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The finance literature describes risk management as being concerned with identifying and managing a firm’s exposure to financial risk.  Corporate governance is often described as the set of rules, structures and procedures by which investors assure themselves of getting a return on their investment and ensure that managers do not misuse the investor’s funds.  This essay addresses the connection between risk management and corporate governance and the public corporation.  We argue that risk management and risk management products help ensure the survival of the firm and thereby support broad public policy objectives – objectives beyond the immediate interests of the owners of the company and a narrow financial objective of shareholder wealth maximization.
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1. Introduction

The finance literature typically describes risk management as being concerned with identifying and managing a firm’s exposure to financial risk where financial risk is defined as the variability in cash flows and market values caused by unpredictable changes in commodity prices, interest rates and exchange rates (e.g., Damodaran, 1997).  Corporate governance, in the finance literature, is often described as the set of rules, structures and procedures by which investors assure themselves of getting a return on their investment and ensure that managers do not misuse the investor’s funds (e.g., Shleifer and Vishny, 1997).  Corporate governance is also concerned with how to ensure that managers create value for the owners of the corporation – the shareholders (Kaen, 2003).  So, the connection between risk management and corporate governance can be made through asking how risk management creates value for the owners of the company and ensures that managers manage the company in the best interests of the shareholders when the managers and owners are different people – what Berle and Means (1933) described as the modern corporation and what we know as the publicly held company with dispersed ownership.

An informative place to begin answering this question is with the emergence of “modern financial theory” in the 1950s and 1960s.  The developers of this theory sought to transform finance from a normative theory “riddled with logical inconsistencies” to one where “ the analytical methods and techniques traditional to economics began to be applied to problems in finance.”  The objective was “to provide the scientific basis for the formation and analysis of corporate policy decisions (Jensen and Smith, 1984).”  In the process, the theoretical need for risk management disappeared only to reappear with the rediscovery of how separation of management and control in the publicly held firm creates the conflicts of interest among corporate stakeholders.  This recognition that the corporation was run by people with personal agendas in an imperfect world paved the way for articulating why and how risk management created shareholder wealth.  We describe the reasons in Section 3.  In Section 4 we explore reasons for risk management that go beyond the immediate shareholder wealth concerns of financial economics.  We end with a conclusion that risk management and risk management products and markets help ensure the survival of the firm and thereby support public policy objectives that transcend the immediate interests of the owners of the company.

2. “Scientific” Theoretical Perspective on Risk Management

Modern financial theory contains some very important ideas that have informed scholarly and practitioner thinking about risk management.  One important idea is that investors require higher expected returns to assume higher levels of risk.  A second important idea is that investors can eliminate a great deal of the risk associated with owning a single stock (company) by holding, instead, a well-diversified portfolio of stocks – the notion of diversification.  What follows from the second idea is that investors require a risk premium only for that risk which they cannot eliminate through diversification – what is called systematic or market risk.  The third idea is that managers can increase the value of a company only if they can do something individual investors cannot do on their own.  With respect to risk management, this something means altering the risk/return profile or increasing the present value of cash flows in ways unavailable to individual investors.

For example, consider a U.S. based chemical company selling in global markets.  The cash flows of this company are exposed to commodity price and foreign currency risk.  If the company has debt in its capital structure, the cash flows are also exposed to interest rate risk.  However, do (or should) these risks matter to a well-diversified investor concerned only about risk and expected return?  In the perfect market world of early financial theory the answer is no because the risks could be eliminated through diversification or through risk management strategies implemented by the individual investor.

Why?  Well, what may be “bad draws” on commodity prices for the chemical company are “good draws” for the companies supplying the chemical feedstock.  For the investor holding the common stock of both companies, these “draws” will offset each other.  The same holds true for exchange rate risk if the investor holds an internationally diversified portfolio.  Alternatively, if the investor wanted to hedge her expected cash flows from the chemical company, she could obtain the commodity and foreign currency risk management products on her own.  Therefore, in either case, the manager of the chemical company cannot lower the company’s cost of capital (which is the investor’s required rate of return) by simply smoothing the cash flows through managing the company’s exposure to these risks.

The cornerstones of modern financial theory are, arguably, the capital structure irrelevance propositions of Modigliani and Miller (1959); portfolio theory (Markowitz, 1959); the capital asset pricing model (Sharpe, 1964; Lintner, 1965) and efficient markets theory (Samuelson, 1965; Mandelbrot, 1966; Fama, 1970).  Taken together, these theories, models and propositions led to certain but not always explicitly recognized assumptions about how managers should manage the corporation and what managers should and shouldn’t do, especially with regard to risk management.

