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Explaining the Corporate Demand for Risk Management:

Financial and Economic Views

Abstract

The purpose of this thesis 1s to review a number of academic perspectives on the
practice of risk management in primarily widely-held (1.e. quoted) firms. In particular
the currently dominant modern finance approach 1s criticised on the grounds that it
offers an overly narrow view of corporate risk management behaviour. The core of the
modern finance approach is that risk management 1s said to exist as a means to
alleviate the adverse impact of various financial and capital market based agency and
transactions costs that prevent the firm's stakeholders from achieving a Pareto
efficient distribution of nsk amongst themselves. However, in what follows 1t 1s
argued that the presence of such agency or transactions costs do not provide a
complete rationale for corporate risk management. Indeed fruitful research 1s already
being done 1n the areas of organisational behaviour, sociology and psychology. Yet,
what remains to be fully explored 1s the short run economic impact of risk
management on a firm. In view of this a new economic framework for risk
management 1s proposed based on the twin economic concepts of risk related "pure
penalties" (which represent an unambiguous cost to a firm) and "technological non-
linearities" (which can affect the structure of a firm's revenue, cost and production
functions). Both of these phenomena can have a significant effect on the expected

profits of a firm. Moreover, 1t 1S demonstrated that there are numerous scenarios in

which risk management may be used by an expected profit maximising firm.
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Chapter 1:

Introduction

1. T'he Role and Development of Risk Management

Risk 1s a consequence of life itself. In fact both individuals and firms have been
informally coping with risk for thousands of years!. Yet, despite the prevalence of risk
In socliety academic interest in the area of corporate risk management has only begun
quite recently. In fact the "birth" of the discipline can largely be traced back to only
the late 1950's and early 1960's, since it was not until this time that a formal definition
of corporate risk management was developed or indeed widely accepted (Snider 1‘991,
Williams et al 1995). The crux of this early definition was risk management's role as
an 1nsurance buying function. As such the main province of risk management was
seen to be "pure risk" avoidance, the 1dea being that 1t should help to 1dentify and then
eliminate (or at least substantially reduce) a firm's exposure to the financial impact of
insurable pure risks (such as the risks of fire, theft, employee injury or legal hability
claims;. Pure risks were defined as risks that could only depress the profitability of a
firm (see Chapter 2, section 2). Moreover, pure risks were typically seen as being non-
business risks (e.g. Carter & Crockford 1974, Mehr & Hedges 1974) 1n that they were
more an unfortunate by-product of a firm's manufacture of goods and services rather

than an integral part of the production process.

Contemporary (1980's-90's) research mto corporate risk management has moved
along away from emphasising the importance of insurance buying and pure risk
avoldance. In fact there can almost be said to have been an explosion in the various
different typeé of role that have been attached to risk management (see Chapter 2).
This explosion has, however, developed out of two key insights. The first 1s that risk

management should be a holistic function (Shapiro & Titman 1985, Kloman 1992,

| One of the earliest recorded examples of risk management 1s the marine insurance

arrancements that were drawn up by Phoenician traders around 3000 vears ago.



Haimes 1992, Williams et al 1995), that addresses not just insurable pure risks but
also all the many other types of risk that a firm can face (such as financial risks,
political nsks, or business risks like fluctuations in consumer demand or cost changes
etc.). The second is that risk management should, like any other business discipline,
aim to meet the global objectives of the firm (e.g. Shapiro & Titman 1985, Doherty

1985, Kloman 1992, Williams et al 1995)7. &he view being that in order to be

successtul risk management must becoﬁs‘e an 1ncreasingly integrated, 1f not central,

¢
e
}
/

Yet, although many contemporary writers are united in their beliet in the widespread

part of the business activities of a firm.

scope and need for corporate risk management the discipline 1s far from "mature"
(Williams et al 1995, p22). For example, the significance attached to the specific
duties and functions that can be carried out by risk managers (such as nisk o
identification and measurement, risk control and risk financing) varies considerably,
amongst both academics and practitioners. In addition, the many and various attempts
to explain why firms actually invest 1n risk management have been on something of
an ad hoc basis’. Thus 1t would seem that the discipline of risk management 1s one
that 1s still evolving and at the moment this process would appear to be quite slow.
What the subject lacks 1s a coherent framework from which to understand the risk

management decisions of firms.

