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Reading 26 
 

Risk Management 
 

 
 

A  Discuss   features   of   the   risk   management   process,   risk 

governance, risk reduction, and an enterprise risk management 

system. 
 
 
 

B      Evaluate  streng                                                                 s   risk 

management process. 
 
 

 

C   Describe steps in an effective enterprise risk management system. 
 

 

Risk management process 

1.   Proper identification of risks. 

2.    i.e. determining risk 

tolerances. 

3.   Measurement of risks. 

4. Monitoring and adjusting the exposures to align actual risk exposures 

with desired target levels. 

Note: 

Risk should be taken in those areas in which business has expertise and 

competitive advantage (in order to earn profits). 

Risk governance 

1. It is a process of setting risk management policies and standards for an 

organization. 

2.   The  risk  management  process  should  be  overseen  by  the  senior 

management who is responsible for all organizational activities. 

3. The  quality  of  risk  governance  is  determined  by  its  transparency, 

accountability, effectiveness (achieving objectives), and efficiency 

(economical use of resources to achieve objectives). 

4.   Risk governance is an important part of corporate governance.
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Risk governance structure 

1.   Centralized risk management system 

A. The responsibility of risk management is put at the senior 

management level where it is supposed to belong. 

B.   It is important to note that due to  less than perfect correlation 

between risk exposures, overall risk is less  than the individual 

risks. 

2.   Decentralized risk management system 

A.  Risk management responsibility is placed on individual business 

unit managers. Each unit calculates and reports its exposures 

independently. 

B.   It does not take into account portfolio effects across different units. 

3.   Advantages of Centralized system & Decentralized system 
 

Centralized system Decentralized system 

A.  Allows economies of scale. 

B.   Allows firm to recognize 

offsetting nature of different 

risk exposures. 

C.   It considers risk exposures both 

in isolation and at portfolio 

level. 

D.  Risk management 

responsibility is on a level 

closer to senior management 

who are actually responsible 

for managing it. 

E.   It provides an overall picture of 

 position. 

A.  Allows people closer to the 

actual risk taking to directly 

manage it. 

 

Enterprise risk management system (ERM) 

1. It  is  a  centralized  risk  management  system  in  which  there  is  a 

firm-wide perspective on risk. 

2.   It promotes discipline of collecting, storing and analyzing all positions 

both individually and at firm wide level. 

3.   It  facilitates  firms  to  be  more  flexible  as  decisions  are  based  on



- 3 - 
2015 CFA L3 SS14 

 

 

regarding risk-return trade-off. 

4.   Steps in effective ERM system 

A.  Identify each risk factor to which the company is exposed. 

B.  . 

C.   Map these inputs into a risk estimation calculation. 

D.  Indentify overall  risk  exposures  as  well  as  the  contribution to 

overall risk deriving from each risk factor. 

E.   Process of risk reporting to senior management. 

F.   Monitor compliance with policies and risk limits. 
 

Risk governance concern 

1. The  risk  manager is  responsible for  monitoring risk  levels  for  all 

portfolio positions and portfolios as a whole and controlling the level 

of risk. 

2. It is generally recommended that risk manager should work together 

with the trading desks in the development of risk management 

specifications. 

3. For  an  effective  risk  governance  system,  the  back  office  of  an 

investment firm must be fully independent from the front office. 
 

Example 1- 2013 CFA Level 3 Essay Question 10 Part A (9 minutes) 

Lyle Watson is Chief Executive Officer of Capital Cubed, a U.K.-based 

investment  bank  that  was  recently  formed  by  the  merger  of  three 

investment  banks.  Each  of  the  original  trading  teams,  now  known  as 

Capital 10, Capital 20, and Capital 30, continues to operate independently. 

All three teams report trading profits and losses in British pounds (GBP). 

Their trading strategies are as follows: 

Capital 10 s strategy is to trade long-only large-capitalization U.S. 

equities with currency exposures unhedged. 

Capital 20 s strategy is to trade long-only European 

investment-grade bonds with currency exposures hedged. 

Capital 30 s strategy is to trade options on U.K. equities. 

