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C
ontext

•
E

m
phasis in m

athem
atical finance tends to focus

on tools and instrum
ents  for risk m

anagem
ent.

•
A

lternatively, efforts are devoted to the
application of risk m

anagem
ent concepts

•
T

oday, I w
ant to address a fundam

ental issue: how
do w

e justify devoting resources,  intellectual and
financial, to the practice of corporate  risk
m

anagem
ent? H

ow
 does R

M
 contribute to the

creation of value? W
hy R

M
?



C
ontext continued

•
T

o justify R
M

 is not a trivial task. T
he argum

ents against R
M

are quite cogent at a suitable level of abstraction:
•

R
M

 is basically useless since pow
erful (m

arket-) forces are at
w

ork to re-align prices in both financial and product m
arkets

after an external schock, re-establishing profitability for
flexible business organizations.

•
E

ven m
ore cogent is the argum

ent that R
M

 at the level of the
firm

 is sub-optim
al w

hen shareholders are quite capable to
m

anage risk through diversification
•

R
elated to the above is the argum

ent that ‘business is
inherently risky and equity m

arkets provide an appropriate
rew

ard to shareholders for bearing risk.’



T
he Focus of R

M
or -w

hich risks should be m
anaged?

•
C

loser inspection provides the insight that business firm
s

face tw
o distinct sources of risk:

•
Product and ‘business’ risks, based on uncertainties of
custom

er acceptance, product quality, input costs,
technological change and sim

ilar factors. A
ll are -- to som

e
extent at least -- subject to m

anagerial action and represent
indeed the com

petitive advantage of the firm
.

•
In contrast, there are risks that derive from

 financial
m

arkets, interest rates, exchange rates and traded
com

m
odity prices. R

isks can be ‘sold’ into the m
arket at

close to zero expected cost.



T
he E

ssence of the A
rgum

ent for
R

isk M
anagem

ent
•

B
ecause of m

arket im
perfections, such as agency

costs, the cost of raising external funds, the cost of
financial distress and and rising corporate tax rates,
R

M
 at the corporate level creates value.

•
O

ther argum
ents for R

M
, such as the cost of

hedging and inform
ation asym

m
etries betw

een
m

anagers and shareholders turn out to be largely
spurious in the presence of w

ell inform
ed, rational

institutional investors.



M
itigating the U

nderinvestm
ent P

roblem

•
In a w

orld of im
perfect contracting, the interests of m

anagers,
shareholders, bondholders, and em

ployees, m
ight be at odds.

•
In particular, firm

s w
ith risky debt outstanding and low

 firm
value m

ay not purse optim
al investm

ent behavior because
rational m

anagers m
ay choose not  to invest even in projects w

ith
positive N

PV
’s, as the realization of these investm

ents prim
arily

benefits bondholders.(Sm
ith et al., 1990; M

yers, 1977).
•

R
M

 can reduce the risk of investm
ent projects – a sm

aller range
of possible outcom

es over all states of the w
orld – w

hich m
akes

it therefore less likely that the firm
 finds itself in situations in

w
hich the underinvestm

ent problem
 occurs (Sm

ith, 1995;
B

essem
binder, 1991; M

ayers and Sm
ith, 1987).



R
educing T

he A
sset Substitution P

roblem

•
A

s shareholders have a call option-like claim
 on the firm

’s
assets (e.g., M

ason and M
erton, 1985), M

anagers acting on
behalf of shareholders have incentives to shift tow

ards
riskier investm

ent projects
•

B
ondholders, anticipating this opportunistic behavior,

protect them
selves by dem

anding higher returns, or by
designing restrictive debt covenants (Sm

ith and W
arner,

1979).
•

C
orporate risk m

anagem
ent m

ay prevent firm
 value from

dropping off to levels at w
hich there are strong incentives

to increase risk largest (Sm
ith, 1995; C

am
pbell and

K
racaw

, 1990).



B
ehavior of U

ndiversified M
anagers

•
A

dditional agency issues m
ay arise because of the fact that

shareholders can usually diversify aw
ay the idiosyncratic

risk of their positions, w
hereas for m

anagers this is often
difficult.

•
Such circum

stances prom
pt m

anagerial decisions, such as
the engagem

ent in conglom
erate m

ergers or suboptim
al

debt levels, that benefit m
anagers, by low

ering the risk
attached to their w

ealth positions, w
hile they m

ay not be
beneficial to shareholders. (B

odnar et al., 1997; B
erger and

O
fek, 1995; C

om
m

ent and Jarrell, 1995)
•

L
astly, since R

M
 reduces the risk attached to

m
anagem

ent’s hum
an capital, the level of m

anagem
ent

com
pensation m

ight decrease as w
ell (D

eM
arzo and

D
uffie, 1995).



