Unit 2 — Risk Avoidance and ERM

1. Introduction to Derivatives
Meaning of Derivatives

Derivatives is a contract which derives its value from an underlying asset. It is commonly
used as a hedging tool.

Forwards Contract

A forward contract is a type of financial derivative used to buy or sell an asset at a
predetermined price on a specified future date. Unlike standardized futures contracts traded
on exchanges, forward contracts are customized agreements traded over-the-counter (OTC)
between two parties

Key Features of Forward Contracts
1. Customization:

o Forward contracts are tailored to the specific needs of the parties involved,
including the amount of the asset, the price, and the settlement date.

2. OTC Trading:

o Forward contracts are traded directly between parties, not on an exchange.
This allows for customization but also introduces counterparty risk.

3. Settlement:

o Settlement can be in cash or through physical delivery of the asset. The
method of settlement is agreed upon at the time of the contract’s creation.

4. Non-Standardized:

o Unlike futures contracts, forward contracts are not standardized and do not
have a central clearinghouse, which can lead to greater flexibility but also
increased credit risk.

5. Private Agreement:

o The terms of the contract, including the asset price, quantity, and delivery date,
are negotiated and agreed upon privately between the two parties.

Risks of Forward Contracts
1. Counterparty Risk:

o The risk that one party may default on the contract, leading to potential
financial losses for the other party. This risk is higher in OTC markets due to
the absence of a clearinghouse.



2. Market Risk:

o The risk of unfavorable price movements in the underlying asset, which can
lead to financial losses for one party.

3. Liquidity Risk:

o The risk that the contract cannot be easily unwound or traded before the
settlement date, potentially leading to difficulties in exiting the position.

4. Credit Risk:

o The risk that the counterparty may not have the financial ability to meet their
obligations under the contract.

Advantages of Forward Contracts
1. Customization:
o Allows for tailor-made contracts to meet specific needs of the parties involved.
2. Flexibility:

o Provides flexibility in terms of contract size, delivery date, and settlement
method.

3. Hedging Capabilities:

o Effective tool for managing risks associated with price fluctuations in various
markets.

Disadvantages of Forward Contracts
1. Counterparty Risk:
o Higher risk of default due to the absence of a central clearinghouse.
2. Lack of Liquidity:

o Forward contracts are less liquid than futures contracts, making it more
challenging to exit a position before the settlement date.

3. Complexity:

o Customization and private agreements can lead to complexity in
understanding and managing the contract.

Futures Contract:

A futures contract is a standardized financial derivative used to buy or sell an asset at a
predetermined price on a specified future date. Unlike forward contracts, which are
customized and traded over-the-counter (OTC), futures contracts are standardized and traded
on exchanges. This standardization and exchange trading provide additional liquidity and
reduce counterparty risk. Here’s a detailed overview of futures contracts:



Key Features of Futures Contracts
1. Standardization:

o Futures contracts are standardized in terms of contract size, expiration date,
and other terms. This standardization ensures that contracts are
interchangeable and can be easily traded on exchanges.

2. Exchange-Traded:
o Futures contracts are traded on regulated exchanges such as the NSE & BSE
3. Margin Requirements:

o Traders are required to post an initial margin (a percentage of the contract’s
value) to enter into a futures contract. Maintenance margins are also required
to keep the position open.

4. Settlement:

o Futures contracts can be settled either through physical delivery of the
underlying asset or through cash settlement, where the difference between the
contract price and the market price is paid.

Risks of Futures Contracts

1. Market Risk:

o Futures contracts are subject to market risk due to price volatility in the
underlying asset. Adverse price movements can lead to significant losses.

2. Leverage Risk:

o The use of leverage in futures trading means that small price movements can
result in large gains or losses, potentially leading to substantial financial risk.

3. Counterparty Risk:

o Although exchanges mitigate counterparty risk through clearinghouses, there
is still a risk of default, particularly in markets with less liquidity.