Markowitz formalized the old adage of “don’t put all your eggs in one basket.”  He did so by showing that investors could reduce risks by forming portfolios of securities whose expected returns were less than perfectly positively correlated with one another, with the emphasis being on maximizing portfolio returns for a given level of risk.  This formalization led to the capital asset pricing model that stated that investors, in perfect capital markets, demanded a risk premium only for market risk.  The model’s normative managerial implications were that managers should not worry about whether the firm survives or fails in and of itself.  Instead, managers should worry only about whether the expected return from a proposed investment would satisfy a well-diversified investor concerned with whether the expected return was adequate for the effect the investment would have on the systematic risk of his portfolio.  

The contribution efficient market theory brought to the table was evidence that investors did behave rationally in the sense of focusing on expected return and risk when pricing securities and incorporating information as quickly as possible into asset prices.  Arbitrage opportunities were few and far between; and, when they appeared, they were quickly eliminated.

3. From Theory to Practice: Why Firms Should Manage Risk

Not until the re-emergence of corporate governance concerns about the separation of owners and managers articulated by Berle and Means in the 1930s reappeared in the “modern” finance literature did risk management enter the “scientific” world of financial economics.  This re-emergence in the scholarly literature can be traced to Ross (1973) and Jensen and Meckling (1976) who introduced the term agency theory into finance.  At the core of financial agency theory was the notion that in a world of informational asymmetries and self-seeking behavior, individuals would use informational and other advantages to transfer wealth to themselves from others.  Although such behavior was ascribed to all stakeholders, early attention focused on conflicts on interest between shareholders and managers (a concern of Berle and Means) and shareholders and bondholders.  Later, other stakeholders were brought into the scheme.  Ways of solving or mitigating these conflicts are the concerns of corporate governance.

Basically, early and late financial agency theory took the seminal works of early financial theory that were developed around the notion of perfect capital markets and introduced imperfections into the analysis.  The introduction or recognition of these imperfections led to many reasons for having managers manage risk (Smith and Stulz, 1985; Froot, Scharfstein and Stein, 1993), reasons that have found their way into contemporary financial management textbooks (e.g., Grinblatt and Titman, 2001).  We review these reasons in order to set the stage for connecting them to more fundamental social welfare concerns about corporate governance and risk management.  The usual reasons are:

1. Risk management can be used to lower the firm’s expected tax payments.

2. Risk management can reduce the costs of financial distress and bankruptcy.

3. Risk management can be used to encourage and protect firm specific investments.

4. Risk management can be used to align the interests of management with those of the owners of the company.

5. Risk management can be used to design management compensation plans that hold management accountable only for the factors under their control.

6. Risk management can be used to assist firms in developing financial plans and funding programs.

7. Risk management can be used to stabilize cash dividends.

3.1 Using Risk Management to Lower Taxes

Although not associated with informational asymmetries, taxes qualify as a market imperfection.  To the extent that taxes levied on corporate income differ from those on personal income or treat some forms of income differently from others, risk management strategies can be used to arbitrage or negate tax code asymmetries.

One tax code asymmetry is the differential treatment of interest expense and cash dividends.  Interest payments are tax deductible and paid from before tax dollars, cash dividend payments are paid from after tax dollars.  Consequently, debt financing may reduce the overall after tax cost of capital to the company by creating an interest expense tax shield with the benefits accruing to the shareholders.  To the extent that risk management enables a firm to use more debt (increase its financial leverage) risk management becomes a way of reducing taxes by letting a firm borrow more money and obtain interest expense tax shields.

Another common tax code asymmetry is the differential treatment of gains and losses.  Exchange rate or commodity price gains may be taxable; however, losses may not be fully or immediately deductible.  If the gains average out over a business or price cycle, the average tax paid will be lower if the firm hedges its exposures to these price changes and pays taxes on the average gain over the entire cycle.  In contrast, if the firm did not hedge the exposures, the losses could not be used to offset the gains.  Any such tax-coded asymmetry is exacerbated under a progressive tax code, especially if the progressivity is steep.  More interesting from a corporate governance perspective, however, are reasons for risk management emanating from how the company is financed – itself a governance structure issue – and how the suppliers of capital monitor and control managers.  

