CHAPTER EIGHT

Risk Management
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downward deviation from Expected return= Risk
Risk should have material effect

What is Risk? I b
Most, if not all, business decisions relate to the activities to be undertakep j, th

future. Inevitably, a large proportion of these decisions are ma_de without havinga”
the necessary information in hand. This gives rise to uncertainty. The outcome o
" uncertainty-can be positive or negative. For example, Khoobsoorat Ltd. is going t
introduce a new beauty product. Now, at the planning stage, despite all Optimism, it
cannot be said with total certainty, as to how will the market receive the pg,
product. The future of the productiis therefore quite uncertain. Now, it can happen
that the product may prove an instant hit and lead to doubling the profits o
Khoobsoorat Ltd. within a year. This possibility is a positive one. On the hand, itjs

also possible that the product may fail to attract the customers and as a result all the

investment made in research, development and promotion of the product may

simply sink, leading to a drastic reduction in profits of the company. This possibiliy |

_Is a negative one.

Uncertainty exists whenever one does not know for sure what will occur in the
future. Risk is uncertainty that has a potential of a loss. Thus, uncertainty is?
necessary but not a sufficient condition for risk. In certain cases, uncertainty may
~ carry no possibility of a loss at all and hence have no risk. To illustrate, suppose your
elder brother is getting married and you are planning his mehndi function. You ha¥
invited 300 persons but your best guess is that around 200 will actually come. There /'
is this uncertainty. Maybe only 100 will come, maybe less than 200 will come &'
. maybe all 300 will turn up. This uncertainty will however become a risk only if the
. number of actual arrivals will materially affect your party. If not, there isno risk.

For example, in providing for your guests, you have to decide how much food 1
prepare. If you knew for sure that 200 people will show up, then you would prepa®
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why take a Risk?

There are essent_lally two reasons why people take risks: inevitability and reward.
Some risks are simply unavo.zdable, they have to be taken in order to achieve a goal
or perform a task. As for avoidable risks, they are taken because they offer rewards.
To understand this situation, let us assume you are a batsman, facing a fast bowler.
Batsmen get out because they do not play a ball correctly. Therefore leaving a ball
alone would generally offer no risk of getting out. But, if a ball comes straight on to
the wicket, you simply have to play it. If you don’t play such a ball, you will get clean
bowled or trapped leg before wicket. So playing a straight ball is an unavoidable risk
for a batsman. Now if a ball is going well wide off the wicket, the batsman may
choose to leave it alone. Playing such a ball is an avoidable risk. A ball going outside
the stumps cannot get you out if you do not attempt to play it. However, such
deliveries offer the scope of hitting a four or a six, which is a rich reward for the
batsman. Quite naturally, the hit can go wrong and the batsman can get caught. So
what it boils down to is this: hitting an off-line delivery carries a risk of getting out
but also offers a rich reward of a big score. If a batsman refuses to take the risk of
hitting an off-line delivery he eliminates the risk of getting out but at the same time

foregoes the reward of four or possibly sixruns. J

Running a business is not so much different from playing a game of cricket. Toruna.
business you have to take certain inevitable risks. At the same time, you dre often
faced with certain avoidable risks but taking those risks can significantly improve
your profits so you may be tempted to take those risks. The success of a business
depends on how correct your risk taking decisions turn out to be. Suppose you have
just horrowed Rs one million from a relative at an interest of say 10%. Now, you
have to invest them in order to earn some thing in excess of 10% or else you Wl_“
have to pay the interest out of your pocket. One choice you have is to deposit this
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persons buying new cars. Jamal Jaffery buys @ new car but insures it only for

party liability because that is the legal requiren}ent. He is quite willing to face t
risk of accident, fire or theft of the vehicle, so he1s not pFEPaI'Ed to pay any prepj,
for taking out insurance to cover these risks. Kamal Khan, on the other hand, iy
averse. He takes out a comprehensive insurance, paying a hefty annual premiuny,
secure assurance that he is fully covered against whatever happens to his newcr}
the year passes, and the two cars have not experienced any accident or ol
untoward incident, Jamal Jaffery may appear to have saved money (by not pajiy
for comprehensive insurance). But if his car is stolen or destroyed in an accidentk

would appear foolish for not having taken out adequate insurance.

