated?

The core reason is that:

e Unsystematic risk is inherently tied to specific securities or sectors.

e Its mitigation relies on diversification, which cannot be perfect due to
correlation and practical constraints.

e Systematic risk affects the entire market and cannot be reduced through
diversification.

CAPM and the Market Portfolio
The Capital Asset Pricing Model (CAPM) illustrates that:

e The market portfolio contains all investable assets weighted by market
value.

e It exposes investors only to systematic risk, as unsystematic risk is
diversified away.

e Thus, the residual risk in a well-diversified portfolio is primarily
systematic.

Can The Unsystematic Risk Be Reduced To Almost
Zero?

Theoretical Perspective
Theoretically:

e By infinitely diversifying across all available assets, investors can
eliminate unsystematic risk.

e This idealized scenario assumes perfect correlations are zero and no
transaction costs exist.

Hence, the unsystematic risk can approach zero asymptotically.



Practical Reality

In practice:

e Constructing a truly diversified portfolio that minimizes unsystematic
risk to nearly zero is impractical.

e Market constraints, transaction costs, limited information, and asset
availability prevent perfect diversification.

e Therefore, while unsystematic risk can be greatly reduced, it cannot be
eliminated entirely.

Empirical Evidence

Empirical studies show:

e Portfolios with a relatively small number of assets still exhibit
unsystematic risk.

e The marginal benefit of adding more assets diminishes as diversification
increases.

e Complete elimination of unsystematic risk remains impossible in real-
world scenarios.

Implications for Investors and Risk Management

Focus on Systematic Risk

Since unsystematic risk can be minimized but not eliminated:
e Investors should focus on understanding and managing systematic risk.

e Asset allocation, hedging strategies, and market timing become critical
tools.

Accepting Residual Risk

Investors must accept a certain level of residual risk:



e This residual risk is primarily systematic.

e It cannot be diversified away, and its management involves strategic
decisions and risk mitigation techniques.

Conclusion

In conclusion, the statement that the unsystematic risk of a portfolio can be
reduced almost to zero is generally true in theory but false in practice.
Modern portfolio theory underscores that diversification is powerful and can
substantially diminish unsystematic risk, theoretically approaching zero as
the number of assets tends toward infinity and correlations approach zero.
However, real-world constraints—such as limited asset universes, non-zero
correlations, transaction costs, and market conditions—prevent investors from
achieving complete elimination of unsystematic risk. Consequently, while it
is possible to mitigate unsystematic risk to very low levels, it cannot be
entirely eradicated. Investors must therefore recognize the limits of
diversification and focus on managing the systematic component of risk to
optimize their portfolios.

Summary:

- Unsystematic risk can be minimized through diversification.

- Complete elimination is only theoretical, requiring infinitely many
uncorrelated assets.

- Practical limitations prevent full elimination, making residual
unsystematic risk inevitable.

- Effective risk management involves balancing diversification with
strategies to handle systematic risk.

Frequently Asked Questions

Is it true that the unsystematic risk of a portfolio
can be reduced to nearly zero through
diversification?

Yes, by diversifying across a wide range of uncorrelated assets, unsystematic
risk can be minimized to nearly zero.

Can systematic risk be eliminated through



diversification?

No, systematic risk affects the entire market and cannot be eliminated
through diversification.

Does diversification help in reducing the
unsystematic risk of a portfolio?

Yes, diversification spreads investments across different assets, effectively
reducing unsystematic risk.

Is it possible for the unsystematic risk of a well-
diversified portfolio to approach zero?

Yes, with sufficient diversification, unsystematic risk can be reduced to a
very low level, approaching zero.

Are there limits to reducing unsystematic risk
through diversification?

While diversification reduces unsystematic risk significantly, practical
constraints and market factors may prevent it from reaching absolute zero.

Additional Resources

True Or False: It Is Possible For The Unsystematic Risk Of A Portfolio To Be
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Understanding the fundamental concepts of risk in investing is crucial for
portfolio management and investment strategy development. One of the most
debated topics in this realm is whether the unsystematic risk within a
portfolio can be minimized to nearly zero. This discussion involves
dissecting the nature of risk, its classifications, and the mechanisms
through which diversification influences risk reduction.

Introduction to Risk in Investment Portfolios

In investment terminology, risk refers to the uncertainty associated with the
returns of an investment or a portfolio. It is the potential for actual
returns to differ from expected returns, which can result in financial losses
or gains.

Types of Risks in Investment:



- Systematic Risk (Market Risk):

- Also known as non-diversifiable risk.

- Affects the entire market or economy.

- Examples include interest rate changes, inflation, recession, political
instability, and geopolitical events.

- Cannot be eliminated through diversification.

- Unsystematic Risk (Specific or Idiosyncratic Risk):

- Also known as diversifiable risk.

- Pertains to individual assets or specific sectors.

- Examples include company management issues, product recalls, regulatory
changes affecting a specific industry, or corporate scandals.

- Can be mitigated or eliminated through diversification.

Understanding these categories is vital because they determine how risk can
be managed within a portfolio.

Unsystematic Risk and Diversification

Nature of Unsystematic Risk

Unsystematic risk arises from factors unique to a particular company or
industry. Because these factors are independent of other assets, they can be
addressed individually.