Each team has its own director of business development. These directors all 

report to Capital  

on each team is in charge of monitoring  

provides  a  calculation of  value at  risk (VAR) and  Watson  adds  them
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different instruments, the back offices have not been combined and the 

manager of each back office reports to both his head trader and to Watson. 

Lastly, to save costs, all three data warehouses have been integrated into a 

central data warehouse. 

ANSWER QUESTION A IN THE TEMPLATE. 

Identify three  

(ERM). Describe, for  each weakness, one  method  to  improve  Capital 
 

 
 

Template for This Question 
 

Identify three weaknesses in 

Capital  

management 

(ERM). 

 

Describe, for each weakness, one 

method to  

ERM. 

  

  

  

 
 

 

D   Evaluate a                                                                               l and 

nonfinancial risk factors. 
 

 

Financial Risk 

Risk refers to all risks derived from events in the external financial 

markets. 

1.   Market risk 

A.  Associates with adverse movements in firm or portfolio values. 

B.   These   risks   are   linked   to   supply   and   demand   in   various 

marketplaces, which includes:
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i. Interest rate risk. 

ii. Exchange rate risk. 

iii. Equity price risk. 

iv. Commodity price risk. 

2.   Credit risk 

A.  It is the risk of loss that arises when a counterparty or debtor fails 

to perform or meet the obligation on the agreed terms. 

B.   OTC derivatives (unlike Exchange traded), are subject to credit 

risk as they contain no explicit credit guarantee. 

3.   Liquidity risk 

A. It is the risk that arises when financial instrument cannot be 

purchased or sold without a significant price impact i.e. unwinding 

a position may become costly or impossible. 

B.   This risk arises in both initiating and liquidating transactions for 

both long and short positions but is particularly serious for 

liquidating transactions there  is  a need to  reduce exposures to 

avoid large losses. 

C.   Liquidity risk is a serious problem and often is difficult to observe 

and quantify. 

D.  Derivatives do not help in managing liquidity risk because they are 

usually no more liquid than underlying. 

E.   Indicators of liquidity 

i. Size of Bid-ask spread is used as an indicator of  liquidity for 

traded securities i.e. the bid-ask spread widens when markets are 

illiquid. However, bid-ask quotations can be applied when trades 

are of small size. 

ii. Transaction volume i.e. the greater the average transaction volume, 

the more liquid the instrument. However, there is no certainty that 

historical volume patterns will repeat themselves. 

iii. Illiquidity ratio measures price impact per $1 million traded in a 

day, expressed in % terms. 

Non-financial risk 

1.   Operational risk 

A.  It  is  the  risk of  loss  that arises from
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operating systems and procedures or from external events due to 

technological factors, human errors, natural disasters etc. 

B.   These risks can be managed by using insurance contracts because 

these risks do not have developed derivative market. 

C.  Most companies manage operational risks by monitoring their 

systems, taking preventive actions, and having a plan in place to 

swiftly respond if any adverse events occur. 

2.   Model risk 

A.  It is the risk that arises due to use of incorrect valuation model or 

misapplication of model. 

B. Model risk is present for many derivatives and non-traded 

instruments. 

3.   Settlement risk (or Herstatt risk) 

A.  It is the risk that arises when counterparty defaults in its obligation 

while the other counterparty is paying. 

B.   These payments be associated with the purchase and sale of cash 

securities  i.e.  equities  and  bonds  along  with  cash   transfers 

executed for swaps, forwards, option other types of derivatives. 

C.   Exchange traded transactions (unlike OTC) do not have settlement 

risk. 

D.  Two-way  payments  involve  settlement  risk  because  one  party 

could owe payment to  its  counterparty while that counterparty 

declares bankruptcy and fails to make its payments. 

E.   Netting arrangements can be used to reduce settlement risk. 

4.   Regulatory risk 

A.  It is the risk associated with the uncertainty of how a transaction 

will be regulated and with the potential for regulations to change. 

B.   Regulated markets face the risk that the existing regulatory regime 

may become harder, more restrictive or more costly. 

C.   Unregulated markets face the risk of being regulated which results 

in costs and restrictions. 

D.  Regulatory risk is difficult to estimate. 

E.   Regulatory risk and the degree of  regulation vary widely from 

country to country. 


