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IN THE 1970s, thanks to an active and efficient market for corporate control, companies shifted their focus from owning the most attractive businesses to owning the businesses in which they had a competitive advantage. At the same time, a revolution occurred in risk management, thanks to the Black Scholes model for valuing options. With computing power multiplying, huge new markets arose for option like contracts. All kinds of financial risk, including interest rate and credit risk could be transferred. Similar markets for various commodities emerged shortly afterward.
Now these two revolutions are coming together to trigger a third wave in corporate risk management. Companies face tricky and challenging situations. Should we pursue this M&A deal? Should we manufacture or outsource? How might demand for a product change? The answers to such questions will increasingly depend on whether or not a company is the natural owner of the risks involved.  When companies focus on their natural risks, they can typically support higher debt levels and also save on operating costs.

Risk management begins with risk identification. Identifying risks sounds easy, but getting agreement around the ones a company faces can be quite difficult. The focus must be on the few risks that really matter. People’s tendency to compromise can lead to an excessively long list of risks. Four to six key risks typically account for most of a company’s cash-flow volatility, with the most common being demand risk, commodity risk, country risk, operational risk, and foreign-exchange risk.

Then the company must decide which risks are “natural.” In deciding which risks are natural, a company must address three questions. 
· Does the business portfolio contain natural offsets as in case of a vertically integrated oil producer and refiner? 
· Do we have superior capabilities for managing the risk – such as information advantages in traded commodities or project management skills for large investments? 
· Are the accessible risk-transfer markets reasonably efficient? Some markets, like that for interest-rate derivatives, are so efficient that they offset the benefits of natural ownership for even sophisticated commercial banks.
Risks where the company has a natural advantage create superior returns and should not be hedged or transferred to others. In fact, the company should assume more of these risks, because other entities are likely to charge heavily for providing cover. In contrast, risks for which there is no natural advantage should be mitigated whenever risk-transfer markets are reasonably efficient. When such markets are unavailable, the company may be able to develop risk-transfer opportunities, such as long-term contracts and joint ventures with partners that have offsetting risk positions.

Companies must assess their risk capacity, or more specifically the volatility of their operating cash flows using rigorous analysis. Without strong risk-analysis processes, most companies gravitate toward one of two extremes. Many have an unduly large appetite for risk and make too little provision for negative scenarios. So if problems occur and credit sources dry up, they may have to give up on important investments and may even have trouble meeting debt obligations. Others have too limited an appetite for risk and hold excess capacity, often driven by the desire to retain a target credit rating.

Risk management should mesh into all decisions and processes. If risk is to be integrated with the day-to-day operations, the whole range of decisions and processes to which risk-return management is relevant must be clear. Various areas can benefit substantially from risk-informed approaches:

· By adopting a probability-based approach to investments, companies can avoid many of the pitfalls inherent in more-traditional evaluations. The Black-Scholes options pricing formula and other risk-assessment tools can also help companies quantify the value of real options, such as deferring or accelerating an investment program in response to unfolding events.

· Most industrial purchasing and pricing decisions can benefit from risk-book concepts. Risk books essentially separate complex risks into buckets, enabling more-effective matching and measurement of exposure.

· Should the company employ more hedging to increase its debt capacity? Should the capital budget be cut to provide a cushion? Should the company use equity instead of cash and debt to fund an acquisition? Too often such decisions are driven by arbitrary debt-to-equity guidelines or, target credit ratings. They should be informed instead by cash flow at risk and other risk-management tools.

· Supply-chain design, outsourcing, inventory policy, and proposed changes in a manufacturer’s global footprint all involve significant risk-return trade-offs. Decisions around these, too can benefit from the application of an enterprise-risk perspective. 
In the real world, companies with good risk management have a strong risk culture informing decisions at all levels. This should include incentive systems that encourage individuals to value the whole enterprise rather than their personal fiefdoms and to make decisions that lead to improved real long-term economic outcomes rather than short-term performance. The governance and organization must be aligned around risk. The best risk managers have a culture of continual questioning and openness, in which information is simultaneously challenged and filtered to reduce the chance of surprises.