k

Risk-averse businessmen are willing to accept a lower expected rate of returnond

‘investment if that investment offers a more predictable rate of return. Lett

assume there are two projects, say A and B in which investment is sought fi¥
Jamal Jaffery and Kamal Khan. Project A is relatively safe but is likely to offer ol
7% return on investment. Project B offers 12% return on investment iy
considered risky as it may fail if certain things go wrong. You can guess ¥ i
project will appeal to Jamal Jaffery and which one will be attr:active to Kamél Khan

Risk Exposure

If you face a particular type of risk because of your job, the nature of YO buSiﬂE;;
or your p.?fttern of consumption, you are said to have a’particular risk eXPOSurE‘fﬁ
exam.plew if you are a temporary office worker, your exposure to the risk of a1’ H
relatively high. If you are a tenured professor at 3 majoi:- university, your exp qure



the risk of 2 la?;fﬁizr:;?itwdy IOW- If you are a farmer, you are exposed both to the
sk of 2 lef; p—— to the risk of a decline in the price at which you can sell
your crops. yth . km:!SS Significantly involves imports or exports of goods, you
e exposed 1o the risk of an adverse change in currency exchange rates. If you own
_ house, You are exposed to the risks of fire, theft, storm damage, earthquake
Jamage, as well as the risk of a decline in its market value, |

isks faced by firms

Virtu@lfllﬂe‘zy aCthIWbe 4 Company entails exposures to risks. Taking risks is an

ossential and inseparable part of business enterprise. Business risks of a company

Jre borne byd its stakeholders: shareholders, creditors, customers, suppliers,

employees, an government. The financial system can be used to transfer some of

the risks-faced by a con . pany_to other parties. Specialized financial firms, such as
inWE@L@the_s_endce_oipo,ahng_andimnsfemingrx:isksf_

Let us take the example of Sunny Juices Ltd., a company specializing in fruit juices. It
buys fruit, extracts concentrate, and sells bottled juices in local market. Sunny Juices
Ltd., like all other companies in the fruit juices or soft drinks industry, faces several
risks. Some of these risks are: T

Production and operations risk

This is the risk that machines (e.g, juicing plant, delivery trucks) will break down,
that deliveries of raw materials (e.g. fresh fruit, flavourings, bottles) will not arrive
on time, that workers will not show up for work, or that a new technology will make

the firm's existing equipment obsolete.

Price risk of outputs or market risk
This is the risk that the demand for the bottled juices will unpredictably change

because of an unanticipated shift in consumer preferences e.g,, fresh juices become a
fad and the market price of bottled juices falls; or competition can become more
intense, and Sunny Juices Ltd. might be forced to lower its prices to stay in the

market.

Price risk of in puts

This is the risk that the prices of some of the inputs of the factory will change
unpredictably. There may be a crop failure and price of fresh fruit may rise, or
labour may become more expensive due to increase in government-mandated
Minimum wage. If Sunny Juices Ltd. has borrowed money to finance its operations
ata floating interest rate, it is exposed to the risk thatinterest rates might rise.
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Environmental risks , Sunny Juices :
Poor weather can affect a company i many ways(a" ilz?}actoryy (jr CauS:t(fislt CO.U]d
mean higher fruit prices, or heavy rains may damag ' "UPtin

to production process through labour having difffic_uliti:);lsn reaching the factory, el
mild summer could also cause drop in demand for ju :

Project risk g :

If Sunny Juices Ltd starts a new project, e.g. consFructlon of‘new botthpg plant i
may experience a number of risks in planning and 1mpl§mentmg the pI'OJEFt. Pelays :
may take place in construction, arrival of machinery, installation, commissioning
etc. Changes in duty structure may increase the project cost, delays may increase the
borrowing amount while economic changes may force an increase in borrowing
costs. All this may add up to the cost of the project.

Reputational risk | . ‘ .

If any of the products of Sunny Juices Ltd are found out to be of poor quality, or
some negative news spreads about the management of the company among the
public, or if company’s labour union starts issuing damaging statements to the pres
about the manner the workers are allegedly being mistreated by the company, the
reputation of the company may suffer. In turn this may have impact on its sales,
quality of staff it can get for its operations, etc. The government may st
interfering, press and electronic media may have a field day at the expenst d

company’s reputation. A board must protect the reputation of the company throsd
its transparent antt fair policies.
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T“e;gfif;{;_ 'IE‘E}ZZ féorsnupnar;y ,IUICES Ltd. are not the only people who bear the risks of
e ther empl.oy.ees are algos I;;anagers (if they are different from the owners) and
its otn! == == 4150 allected by some of these risks. If profitability is low or

ifthekirzdgﬁ?ci): t;eg}}:nggog{ changes, some of them may lose their jobs or be forced
o ta £ vell a5 thié : mlld_%ﬂ}’, lower profits are a danger Sign—'.j for company’s
lenders as Wel S could lead to a default by the company in debt servicing. At a