3.2. Reducing Financial Distress and Bankruptcy Costs

While fully diversified equity investors may not pay much attention to the unique risks associated with price, currency and interest rate volatility, other stakeholders take a different view of the situation.  These other stakeholders include creditors, customers and suppliers and they could suffer substantial costs should a company find itself in financial difficulty.

Consider Toolco, a machine tool manufacturer that produces and sells highly specialized equipment to customers who rely on the company to honor warranties, provide on-going service and technical assistance and supply spare parts.  Southeast Asia and Europe are both major markets for Toolco with German and South Korean manufacturing firms being major customers.  Toolco prepares bids, quotes prices and bills customers in local currency – Euros and South Korean won.  Toolco uses both debt and equity to finance itself.

Should the U.S. dollar appreciate substantially relative to the euro and won, the dollar value of Toolco’s outstanding bids and accounts receivables will plummet.  Furthermore, should the dollar remain strong for an extended period, Toolco’s overall competitive position will weaken relative to its foreign competitors.  This strengthening of the dollar will cause a substantial reduction in Toolco’s profits and cash flows, a reduction that will affect its ability to provide service and spare parts and, ultimately, produce and deliver high quality machine tools as contracted.

Toolco can use risk management strategies to mitigate the potential financial problems associated with currency risks.  It can hedge its exchange rate exposures and adopt other exchange rate exposure strategies – such as currency swaps for financing its foreign operations – that reduce the likelihood of Toolco experiencing severe financial problems from unexpected exchange rate movements.  Managing currency risk may also lead to an increased willingness of customers to buy from Toolco because of its ability to withstand financial difficulties.  In turn, the improvement in Toolco’s financial position may improve the terms on which suppliers sell to Toolco.  The end result for Toolco will be an increase in the market value of its common stock, an outcome desired by its shareholders.

Contemporary textbook treatments of risk management also develop the story that locking in a certain level of operating cash flows may also permit Toolco to use more debt to finance itself.  The explanation offered is a reduction in financial distress costs along with the deductibility of interest expense story.

3.3 Using Risk Management to encourage and Protect Firm Specific Investments

Stakeholders of the firm include its employees, managers, suppliers and customers.  These stakeholders find it very difficult to diversify away the risks they are exposed to in their relationships with the firm, especially if the stakeholders make firm specific investments (Williamson, 1985).  So, to the extent that risk management is able to reduce the risks of financial distress and failure, the firm will enjoy an improved competitive position in its product and labor markets.

For example, employees have a considerable interest in the success of a company because they would incur substantial adjustment costs were the firm to fail.  These costs go beyond the costs of looking elsewhere for employment, especially for highly skilled technical and managerial employees.  These individuals typically make major commitments of time and effort to develop company specific skills and look to the continued growth and success of the company for the returns on these investments.  The returns are not entirely pecuniary, but come in the form of promotions, status and job security.  So, as pointed out in most textbook treatments of the subject, firms that can offer security and the prospects of financial success to their employees and managers are likely to garner greater employee loyalty and recruit and retain the “better” workers and managers.

But, a more fundamental relationship exists between having employees and other stakeholders make firm specific investments and the need for firm survival.  We would argue that it is the firm specific skills amassed by the firm’s employees that make it possible for the firm to earn more than its cost of capital.  Expressed in the terminology of financial management, these firm specific skills enable the firm to find and undertake positive net present value projects.

This notion of the importance of firm survival and the need to manage total risk so as to support the development of firm specific skills to make positive NPV projects fits nicely into David Durand’s critique of Modigliani and Miller’s irrelevance of capital structure given perfect capital markets.  Durand (1989) notes that Modigliani and Miller did not restrict the firm’s investment opportunities to only perfectly competitive zero net present value projects but, instead, let firms earn excess returns due to special circumstances such as patents and other factors.  Durand then argues that this “rationale implies that their [MM] perfect market is not perfect enough to accord everyone, whether firm or individual investor, equal access to the better opportunities …. Perhaps what MM have in mind is a two-tier market, with one tier for securities and the other for physical assets.”  Durand concludes that investors in security markets can earn only a zero NPV return because the investor does not have access to the monopolistic opportunities available to the firm.