I

For example Willilams et al (1995) define risk management as: "a general management
function that seeks to 1dentify, assess, and address the causes and effects of uncertainty and
risk on an organisation.”". They then go onto say that "[t]he purpose of risk management is to

enable an organisation to progress toward its goals and objectives in the most direct, efficient,

and effective path.".

3 Hood et al (1992) call this the "Risk Archipelago” (see also Hood & Jones 1996, p3-6).
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2. Rationale of Thesis
As stated in section 1 above corporate risk management is still quite an immature
discipline. This immaturity can perhaps be best illustrated by the subject's

preoccupation with two rather fundamental questions (Shapiro & Titman 1985):

(1) To what extent does a firm need to manage 1ts exposure to risk?

(11) Given that risk management 1s necessary, how should a firm go about

managing its exposure to risk?

In recent years these questions have given rise to numerous different insights (see
Chapter 2), however, most of them share a common ancestry - modern finance theory.
The basic argument 1s that 1f financial/capital markets were pertect firms would not
need risk management. In such an environment stakeholders would hold (without
cost) fully diversified asset portfolios within which they can diversify away the effects
of most risks. Risk management 1s therefore only assumed to be of value when
circumstances conspire to make the markets in which stakeholders trade less than
perfect. Of course 1n the real world numerous such market imperfections exist - from
the dead-weight losses that can be associated with portfolio management, bankruptcy

and taxation, to the problems of incomplete and asymmetric information. It 1s these

imperfections that are then used to explain both why and how firms invest 1n risk

management.

Within this thesis the view that rnisk management can exist to counter the
imperfections present 1n financial and capital markets 1s accepted. However, it is
argued that the current focus on modern finance theory means that some other
important motivational factors (many of which also represent imperfections in both
the internal and cxternal markets faced by firms) for risk management have largely

been ignored. Indeed fruitful research 1s already being done in the areas of




organisational behaviour, sociology and psychology*. Yet, one important discipline

remains largely undeveloped by risk management theorists - neo-classical economics.

The primary purpose of this thesis is, therefore, to begin to develop an economic
theory of risk management. Admittedly a considerable amount of research has already
been conducted into the economic value of msurance and more generally risk
management (e.g. Mossin 1968, Ehrlich & Becker 1972, Dionne & Eeckhoudt 1985,
Briys & Schlesinger 1990, Briys et al 1991, Parry & Parry 1991, Schneider 1992,
Sweeney & Beard 1992, Froot et al 1993, D1 Mauro 1994, Gollier et al 1997).
However, the vast majority of this work has focused on the preterences of risk averse
individuals rather than those of ﬁrmsS.(Being influenced by the attitudes of various,
often conflicting stakeholder groups, a firm's behaviour will generally be much more v
complex than that of an individual (Arrow 1963, Razin 1976, Goldberg 1990).}This

means that 1t 1s not usually possible (or indeed desirable) to assign a utility function to

a firm or even give 1t a specific "human" attitude towards risk.

Given the multi-personal nature of a firm's decisions 1t 1s often better to select more
simplistic decision making criteria. The one proposed in this thesis (see Chapters 4, 5
& 0) 1s short run profit maximisation. At first glance such an assumption may seem
surprising. One of the major tenets of the modern finance approach is that while risk
management may increase a firm's long term market value it often represents a cost in
the short run (see Doherty 1985, Smith & Williams 1991). As such risk management

would appear to be of little value to a myopically profit maximising firm. However,

4 For an excellent introduction 1nto this area see Glendon & McKenna (1995) and Hood &

Jones (1996).

5 The notable exceptions to this point are the works of Parry & Parry (1991), Schneider (1992)
and Froot et al (1993). More on their work 1in Chapters 4 and 3.



economic models of the theory of the firm under risk demonstrate that this need not be
so. In particular it will be argued that even in a world where all stakeholders are risk
neutral and there exists no tax or bankruptcy costs a firm may still invest in risk
management. Furthermore, in oligopolistic industries such a move may not always be
designed to reduce risk, instead in some circumstances firms may actually invest 1n

risk increasing devices, since doing so will actually raise their expected profits.

