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Introduction 

Background 

The business environment nowadays is uncertain. A clear example is the earth-quake and the 

tsunami in Japan on the 11
th

 March, 2011, which destroyed northeast Japan and strongly affected 

the Japanese economy in particular and the global economic in general. Moreover, the crisis 

from Greece and Spain also raised fears in European countries about the strong linkage of the 

community and the effect on the main currency, the Euro. Therefore, managing risk or 

uncertainty factors are critical for most companies in the last three decades (Levy & Post 2005). 

In addition, in any business sector, firms have their own risk to measure and manage, thus, in this 

paper, we will analyze the risk that exists in financial firms and how they are going to minimize 

the risks to optimizing their portfolio. 

Purpose 

We want to describe and analyze financial tools used to measure and manage risk in business 

environments in general, and IF Metal Finance in particular, to compare between the theories 

that we have learnt from different sources of information to the practice. The purpose is to see 

how they can be applied in daily business operation in order to manage the risk of IF Metal 

Finance. 

Research Question 

How does IF Metal Finance measure and manage its financial risk? 

Outlines 

The paper is divided into six parts. The first part is the introduction to the paper, which contains 

the research question, purpose and the background of the study. The second part describes in 

detail the research method of this paper. The third part shows the theories and models that are 

used to analyze the situation of IF Metal Finance AB. The fourth part is an introduction to the 

company’s circumstance. The fifth part consists of the analysis of the company’s situation 
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regarding the theory that have been used in the literature review. Last but not least, the 

conclusion will be constructed upon the theory and practical findings. 

Term definition 

Efficient frontier: set of all investment strategies with the highest mean for a given variance. 

Inefficient frontier: set of all investment strategies with the lowest variance. 

Market portfolio: optimum portfolio with riskless borrowing and lending. 

Mean: measure of the central tendency of the return distribution. 

Mean-variance analysis: evaluation of investment strategies based on the expected value and 

variance of future returns. 

Risk-free asset: asset whose return is known with certainty. 

Speculating: taking uncovered positions based on a belief about future prices. 

Standard deviation: measure of risk, square root of the variance. 

Systematic risk: non-diversifiable part of an asset’s variance attributable to overall market 

fluctuations.  

Tangency portfolio: portfolio with the highest possible value for Sharpe’s performance index. 

      (Levy & Post, 2005, pp.885-896) 
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Method 

Choosing Topic 

In the general situation of the world’s economy, risk management seems to be an important 

concept to every financial institution as well as individual investors. Due to unpredicted events, 

many companies have faced many difficulties and even the possibility of default. Hence, an 

interesting question has been raised: how can these companies manage the risk in daily operation 

in order to maintain their financial security? We are also interested to know about the strategies 

and the way financial institutions deal with everyday risks in real life, regarding to what we have 

learnt from the theories at university. The topic is broad enough to investigate throughout the 

thesis, as long as there are enough authors who have discussed it in many texts, such as books, 

articles and other sources of information. 

Research Strategy 

We have used the book Colin Fisher “Researching and Writing a Dissertation” as our guidance 

to structure this paper. We use mainly the documentary and interviews research method to 

describe the theoretical concepts, to gather and analyze the company’s investigations.  

In the literature review, we have used different books, articles and related lecture information to 

draw our study in the risk measurement and risk management. Fisher (2007) states that the 

documentary research method is an open approach of the use of texts and documents to persuade 

the reader to a point of view. The method may well use electronic document files or electronic 

textual databases in order to find the relevant elements in a wide range of texts. Therefore, it is 

helpful to build a literature review with many critical reviews from several sources of 

information (Fisher, 2007, pp.161). In this part of the thesis, we choose and analyze in detail 

different theories as well as models for measuring, evaluating and handling risks. We collected 

secondary data through the Internet as well as other applicable databases. We have done research 

on the Internet to figure out which theories are mostly used in the financial world, then we have 

come up with some common models and ratios, for instance, risk measurement tools: beta, 

standard deviation; ratios: Sharpe Ratio, Treynor Ratio; models: Capital Asset Pricing Model, 

Security Market Line, Capiutal Market Line; risk management strategies: diversification, 
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hedging. safety first, derivatives. After that, we looked for books and articles that are relevant to 

the topic. While searching for literature, we have used the libhub.com online database for 

information retrieval. This is a useful and convenient online library to acquire articles. In 

addition, we also searched books in Malardalen University Library. However, there are some 

limitations. The reason is that IF Metall Finance AB is a typical risk averse institution, which is 

different from other common financial firms. Hence, the tools and models it uses only serves for 

reducing risk purpose. Aware of that, we only chose theories that were relevant to the case of IF 

Metall Finance AB. 