We want to suggest another way of phrasing Durand’s critique.  Instead of ascribing the excess returns to monopolistic practices, let’s ascribe them to firm-specific skills and accumulated knowledge.  These firm-specific skills generate the positive NPV projects, including the patents that Modigliani and Miller invoke for explaining the existence of economic rents.  And, to ensure these unique, firm-specific skills are developed, the firm needs to survive as a going concern; hence, the need for managing total risks.  And, also, an outcome that investors cannot duplicate on their own regardless of whether financial markets are perfect.

As we mentioned earlier in connection with financial distress costs, suppliers and customers also have a direct interest in the financial health and survival of the firm.  Suppliers are unlikely to make firm specific investments in plant, equipment and production technology to service weak customers who may not be around next year to buy the components.  Therefore, risk management actions that reduce the likelihood of a firm failing will increase the willingness of suppliers to enter into long-term contracts and make investments in equipment and product development that benefit the buying firm.  These complimentary firm specific investments between suppliers and users support and produce inter-firm efforts that, in turn, generate relational rents (Dyer and Singh, 1998).

Many small and medium-sized firms are privately owned and owner managed.  Usually, the owners have most of their wealth tied up in the company and cannot obtain the benefits of portfolio diversification that would eliminate the unique financial risks of the company.  To exacerbate matters, the owners have their human capital tied up in the company as well.  So, risk management becomes a very important way for owner-managers of closely held firms to protect themselves from commodity price and exchange rate risk.

The above reasons for risk management arise not so much out of conflicts of interest among stakeholders as out of the benefits associated with the survival of the firm.  Think of it this way:  The firm can be characterized as a voluntary association to create new wealth with new wealth thought of as positive NPV projects.  This new wealth requires firm specific skills and investments such that, once the firm’s stakeholders become vested in the company with their firm specific investments, they have an interest in sustaining the firm and their association with the company.  Hence, the need to manage total risk at the firm level rather than only the systematic risk at the investor level.

3.4 Using Risk Management to Monitor and Control Managers

From a public shareholder’s perspective (a perspective generally assumed by financial theory), the objective of management should be to maximize the price of the company’s common stock.  However, managers are likely to be interested in their own well being as much as the well-being of the owners of the company.  Therefore, in a world of self-seeking behavior and informational asymmetries (where managers have more information than owners), conflicts of interest between managers and owners of publicly held companies are likely to arise.  Managers may seek to extract perks from the company and grow the company at the expense of the shareholders by making unprofitable investments so as to keep control of corporate resources, preserve their jobs and increase their salaries.  These actions create costs called agency costs and they reduce the market value of the company.

Students of financial economics and organizational behavior use financial agency theory to analyze and understand these costs and recommend ways to reduce them.  One important application of agency theory is the design of management evaluation and compensation systems that reduce conflicts of interest between managers and owners by aligning managers’ interests with the shareholders.

Risk management enters into this process the following way:  Unlike shareholders, managers cannot diversify away the unique risks associated with the company; managers are exposed to the total risk of the company, not just the systematic risk.  Regardless of why the firm fails, the managers are out of a job.  Consequently, managers are likely to make decisions based on the total risk of a venture whereas shareholders would prefer managers to consider only the systematic risk.

Now, recall that we said financial theory predicted that hedging would not improve firm values if all it did was to reduce the variance of the firm’s cash flows because investors could do this on their own through diversification.  However, reducing the total variance of firm cash flows may be very important for managers who, unlike investors, cannot diversify away the risks associated with certain business ventures.  By letting managers eliminate these risks through hedging, the shareholders need not worry about managers rejecting projects that are very profitable based on their systematic risk exposures but unlikely to be undertaken unless managers can hedge the unique risks to protect their jobs and the company in the event of a “bad draw.”  Such hedging costs the public shareholders nothing in terms of expected returns on the hedged project and also doesn’t affect the systematic risk.  However, by reducing the consequences of project failure for management, a project which would have been discarded without the knowledge of public shareholders is now undertaken.  Hedging has effectively reduced agency costs and increased the market value of the company even though the project’s systematic risks and expected rate of return are unaffected.

Risk management strategies are used in conjunction with managerial performance evaluation and compensation systems to separate financial outcomes under management control form those not under their control.  For example, suppose you are a large institutional investor who owns stock in Wadco Enterprises.  Wadco manufactures circuit boards in Thailand and sells them to U.S. companies.  Wadco costs are in Thai baht and its revenues in dollars.  Wadco has an executive compensation program with bonuses tied to operating cash flows measured in U.S. dollars.  Now, suppose the Thai baht substantially depreciates against the dollar.  With costs denominated in Thai baht and revenues in dollars, Wadco’s Thai division will report very high profits as a result of the Thai devaluation.  However, should the mangers of Wadco be paid a bonus for this performance?  What control did they have over the devaluation of the baht?  Suppose the baht had appreciated instead of depreciated?  Should the managers of Wadco be penalized for this outcome?