While drawing extensively on economic theory this thesis 1s not intended to be a piece
of pure economic research. Instead 1t 1s designed specifically to extend our
understanding of risk management within organisations. It 1s hoped that this work will
encourage new lines of investigation, with a greater focus on what should be a core
1ssue for corporate risk management - profit. Although 1t has been recognised that
firms often follow objectives other than the earning of profit it is hard to reject that for
many it remains an important i1ssue (see, for example, Hay & Morris 1991, p292-296,
Schoemaker 1993). Moreover, by focusing on such a simple economic objective the
analysis of a firm's risk management decisions should become more tractable. Indeed
by incorporating corporate risk management into a formal economic context it 1s
hoped that a rather more coherent and relevant basis for future research into the

discipline can be developed.

3. Outline of Thesis

Chapter 2 of this thesis commences with a brief review of the currently dominant
modern finance approach to risk management (e.g. Cummins 1976, Doherty 1985,
Shapiro & Titman 1985, Smith & Williams 1991, Skogh 1989 & 1991, Grillet 1992

& 1993)¢. In this research risk 1s viewed as an implicit contractual claim between on

6 Note, however, that in the UK research into the organisational behaviour based "cultural
theory" (see chapter 0, section 3.3.2.2) approach to rnisk management appears to be getting

increasingly popular. Already i1t has been discussed extensively in the books by Glendon &

(N



the one hand well-diversified shareholders who are largely indifferent to most (except
systematic) risks and on the other the firm's non-sharecholder stakeholders
(employees, creditors, third parties, etc.) who because of various asset market
imperfections (such as indivisible and non-marketable assets, for example) would
preter to have risk removed. Unfortunately the argument then goes that the presence
of various transactions costs, most notably: information asymmetries, bounded
rationality and free rider problems, make 1t difficult for non-shareholder stakeholders
to achieve efficient market solutions on their own (Easterbrook & Fischel 1985). In
this context the purpose of risk management is seen as not only being to cost
effectively reduce risk but also to align shareholders' interests with those of the firm's
other stakeholders. In so doing risk management 1s said to help to ensure the optimal
allocation of risk and jointly maximise the welfare of all parties having contractual
relationships with the firm. This even includes well-diversified shareholders, since by
lowering the compensation demands of the firm's other stakeholders the presence of

risk management should (providing it 1s cost effective) raise a firm's mean cash flows

and hence the value of equity.

The modern finance approach to risk management has undoubtedly helped to guide
research into risk management by focusing attention on the important questions of
"why?" and "how?" firms should invest in risk management (see section 2, above).
However, whether the approach 1s a reliable predictor of real world behaviour is an
empirical matter. Unfortunately, current empirical research into the modern finance
approach to risk management has been on something of an ad hoc basis: a number of
studies exist, but, their results lack any real generality. Indeed most studies have
focused on specttic risk management tools (in particular derivatives and insurance) or

industries and often both (see for example Mayers & Smith 1990, Tufano 1996).

\cKenna (1993). Hood & Jones (1996) and in journals such as: The British Journal of

\Management, Safety Science and Risk Decision and Policy.



Others have even gone a step further investigating the behaviour of only one firm or
stakeholder group (e.g. Gegax et al 1991, Doherty & Smith 1993, Viscusi 1993 etc.).
In response to this lack of breadth Chapter 3 reports the results of a questionnaire
distributed to a wide cross-section of 127 large UK companies in the Summer and
Autumn of 1993. As well as summarising the respondents' motives for the practice of
risk management in general, the validity of the modern finance approach is formally
tested. This 1s done by conducting a number of multinomial probit estimations to
examine whether the importance assigned to these motives differs systematically

across the sample according to a firm's financial and organisational characteristics and

the preferences of its management.

On balance the results of the various regression analyses do not provide convincing
proot of the validity of the modem finance approach. Admittedly the attitudinal nature
of the questionnaire used to gather the data does temper the strength of this conclusion
(although currently there is no other source of general risk management information
that could be used - see Chapter 3). However, the evidence in support of many of the
specific hypotheses of the modern finance approach is extremely limited. In fact in
only the "Productivity (Imjury)" model does a firm's financial or organisational
characteristics have any real eftect on manager's responses. Furthermore in this and

many other models the signs of the significant coefficients are not always as expected.

The purpose of Chapter 4 1s to mtroduce the main idea of this thesis - that corporate
risk management research can be usefully extended by incorporating it into neo-
classical economic theory. In particular it will argue that the agency and transactions

costs put forward by the modern finance approach are merely a subset of a much

larger group of economic 1ssues.

