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Introduction: Contemporary
Challenges in Risk Management

Torben ]. Andersen

The Copenhagen Business School hosted the 6th International Risk
Management Conference (IRMC) on June 24-25, 2013, in collaboration with
the University of Florence, the Salomon Center at the NYU Stern School
of Business and the International Finance Corporation under the theme:
Enduring Financial Stability — Contemporary Challenges for Risk Management
and Governance. The conference gathered leading experts from different
academic and professional disciplines for two days of intense discus-
sions about the challenges associated with risk management in unstable
and unpredictable environments. The conference attracted a number of
prominent keynote speakers to present leading ideas on different aspects
of the risk management challenge. These included Ed Altman (NYU
Stern School of Business), Rich Bettis (University of North Carolina at
Chapel Hill), Phil Bromiley (University of California at Irvine), Glenn
Harrison (Georgia State University) and not least Hersh Shefrin (Santa
Clara University). The conference also brought valuable insights from
corporate leaders presenting the experiences of knowledgeable practicing
managers engaged in leading companies, such as the Carlsberg Group,
Danmarks Nationalbank, Danske Bank, LEGO System and Nordea.
These voices brought many insights, perspectives and interesting new
ideas to the conference venue, inspired by the diverse but related academic
fields of finance, economics and strategic management covering various
aspects of the risk management topic. This cross-fertilization of ideas
and perspectives was quite revealing, showing that different academic
disciplines approach risk management from somewhat different angles.
Making these differences meet led to a reconsideration of the current
understanding of risk management, and these key topics are richly
represented in these chapters, which are authored, or co-authored, by
keynote speakers and other conference participants. At various plenary
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presentations, parallel seminars and professional workshops, some 150
international scholars from around the world engaged in discussions
on topics introduced in keynote addresses, academic paper sessions and
professional workshops. The current volume represents the flavor of these
contributions in what appears as a truly “multifaceted” field of study
that in many ways “bring[s] management back into risk management.”!

The conference attracted prominent academics and professionals in
behavioral finance, economics and strategic management to convene
and exchange the latest insights about effective risk management prac-
tices in a truly diverse, thoughtful and engaged forum of international
scholars and practitioners. The venue provided a great opportunity to
show that views from different disciplines can bring new insights to the
timely challenges of effective risk management practices. To demon-
strate some of these insights, the current volume presents a selection of
texts that each considers the implication of environmental uncertainty
on risk perceptions and risk management approaches with perspectives
from finance, economics, accounting and strategic management.

This confrontation of views is highly relevant. Risk managers that
believe in the ability to objectively quantify exposures have to realize
that the underlying risk perceptions are highly susceptible to human
biases and consequently can change rather dramatically over time. In
theory, rational investors will only commit resources to new business
ventures with higher perceived risk if there is a higher future compen-
sation associated with it. The higher the perceived risk, the higher the
required compensation from investors, and the more restrained will be
the resource allocation towards new business activities. However, the
risk perception can vary significantly over time and often in seemingly
irrational ways, which questions the efficiency of the economic resource
allocation process in financial markets. In other words, understanding
the effects imposed by fundamental uncertainty on risk perceptions
might bring us a long way towards a better understanding of effective
risk management practices, and risk responses can be applied for the
benefit of contemporary organizations.

The additional return compensation required to invest in risky finan-
cial assets are captured, for example, by the difference between the
expected equity return and the risk-free rate (the equity risk premium),
and by the difference between the risky bond rate and the risk-free
rate (the default spread). A simple examination of the default spread of
Moody'’s Baa-rated corporate bonds and the equity risk premium in the
United States during the period 1960-2010 reveals tremendous shifts in
the risk compensation required over time (see Figure 1.1 below).
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Figure I.1  Equity risk spreads and default spreads on Baa-rated corporate bonds
Source: Andersen, Garvey and Roggi (2014) — from Aswath Damodaran’s website.

When looking at the time series of risk premiums (spreads) ascribed
to risky financial assets, it becomes clear that the investors’ assessment
of the level of risk and the price of this perceived risk has taken some
excessive turns at different times. For example, investors were charging
far higher prices for risk during the years 1978-1982 and in 2008 after
the financial crisis compared to, say, in 1969 and 1999. As is apparent,
the investment and general business climate changes over time, and
affects the way investors and corporate decision-makers perceive risk
and the value of financial assets, which eventually affects the way stra-
tegic decision-makers engage in new commercial ventures that develop
corporate business activities.