—

iarger level, Tisks faced by a company have implications for the society as a whole -

g stoppage of production will deprive the customers of their choice in products,

govgrg,m,eﬁt-will lose some of the tax revenue, etc

Risk Management
Let us go back to your brother’s mehndj party. Let us assume that you will be
serving food at the fur-lction but there is a time lag of around 90 minutes between
the time the guests arrive and the time when the food is actually served. Now if your
caterer is ab.Ie_ to provide additional food at a notice of around one hour at only a
nominal additional charge, you may place an initial order for only 100 guests and
adjust the order once all the guests have actually arrived. If this happens you will
end up having to pay a higher rate per person. This is the price you are paying for
eliminating the risk of having too little or too much food at the party. Thus, thereis a
trade-off between the benefit of eliminating the risk of having the wrong amount of
food (i.e. wastage or unpleasantness) and the cost of eliminating that risk (i.e. higher
price of food per person). The process of formulating the benefit-cost trade-offs of
risk reduction and deciding on the course of action to take (including the decision to
take no action at all) to reduce or eliminate risks is called risk management.

Responsibility for managing the risks
The Company’s Board of Directors is ultimately responsible for managing the risks
faced by a company because of its basic dufy o protect the company’s—assets
(against inter alia risks). Hence, risk management is very much a governance issue.
While the actual process of risk management will be carried out by the management,
it must be overseen by the board. The board has to ensure that its management
team has adequate expertise in managing risks so that it could run the company
effectively and profitably. The company’s management team can manage these Tisks
using several techniques: It can keep extra stock of inputs in warehouse to protect

itself against delays in delivery; it can maintain spare parts for its machinery; and it
can subscribe to services that forecast trends in the demand for its products. It can

cribe to services that fi
also buy insurance against some of the risks such as accidental injury to its

employees-or_theft of_its equipment. It can alse reduce some price risks by either
engaging in fixed-price contracting with cust.mers and suppliers directly or by
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o _Risk assessment

o Selection of risk-management techniqu.es

e Implementation

e Review
Risk Identification , _ |
Before a company can make any plan or p licy about how to handle the risksit |

faces, it must be fully aware of all the risks thatit1is exposed to. Many a time, people
are not even aware that they are exposed to a risk-This simply means they wil
m_ékg_no effort to protect themselves against such a risk. AgainJ__n_o_t__b_emg_awaré of
the exact nature of risks to which a business is exposed may also meaﬁjhuy{ng |
insurance (or making other similar arrangements) for eventualities that may notbe
posing any real risk at all. For example, if your factory is based in_an earthquake
prone  area, and you are not aware of this fact, you are not likely to include this risk
when you buy insurance for your factory buildings and plant. But, if your factory is
not in an ea.rthquake prone area, it would be silly to cover this risk and pd
unnecessary insurance premiums. Hence, it is a good idea to have a formal checklist
that enumerates all of the entity's potential exposures and the relations amo®
t};emt‘ It‘;i—th—e-gi%e—ortﬁ?r?lpap%this may require a good deal of detailed knowlet®
e Rin, an Tt oyoery i which the firm operates, the techr 1%,
e eations to smploy_professions]. sonny—li-1snotuncommon ¥ L,
sional_consulting firms to have a profession

prepared risk profile of the company, incorporating such a check-list, -
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Risk assessment will involve finding answers to the following questions:

1. How likely is it for any of these risks
2. What is the maximum possible fing
listed situations?

3. What would be the cost of eliminating or transferring this risk to some one else?

to happen?
ncial loss that you will suffer in each of the

Quite similarly, whenever companies decide to invest in a new project (or buy an
investment), they undertake detailed studies (often with the help of external /3
experts) to assess their exposure limits and in quantifying the trade-offs between
the risks and rewards of investing in such projects. Only when you have found-

answers to the above questions, will you be able to formulate a plan to handle the
risks.

Selection of risk management techniques to be used

The next step is to decide what steps to take to eliminate or reduce the impact of
risks. There are four basic techniques available for reducing risk, namely Risk
avoidance, Loss prevention and control, Risk retention and Risk transfer. Let us
briefly explain each technique.