4. Liquidity Risk:

o Some futures contracts may have low trading volumes, leading to difficulties
in entering or exiting positions without affecting the market price.

5. Margin Calls:

o Ifthe market moves against a trader’s position, they may receive a margin call
requiring them to deposit additional funds to maintain the position.

Advantages of Futures Contracts

1. Standardization and Liquidity:



o Standardized contracts and exchange trading provide liquidity and ease of
trading.

2. Transparency:

o Exchanges offer transparent pricing and trading information, reducing the
potential for manipulation.

3. Hedging Capabilities:

o Effective tool for managing price risk and securing future prices for various
assets.

Disadvantages of Futures Contracts
1. Complexity:

o Futures contracts can be complex and may not be suitable for all investors,
particularly those without experience in derivatives trading.

2. Risk of Loss:

o The use of leverage increases the potential for significant losses, which can
exceed the initial investment due to mandatory execution of contract.

3. Margin Requirements:

o Ongoing margin requirements and potential margin calls can affect liquidity
and financial stability.

Options Contract

An options contract is a financial derivative that gives the holder the right, but not the
obligation, to buy or sell an underlying asset at a predetermined price on or before a specified
expiration date. Options are used for various purposes, including hedging, speculation, and
arbitrage. They provide a flexible tool for managing financial risk and taking advantage of
market movements.

Key Features of Options Contracts
1. Rights and Obligations:

o Call Option: Gives the holder the right to buy the underlying asset at the strike
price before or on the expiration date.

o Put Option: Gives the holder the right to sell the underlying asset at the strike
price before or on the expiration date.

2. Premium:

o The price paid to acquire an options contract. It is paid upfront by the buyer to
the seller (or writer) of the option.

3. Strike Price (Exercise Price):



o The predetermined price at which the holder can buy (for call options) or sell
(for put options) the underlying asset.

4. Expiration Date:

o The date by which the option must be exercised or will expire. Options can be
exercised at or before this date, depending on whether they are American or
European style.

Risks of Options Contracts
1. Market Risk:

o Options are subject to market risk, and unfavorable movements in the
underlying asset can lead to losses.

2. Leverage Risk:

o Options can involve leverage, which means that small movements in the
underlying asset can result in significant gains or losses.

3. Expiration Risk:

o Options expire worthless if not exercised or sold before the expiration date,
leading to a total loss of the premium paid.

4. Complexity:

o Options strategies can be complex, involving multiple positions and varying
risk profiles. Understanding the mechanics and risks of options is crucial.

5. Liquidity Risk:

o Some options may have low trading volumes, making it difficult to enter or
exit positions without affecting the market price.

Advantages of Options Contracts
1. Flexibility:

o Options provide a range of strategies for different market conditions and
investment objectives.

2. Limited Risk for Buyers:

o The maximum loss for option buyers is limited to the premium paid for the
option.

3. Leverage:

o Options offer leverage, allowing traders to control larger positions with a
smaller amount of capital.

4. Income Generation:

o Writing options can generate additional income through premiums collected.



Disadvantages of Options Contracts

1.

Risk of Total Loss:

o Options can expire worthless, leading to a total loss of the premium paid.

2. Complexity:

o Options strategies and pricing can be complex, requiring a good understanding
of the market and the underlying asset.

3. Margin Requirements for Sellers:

o Sellers of options may face margin requirements and potentially unlimited risk
if the market moves unfavourably.

Swaps Contract

A swaps contract is a financial agreement between two parties to exchange (or "swap") the
cash flows or other financial instruments over a specified period. The primary purpose of
swaps is to manage risk or speculate on changes in prices or interest rates.

Here are the main types of swaps:

1. Interest Rate Swaps

It is an agreement where two parties exchange cash flows based on different interest
rates.

Example: One party pays a fixed interest rate, while the other pays a floating interest
rate (which changes over time). This helps both parties manage their exposure to
interest rate changes.

2. Currency Swaps

It is an agreement to exchange principal and interest payments in one currency for
principal and interest payments in another currency.