Unfortunately the most popular mechanism through which past research has tried to

explain the economic consequences of risk i1s expected utility theory. Admittedly this




approach does have some merit. For example, it has often been said that expected

utility theory provides a good representation of so called "rational" utility maximising
behaviour under uncertainty (see Shiller 1997), moreover, it provides a consistent
basis from which to understand a decision maker's behaviour under different models
of risk. However, despite its widespread use Chapter 4 begins by arguing that the
applicability and tractability of models incorporating expected utility theory are often
highly suspect. This is particularly the case in the corporate context. Being influenced
by many, often conflicting, stakeholder groups it is hard to imagine that a firm will
possess the same subjective likes or dislikes for risk that an individual decision maker
might. Instead the suggestion is that it is often better to assume that a firm's decisions

are motivated by rather more objective concems, such as profit’.

The next (and main) part of Chapter 4 then begins to examine why a supposedly risk
neutral, expected profit maximising firm might wish to invest in risk management.
Although such firms might reasonably be thought of as being indifferent to risk,
recent economics based research has 1llustrated that this need not always be the case.
Indeed many different causes of this lack of indifference have been 1dentified,
however, these can generally be classified according to two main groups. The first
eroup are known as "pure penalties" (Martin 1981), and denote risk related factors
that can either unambiguously raise a firm's operating costs or lower its revenues. The
second group of factors are commonly termed "technological non-lineanties" (see
Aiginger 1987, Ch. 4 or Driver & Moreton 1992, Ch. 4). These non-linearities can
arise when two elements are present. First the firm must make its price and or output

decisions ex-ante (i.e. before the state of the world and hence its final profits is
known) - this forces i1t to maximise expected rather than actual profits. Second the

firm's total and or marginal profit function must be strictly concave (or potentially

/ This is not to sayv that firms might sometimes appear to exhibit subjective preferences for risk.
However. even 1n such circumstances a firm's "attitude" can often be traced to rather more

objective concerns (e.¢. see Goldberg 1990).



even convex) in the random variable(s) faced. The situation is then analogous to that
of a expected utility maximising individual (von Neumann & Morgenstern 1944, Pratt
1964, Arrow 1965), the only difference being that a firm's behaviour is firmly rooted

In 1ts desire to maximise expected profits rather than utility.

Although the presence of "pure penalties" or "technological non-linearities" might
generate a concern for risk 1n even an expected profit maximising firm 1t does not
necessarlly follow that 1t will invest in risk management. Risk management can be a
costly exercise, moreover, the efficiency with which certain tools might be able to
reduce a firm's exposure to risk 1s often highly questionable (Briys et al 1991). The
purpose of Chapter 5 1s, therefore, to explore this 1ssue more fully and examine

whether or not an expected profit maximising firm will actually want to mvest 1n

reducing 1ts exposure to risk.

Unfortunately the risk management decisions of a firm can be highly sensitive to the
economic environment 1t finds itself in (such as the cost, production or market
conditions faced - Aiginger 1987), however, a basic model 1s constructed in order to
demonstrate the economic importance of risk management. From this model three
different solutions are provided, each one based on a distinct market form.
Interestingly perfect competition largely yields the standard result of the modem
finance approach that a risk neutral firm will not generally purchase risk management
unless 1t alleviates either agency or transactions costs. Yet, in both monopoly and
duopoly markets 1t 1s demonstrated that the market power of a firm can create a
"technological non-linearity” which causes both its total and marginal profit function
to become concave 1n final output. When exposed to output fluctuations this can then
cause the expected output and profits of such firms to fall, prompting investment in

risk management.



Although Chapter 5 demonstrates that firms operating in imperfectly competitive
markets are often more likely to invest in risk management, an important limitation of
this analysis is that it largely ignores the strategic consequences of a firm's actions.
Chapter 6, therefore, discusses the possibility that decisions on corporate risk

management purchases may well have a strategic dimension. Oligopolistic markets
are characterised by strategic interdependence, whereby, the decisions of one firm are
influenced by those of all other firms in the market - and vice-versa. This situation
can create both opportunities and threats for oligopolistic firms, many of which are
intensified 1n a world of risk. As such i1t is argued that the role of risk management
may be much broader than the simple alleviation of "technological non-linearities" or
"pure penalties": instead firms may use i1t to maximise any risk related strategic

opportunities or minimise any threats.