Risk Avoidance _
A conscious decision not_ to be exposed to a particular risk. People may decide to
avoid the risks of going into certain professions and firms may avoid certain lines of
business because they are considered too risky. But it is not always feasible to avoid
risks. For example, all people are inevitably exposed to the risk of illness by virtue of
being himan. They cannot avoid it. But certain risks can be avoided. For example, a
person who does not buy shares at a stock exchange (instead he invests his money
in government securities carrying a low rate of return but having absolute security
of funds) eliminates the risk of loss in value of his investments when the stock
exchange index takes a nosedive. Quite similarly, there are certain projects (e.g.
opening a branch in an undesirable location) that may be refused for simple
purpose of avoiding the unnecessary risk.




Loss Prevention and Control i
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Risk retention )

ino loss of one’s own resources,

This refers to absorbing the risk and _
prens by default, as for example, when one 15 Ll_tl;?l_\i‘{ilfigf}at;there
was any risk or one chooses to ignore it. If the loss occurs, One has no choice b_gt to
ear i conscious decision to absorb a known

bear it. But in_certain cases one may make a b a
rb the costs of treating illnesses

risk. For_gxample,ﬁgoﬁmgﬁg(_a_qple may decide to abso
t buy health insurance. Many people do not buy

from_their own_savings and not bu

comprqhenﬁi&f@i@tiﬂiﬂng  prefer to save insurance premium by agreeing
to meet any repair costs that may ensue from an accident. In 1 certain cases, it makes
sense to retain a risk as the cost of obtaining the cover against the risk may exceed

the potential losses. For example, It IS estimated that a transport company that has
20 or more vehicles will do well not tO__in:}TLl_I‘E}_th{egl_EQ[JQS_S@S‘_ELigi_Hg out of

accidents and theft. This is so because the total annual insurance premium payable
for 20_or more vehicles is likely to be more than the possible losses that the
company_may face in a year from accidents_to its vehicles. If we take this point”

that many large corporate groups have an insurance

further, we will_notice
company of their own ‘that extends _insurance cover to_various_group_companies.

This is also a form of risk retention.

Risk Transfer

One way to cover your self
obviously, others will not assume your risks without gettin

from you. You need to weigh this compensation against your a
yourself and decide ‘whether to retain the risk or to transfer it to s

Some organisations specialize in taking risks on behalf of others for a fee. When you
insure your car, you transfer the risk to the insurance company. Insurance company

against risks is to transfer the risk to others. Quite
g some compensation
bility to bear the loss
omeone else.
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The‘l“if‘i‘?éf_%.‘glr_gé‘.slfi F}l_eFl1ods of accomplishing the transfer of risk: hedging, options,
insuring, ver Slfl‘ﬂggimmmb_q_ discussed in some detail later in_this _

chaptei- ———

Implementation of Risk Management Plan

Following a decision about how to handle the risks identified, one must implement
the techniques 5818C.ted. The underlying principle in this step of the risk-
management process is to minimize the costs of implementation. Thus, if a company
decides to buy insurance to cover some of the risks faced by it, it must shop around
to find the best possible cover at optimal cost. Again, having selected the insurer, the
must company must complete the necessary formalities to bring the insurance into
effect to ensure that it is fully covered, Similarly, if the company has opted for risk
retention and on risk control as its techniques for risk management of its factory

plé}ritl it must draw up and implement necessary plant safety measures,
maintenance schedule, etc.  +

———————

Regular review of the risk situation
Risk management is a dynamic “feedback” process, in which decisions are
peribdically reviewed and revised. As time passes and circumstances change, new
exposures may arise, info lon_about the likelihood and severity of risks may
become more readily available, and techniques for managing them may become less
costly. Thus, you will probably decide not to purchase life insurance if you are
single, but reverse that decision'if you get married and have children.

-

Risk transfer techniques ' o
These include hedging, options, insurance and diversification.

Hedging

One is said to hedge a risk when the action taken to reduce one’s exposure to a loss
also causes one to E'i“ve up the possibility of a gain. For example, farmers who sell
their future crops before the harvest at a fixed price to eliminate the risk of a low



price at harvest time, also give up the possibility of P}’Oﬁt}ng from high prices 4
harvest time. They are hedging their exposure to the price Tlf‘k of their crops. If yqg
subscribe to a magazine for three years instead of subscribing ope y‘ear.at'a time,
you are hedging against the risk of a rise in the price of the magazine. You eliminate
the potential loss due to an increase in the price of a subscription, but you give up

the gain from a potential drop in subscription prices.