In addition, we also applied interview research methods by doing an interview with an asset 

manager of IF Metal Finance AB. The questions of the interview are enclosed in Appendix 1. 

We will get the information about the company to add into the empirical finding part. The 

company’s general information and situation will be described. The research will improve 

understanding about the situation and therefore to help us come to a better choice of action. Due 

to time constraint, the most appropriate interview method to this study was the telephone 

interview. Moreover, it is also an efficient method to find out how the company responds to the 

risk that they are facing daily. It is not a very complex matter or questions so that we can keep it 

short over telephone (Fisher, 2007, pp.169). On the other hand, IF Metall Finance is not a public 

financial institution and therefore the information is kept private. Pettersson denied to disclose 

any information about their portfolio or any  numerical data about the company. In addition, 

when searching for more information, for instance annual report, we still could not find any data 

since the firm is a non-profit organization. Because of those reasons, the paper will be lack 

details of numerical information about IF Metall Finance AB. 

The analysis will come up with the connection between theoretical and practical aspects. We try 

to apply the knowledge throughout the literature into IF Metal Finance’s circumstances and to 

answer the research question, in order to get a better understanding about practical risk 

management. 
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Choosing Organization 

To carry out a case study in a practical company, we firstly have listed many organizations in the 

financial sector in Sweden. However, due to the difficulties in contacting and gathering 

information, we have narrowed it down to IF Metal Finance. The asset manager of the company 

is also a lecturer at Malardalen University. Therefore, it is convenient to contact and acquire 

information of the organization. On the other hand, IF Metal Finance is a part of IF Metal Union 

that often deals with many types of risk as well as manages the risk of their portfolio in the short 

and long run of business. For these reasons, IF Metal Finance seems to be the most appropriate 

financial institution for this case study. 

Choosing Respondent 

Lars Petersson is the asset manager of IF Metall Finance AB, who we believe to have a lot of 

experience in risk management and financial theory. As an asset manager, he is dealing with 

many types of risks in the company’s portfolio in the daily operation in order to maintain the 

long run business, for instance, systematic and unsystematic risks, market risks, credit risks, 

investment risks and foreign exchange risks. He is currently also a lecturer in Portfolio Theory at 

Malardalen University. He has many qualifications and many years of working experience in 

Finance as well as in teaching, hence, he has a good point of view in the link between the theory 

and the practical issues in financial institutions. Therefore, we have considered him as the most 

suitable interviewee in this paper.  

Choosing Theory 

In the financial world, a huge amount of theories have been developed to increase the efficiency 

of investments. Among these concepts, we have chosen a relevant theoretical framework in order 

to fit the IF Metall Finance AB situation. It is important for the understanding of the practical 

risk management. The literature review has been narrowed down to the most appropriate and 

commonly used tools for risk measurement and management.  
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Literature Review 

 

In the past three decades, the world economy has experienced many financial catastrophes, for 

instance oil shocks, currency crashes, commodity price fluctuation, country debt defaults and 

major corporate bankruptcies. Hence, the vital of risk management has risen in the world of 

finance in order to avoid negative effects of those phenomena. The topic has been developed 

rapidly in recent years to satisfy financial institutions as well as individual investors. There are 

many studies focusing on portfolio analysis and management, which mainly take into account the 

risk measurement and management, and is known as modern portfolio theory. (Levy & Post, 

2005, pp.728-729). 

 

Risk Measurement 

In the financial world, risk and return concerns most investors. Therefore, it is indispensable to 

add a measurement of the risk taken. To analyze portfolio performance more accurately, we need 

a quantitative measurement of risk, which comes from modern portfolio theory of Markowitz 

(Amenc & Sourd, 2003, pp.77). The theory centralizes minimizing risk of investments with a 

given level of expected return, or maximizing expected return of investment for a given level of 

risk, in order to create efficient portfolios (Markowitz, 1952). 

There are two options for investors to choose in order to measure the risk of their portfolio, beta 

and standard deviation. The choice between beta and standard deviation depends on several 

factors. For example, they are indifferent if the portfolios are efficient. However, for inefficient 

portfolios or single assets, beta is a better risk measure. In other words, in the case if investors 

cannot decide whether the assets or portfolios are efficient or not, they should choose beta to 

measure the risk (Papahristodoulou, 2011). 

We will now look into detail each of them to have a better understanding about their application. 
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Beta 

Beta is widely used as a risk measurement in financial world. It indicates the sensitivity between 

the return on a stock or a portfolio with the return on the market (Elton, 2007, pp.132). 

According to Levy and Post (2005), beta is the correct measure of risk for individual assets and 

portfolios alike, regardless whether these portfolios are efficient. Beta assesses the systematic 

risk of an asset, which cannot be diversified away through a diversification process (Levy & 

Post, 2005, pp.300). 