This simple empirical exercise serves as a subtle reminder that the
way investors and corporate decision-makers perceive the riskiness of
the prevailing business climate has a significant bearing on the way
economic resources are devoted towards new value-creating activities
and are allocated across different industries and business activities. The
seemingly wild gyrations in the risk assessment of the same classes of
risk in modern times may also suggest that there are irrational forces
at play during periods of market exuberance as well as in periods of
economic depression. In other words, gaining a slightly better under-
standing of the human factors that are at play here, while developing
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techniques to better assess them, could help in making risk manage-
ment practices more effective. To a large extent, the various chapters in
this book demonstrate this approach.

Based on updated field observations among professional market
investors, Hersh Shefrin (in Chapter 1) convincingly demonstrates how,
over the past decade, perceived risk and perceived expected return have
shown systematic inverse relationships. As one of few contributions
seeking to measure the risk-return relationships from an ex ante perspec-
tive, the reported findings provide truly intriguing insights somewhat at
odds with the prevailing assumptions of the capital assets pricing model
(CAPM). The observations suggest that the phenomenon arises from a
behavioral component where investors form systematic biases around
expected returns where irrational investors expect higher returns from
safe stocks and bid down prices of more risky stocks whereby the low-
beta stocks receive an excessively high return.

In Chapter 2 Philip Bromiley and Davaki Rau look at the practical
challenges of enterprise risk management (ERM) frameworks. There
are obvious advantages associated with comprehensive, systematic,
integrated approaches to managing business risks. But there are also
significant downsides, such as, the difficulty of determining strategic
risk outcomes that often are unpredictable, with unknown outcome
distributions. Hence, strategic decision-makers typically rely on mana-
gerial judgments and personal opinions that may sharply deviate from
reality. The risk management process carries bureaucratic costs, so there
is a real trade-off between adopting a costly risk-avoidance system in
contrast to a low-cost approach of quick adaptation.

In their chapter, Torben J. Andersen and Richard A. Bettis (Chapter
3) note the common perception that executive decisions are often
biased by their experiential heritage and the economic situation of the
firm, where abnormal risk-return outcomes can derive from subcon-
scious irrational behaviors. However, a simple simulation model of stra-
tegic adaptation shows that when firms have heterogeneous response
capabilities, they inevitably produce the empirically observed inverse
cross-sectional and longitudinal risk-return relationships. In fact, even
if most firms succumb to irrational behaviors, the inverse risk-return
relationship arises if just a few firms display good strategic responsive-
ness traits. The performance data used in this analysis corresponds to
realized (ex post) accounting returns, for example, return on assets, and
not to ex ante perceived risk-return relationships.

Anders @. Hansen and Torben J. Andersen look at empirical evidence
on potential risk management benefits, where a basic challenge relates
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to the adoption of a proper risk management measure (Chapter 4). They
argue that effective risk management is evidenced by low variability in
returns over time, reflecting an ability to deflect major risks, which is
captured in a measure of realized risk management competences. They
do not specify the risk management process itself, which could deviate
from the comprehensive system proposed by the conventional ERM
framework, leaning instead towards the simpler approaches proposed
by Bromiley and Rau. Using corporate data from over a thousand firms
over a period of 20 years (1991-2010), the study finds that effective
risk management capabilities are associated with lower risk (betas) and
lower expected default rates (Altman'’s Z-scores).

Simon S. Torp and Stefan Linder argue in Chapter 5 that outcomes in
dynamic and complex environments are highly uncertain and difficult
to predict, thus posing a challenge to conventional risk management
practices of identifying, assessing, managing and monitoring foresee-
able risks. Hence, the ability to deal with unexpected events builds on
creativity and an organizational climate conducive to innovative solu-
tions. This climate is related to the leadership style displayed by top
management and a decision structure that engages middle managers in
strategic decisions. In a study of two hundred Danish companies, the
authors find that firms with low variability in earnings flows impose an
organizational structure where knowledgeable managers participate in
strategic decisions induced by a supportive leadership style.

In Chapter 6 Ulrik Christiansen presents different risk management
perspectives, as discussed in the management accounting literature,
where the registration of risk and performance outcomes are often
seen to reflect the perceived reality of the users of the information.
Christiansen reviews the last 20 years of research in management
accounting, and the use of risk management systems, focusing on the
tension between centralized control and decentralized responses. The
study shows how risk management is tied to other management systems,
including management controls, budgets and performance measures.
He suggests that more attention should be paid to understanding the
mechanisms of how risk management enables and constrains respon-
sive actions as risk information is developed, reported and used in
organizations.