Buying Options _ _ _
An option gives the buyer a right to buy (or sell) an item at pre-determined price on
a_pre-determined date. This is however a right, not an obligation. To understang

_how this arrangement works, let us take an example. Umar Khattak has to pay Uss
100,000 to his plant supplier, six months from now. The_dollar is currently selling at
Rs 60. Umar Khattak fears that the dollar may rise in value against the Pakistani
rupee during the next six months. If he agrees to buy dollars today, at say Rs 60.50

for delivery six months from now, he will be hedging. This 'saves him from the

adverse impact of any increase in price of a dollar. However, when the time for
getting dollar comes, if the dollar price is say Rs 58, he will be a loser as he will be
obligated to buy dollars at his contracted price of Rs 60.50. Now, he has-an
alternative. He can go to an options dealer and buy an option to get dollars at say Rs
60 six months from today. For getting this option, he will have to pay a fee (in about
the same way as you pay insurance premium). Suppose the fee is 55 paisas per
dollar. Now, he has the assurance that he will get the dollar at not more than Rs 60.
However, should the actual price of dollar at the time delivery drop to say Rs 58 he
can simply forego his right to buy dollars at Rs 60. Hence by buying an option, he

will be covered against the possibility of increése_in_ value of dollar without
foregoing the possibility of benefiting from a fall in price of the dollar. ¢

There is a fundamental difference between hedging and options. When you hedge,
you eliminate the risk of loss by giving up the potential for gain. When you buy an
option, you pay a fee to eliminate the risk of loss and retain the potential for gain.

Options are basically of two types: call options and put options. A call option is an
option to buy at some future date an item at a price agreed now. A put option is an
option to sell at some future date an item at a price agreed now. The people who
make a business of offering these options charge a fee for their services which is

payable at the time of buying the option, regardless of the fact that the option is
- actually exercised or not.

In Pakistan, options market is not yet fully developed but Pakistani businessmen aré
free to buy options from anywhere else in the world.



msuring .
]nsuriﬂmwri% paid for the insurance) to avoid l0sses.
gy buying InsSurance, you substitute a sure Joss (the premium you pay for the policy)
for the possibility of a much larger loss if you do not insure. For example, if you own
5 cal ,Y%&Lw_ﬁi‘!ﬁ_bp_gght some insurance against the risks of damage,
theft, QEQI—HJM—LQYQULSEIJ__MH@@E& The premium may be Rs 10,000 today to
jnsure your car for the next year against the potential losses stemming from these
contingencies. The sure loss of Rs. l(LQQ_Q_tt?places_tﬁgpossibility of losses that can
«mn into hundreds of thousands of rupees. -

one important fa_ct to remember about insurance is that by getting an insurance
policwei(_ii simply covers himself against a loss; he does not benefit or profit
frog it- When_ his car is stolen, and the insurance company pays him for a new car,
that simply restores him to the financial position in which he was before the loss.
unlike_a forward contract_or an_option, there is no possibility of an insured
benefiting from an insurance policy (i.e. getting compensation beyond the amount of
actual loss sustained by him.) e

Diversifying

Diversifying means holding_similar amounts of many risky assets instead of
concentrating all of your investment in only one. Digersificat_i_on limits your
exposuTe to the risk of any single asset. Let us take an example to understand how
diversification helps reduce risk exposure.

There are three investors, say Awan, Bhatti and Chawla, each with Rs one million to
invest. There are two opportunities available in the particular field of business they
are engaged in: Qpportunity X and Y. Each opportunity offers the prospect of 300%
profit but also carries the possibility of total loss within four years. Let us also

assume that only one of these opportunities will succeed, i.e. if Opportunity X

succeeds, Y must fail, and vice versa.
B =

Now Awan puts his entire Rs 1,000,000 in Opportunity X. If this project succeeds, he
will have Rs.4,000,000 at the end of the fourth year (i.e. his original investment plus
300% profit). But if this project fails, he will be left with nothing. This is the risk.