The analysis begins in a simplified and eftectively static environment m which
identical but self interested duopolists are required to simultaneously decide on their
exposure to risk. Each firm's exposure to risk 1s then allowed to condition the nature
of competition played out 1n the final output market and hence 1ts expected profits.
Using such a framework many different outcomes are possible, however, particular
attentton 1s given to several interesting scenarios. These include both "Risk Wars" and
"Certainty Wars" in which self interested firms respectively expose themselves to
excessive degrees of risk and certainty and also potentially costly co-ordination

equilibria where a firm must second guess the behaviour of its rivals.

The analysis 1s then extended to incorporate rather more dynamic interactions
between duopolists. In particular the possibility that self interested duopolists may
become aware of and attempt to control their tendency to select jointly Pareto
inefficient outcomes 1s explored. The theoretical basis for this analysis is that of a
multi-stage game with "closed-loop" equilibria (e.g. see Fudenberg & Tirole 1986,

Shapiro 1989a, Slade 1995). The essential characteristics of such games is that at each

10




stage firms are able to fully remember and make strategic decisions conditioned on

what has gone before. A firm may, therefore, make commitments to either punish 1ts

rival for engaging in non-cooperative behaviour or rather more interestingly to punish
itself 1f it was to do the same. Using this insight it is then argued that some of the
tools that a firm can use to control its exposure to risk (such as external insurance,
captive insurance, physical risk control devices etc.) may be employed as
commitment devices in "risk games". As such risk management may be more than a
simple internal control device (in a similar manner to non-executive directors) but

could also be used to improve a firm's external relations with 1ts competitors as well.

In addition to discussing a number of possible limitations and extensions of the
current analysis Chapter 7 rounds the thesis off with a brief summary of the main

contributions that economic theory can offer to the development of a theory of nisk

management.

Concelvably the most important contribution of economic theory is its ability to
demonstrate that a firm's risk management decisions can make a direct contribution to
1ts short run profits. The returns from nsk management have typically been seen as
being both hard to measure® and taking a long time to materialise (see Chapter 2). In
an economic context, however, the benefits of risk management are often not only

immediate but highly tangible as well. This nsight can then be used to extend the

circumstances under which risk management may be of use to a firm.

A second related contribution of economic theory is that 1t places much more

emphasis on the mean returns (1.e. profits) of a risky decision than its variance.

8 [t would be difficult for a firm to estimate how many third party liability suits might be

avoilded through mvestment in environmental risk management, for example.

11




Perhaps as a consequence of expected utility theory? much of the research into the

modern finance approach to risk management still focuses on how seemingly risk
averse stakeholders will react to increases in the variance of their returns (see Chapter
2)!0. The trouble with this, however, is that a decision maker's attitude towards the
variance of his or her returns is an inherently personal one, as such it is very difficult
to achieve a reliable prediction on how different decision makers will respond to the
same level or type of risk. The advantage of focusing on the mean returns of a risky
decision is that this problem can be largely eliminated. In general it is reasonable to
assume that all decision makers will prefer more returns to less - thus where risk can
be shown to have a direct impact on the mean returns of a decision maker it becomes

much easier to make general predictions.

Finally economic theory can be used to provide a definite link between a firm's core
business and risk management decisions. Certain authors in the modemn finance
approach to risk management (e.g. Froot et al 1993, Stulz 1996) have already
recognised that a firm's risk management function can be used to support both 1ts long
term investment and short term operational decisions, however, what this research has
failed to do 1s provide explicit proot of this link. By using economic theory it 1s hoped

that this thesis will provide some supportive theoretical evidence.

) [t 1s hard to deny that expected utility theory has not had a major influence on many of the

subsequent theories of firm and or individual behaviour in a world of risk.

10 However. it should be noted that the modern finance based research into convex tax functions

and bankruptcy costs does not share this problem - see Chapters 2 and 4.



Chapter 2.
T'he Modern Finance Approach to Corporate Risk Management

1. Introduction

Betore the 1960's the discipline of risk management had not really been formally
recognised (Snider 1991). Until this time the accepted wisdom was that most non-
business risks should (where possible) be simply transferred to an insurer, the idea
being that a firm should focus on its core activity of making money rather than

devoting any real attention to keeping the assets that 1t already had.