Beta is estimated by using many methods. Future beta can be accessed from historical data. 

There is proof that historical betas supply useful information about future beta. Moreover, there 

are some methods that have been used, for instance, “correcting historical betas for the tendency 

of historical betas to be closer to the mean when estimated in a future period, and correcting 

historical estimates by incorporating fundamental firms’ data”. (Elton, 2007, pp.139) 

In this section, we will look through some applications of beta in popular models and theories. 

Capital Asset Pricing Model 

The capital asset-pricing model (CAPM) was developed independently by Sharpe (1964), 

Lintner (1965a,b) and Mossin (1966); and is the model of the relation between risk and expected 

return. Thus, CAPM is used to illustrate how to achieve higher return with lower risk mean-

variance analysis.  

The world is too complex to build a model that exactly the same with reality. We must be 

assume away those complexities that have minor or completely no effect on it. Hence, there are 

several assumptions behind CAPM model. the first assumption is that there are no transaction 

costs. It means that is no cost of selling or buying assets. If we include the transaction costs in 

the model, the return on assets will be different and fluctuated depending on the decision of 

investors. It will increase the complexity of the model, which is not worthed since it is not 

significant. The second assumption is that assets are infinitely divisible. This can be understand 

that investors can buy any amount of any asset, regardless their capital. The third assumption is 

that there is no imcome tax. This make investor indifferent in receiving the return on 

investments. The fourth assumption is that individual cannot affect the price of assets. Individual 

investors cannot change the price of stocks by neither buying nor selling assets. The fifth 

assumption is that investors make decisions depending exclusively on expected values and 
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standard deviations of the returns on their portfolios. The sixth assumption is that unlimited short 

sales are allowed. When investors short sells a security, a sevurity is physically sold. However, 

the investor does not own the security, actually, the brokerage firm borrows it from another 

investor or lends the security to the investor itself. The seventh assumption is unlimited lending 

and borrowing at the risk-free rate. This can be understand as investors can borrow or lend the 

money from the bank at any amount. The eighth and ninth assumptions relate to the homogeneity 

of expectations. The eighth assumption is that investors use mean and variance to analyze assets’ 

risks and returns. Moreover, they will define the relevant period in exactly the same manner. The 

ninth assumption is that investors will have identical expectations with respect to the necessary 

inputs to the portfolio decision. The tenth assumption is that all assets are marketable. This 

means all assets can be bought and sold on the market. (Elton, 2007,pp.285) 

Under these assumptions, the difference between investors is the amount of wealth they invest 

and the personal trade-off between portfolio mean and variance, since they all face an identical 

efficient frontier, and holding a combination of the market portfolio and a risk-free asset (Levy & 

Post, 2005).   

The expected returns of financial assets are determined by: 

 ̅        ̅       (Grinblatt .M, Titman .S, 2001) 

Where: 

   is the beta computed against the return of the market portfolio 

  ̅  is the mean return of the market portfolio 

    is the risk-free rate 

  ̅ is the expected return of financial assets 

From the equation, we can see that the beta of the market is very important to the mean return of 

the financial assets. In addition, the betas estimated from standard regression packages may not 

give the right estimates of a stock’s true beta. Thus, in order to have a better beta estimates, it can 

be obtained by taking the lead-lag effect in stock returns into account and the fact that relatively 

high beta estimates tend to be overestimates and reserves (Grinblatt .M, Titman .S, 2001).  
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Security Market Line 

Under CAPM assumption, all investors hold the market portfolio, and the relevant risk of an 

individual asset is the market risk (measured by Beta), since the non-market risk can be 

diversified away. Thus, systematic risk (market risk) is only important factor in order to value 

the expected return, and non-systematic risk plays no role (Elton, 2007, pp.291). Related to this, 

investors need to get reward in the form of a risk premium above the riskless rate for bearing the 

systematic risk. The risk premium was calculated by the market risk-premium, or        , 

multiplies by the asset’s beta,   . The linear risk-return relationship is as equation below: 

                      (Levy & Post, 2005, pp.303) 

Where: 

       is the expected rate of return 

   is the risk-free rate 

         is the market risk-premium 

    is the asset’s beta 

 

r 

m 

Expected return of 

individual assets and 

portfolios 

 

E(Rm )

Market portfolio 

Neutral 

stocks 

SML 

Aggressive stocks 

Defensive 

stocks 

0 Beta(    ) bi

[E(Rm ) - r]

1 

E(Ri ) b 

Figue 1 - Security Market Line (inspired by Levy & Post, 2007, p.304) 
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From the equation, we can see that the change in    affect the change in expected return of an 

asset. Note that if     , then the expected return equals to the riskless rate, r. Second, if     , 

then the asset is neutral and has the same expected rate of return as the market portfolio since 

both suffer the same market risk. In addition, when     , the asset is aggressive, which means 

that it has more systemic risk than market portfolio and therefore results higher expected rate of 

return compare to market portfolio. In reverse, if     , the asset is defensive, which means that 

it has less systemic risk than market portfolio, thus results lower expected rate of return (Levy & 

Post, 2005, pp. 304).  