Glenn W. Harrison and Richard D. Phillips present in Chapter 7 an
ongoing project comparing financial risk assessment through conven-
tional econometric extrapolations versus solicited subjective beliefs
from professional Chief Risk Officers (CROs). This research project has
evolved over the past year to reveal some interesting difference between
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“objective” forecasts and “subjective” beliefs, where the expert profes-
sionals see less tail risks with lower standard deviation of pooled market
beliefs, and generally more positive yield forecasts. In contrast, the
expected costs of credit risk hedges appear consistent with objective
projections. These insights may help improve risk assessments based on
insights about differences between the two sources of risk information
and the distribution of subjective professional beliefs.

Finally, Edward I. Altman and Brenda J. Kuehne review the risk prone
markets for high-yield bonds and leveraged loans over the past decades,
based on the most recently updated market information (Chapter 8).
The analysis identifies generally improved market conditions with
lower yields and improved default projections in recent years after
the financial crisis. The chapter provides an authoritative analysis of
various aspects of bankruptcy effects, reorganizations, default losses,
and recoveries, including updated mortality and default rate forecasts.
Despite the low default environment, the authors have detected emer-
gent risks related to the sluggish economic developments in the US and
China as well as retained sovereign debt issues in Europe where the
economic fundamentals fail to show real improvements.

We hope you will find the various chapters in this book interesting
and inspiring.

Note

1. The quotes are terms used by Hersh Shefrin (2013) during the conference.
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Distinguishing Rationality and
Bias in Prices: Implications from
Judgments of Risk and Expected
Return

Hersh Shefrin

Introduction

There is a gulf between what theory and practice tell us about how risk
premiums reward investors for bearing risk. An elegant theory relates
expected return to both mean-variance efficient portfolios and to the
covariance between returns and a pricing kernel. However, this theory
has not proved to be especially valuable in empirical work, where risk
premiums are instead explained using simple factor models involving
size and book-to-market equity (B/M), for which there is little theo-
retical justification.

There is also a lack of consensus on the root cause of the factor struc-
ture associated with the cross-section of stock returns. One possibility is
that the factor structure reflects fully rational prices, while another is that
the factor structure reflects investors’ behavioral biases. Fama and French
(2004) argue that it is not possible to distinguish between the two possibil-
ities empirically, and have maintained this position even with the emer-
gence of new results about sentiment-based predictability in returns (e.g.
Baker and Wurgler, 2006, 2007). This lack of agreement among scholars
is partly due to a reliance on realized returns in discriminating between
various explanations (Black, 1993). In this regard, the moments of realized
returns are ex post variables that cannot be automatically equated with
investors’ ex ante judgments of risk and expected returns.

To shed light on whether prices are fully rational, or instead reflect
behavioral bias, I introduce new data consisting of judgments by
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professional investors about the risk and returns of holding different
stocks. These data, collected over a 15-year period, paint a clear, consist-
ent picture of the cross-section of investors’ judgments of stock market
risk and return. My findings indicate that investors’ collective judg-
ments about risk and expected return display some of the rational pric-
ing features emphasized by Fama and French (2004) and some of the
behavioral features emphasized by Baker and Wurgler (2006, 2007).

With respect to Fama and French, I find strong and consistent
evidence that investors’ judgments about risk are negatively correlated
with size, and positively correlated with B/M. This finding accords with
the Fama-French view, even though Fama and French admit that they
have no compelling explanation for why size and B/M should underlie
systematic risk. Nevertheless, my data show that investors do indeed
judge large cap stocks to be safer than small cap stocks and growth
stocks to be safer than value stocks.

With respect to Baker and Wurgler, I find that investors’ collective
judgments about expected return are significantly related to the senti-
ment variable (SENT) (Baker and Wurgler, 2006). Notably, sentiment
modulates the relationship between both size and realized returns, and
B/M and realized returns. My findings show that sentiment modulates
investors’ judgments about these relationships as well.

With respect to bias, I find that investors’ collective judgments about
the cross-section of expected returns are consistently at odds with the
cross-section of realized returns. My results indicate that the majority
of investors expect higher returns from large cap stocks than from small
cap stocks, and higher returns from growth stocks than from value
stocks. In other words, investors act as if they attempt to implement
a Fama-French factor model, but in the course of doing so, reverse the
signs of the coefficients.