Bhatti decides to put his entire Rs. 1,000,000 in Opportunity Y. If this project
succeeds, he too will have Rs. 4,000,000 at the end of the fourth year. But if this
project fails, he too will have nothing. He too is running the same risk.
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Fig. 8.1: Risk Management Process at a glance

Institutions for risk management
It is not possible to cover all the various institutions that play a role in helping

businessmen_manage their risks_in_this elementary text. However, briefly the
following are some of the institutions that assist in risk management,

. .
Insurance companies

o Stock Exchanges
s Specialist traders in forward contracts and options

¢ Mutual Funds N
s Financial Institutions offering guarantees, letters of credit, underwriting of
- = - [ —

shares and bond issues, and similar facilities.
._ﬁ___'________,__..———-———-——..__—_“___‘_.___

Disaster Recovery _
Disasters happen, some are natural like earthquakes and tsunami, and others are
‘man or more appropriately compan made like Bhopal disaster and the recent BP

crude oil leak in Gulf of Mexico. After the 9/11 incident in USA and the wavﬂ
terrorism of which Pakistan has had a more than fair share, disaster recovery plans
rorism of whicfl |

- are becoming increasin essary.




" r disasters. The manner ;
Companies must Pl'ep.ﬂliefor_d.is_as_t_ers_and,the_h]ﬁz atfgimine e mann WH;
which a company réﬁqnds_to_&cﬁgww?ll S ebut not all. There are certaip
continue to exist. Insurance can_cover [manigi f{%%;_alents e certln
assets which if lost are impossible to replace

__certain confidential files. ’

_The directors must ensure that a formal disaster recovery plan is In place which

: ' ickly and efficiently. A very importapt
helps the company resume its operations quic - SECRERE
aspect of disa_sl_z_z_gecoveI:y_is_sgcur.i_ty_of,financxal data. Some compamgﬁs}ke banks

7 aged.
can face very serious consequences if its records are lost or damaged.

The role of government in risk management _ . .
Govemmentgplays__an important role in managing risks_for the public at large either

by _preventing them or redistributing them. People often rely on government to
‘provide protection andjmndal.mneﬂmammaimammwrmus_hUmap~
caused hazards, including war and pollution of the environment. A{l_ argument in
favour ofﬁtivistﬁr_ql,e for government in_economic development is that
government can readily spread the risk of an investment in infrastructure among all
of the tax;iayers_yvii,;hin_itsg jurisdiction. Government managers often us.e_the m_a}gkets
and “other channels of the financial system to implement their own risk-
management policies in much the same way that managers of firms and other
nongovernmental economic organizations do. T

—

In case of private sector institutions of risk management, _the_perso_ns_s_eekinlg cover

against a risk pay for the coverage in one form or the other. Much in the same way,

risk protection offered by a government also comes at a price. All risks are
, ultimately borne by the people. Whether government offers insurance against the
' risk of natural disasters or insurance against default on bank deposits, itis not free.
I1TI‘Té“‘'gcTﬁr‘f“n‘ﬁl‘e"ri’t either charges the insured parties a price sufficient to cover the
'costs of these insurance services, or taxpayers pay the claims. o

——

Report by Board on risk management

While the Pakistan’s Code of Corporate Governance issued by SECP is relatively
silent on this aspect, the Combined Code of CG of UK which is widely accepted
hroughout Commonwealth prescribes that the company’s annual financial reports

must .include, either as a separate statement or within the body of Chairman’s

report/a report from the Audit Committee on risk management. This report covers
the following points: N
oo 1

=




It lists the significant

identified, assesseq andr;:;{:aézCEd by the company and how they are being
1 ged. —

t reports on the effectjy '
- z e . Y
N of the systems put in place to manage these risks,
It lists-the-aetions_heijp
taken to remedy any signi ili

ny signifi
that ma eady w -_ y any ificant failings or
¢ Italso comments on the need if any

for greater monitoring of procedures.

QUESTIONS

is risk? : :
1. What is risk? How does risk differ from uncertainty? Give three instances of

situations where (a) there i :
. 1S uncert i :
uncertainty as well as risk. ainty but no risk (b) there is

2. Define risk aversion. How does it differ from risk avoidance?

3.  Why must one take risks?

4o ..What is meant by risk management? Is it a governance issue? Why?
5.  Discuss the steps involved in risk management process.

6.  Distinguish between risk identification and risk assessment.

7. Discuss the situations where risk retention may be more beneficial than
risk transfer.

8. Differentiate between (a) Hedging and options (b) Options and insurance

9. Discuss the role of financial system in helping businessmen manage their
risks. '

10. Which risk management technique has been chosen in each of the

following situations?
o Installing a smoke detector in your office
e Investing savings in T-bills rather than in shares .

e Purchasing a life insurance policy for yourself






