Unit 1 — Foundation of Risk Management

Meaning of Risk:

Risk refers to the possibility of experiencing a negative outcome or loss. It involves
uncertainty about the future and the potential impact of events or actions.

Meaning of Risk Management:

Risk management refers to the process of identifying, assessing, and taking steps to minimize
or mitigate financial risks. The goal is to manage potential losses and uncertainties that could
impact an investment or financial institution.

. Types of Risk
1. Market Risk:

Equity Risk: The risk of loss due to a drop in the market price of shares.

Interest Rate Risk: The risk of loss due to changes in interest rates, affecting bond prices
and borrowing costs.

Currency Risk: The risk of loss due to changes in exchange rates, affecting investments
in foreign currencies.

Commodity Risk: The risk of loss due to changes in commodity prices.
2. Credit Risk:

The risk that a borrower will default on their debt obligations, leading to a loss for the
lender.

3. Liquidity Risk:

The risk that an asset cannot be sold quickly without a significant price concession, or
that a company cannot meet short-term financial obligations due to a lack of liquid
assets.

4. Operational Risk:

The risk of loss resulting from inadequate or failed internal processes, people, systems,
or external events. This includes fraud, legal risks, and physical or environmental risks.

5. Systemic Risk:

The risk that the failure of a major financial institution or a major market disruption
could cause widespread instability in the financial system.

6. Regulatory Risk:



The risk of loss due to changes in laws or regulations that can impact the profitability of
an investment or operation of a business.

7. Political Risk:

The risk of loss due to political instability or changes in government policies, which can
affect investments, especially in foreign countries.

8. Reputational Risk:

The risk of loss due to damage to a firm's reputation, which can result in lost revenue,
increased operating costs, or regulatory penalties.

9. Environmental Risk:

The risk of loss due to environmental factors, such as natural disasters or changes in
environmental regulations, affecting businesses and investments.

10. Technological Risk:

The risk of loss due to technological changes or failures, which can impact operations,
security, and the competitive position of a business.

2. Process/ Role of Risk Management

The risk management process is a systematic approach to identifying, assessing, managing,
and monitoring risks. It aims to minimize the impact of potential adverse events on an
organization’s objectives. The process of Risk Management involves:

Risk Identification:

o Identify and document potential risks that could affect the organization or
project. This involves gathering information from various sources, such as
historical data, expert judgment, and brainstorming sessions.

2. Risk Assessment:

o Risk Analysis: Evaluate the likelihood and potential impact of each identified
risk. This can be qualitative (using descriptive scales) or quantitative (using
numerical data and statistical methods).

o Risk Evaluation: Compare the analyzed risks against risk criteria to
determine their significance and prioritize them. This helps in focusing on the
most critical risks.

3. Risk Treatment:
o Develop strategies to manage the identified risks. This can involve:
= Avoidance: Taking actions to eliminate the risk or its impact.

= Reduction: Implementing measures to reduce the likelihood or impact
of the risk.



= Transfer: Shifting the risk to another party, such as through insurance
or outsourcing.

= Acceptance: Acknowledging the risk and preparing to deal with its
consequences if it occurs.

4. Risk Monitoring and Review:

o Continuously monitor the risk environment and the effectiveness of risk
management strategies. This involves tracking identified risks, detecting new
risks, and assessing the performance of risk treatments.

o Regularly review and update the risk management process to ensure it remains
relevant and effective in addressing the organization’s evolving risk landscape.

5. Communication and Reporting:

o Ensure that all stakeholders are informed about the risks and the actions taken
to manage them. This includes regular reporting on risk status, changes in risk
levels, and the effectiveness of risk management strategies.

6. Documentation and Record Keeping:

o Maintain detailed records of all risk management activities, including
identified risks, assessments, treatment plans, monitoring results, and reviews.
This helps in ensuring transparency, accountability, and continuous
improvement in the risk management process.

3. Enterprise Risk Management

Enterprise Risk Management (ERM) is an approach used by organizations to identify, assess,
manage, and monitor all the risks they face in a coordinated way. The goal is to ensure that
these risks are managed in a way that supports the organization's objectives and adds value.
Here’s a step-by-step overview:

1. Establish the Risk Framework:

o Set up the structure for managing risk, including defining roles,
responsibilities, and processes for handling risks across the organization.

2. Identify Risks:

o Identify potential risks that could affect the organization. This includes
looking at financial risks, operational risks, strategic risks, and compliance
risks.

