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Additional Praise for

The Risk Management Process

“Risk management is much more than guessing how much an invest-
ment can lose. Culp has collected the best thinking on the many di-
mensions of risk management and presents it in an accessible and
thoughtful way. This is valuable reading for corporate treasurers, fund
managers, and investors alike.”

Todd E. Petzel
President and Chief Investment Officer
Commonfund Asset Management Company

“Culp offers corporate treasurers a number of insights into risk. They
can now use explanations in the book to educate nonfinancial execu-
tives, from the board level on down, as to what the risks are and how
to manage them. His book will elevate discussions far beyond the no-
tion that risk management is simply ‘hedging with derivatives.’ I only
wish this valuable book had been on my shelf while I was treasurer at
McDonald’s Corporation. I would have drawn from its pages many
times.”

Carleton D. Pearl
President and CEO
System Capital Corp.
(a finance company for the McDonald’s System)
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ix

introduction

D iscussions of risk management almost always center more on risk than
management. How to measure value at risk is often regarded as more im-

portant to risk management, for example, than how conflicts between share-
holders, creditors, and managers contribute to the need for risk management
and inhibit its effective implementation. In business school programs as in
actual practice, risk managers are more often viewed as “finance nerds” than
general managers. In corporations, risk managers are usually perceived to be
a cost center whose jobs senior managers and directors only sometimes un-
derstand and very rarely utilize to productive ends. Risk management, in
short, is traditionally viewed as the necessary evil by which firms try to
quantify—and, if possible, avoid—financial Armageddon.

To make the risk manager’s image problem worse, financial risk man-
agement is regarded as a relatively new and fad-like phenomenon. Before
the great derivatives disasters of the 1990s—Barings, Procter & Gamble,
Metallgesellschaft, Orange County, and so forth—risk management was
not seen as much more than insurance. Or risk management might have
been seen by a trader as, say, how to leg out of one side of a straddle with-
out getting too exposed on the other side. But in general, risk management
was not seen as a discipline or function by its own right until after a num-
ber of mainstream, household corporate giants lost big money on so-called
risky derivatives.

But to view risk management as novel, independent from, or even sec-
ondary to general management is to miss the whole point. If anything, risk
management is first and foremost about sound general management. In
that sense, risk management is an organizational function and business
process is hardly new. Principles of sound general management have been
around quite a while, and applications of those principles to risk manage-
ment are not a particularly recent phenomenon—just ask the insurance 
industry.

Nor is risk management the exclusive playground of financial mathe-
maticians and droll economists. Technical finance problems only enter the
picture as distant subordinate issues to the management problems that
both necessitate risk management and contribute to the difficulties with its
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x INTRODUCTION

implementation. Even then, the rocket science can usually be done in a back
room by a specialist.

This book offers readers an integrated, comprehensive explanation for
how a sound risk management process fits into a sound general manage-
ment framework, whether it be at a bank, a pharmaceutical company, or a
pension plan. Risk management as a process is rationalized, investigated,
and demystified in terms of the new business strategies and tactics it engen-
ders as well as the old strategies and tactics it impacts. A picture of risk
management is painted that strives to eliminate thinking of risk manage-
ment as a separate field. More than anything, a good understanding of risk
management requires not an understanding of calculus or value at risk, but
rather a solid grasp of the basic tenets of corporate finance and strategy.

WHAT THIS BOOK DOES NOT COVER

This book adds value by bringing together subjects that usually appear in
many different places, often without reference to one another. But on any
given detailed subject, earlier writings are certainly available.

I deliberately avoid getting into inordinate details about three very well-
covered areas in particular, the first of which is asset pricing. Cochrane
(2000) provides a serious, complete, and thoroughly current academic treat-
ment of asset pricing, with Campbell, Lo, and MacKinlay (1996) in a distant
second place. More narrowly focused and/or dated but nevertheless still solid
references include Merton (1992), Duffie (1996), and Ingersoll (1987). For
the not-too-faint-at-heart, a more rigorous presentation of asset pricing in a
measure-theoretic framework is found in Duffie (1988). And always a classic
no matter how old the original text is Fama and Miller (1972).

Risk measurement gets only a few chapters here. Those chapters are
reasonably long, granted, but are intended to be broad surveys of method-
ologies and not toolkits for software programmers. For a deeper look at
risk measurement, see Smithson (1998), Jorion (2000), Dowd (1998), and
Best (1999). Further, there is no substitute for reading the current academic
and trade literature.

A third area that has received enough attention and thus is not dealt
with much in this book is financial engineering (e.g., derivatives pricing,
hedging, trading strategies, and product design). Essential references in this
area include the now-standard text by Hull (2000), as well as Jarrow and
Turnbull (1999). For a good mixture of asset pricing and trading strategies,
see Petzel (1989).