However, during the latter half of this century and especially in the 1980's and 1990's
there has been an explosion in both practical interest and academic research into the
field of risk management!. Much of this research has been developed from modem
finance theory (1n particular the Capital Asset Pricing Model) and associated agency
and transactions cost research. The basic 1dea behind this modem finance approach 1s
that most firms do not 1invest 1n risk management because they are risk averse, instead
1t 1s argued that a firm (or rather its managers) will only undertake such investment 1f
1t increases the long term wealth of 1ts largely risk neutral owners. This insight has
since lead to the development of numerous associated theories to explain the

corporate demand for risk management, it 1s these theories that are reviewed 1in this

Chapter.

The next section outlines the development of the modern finance approach,
explaining how 1t evolved out of the rather unrealistic assumption that firms are risk

averse?. Scction 3 then goes onto to critically evaluate the ways in which risk

' See Kloman (1992) and Wilhams et al (1995) for two good reviews of the development of

risk management.

1 J

For a detailed critique of the problems associated with using risk aversion in models of



management 1s believed to be of value to a firm and its stakeholders, while section 4

applies these theories to a number of important stakeholder groups. Section 5 finishes

with a brief summary and conclusion.

2. Developing the Modern Finance Approach to Risk Management

Many early writers in the field of risk management tried to demarcate it from other
management disciplines on the grounds that 1ts purpose was to deal with pure rather
than speculative risks (Mowbray 1930). The taking of speculative risks - which offer
the prospect of either a gain or a loss - was seen to be the primary purpose for
business. In fact 1t was widely recognised that in order to make a profit firms must
take speculative risks, by launching a new product or entering into a new market, for
example. Pure risks on the other hand were seen as both an unfortunate and
unavoidable by-product of this activity. Pure risks only offer the prospect of loss and

as such 1t was assumed that they would simply depress the profits of a firm?.

This rather depressing rationale for risk management lead many early theorists to
conclude that firms would generally act in a nisk averse way towards pure risks. A

good example of this reasoning 1s provided in Carter & Crockford (1974). They

corporate risk management see Chapter 4, section 2.

Note, however, that more recently 1t has been argued that the distinction between pure and
speculative risks 1s rather semantic (Williams et al 1995). Typically, all risks have both pure
and speculative elements. For example, a homeowner often faces the risk of both positive and
negative fluctuations in the value of his or her house. These tluctuations can be the result of
many different occurrences, from say a fire or subsidence or a change in the demand for
houses. Yet for some reason occurrences such as fires are seen as pure risks, while a reduction
in the demand for houses 1s seen as being a speculative one (since the demand for houses can

also mcrease).

14




argued that since risk management deals with risks that can only depress the
profitability of a firm, its purpose should be to protect a firm's assets from harm by
cost etfectively reducing both the frequency and severity of loss. Other notable
authors such as Mehr & Hedges (1974) also supported this view, however, they took
it a step further by developing a number of more specific motives for corporate risk

management.

- Protect the firm from bankruptcy.

- Ensure that the firm maintains a high level of efficiency and growth
both pre- and post-loss. This embodies a number of sub-objectives
including: keeping risk management costs down as much as
practicably possible, maintaining market share and ensuring continuity

of performance by providing ample funds for reinvestment.

- Peace of Mind: The aim being that risk management should leave
managers free to pursue profitable speculative ventures without having
to worry about pure risks. Thus ensuring that they do not pass up

positive net present value projects simply because of their large

downside potential.

- Good citizenship/social responsibility: Where it was argued that a firm
should seek to reduce the risks faced by their employees, suppliers,

customers and third parties, even at the expense of 1ts profitability.

More recent research has rejected the idea that risk management arises out of
corporate risk aversion. This view was initially raised by Olson & Simkiss (1982)

who criticised the 1dea that risk management was simply there to reduce a firm's

15




CXposure to pure risk. Viewing risk management as a specialist aspect of financial
management, they argued that its function should be the same as any other financial

discipline: to help maximise the difference between the risks a firm's owners face and

their returns.

"The objective of the risk manager is the same as the objective of the portfolio

manager or chiet financial officer. It 1s to increase the wealth of shareholders or

owners by selecting strategies that entail the optimal combination of expected returns

and risk." (Olson & Simkiss 1982).

However, as Doherty (1985) points out Olson & Simkiss made no attempt to develop

their proposition by explaining how risk management could achieve such an "optimal

combination" of risk and return.