My data suggest that the bridge between the rational price view of risk
and the behavioral view of expected return involves investors’ judg-
ments of how risk and expected return are related. Ganzach (2000)
reports evidence that investors perceive risk and expected return to be
negatively related. Finucane (2002) discusses why judgments based on
effect generally induce people to believe that risk and benefits are nega-
tively related. In this regard, stocks are just one example. My data indi-
cate that the majority of investors form judgments of risk and expected
return as if they believe that the capital market line is negatively sloped
and the security market line is negatively sloped. Therefore, even if they
form appropriate judgments about a security risk, most form biased
judgments about the associated expected return.
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At the same time, my data make clear that not all investors are alike.
There is substantial heterogeneity in investors’ judgments of risk and
return. Roughly 20% of the investors in my sample make judgments
in line with the Fama-French view. I became aware of this heterogene-
ity in 1999 when I ran an in-company workshop for a US hedge fund
specializing in value investing. My analysis showed that along almost
every dimension, the judgments of the fund’s director of research and
chief investment officer (CIO) were in line with the Fama-French view.
However, my analysis also showed that less than 15% of the portfolio
managers and analysts reporting to the CIO formed like-minded judg-
ments. Instead, most expected higher returns from larger cap stocks
than from smaller cap stocks, they expected higher returns from growth
stocks than from value stocks, and judged the relationship between risk
and return to be negative.

I suggest that taken together, the three following elements combine
to make the case that prices are not fully rational, and instead reflect
behavioral bias. First, Baker and Wurgler (2006, 2007) document return
predictability based on sentiment. Second, the relationship between
investors’ judgments of expected return and Baker-Wurgler sentiment
is positive and statistically significant. Third, the judgments about risk
and expected return in my data feature biases that remain strong and
consistent over the 15 years of my sample.

There is a long tradition in finance about the difficulty of using
realized returns alone to identify the degree to which prices are fully
rational. Black (1993) suggests that the connection of realized returns to
size and B/M most likely stems from data mining, and it is with this in
mind that Shefrin and Statman (1995, 2003) suggest analyzing whether
size and B/M drive investors’ judgments, instead of focusing exclusively
on realized returns. Doing so avoids the data mining quandary. To this
end, they use data involving judgments about stocks’ value as a long-
term investment (VLTI) from Fortune magazine’s annual corporate repu-
tation survey. Notably, they find that judgments about VLTI strongly
and consistently reflect size and B/M over time.!

Shefrin and Statman report that VLTI is positively related to size and
negatively related to B/M, which are opposite in sign to those for real-
ized returns. They argue that this pattern suggests that prices reflect
bias, and therefore are not fully rational. This line of argument appears
to have had a limited impact among those debating whether or not
prices are rational or behavioral (Fama and French, 2004). There are at
least two possible reasons for this limited impact: first, because VLTI,
unlike expected return, has no clear or precise definition; and second,
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demonstrating irrationality on the part of some investors, even many
investors, does not necessarily imply that these irrational elements are
manifest in market prices.

In Shefrin (2001), I reported the results from data based on workshops
given in 1999 and 2000. My new data strongly reinforce the original
findings from Shefrin (2001), and provide additional insight into the
arguments advanced in Shefrin and Statman (1995, 2003). In my sam-
ple, VLTI is nearly always positively related to size, and negatively related
to B/M. Moreover, with few exceptions, the size and B/M sign patterns
for my data coincide with those from the Fortune data, for the years in
which I have access to data from both. These findings provide further
indications about the associations involving VLTI, size and B/M.

At the same time, my data suggest that VLTI is not a perfect proxy for
judgments of expected return. I find that although VLTI is positively
correlated with judgments of expected return, at times it is also nega-
tively correlated with perceived risk. Moreover, the strengths of the cor-
relations vary over time. From 2005 on, perceived risk impacts VLTI as
strongly as expected return. Indeed, in both 2009 and 2012, perceived
risk is statistically significant, but expected return is not. These results
make clear that treating VLTI as a perfect proxy for expected return can
be problematic.? The results also highlight the importance of having
data directly measuring expected returns.

The remainder of this chapter is organized as follows: the next sec-
tions review the current thinking about the nature of risk and expected
return in the asset pricing literature, describe the data, and present the
cross-sectional properties of perceived risk. The subsequent sections
discuss the cross-sectional properties of expected returns and analyze
the behavioral features underlying the relationship between perceived
risk and expected return. Then the strength of the relationship between
expected return and the Baker-Wurgler sentiment index is described,
the cross-sectional properties of the expected return series derived from
analysts’ target prices is discussed, and the findings are related to ear-
lier work based on the annual Fortune magazine reputation survey as a
robustness test. Finally, the main issues are recapitulated and some basic
conclusions are drawn from the study. Appendices 1-5 contain support-
ing details and provides a Bayesian perspective to interpret results.

Current thinking about the nature of risk and return

Fama and French (2004) survey the theory and evidence associated with
the capital asset pricing model (CAPM). They point out that the CAPM