Two other subjects receive less attention than I would have liked to give
them. For lack of space, these subjects—real options and risk-adjusted 
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Introduction xi

capital allocation—are given only brief coverage. The stack of books to pull
off the shelf is fewer in number in these two areas than the others men-
tioned. For anyone remotely interested in risk-adjusted capital allocation,
the book by Matten (2000) is required reading. For the basics of real op-
tions, Dixit and Pindyck (1994) and Trigeorgis (1996) still lead the field.
Probably the best collection of actual cases of companies using real options
theories in practice is Trigeorgis (1999).

OBJECTS AND CONTENT OF THE BOOK

Most books on risk management and/or financial instruments give very lit-
tle time and attention to the issue of why corporations—whether trading
houses, banks, pharmaceuticals, or windmills—should care about risk man-
agement. Doherty (2000) is a truly notable exception.

The absence of the treatment of things like expected utility theory and
the M&M propositions at the front of many financial instrument and risk
management books is not so much the failures of authors, but rather to the
unfortunate association that exists between the rise of risk management and
the advent of the great derivatives disasters. Risk management gained popu-
larity in the 1990s as a response to large, well-publicized losses—and the
regulatory and political scrutiny that followed them. Risk management was
around well before Orange County went bust. But the sad linkage often
made between risk management and loss avoidance has muddied the waters
on why firms manage risk, both in rendering the question unimportant in
many people’s minds and in severing the link between why firms hedge and
how firms hedge. This book attempts to explore and reestablish that linkage.

Part One begins with a discussion of risk management and corporate fi-
nance. Beginning a book on the business strategy and tactics or risk man-
agement with a discussion of basic principles of corporate finance may seem
strange. But in fact, risk management and corporate finance are inextrica-
bly related, with corporate finance being the backbone of the strategy of
risk management.

In many ways, risk management itself is a substitute for equity capital.
Companies that have enough equity, after all, may well prefer to take an oc-
casional loss rather than to spend considerable sums of money managing
their risks. Indeed, the first principles of the theory of corporate finance—
the Modigliani-Miller capital structure irrelevance propositions—tell us
that value-maximizing firms should not spend money to manage their
risks—at least not under certain assumptions.

For many years, the reasons why firms should not manage risk were
swept to the side by assumptions that firms behave just like risk-averse 
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xii INTRODUCTION

individuals. As the modern theory of corporate finance has evolved, how-
ever, theories that explain why corporations can sometimes increase their
value by pursuing formal risk management initiatives started to appear with
increasing frequency. Today, the list of reasons for a corporation to pay seri-
ous attention to risk management is impressive.

Nevertheless, without a solid understanding of why risk management
makes sense, the design of a risk management strategy and the implementa-
tion of that strategy can easily fall flat. At best, a failure to connect expla-
nations for why managing risk can add shareholder value with the design of
a risk management program will leave some unexploited efficiency gains
and opportunities on the table. But at worst, the disconnect between corpo-
rate finance and risk management can lead a firm to implement the wrong
risk management program altogether, sometimes leaving it exposed to even
greater risks than if it had done nothing.

Chapter 1 begins with an introduction to the four-letter word that will
reappear hundreds of times in this book—risk. This opening chapter offers
some context to the definitional conundrum facing us when we use the term
risk, and attempts to address some of those ambiguities by classifying risk
into different perspectives that will be used throughout the book. In Chap-
ter 2, the effect of risk on individuals is examined—specifically in the con-
text of how risk affects individual behavior and how that behavior can be
modeled using expected utility theory. The basic model of portfolio selec-
tion by a risk-averse investor—the Markowitz mean-variance portfolio se-
lection model—is developed and extended to the problem of hedging by
individual traders.

In Chapter 3, the various reasons why models of individual hedging do
not extend to models of corporate hedging are presented, including a basic
proof of the M&M capital structure irrelevance propositions. The inability
of financial instruments such as derivatives to change the value of the firm
in an M&M world is also explained. This then sets the stage for the next
four chapters, each of which deal with explanations for why risk manage-
ment can add value to a firm. The explanations include adding value by re-
ducing expected costs, increasing expected cash flows, and decreasing the
cost of capital (Chapter 4), reducing conflicts between security holders and
managers (Chapter 5), reducing conflicts among different classes of security
holders (Chapter 6), and managing or exploiting informational asymme-
tries (Chapter 7).

Chapters 8 and 9 conclude Part One by raising two strategic risk man-
agement issues often neglected in the mainstream theories of why firms
hedge. The first issue, discussed in Chapter 8, is that firms can have a risk
management focus aimed at any of three measures of financial strength—
value, cash flows, and earnings. But these objectives are not always
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