Introduction to Risk Management in Finance

Introduction to Risk Management in Finance
Key concepts, processes, and tools for identifying, measuring, and controlling financial risk.

1. What Is Risk Management?

Aspect Description

Definiti The systematic identification, assessment, and mitigation of uncertainties that could
efinition
affect an organization’s financial objectives.

Goal Protect value, ensure stability, and enable informed decision?making while pursuing
oa
profit.

s Market risk, credit risk, liquidity risk, operational risk, legal/regulatory risk, and
cope
P strategic risk.

2. Core Risk Types in Finance

Risk Type Main Sources Typical Instruments/Indicators
Changes in market prices Value?at?Risk (VaR), stress testing,
Market Risk (interest rates, equity prices, FX sensitivity analysis, futures/forwards,
rates, commaodities). options.

Credit spreads, probability of default (PD),
S Counterparty default or _ _
Credit Risk loss?given default (LGD), credit default
downgrade.
swaps (CDS).

Liquidity Risk Inability to meet cash?flow Liquidity coverage ratio (LCR), cash?flow
iquidi is
a Y needs without excessive cost. forecasting, repo markets, bid?ask spreads.

) _ Failures in processes, systems, Key risk indicators (KRIs), loss event
Operational Risk

people, or external events. databases, scenario analysis.
Non?compliance with laws, . o )
Legal/Regulatory _ Compliance monitoring, regulatory capital
_ sanctions, or regulatory
Risk buffers (e.g., Basel IlI).
changes.
Poor business decisions, SWOT analysis, strategic scenario

Strategic Risk N _
competitive pressures. planning.
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3. Risk Management Framework (RMRF)

1. Risk Identification

o Collect data from internal systems, external markets, and stakeholder interviews.
o Use checklists, risk registers, and mapping tools.

2. Risk Measurement & Assessment

o Quantitative: statistical models (VaR, CVaR, Monte?Carlo simulation), credit scoring,
liquidity ratios.
o Qualitative: rating scales, expert judgment, scenario analysis.

3. Risk Monitoring & Reporting

o Real?time dashboards, limit?tracking systems, periodic risk?report packages.
o Escalation protocols for breaches.

4. Risk Control & Mitigation

o Avoidance: exit risky activities.

o Reduction: improve processes, diversify portfolios.
o Transfer: insurance, hedging, securitization.

o Acceptance: retain residual risk within risk appetite.

5. Governance & Culture

o Board oversight, risk committee, clear risk?ownership matrix (RACI).
o Incentive alignment, risk?aware culture, continuous training.

4. Quantitative Tools & Techniques

Technique Purpose Typical Use Cases
Value?at?Risk Estimate maximum loss over a Daily market?risk reporting for
(VaR) horizon at a confidence level. trading desks.

Conditional VaR Stress?testing portfolios, tail?risk
Expected loss beyond VaR threshold.
(CvaR) management.
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Technique Purpose Typical Use Cases
Monte?Carlo Model complex, non?linear risk Pricing exotic derivatives, assessing
Simulation exposures. portfolio distribution.

Credit Scoring _ N Loan underwriting, corporate bond
Models Predict probability of default. rating.

Liquidity Gap Compare cash inflows vs. outflows Treasury management, funding
Analysis over time buckets. strategy.

**Stress
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