Example: A company in the US might swap its US dollar loan payments with a
European company's euro loan payments. This helps both companies manage
currency exchange rate risks.

3. Commodity Swaps

It is an agreement to exchange cash flows related to the price of a commodity (like
oil, gold, or wheat).

Example: One party pays a fixed price for a commodity, while the other pays a
floating price. This helps companies manage the risk of fluctuating commodity prices.

4. Credit Default Swaps (CDS)

It is a type of swap designed to transfer the credit exposure of fixed income products
between parties.



o Example: If a company has a risk of defaulting on its debt, another party can take on
this risk in exchange for regular payments. If the company defaults, the party that took
on the risk will compensate the other party.

5. Equity Swaps

o [t is an agreement to exchange future cash flows based on the performance of an
equity index or individual stocks.

o Example: One party might pay returns based on a stock index's performance, while
the other pays a fixed or floating interest rate. This allows parties to gain exposure to
equity markets without directly buying stocks.

2. Arbitrage Theory

Arbitrage Theory is a concept in finance that involves exploiting price differences between
markets to make a profit without any risk. Here's a simple breakdown:

1. Price Differences: If the same asset (like a stock or commodity) is priced differently
in two markets, you can buy it where it's cheaper and sell it where it's more expensive.

2. No Risk: The idea is to make money from these price differences without any risk.
For example, buying gold cheaply in one country and selling it at a higher price in
another country.

3. Market Efficiency: In efficient markets, arbitrage opportunities should be rare because
as soon as traders spot these differences, they act on them, which adjusts the prices
and eliminates the opportunity.

3. Risk and Return Trade off

The risk and return tradeoff is a fundamental principle in finance and investing that describes
the relationship between the level of risk associated with an investment and the potential
return it can generate. Understanding this tradeoff is essential for investors as it influences
their investment decisions, portfolio construction, and overall investment strategy. Here’s a
detailed overview of the concept:

Key Concepts
1. Definition of Risk:

o Risk refers to the uncertainty regarding the potential returns of an investment.
It can arise from various factors, including market volatility, economic
conditions, interest rate fluctuations, and geopolitical events. In finance, risk is
often measured by the standard deviation or variance of an asset's returns.

2. Definition of Return:

o Return is the gain or loss made on an investment over a specific period,
usually expressed as a percentage of the initial investment. It can include
capital gains (the increase in the asset's price) and income generated from the
investment (such as dividends or interest).



The Tradeoff
1. Higher Risk, Higher Return:

o Generally, investments that carry a higher level of risk are expected to offer
higher potential returns. For example, stocks are considered riskier than bonds,
and historically, stocks have provided higher average returns over the long
term compared to bonds.

2. Lower Risk, Lower Return:

o Conversely, investments with lower risk typically offer lower expected returns.
For instance, government bonds are considered safer than corporate bonds or
stocks, and they usually provide lower yields as a result.

Visualizing the Tradeoff

e The risk-return tradeoff can be visualized on a graph, with risk (often measured by
standard deviation) plotted on the x-axis and expected return plotted on the y-axis.
The line or curve that results typically slopes upward, indicating that as risk increases,
the potential return also increases.

Factors Influencing the Tradeoff
1. Market Conditions:

o Economic factors, interest rates, inflation, and market sentiment can influence
the risk-return tradeoff. During economic downturns, riskier assets may
underperform, while safer assets may provide better returns.

2. Investment Horizon:

o The time frame for holding an investment can affect the tradeoff. Longer
investment horizons often allow investors to ride out market volatility,
potentially leading to higher returns from riskier assets.

3. Investor Risk Tolerance:

o Individual investors have different risk tolerances based on their financial
goals, investment horizon, and psychological comfort with risk. A
conservative investor may prefer lower-risk investments even if it means
accepting lower returns, while an aggressive investor may seek higher returns
through riskier assets.