E
fficiency and E

ffectiveness of
M

anagem
ent C

om
pensation

•
A

n im
portant m

eans to harm
onize m

anagers’ and
shareholders’ interests consists of m

anagem
ent

com
pensation schem

es, w
hich tie rem

uneration to
various m

easures of corporate perform
ance, such

as earnings or stock price m
ovem

ents.

•
C

om
pensation system

s based on stock ow
nership

m
ay, induce risk avers behavior of undiversified

m
anagers; those based on stock options w

ill
induce risk seeking behavior (B

artram
 2000).



E
fficiency and E

ffectiveness of
M

anagem
ent C

om
pensation cont’d

•
A

s a result, due to the influence of risks unrelated
to m

anagem
ent perform

ance on share price,
m

anagem
ent com

pensation plans are rendered less
effective, as they m

ay rew
ard poorly-perform

ing
and punish properly-perform

ing m
anagers.

•
 R

M
 can reduce the im

pact of unrelated financial
risks on firm

 value and thus strengthen the
relationship betw

een stock price and m
anagem

ent
perform

ance. A
t the sam

e tim
e, it m

ay also
becom

e easier to distinguish betw
een efficient and

inefficient m
anagers (Stulz, 2002).



C
oordination of F

inancing and Investm
ent

•
D

iscrepancies betw
een current cash flow

s and investm
ent

opportunities w
ill force a firm

 to carry cash balances,
increase dividends and raise external funds. A

ll of this is
costly

•
R

M
 can m

inim
ize discrepancies betw

een internal cash
flow

s and planned investm
ent expenditures by reducing

the cash flow
 surplus w

hen cash flow
s exceed investm

ent
expenditures and providing cash w

hen cash flow
s lie

below
 investm

ent expenditures (Froot et al., 1994; Froot et
al., 1993).

•
N

ote, R
M

 is lim
ited to m

atching the availability of internal
cash flow

s to the need for investm
ent funds.



B
ankruptcy and F

inancial D
istress C

osts

•
H

igher leverage increases firm
 value through the

tax-advantage of debt.
•

 It also puts financial stress on the firm
, as the

interest and principal paym
ents of debt constitute

obligations to w
hich bondholders are legally

entitled to.
•

A
s a result of these and other contractually fixed

obligations to suppliers and em
ployees, the firm

m
ay encounter financial distress and, ultim

ately,
bankruptcy



B
ankruptcy and F

inancial D
istress C

osts
cont’d

•
B

ankruptcy – and also the probability of future bankruptcy –
creates substantial costs for the firm

, w
hich have a negative

im
pact on firm

 value. T
hese costs have tw

o com
ponents: direct

and indirect costs of financial distress (e.g., R
oss et al., 1999).

•
D

irect  costs are related to the costs incurred in the bankruptcy
proceedings. In the U

S they are estim
ated to be 1-3 percent of

total firm
 value (W

eiss, 1990)
•

A
m

ong these are cost of em
ployee retention, replacem

ent,
custom

er concerns about w
arranties and spare parts, supplier

reluctance to invest and carry inventory.
•

E
m

pirical evidence suggests that the indirect  costs are
substantially larger than the direct costs and can reach 20 percent
of firm

 value (C
utler and Sum

m
ers, 1989).



R
educing C

orporate T
axes over T

im
e

•
W

hen firm
s face convex tax regim

es, they can low
er their

tax burden through corporate hedging by reducing the
volatility of pre-tax incom

e (G
raham

 and Sm
ith, 1999).

•
T

he convexity of tax schedules can be due to m
arginal tax

rates rising progressively w
ith taxable incom

e (M
ayers and

Sm
ith, 1990).

•
Further, tax regim

e convexity can be caused by lim
itations

of special tax preference item
s, such as lim

its on the
num

ber of years to carry losses forw
ard or backw

ard. T
hus,

in case of low
 incom

e or losses, a firm
 m

ay not be able to
com

pletely exploit the benefits of such provisions (Stulz,
2002).



C
onclusion

•
Several surveys indicate that non-financial firm

s
increasingly em

ploy corporate risk m
anagem

ent to shield
their perform

ance against financial risks, such as foreign
exchange and interest rate risk, and even com

m
odity price

risks(e.g., B
odnar et al., 1998; B

erkm
an et al., 1997).

•
W

hile the various argum
ents all require the existence o

certain m
arket ‘im

perfections’, and w
hile thargum

nts are
in part redundant and can even contradictory, depending on
th assum

ptions used, corporate finance theory provides
cogent argum

ents that R
M

 creates value at the level of the
firm

.


