Finance 746 – Risk Management

Spring 2007 – Professor Niehaus

Course Information

Course Objectives:


Students are expected to learn the concepts and the methods utilized in enterprise risk management and to apply these concepts and methods to a number of cases.  Enterprise risk management takes the view that all of a firm’s risks exposures should be managed in a manner that is consistent with value maximization.  This approach implies that firms should be concerned with a firm’s overall risk, not just one category of risk.  

In the first part of the course, we will focus on risk measurement, which includes the following topics: a brief review of relevant probability and statistics, value-at-risk (VaR), cash-flow-at-risk (CFaR), and Monte Carlo simulation. 


In the second part of the course, we will analyze risk management decisions from a value maximization perspective.  In particular, we will review basic valuation models and then examine how risk management can increase value for a firm with well-diversified shareholders.  


The last part of the course applies the concepts and tools to a variety of interesting examples and cases.  Decisions regarding hedging risk with derivatives and with insurance contracts will be analyzed through lectures, examples, and cases.  Specific topics include: 


( credit risk and bond prices


( credit derivatives


( risk associated with corporate pension plans


( catastrophe bonds


( alternative risk transfer (ART) mechanisms, such as captives, finite risk plans, and multi-trigger insurance contracts


( weather derivatives


The course has been designed to minimize overlap with other finance courses.  Thus, we will not discuss derivative pricing, and there will be minimal coverage of currency risk and interest rate risk. 


The perspective taken throughout the course is that risk management is an integral part of corporate financial management.  Thus, risk management decisions should be analyzed using the same corporate finance principles that are used for making capital budgeting and financing decisions.  Conversely, capital budgeting and financing decisions should incorporate risk analysis.  
Method of Teaching

Class meetings will consist of lectures combined with discussions of cases and examples. You are encouraged to ask questions and raise issues during class.  

Office Hours (room 452):

I will almost always be in my office willing to talk with you at the following times:


Monday and Wednesday  
1:00-2:30

You may also stop by other days.  I am in the office most days during the week, but I teach all day on Monday and Wednesday.
Phone number:
777-7254

e-mail:
gregn@moore.sc.edu
Required Reading Material:

A custom e-book containing selected textbook chapters, cases, and other readings is available online at  http://ebooks.primusonline.com.  (Click on “Custom Ebooks” and follows the steps on the screen.)
Required Software

You will be required to become familiar with the software  @RISK which performs Monte Carlo simulation using excel.  A student version can be purchased for $35 if you use the form handed out in class.

Lecture Notes:

Copies of the powerpoint slides used in class will be available on Blackboard usually dlable on the class websoftware package you should have.receiv
























































the night before class.
Grades

Final grades will be calculated using the following weights:

	Description
	Type
	% of final grade

	Simulation project
	Individual
	10

	Ontario TPP Case
	Group
	10

	PZ Case
	Group
	10

	ABR Case 
	Group
	10

	DDS Case
	Group
	10

	GM Case
	Group
	10

	Cat Bond Case 
	Group
	10

	UGG Case
	Group
	10

	Final Exam
	Individual
	14

	Contribution to class
	Individual
	 6


Contribution to class:

Everyone starts the semester with a grade of 50 percent for contribution to class.  People who make significant contributions to class will increase their grade.  Individuals who hinder other people from learning will decrease their grade.  For example, consistently coming in late for class and getting a drink during the middle of class hinders learning.

Assignments


Most of the assignments are to be done in groups of three or four, which will be randomly assigned.  Everyone will be expected to contribute to the class discussion on the case. You will be given the opportunity to assess the contribution of your group members.  
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Tentative Outline

1.
Introduction (1 day)


( What is risk?


( Risk management objectives



H&N: ch. 1, 2

2.
Tools for Assessing Risk (2 days)


( Probability distributions


( Diversification of risk


( Monte Carlo simulation


( Using normal distributions


( Value at Risk (VaR)


( Cash Flow at Risk


( Calculating probabilities of not meeting financial ratios


( Model building


H&N: ch. 26


INDIVIDUAL ASSIGNMENT  (simulation exercises) 
GROUP ASSIGNMENT (Ontario Teachers Retirement Fund) 


GROUP ASSIGNMENT  (Petrolera Zuata Case) 

3.
Overview of Contracts & Markets for Shifting Risk (3 days)


( Derivative Contracts (knowledge of payoffs, basic pricing relations assumed)


( Insurance contracts



- Payoff structures



- Fair premium model



- Underwriting cycles



- Moral hazard



- Adverse selection


( Similarities and differences between insurance and derivative contracts


H&N: Ch. 4, 8, 23


H&N: Ch. 24.5 - handout

4.
Review of Basic Valuation Theory (2 days)


(  WACC


(  APV



(  Flow to equity approach

(  Effect of risk on value


H&N: Ch. 20

5.
Incorporating other Factors into the Valuation Model (2 days)


( Bundling services - British Petroleum Example


( Financial distress costs



( Costs of external capital


( Contracting with other parties


( Implications for Capital Budgeting


H&N: Ch. 21.1-21.7, 22.1-22.2


Corporate Insurance Strategy: The Case of British Petroleum


GROUP ASSIGNMENT (American Barrick Resources Case)


GROUP ASSIGNMENT (Drug Delivery Systems Case)

6.
Accounting Issues in Risk Management  (1 day)


( Hedge accounting


( Insurance accounting


H&N: Ch. 21.8
7.
Pension Benefits Risks (2 days)

( Pension plan risk and firm risk


( Funding and asset allocation decisions


“The Real Problem with Pensions,” article by Bob Merton


GROUP ASSIGNMENT (General Motors: Retiree Benefits Mini-Case)

8.
Credit Risk & Credit Derivatives (2 days)


( Credit risk and bond pricing


( Credit derivatives



Reading: TBA

9.
Alternative Risk Transfer (2 days)


( Finite risk plans


( Captives


( Multi-trigger, multi-line contracts


( Contingent financing


H&N: Ch. 25

10.
Insurer Insolvency Risk (1 days)

( Capital


( Reinsurance


( Catastrophe bonds


H&N: Ch. 5


GROUP ASSIGNMENT (Cat Bond Case)
11.
Weather Derivatives (1 day)


( Types of contracts


( Hedging quantity/volume risk that depends on the weather

12.
Enterprise Risk Management (1 day)

( Costs and benefits of bundling exposures


H&N: Ch. 22.3, 27


GROUP ASSIGNMENT (UGG Case)