4. Asset Correlation:

o The correlation between different assets affects the overall risk of a portfolio.
Combining assets with low or negative correlations can help reduce portfolio
risk without significantly sacrificing expected returns.

Practical Implications

1. Portfolio Diversification:



o To manage the risk-return tradeoff, investors often diversify their portfolios by
including a mix of asset classes (e.g., stocks, bonds, real estate) to balance risk
and return effectively. Diversification helps mitigate risks associated with
individual assets.

2. Risk Assessment:

o Investors must assess their risk tolerance and determine the level of risk they
are willing to accept in pursuit of their desired returns. This assessment is
crucial for aligning investment strategies with personal financial goals.

3. Investment Strategy:

o Understanding the risk-return tradeoff guides investors in developing
strategies that suit their financial objectives. For example, a balanced approach
may involve allocating a portion of the portfolio to riskier assets for growth
while maintaining safer assets for stability.

Limitations of the Tradeoff
1. Historical Performance:

o The tradeoff is based on historical data and averages, which may not
accurately predict future performance. Market conditions can change, and past
performance is not always indicative of future results.

2. Behavioral Factors:

o Investor behavior and psychological factors can lead to irrational decision-
making, affecting perceptions of risk and return. Fear and greed often drive
market volatility and impact investment choices.

3. Assumptions of Efficiency:

o The tradeoff assumes markets are efficient, meaning that all available
information is reflected in asset prices. However, market inefficiencies and
irrational behavior can lead to mispricing and deviations from expected risk-
return relationships.

4. Enterprise Risk Management

Enterprise Risk Management (ERM) is a comprehensive and systematic approach to
identifying, assessing, managing, and monitoring risks across an entire organization. The goal
of ERM is to create a structured framework that helps organizations understand their risk
exposure and align risk management strategies with their overall business objectives.



Risk Management Vs ERM

Aspect Risk Management Enterprise Risk Management (ERM)
Scobe Typically focused on specific ||Comprehensive view across the entire
p risks or departments. organization.
Approach Reactive, addressing risks as  ||Proactive, integrating risk considerations
PP they arise. into strategy and decision-making.
. Often looks at risks in Considers the interconnections and
Perspective . . . .
isolation. cumulative effects of risks.
) . Involves identification, assessment,
Focuses on identifying and o
Process e response, and monitoring of all types of
mitigating risks. .
risks.
Alignment with |May not be directly aligned  |[Directly aligns risk management with
Goals with organizational objectives. (|strategic goals and objectives.
. . Involves collaboration and
Stakeholder Limited to risk owners or o .
) communication with all stakeholders
Engagement specific departments.

across the organization.

Monitoring and

Reporting may be sporadic or

Continuous monitoring and regular
reporting to stakeholders about the

departments.

R i limi ific risks. ;
eporting imited to specific risks overall risk profile.
Risk t ti . . .
. 1S managsemen practices Aims to create a unified risk culture
Risk Culture may vary widely across

throughout the organization.

Decision-Making

Decisions may be made
without full consideration of
risks.

Informed decision-making with
comprehensive risk analysis.

Compliance

May focus primarily on
regulatory compliance.

Ensures compliance with regulations
while also addressing broader
organizational risks.

5. Popular ERM Frameworks

Some frameworks which provide guidance for implementing ERM are:

e COSO ERM Framework: Developed by the Committee of Sponsoring
Organizations of the Treadway Commission, it emphasizes the integration of risk
management into governance, strategy, and performance.




ISO 31000: An international standard for risk management that provides principles
and guidelines for establishing a risk management framework and process.

Basel III: A set of international banking regulations that includes guidelines for risk
management practices in financial institutions.

6. ERM Process

The Enterprise Risk Management (ERM) process is a structured approach that
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rganizations use to identify, assess, manage, and monitor risks that could impact their

ability to achieve objectives. Below is a step-by-step overview of the typical ERM

p
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rocess:
. Establishing the Context

Define Objectives: Clarify the organization’s strategic goals and objectives to
understand the context within which risks will be managed.