A widely held opinion is that  Wadco management bonuses should not be affected by unexpected exchange rate movements because managers had no control over these events.  Bonuses and performance evaluations should be based only on outcomes over which managers have control.  So, by having Wadco managers hedge the exchange rate exposures, stockholders, like the large institutional investors, can focus management attention on things management can control, such as production, marketing and sales.  Furthermore, by requiring managers to hedge the exposures, shareholders make it more difficult for management to claim that poor performance was caused by events outside of their control.

3.5 Using Risk Management to Improve Decision Making and Capital Budgeting

Substantial volatility from quarter-to-quarter and year-to-year in operating cash flows and net income makes it difficult to evaluate the fundamental performance of a company and divisions or other units within the company.  The noise introduced into these measures by volatile commodity prices, exchange rates and interest rates can be removed through risk management strategies that minimize cash flow and income variability.  Removing the noise improves decision making by providing higher quality information on fundamental performance, especially across divisions, product lines and geographic locations.  This higher quality information makes it easier to decide how to allocate funds within the firm and may increase the “trust” of competing managers in the capital allocation process.

Risk management can also be used to protect against disruptions in implementing a capital budget by ensuring that substantial shortfalls in internally generated funds do not occur as a result of unexpected price movements.  Normally, firms would have a capital budget in place along with a plan to finance the expenditures.  By hedging commodity price, exchange rate and interest rate exposures, firms can better plan both the capital expenditures and the funding arrangements.

3.6 Risk Management and Dividends

Do dividends (like capital structure) matter?  Miller and Modigliani (1961) said no; but, of course, this claim is true only for perfect capital markets.  Since then, an extensive body of literature has shown that dividends do matter – especially if dividends are cut.  So, by stabilizing cash flows, risk management makes it possible to maintain cash dividends and smooth out the dividend cash flow stream.  To the extent that dividend policy and investment policies (capital budgeting) are not independent of each other, risk management designed to stabilize dividend payments is really stabilizing the total cash flow stream available for investment and dividend payments.

Note that while stabilizing the cash flows available for investment and distribution to owners as cash dividends is important for all firms, it is especially important for firms with public shareholders.  This stabilization of dividend payments is needed to communicate information about future investment returns, dividend payments and the financial health of the company to all the firm’s stakeholders.

For example, the customers of companies that develop software programs for proprietary use want to be sure the developer will be around to supply second and third generation products and to service the existing systems.  Consequently, these customers monitor the cash flows, stock prices and dividends of the suppliers to assess the supplier’s financial health and ability to develop new products. Dividends, therefore are important for maintaining a company’s competitive position in its product markets as well as for providing shareholders with an adequate return on their investment.   

4. Back to Berle and Means

Many of the reasons listed in financial management textbooks for undertaking risk management are informed by potential conflicts of interest among the stakeholders of a company and, in particular, among shareholders, managers and creditors; conflicts that were noted by Berle and Means in the 1930s.  The Berle and Means critique of the modern corporation was subsequently adopted by Jensen and Meckling in 1976 and turned into financial agency theory.  Later, Jensen (1986) appended his free cash flow theory to agency theory.

As usually  formulated, financial agency theory continues to assert, as did early financial theory, that the objective of management should be to maximize the value of the firm for the fully diversified investor.  Now, however, certain actions needed to be taken to control managerial self-interest because managers will behave opportunistically in a world of informational asymmetries and seek advantages at the expense of public shareholders.  Basically, ways needed to be found that would discourage managers of firms facing limited investment opportunities to grow the firm at the expense of the shareholders by making negative net present value investments rather than returning cash to the shareholders.

Two of the usual prescriptions for reducing agency costs by preventing the misuse of free cash flow are substituting debt for equity and paying cash dividends.  Both prescriptions call for increasing the debt ratio of the company, leading to increases in financial risk and the likelihood the firm will face financial difficulty.  So, with risk management seen as a means for enabling a firm to increase its use of debt financing and debt financing seen as a way of controlling managers and focusing their attention on shareholder concerns, risk management becomes a way of solving agency problems associated with free cash flow.  It does so by enabling the firm to substitute the governance structure of debt for the governance structure of equity.

