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Senior management and boards of directors often ignore a huge strategic opportunity in the way they manage risks. Thanks to the inventiveness of the modern financial markets, managers can, in principle, engineer a company's capital structure so that virtually the only risks its shareholders, debt holders, trade creditors, pensioners, and other liability holders must bear are value-adding risks. Those are the risks associated with positive-net-present-value activities in which the company has a comparative advantage. All other risks can be hedged or insured through the financial markets.

In most large companies, equity capital serves as a buffer against many risks that the firm  usually does not understand much about. If it can strip out the non-value-adding, or passive, risk, the company can use its existing equity capital to finance a lot more value-adding assets and activities than competitors. So there is significant potential for creating shareholder value, through financial engineering.

Companies can use the risk balance sheet to identify those risks they should not bear directly and determine how much equity they can release for assuming more value-adding risk through the use of financial tools. 

Executives are used to thinking of strategy in terms of comparative advantage: What assets and capabilities do we have that allow us to do things better than our rivals? The same comparative-advantage distinction can be made about a company's risks. 
A company's risks whether value adding or not, require a cushion of risk capital. Unless the company can hedge or insure against its risks in other ways, its ability to bear them is largely limited by the size of that cushion. Thus, the larger the risks the company has to bear directly, the larger the required cushion.

It's important to note that the required amount of the equity cushion is determined not by the cost or size of the company's assets but by their risk.

The amount of equity capital a company needs is also independent of its cost of capital. Companies with relatively high weighted average cost of capital (WACC) don't necessarily need more equity than companies with relatively low capital costs. That's because WACC is determined not by the business's total risk, or VAR, but only by the amount of its systematic risk.
The world of risk management has changed significantly thanks to the emergence of a range of convenient instruments. A quarter century ago, the only way banks could manage interest rate risks without adversely affecting the value-adding side of their business was to make large capital provisions or develop skills in forecasting interest rate movements. This essentially meant a diversion of risk-bearing capacity away from value-adding activities.

Thanks to the interest rate swap, two organizations can exchange cash flows. Using the swap contract, a bank can strip out its interest rate risk without affecting its customers. Interest rate swaps are also easily reversible. If customers' tastes change -- for instance, if they decide they want to borrow at floating interest rates -- the bank can easily switch its interest rate exposures by taking out another swap the other way. 

Interest rate risk is not the only kind of customer-related risk that has acted as a brake on the banks' capacity to grow. Just as important is the credit risk that banks take on when they extend loans. The more a bank lends to an individual customer, the more exposed it is to the risk that the customer will default. To keep that exposure within bounds, banks have traditionally placed formal limits on the amount of money they lend to any one client.  But credit-default swaps can free banks from credit limits. Without having to raise more equity, the banks can do as much business with their prime clients as they want.

Equity is a kind of all-purpose risk insurance. The broader the coverage, the more expensive it is. Credit-default swaps, on the other hand, are precisely defined. They are focused on a specific risk and cannot serve to reduce any risk other than the default of the customers involved. This means that they do not impose the same deadweight contract-related (or agency) costs as equity. Moreover, the transaction costs associated with issuing new equity do not apply to credit swaps, which can be arranged in minutes by phone.

It is not just banks but also companies that can benefit from credit-default swaps. Take the case of an aircraft manufacturer which carries large pension liabilities, which are fixed in nominal terms and have long durations. The pension assets expected to cover these liabilities may be invested in the stock markets, whose returns are highly volatile and highly correlated with the risks of most firms' business assets. General stock-market risk is a passive risk for any company. Investors can easily obtain that exposure for themselves from professional financial-asset managers.

The manufacturer can use an equity swap to exchange the returns on stock-market-invested pension assets for a fixed-rate, long-duration return that can be tailored to the pension liabilities. If the company were particularly good at managing the equity portfolio, the swap would even allow the firm to retain that value added, because the company could engage only in a swap that exchanged returns on a stock market index rather than the specific returns on its portfolio. In this way, it could eliminate the non-value-adding market risk of the portfolio but retain the value-adding risk of the superior fund-management performance.

The derivatives markets contain rich possibilities for value creation through strategic risk management. Most corporations bear substantial amounts of passive risk. Thus we see significant amounts of the equity of many large companies tied up as a cushion for the risk mismatch between their pension assets and pension liabilities. In other cases, companies that compete by offering ever more complete and integrated solutions to customers' needs are forced to take on assets and activities that they have no special facility for managing or bearing. All these passive risks can, in principle, be either capped or outright eliminated and removed from the risk balance sheet by hedging, selling, or insuring. Corporate leaders everywhere owe it to their shareholders to take full advantage of the various financial instruments available and transfer risks where they have no competitive advantage.
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