Perhaps the reason why Olson & Simkiss did not develop a financial framework for
risk management decision making was because Cummins (1976) had partially done
so already. Although not criticising the then fashionable focus on corporate risk
aversion Cummuins did at least stress the need for risk management expenditure that
directly contributes towards the long term global objectives of a firm (or rather its
owners). Perceptively, Cummins recognised that risk management could be integrated
Into a number of existing theoretical approaches (for example neo-classical

microeconomics), however, the decision making framework that he chose to focus on

was the Capital Asset Pricing Model (CAPM).

In order to increase the value of its owners' stakes® a firm needs to select risky

Given the number of diverse claims within an organisation (employees, managers, consumers,

etc.) 1t 1s rather hard to assign overall objectives to a firm. However, most finance theorists

assume that the purpose of a firm 1s to maximise its long term value to existing owners,

whether they be bond or equity holders.
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Investments which maximise the difference between its expected cash flows and the
returns demanded by all its investors (employees, suppliers, consumers etc.. as well as
those demanded by owners). Developed simultaneously by Sharpe (1964) and Lintner

(1965) the CAPM attempts to predict what a firm's investors' returns will be.

Rightly or wrongly (see Chapter 4) one of the key assumptions of the CAPM is that a
firm's 1nvestors are risk averse, preferring an investment that yields a certain income
to a risky prospect of equal expected return. Consequently the riskier the investment
the greater will be the level of compensation demanded. In helping to predict these
compensation claims (otherwise known as an investor's risk premium) the CAPM

then allows firms to calculate the net present value of a project’ and select those that

generate the greatest income.

Using the CAPM Cummins argued that risk management will only be of value to a
firm's owners if, all things being equal, it can help to decrease the non-diversifiable
risks they face or increase their returns. Although suggesting that his framework
could be applied to all the firm's risk management decisions Cummins illustrated this
proposition by exploring the optimum level of insurance deductible®. In this example
Cummins then argued that the proportion of any given loss a firm retains should
increase up to the point where the associated premium savings (equivalent to the
marginal benefit of risk retention) are entirely offset by the cost the tirm must bear 1n

terms of increased owner risk premiums (the marginal cost of retention).

D This 1s calculated by subtracting the predicted compensation claims of investors tfrom the

expected return of the investment.

0 Where msured losses incorporate deductibles the policy holder 1s required to retain part of the

potential loss, such as the first £100 per occurrence.
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Given that the CAPM is a widely accepted investment tool it might appear to
fepresent a rather good starting point from which to evaluate the effectiveness of a
firm's risk management decisions, however, there i1s a fundamental flaw. The key
proposition of the CAPM is that all investors can create a porttolio, known as the
market portfolio, which consists of every risky investment within an economy (for
example: stocks, bonds, real estate and even human capital), in the exact proportions
necessary for them to diversify away the effects of all firm specific or unsystematic
risk. Consequently the only risk that will influence an investor's decisions and hence
the value of the firm, will be systematic’, which cannot be diversified away. Indeed
Main (1983a) has criticised Cummins's work on this basis, arguing that, since most
pure risks are firm specific, the CAPM would appear to be an inappropriate basis
from which to evaluate the cost effectiveness of risk management decisions. Others
have gone even further and suggested that if the predictions of the CAPM are true
then 1t 1s more than just an inappropriate basis for evaluating risk management, it

renders the whole process redundant (see Cho 1988 for a review).

However, the hypothesis that a firm's owners will not value risk management (at least
with respect to diversifiable unsystematic risks) does seem to contradict the available
evidence. For example, Cassidy, Constand & Corbett (1990) demonstrated that the
equity value of a firm rises after planned increases in risk management expenditure
are announced to shareholders. Moreover, Sprecher & Pertl (1983) even found that
large, firm specific, fortuitous losses decrease the value of a firm by around 4%. In
short there would appear to be something of a paradox, 1n theory a firm's owners
should be indifferent even hostile to risk management (assuming 1t 1S costly or

destroys any natural hedge between the returns of an owner's investments - Mayers &

7 Systematic risk measures the degree to which the variance of an investment's return co-varies

with the returns of all other risky investments within the market portfolio.
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Smith 1983, Doherty & Schlesinger 1985), however, 1n practice they would seem to

find it quite desirable. The question that many have since tried to answer 1s why?

An obvious explanation for the apparent paradox between the predictions of the
CAPM and a firm's owners' apparent concern for risk management is that<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>