But, we think the rationale and motivation for risk management  can be extended beyond the boundaries of modern financial theory where imperfections are needed to explain why firms use risk management.  We do so by moving beyond the assumption that shareholder wealth maximization is an end in itself rather than a means to an end.

When Berle and Means wrote about the separation of management and ownership in the modern corporation, they were concerned about how to make the corporation compatible with democracy in a world where the managerially controlled corporation had replaced the simple market economy of the nineteenth century.  The allure of the pre-modern corporation past was that it allowed workers to become owner-managers of small firms.  This ownership arrangement supported the moral development of the individual and encouraged his active participation in the market and politics because he had a vested interest in protecting his property from the opportunistic behavior of others.  It also motivated the owner-manager to act in a socially responsible manner towards his neighbors so as to preserve his property.  Consequently, the concerns of Berle and Means and others focused on the societal role of the corporation.  They were concerned with reconciling the emergence of the modern corporation with American notions of the moral development of its citizens, democratic pluralism and economic opportunities – what is loosely described as corporate social responsibility (Kaen, Kaufman and Zacharias, 1988).  They were also concerned with how economic efficiency fit into this equation and were seeking ways to reconcile economic efficiency objectives with political economy objectives.

Conflicts of interest, as they were eventually developed in modern financial agency theory and related to shareholder wealth maximization objectives, were important to writers in the Berle and Means era in the context of how to make managers serve the best interests of the community at large, not themselves.  The writers were seeking ways to advance the development of character and democracy in America – ways that included enhancing economic efficiency by preventing managers from squandering “society’s” economic resources (Kaufman, Zacharias and Karson; 1995).  Who was to say that the only or most desirable way to get economic efficiency was to have managers ultimately serve the interests of shareholders?  Shareholder wealth  maximization was a means to an end rather than the end itself.

Corporations were to serve more fundamental societal interests than making people rich.  They existed to provide jobs, develop the citizen’s personality and if not preserve, at least not hinder, the operation of democratic institutions.   For the modern corporation to serve these societal objectives implied that there were benefits to having a company survive as a social organization – benefits that would be lost whether the firm disappeared for systematic or unsystematic reasons.

So, where does risk management fit into this theme?  Well, risk management is a means of protecting the survival of the firm from failure due to unsystematic events.  So, risk management and risk management products can be seen as developments that enable managers to serve the broader societal objectives of the modern corporation.  The products and strategies do not need to be justified within the narrower and some would say “scientific” world of financial economists.  In other words, managers should use risk management for more than maximizing shareholder wealth; they should use it to ensure the survival of economically viable firms so as to carry out their societal role and social responsibilities.

An interesting implication of this perspective is that governments and regulatory agencies should support the development and functioning of risk management products and markets that assist managers in carrying out these responsibilities.  Such support would be consistent with viewing the corporations as an institution promoting economic efficiency within a broader set of political economy objectives.

5. Summary and Conclusions

Risk management is presented in the finance literature as a cure for market imperfections.  These imperfections arise out of conflicts of interest among stakeholders seeking to advance their own interests in the presence of informational asymmetries and distortions introduced by taxes, transaction costs and legal systems.  Implicitly or explicitly, the objective of risk management is stated as maximizing the wealth of the existing owners of the firm who, in a perfect world, are assumed to be efficiently diversified investors concerned only with the expected return and non-diversifiable risk of their investments.  In finance, then, the existence of risk management is tied directly to the governance issues of how investors monitor, control and compensate managers so as to protect their investments in the company.

From a social welfare perspective, however, risk management makes a major contribution with respect to preserving the firm as a social welfare organism.  This organization does not exist solely for the benefit for the shareholders but is part of a larger scheme designed to achieve a set of political objectives which vary from one country to the next but generally regard the corporation as serving more than the needs of its owners.  The role of the shareholders is to ensure that managers do not waste economic resources within the overriding social responsibility functions of the firm.  Hence, accepting a broad definition of corporate governance focused on how society is organized with economic efficiency objectives being important, but not supreme, dominates the market imperfection arguments of financial economists for risk management.  Firm survival and continuity is important for societal reasons and risk management assists in this task.

This broader perspective on risk management should be the one that informs the regulation of risk management products and markets.  While regulation should discourage speculative abuses, it should also recognize the economic efficiency and growth objectives that are enhanced by having risk management products.
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