Characteristics:

- Asset-specific in nature.
- Not correlated with broader market movements.
- Reduction possible through holding a diversified collection of assets.

Mechanisms of Diversification

Diversification involves spreading investments across various assets to
reduce exposure to any single asset or risk factor. Key points include:

- Reducing Asset-Specific Risks:
By holding stocks across different sectors, industries, or regions, the
impact of negative developments in any one asset is minimized.

- Portfolio Construction Strategies:
- Equal-weighted or value-weighted allocations.
- Including different asset classes (stocks, bonds, commodities).



- Geographic diversification.

- Mathematical Foundation:
- The variance (a measure of risk) of a diversified portfolio decreases as
the correlation between assets decreases.

Limitations of Diversification

While diversification is effective against unsystematic risk, it is not
foolproof. Limitations include:

- Correlation Among Assets:
- During market downturns, correlations tend to increase, reducing
diversification benefits.

- Market Events Impacting Multiple Assets:
- Systematic shocks can cause widespread declines, affecting most assets
regardless of diversification.

- Practical Constraints:
- Transaction costs, liquidity constraints, and the availability of assets
can limit diversification.

Theoretical Perspective: Can Unsystematic Risk
Be Reduced to Zero?

Modern Portfolio Theory (MPT) and Risk Reduction

The foundation for understanding risk reduction lies in the Modern Portfolio
Theory developed by Harry Markowitz. According to MPT:

- Diversification can eliminate unsystematic risk:

- As the number of assets in a portfolio increases, the unsystematic risk
approaches zero asymptotically.

- The theory suggests that, theoretically, a sufficiently diversified
portfolio can nearly eliminate unsystematic risk.

- Mathematical Representation:

- The total portfolio variance is a weighted sum of individual variances plus
covariances.

- By choosing assets with low correlations, the portfolio variance decreases.



Practical Implications and Limitations

Despite the theoretical possibility, real-world constraints prevent the
complete elimination of unsystematic risk:

- Finite Number of Assets:
- Investors cannot hold an infinite number of assets; practical
diversification is limited.

- Correlated Assets:
- Many assets tend to move together during economic downturns, increasing
correlation and reducing diversification benefits.

- Emerging Risks and Systematic Factors:
- Some risks are systemic and affect all assets, e.g., macroeconomic shifts,
policy changes, or global crises.

- Costs of Diversification:
- Transaction costs, management complexity, and information costs can limit
the extent of diversification.

Empirical Evidence and Studies

Empirical studies support the idea that:

- Unsystematic risk can be significantly reduced but not entirely eliminated.
- Residual risk remains due to factors such as:

- Market-wide shocks.

- Sectoral or regional contagion.

- Behavioral biases and liquidity risks.

Role of Systematic Risk in Portfolio Management

Given that systematic risk cannot be diversified away, modern investors often
focus on managing this component:

- Asset Allocation:
- Adjusting the mix of asset classes to align with risk tolerance and
investment objectives.

- Hedging Strategies:
- Using derivatives like options and futures to hedge against systematic
risks.



- Risk-Adjusted Returns:
- Emphasizing metrics like the Sharpe ratio that incorporate both return and
risk.

Conclusion:

While diversification effectively minimizes unsystematic risk, it cannot
eliminate it entirely. The residual risk, often systematic, remains inherent
to the market environment.

Final Verdict: Is It True or False?

Based on the above analysis, the statement:

“It is possible for the unsystematic risk of a portfolio to be reduced almost
to zero”

is essentially true in theory, but practically false.

- Theoretical Perspective:

- According to Modern Portfolio Theory, diversifying across a broad set of
uncorrelated assets can reduce unsystematic risk to near zero.

- As the number of assets approaches infinity, unsystematic risk approaches
zero.

- Practical Reality:

- Investors face constraints such as limited assets, increasing correlations
during downturns, costs, and market imperfections.

- These factors prevent the complete elimination of unsystematic risk.

Therefore, in practical terms, it is impossible to reduce unsystematic risk
to exactly zero, but it can be reduced to a very small, often negligible
level through effective diversification.

Summary and Key Takeaways

- Diversification is the primary tool for reducing unsystematic risk.

- The theoretical model suggests near elimination of unsystematic risk with
extensive diversification.

- Practical limitations prevent the total elimination of unsystematic risk.

- Systematic risk remains unavoidable and must be managed through other
strategies.

- Investors should focus on optimizing their risk-return profile, recognizing



the residual risks that diversification cannot eliminate.

Final Thoughts

Understanding the nuances between systematic and unsystematic risks is
essential for effective portfolio management. While the ideal of eliminating
unsystematic risk may be appealing, the realities of market behavior, asset
correlations, and operational constraints mean that some level of residual
risk persists. Recognizing this helps investors set realistic expectations
and develop comprehensive risk management strategies that go beyond
diversification alone.

In conclusion, the statement that "it is possible for the unsystematic risk
of a portfolio to be reduced almost to zero" is theoretically true but
practically false. It underscores the importance of combining diversification
with other risk mitigation techniques to build resilient investment
portfolios.
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