3. Assess Risks:

o Evaluate how likely each risk is to occur and the potential impact it could
have. This helps in prioritizing which risks need more attention.

4. Develop Risk Responses:



o Decide how to handle each risk. Options include avoiding the risk, reducing its
impact, transferring it to another party (like through insurance), or accepting it
if the risk is minor.

5. Implement Risk Management Strategies:

o Put the chosen risk management strategies into action. This involves making
sure the right resources and actions are in place to manage the risks.

6. Monitor and Review:

o Continuously track and review the risks and the effectiveness of the risk
management strategies. Adjust as necessary to respond to new or changing
risks.

7. Communicate and Report:

o Keep stakeholders informed about the risks and how they are being managed.
This includes regular reporting and communication throughout the
organization.

4. 2008 Financial Crisis

The 2008 financial crisis was a severe global economic downturn that began in the United
States and spread across the world. It was one of the most significant financial events
since the Great Depression of the 1930s, leading to widespread economic disruption,
financial institution failures, and a deep global recession.

Causes of the Crisis
1. Housing Bubble:

o Subprime Mortgages: During the early 2000s, there was a rapid increase in
housing prices, fueled by a surge in subprime mortgages. These were high-risk
loans given to borrowers with poor credit histories.

o Lending Practices: Lenders relaxed their standards, offering mortgages with
adjustable rates and minimal verification of borrowers' financial stability.

2. Financial Products and Leverage:

o Mortgage-Backed Securities (MBS): Financial institutions bundled these
risky mortgages into MBS and sold them to investors. These securities were
often rated highly by credit agencies despite their underlying risk.

o Collateralized Debt Obligations (CDOs): These were complex financial
instruments that repackaged MBS and other loans into tranches with varying
levels of risk, spreading the risk across the financial system.

3. Inadequate Regulation and Oversight:



o

o

Regulatory Failures: There was insufficient regulation and oversight of
financial institutions and markets. Many financial products and practices
operated in a regulatory gray area.

Risk Management Failures: Financial institutions underestimated the risk of
default and over-leveraged themselves, making them vulnerable to downturns
in the housing market.

4. Housing Market Collapse:

o

Decline in Home Prices: As home prices began to fall, borrowers defaulted
on their mortgages, leading to significant losses for holders of MBS and
CDOs.

Panic and Contagion: The collapse of major financial institutions, such as
Lehman Brothers, triggered panic and a broader loss of confidence in the
financial system.

Impact of the Crisis

1. Economic Recession:

Global Recession: The crisis led to a severe global recession. Economic
activity slowed, and many economies experienced contractions in GDP.

Unemployment: Unemployment rates soared as businesses cut back on hiring
or closed down.

2. Financial Institution Failures:

Bank Failures: Several major banks and financial institutions faced
bankruptcy or required government bailouts to stay afloat.

Credit Crunch: There was a significant reduction in the availability of credit,
making it difficult for businesses and consumers to borrow money.

3. Market Turbulence:

o

Stock Market Decline: Financial markets experienced dramatic declines in
stock prices, reducing the wealth of investors and impacting retirement
accounts.

4. Impact on Households:

o

Foreclosures: Many homeowners faced foreclosure due to their inability to
keep up with mortgage payments.

Loss of Savings: Individuals experienced significant losses in savings and
investments due to market declines and financial instability.

Corrective Measures

1. Government and Central Bank Interventions:



o

Bailouts: Governments and central banks provided bailouts to failing financial
institutions to stabilize the financial system. Notable examples include the
Troubled Asset Relief Program (TARP) in the U.S.

Monetary Policy: Central banks cut interest rates and implemented
unconventional monetary policies, such as quantitative easing, to stimulate
economic activity.

2. Regulatory Reforms:

o

Dodd-Frank Act: In the U.S., the Dodd-Frank Wall Street Reform and
Consumer Protection Act was enacted to increase oversight and regulation of
the financial industry, aiming to prevent future crises.

Basel I1I: Internationally, Basel I1I regulations were introduced to strengthen
bank capital requirements and improve risk management practices.

3. Financial Sector Changes:

o

Increased Transparency: Financial institutions were required to enhance
transparency and improve risk disclosures.

Revised Risk Management Practices: Financial firms adopted more rigorous
risk management practices and reduced leverage.

4. Consumer Protection:

@)

Consumer Financial Protection Bureau (CFPB): The CFPB was established
to protect consumers from unfair and abusive financial practices and ensure
better financial product transparency.