Identify Stakeholders: Recognize the key stakeholders (e.g., employees, customers,
shareholders) and their expectations regarding risk management.

Determine Risk Appetite and Tolerance: Establish the level of risk the organization
is willing to accept in pursuit of its objectives, which will guide decision-making.

. Risk Identification
Identify Risks: Systematically identify risks from various sources, including:
o Internal risks (operational, financial, compliance)
o External risks (market, regulatory, environmental)

Utilize Tools and Techniques: Use methods such as brainstorming sessions,
interviews, surveys, workshops, and historical data analysis to identify potential risks.

. Risk Assessment
Risk Analysis: Assess identified risks in terms of:
o Likelihood: The probability of the risk occurring.
o Impact: The potential consequences or severity of the risk if it occurs.

Risk Evaluation: Compare assessed risks against the organization’s risk appetite and
tolerance levels. Classify risks into categories (e.g., high, medium, low) based on their
significance.

. Risk Response

Develop Risk Responses: Formulate strategies for managing identified risks, which
may include:

o Avoidance: Eliminating the risk by changing plans or processes.



o Mitigation: Reducing the likelihood or impact of the risk through controls or
preventive measures.

o Transfer: Sharing or transferring the risk to third parties (e.g., through
insurance).

o Acceptance: Acknowledging the risk and preparing to manage its
consequences if it occurs.

Implementation: Assign responsibilities and allocate resources for implementing the
chosen risk responses.

9]

. Monitoring and Review

o Continuous Monitoring: Establish processes for ongoing monitoring of risk
exposures and the effectiveness of risk management strategies. This may involve
using key risk indicators (KRIs) to track changes in risk levels.

e Performance Evaluation: Regularly assess the effectiveness of the ERM process and
make necessary adjustments based on internal and external changes.

e Reporting: Provide regular reports to stakeholders about the organization’s risk
profile, risk management activities, and emerging risks.

6. Communication and Reporting

o Internal Communication: Foster open communication about risks and risk
management practices throughout the organization. Ensure employees are informed
about risk policies and procedures.

o External Reporting: Communicate with external stakeholders (e.g., regulators,
investors) regarding the organization’s risk management practices and performance to
enhance transparency and trust.

7. Integration with Strategic Planning

o Alignment with Strategy: Ensure that risk management is integrated into the
strategic planning process. This helps identify risks associated with strategic
initiatives and enables informed decision-making.

e Scenario Analysis and Stress Testing: Conduct scenario analyses and stress tests to
evaluate the potential impact of different risk scenarios on the organization’s
objectives.

7. SWOT Analysis

SWOT Analysis is a strategic planning tool used to identify and evaluate the Strengths,
Weaknesses, Opportunities, and Threats related to a business or project. It provides a
comprehensive overview of internal and external factors that can impact an organization’s
performance and decision-making. Here’s a breakdown of each component of SWOT
Analysis:



Components of SWOT Analysis
1. Strengths
o Definition: Internal attributes and resources that support a successful outcome.
o Examples:
o Strong brand reputation
o Unique technology or product features
o Skilled workforce
o Financial stability
o Established customer base
2. Weaknesses
e Definition: Internal factors that may hinder performance or limit capabilities.
e Examples:
o Lack of expertise in certain areas
o Limited resources (financial, human, technological)
o Poor brand recognition
o Inefficient processes
o High employee turnover
3. Opportunities

o Definition: External factors or trends that could be leveraged to achieve a competitive
advantage or growth.

o Examples:
o Emerging markets
o Technological advancements
o Changes in consumer preferences
o Strategic partnerships or alliances
o Regulatory changes that favour the business
4. Threats
o Definition: External challenges or obstacles that could jeopardize success.
o Examples:
o Increasing competition

o Economic downturns



o Regulatory changes that impose restrictions
o Changes in consumer behaviour or preferences

o Negative publicity or reputation damage