Treynor Ratio 

Treynor is one of the scientists, who have provided the framework for a number of performance 

measures for managing portfolios. One of those is Treynor Ratio (Hubner, 2005). It came from 

security market line with the beta of portfolio, as a measurement of risk. The ratio is convenient 

to use to evaluate the performance of individual securities or a portfolio (Levy & Post, 2005, 

pp.772). The equation of security market line is as following: 

                       (Levy & Post, 2005, pp.773) 

Therefore, the equation can be rearranged as: 

         
        

  
                   

Where: 

       denotes the expected return of the portfolio 

       denotes the expected return of the market portfolio 

    denotes the return on the risk free asset 

       denotes the beta of the portfolio returns 

        (Amenc & Sourd, 2003, pp.108) 

 

Treynor ratio shows the relationship between the return of the portfolio and its systematic risk. 

There are two terms of Treynor ratio: The right-hand-side is the Treynor ratio for the portfolio. 
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The left-hand-side is the Treynor ratio for the market portfolio, as the risk, beta, of market 

portfolio is equal to one. Moreover, the ratio is suitable for evaluating the performance of a well-

diversified portfolio. The reason is that it only considers the systematic risk, which can not be 

diversified away. On the other hand, the calculation of Treynor ratio needs a reference index to 

estimate the beta of the portfolio. Therefore, the result depends considerably on that choice. 

(Amenc & Sourd, 2003, pp.108-109) 

Standard Deviation 

Risk is also defined as “the dispersion of the asset’s returns around their average value”. The 

statistical measurements are therefore the variance and the standard deviation, which is the 

square root of variance. Standard deviation is also a well-known risk measurement, besides beta. 

However, standard deviation has its disadvantages. It considers the risk of above-average returns 

and the risk of below-average returns alike, while the investors are only interested in below-

average returns. (Amenc & Sourd, 2003, pp.52) 

In the following part, we will consider one of the applications of standard deviation in the theory 

of risk measurement and management. 

Capital Market Line (CML): 

The capital market line is the straight line, which composed all possible combinations of the 

tangency portfolio and the borrowing and lending of the risk-free asset (Levy & Post, 2005, 

pp.297). The capital market line was illustrated as the graph below. The formula of capital 

market line is as follows:  

        
         

  
     (Levy & Post, 2005, pp.297) 

Where 

       is the expected return of the portfolio 

   is the risk-free rate 

    is the standard deviation of the portfolio 

    is the standard deviation of the market 

The efficient frontier represents the set of all investment strategies with the highest mean for a 

given variance in risky assets. However, the efficient frontier is expanded or improved when 
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there is the appearing of the borrowing and lending at risk-free rate, r. Thus, all the portfolios on 

the CML are efficiency by the mean-variance criterion and not dominated the others; and other 

portfolios, which are not on CML, are inefficient (Levy & Post, 2005,pp.297).   

 

 

 

Sharpe Ratio 

Sharpe Ratio estimates “the excess return of a portfolio compared with the risk-free rate 

measured by its standard deviation”. William Sharpe has first created and used the ratio in 1966. 

It is defined as the reward-to-variability ratio. However, the name “Sharpe ratio”, which is 

mentioned in many literatures, is more widely used. It is drawn from the capital market line, 

which equation is:  

         (
        

  
)    (Amenc & Sourd, 2003, pp.109) 

Actually the slope of the capital market line is Sharpe Ratio. We can rearrange the equation: 

        

  
 

        

     
                  

Where: 

       denotes the expected return of the portfolio 

m 

Standard deviation 0 

Expected return 

 

E(Rm )

sm

CML 

Efficient Frontier 

Market Portfolio 

r 

Figue 2 - Capital Market Line (inspired by Levy & Post, 2007, p.297) 
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       denotes the expected return of the market portfolio 

    denotes the return on the risk free asset 

       denotes the standard deviation of the portfolio returns 

        (Amenc & Sourd, 2003, pp.109) 

The ratio evaluates both risk and return in one measure. The increase and decrease of the ratio 

depend on every factor in the nominator and denominator. Sharpe ratio is normally used to 

evaluate between two or more securities or portfolios; and the one with higher ratio will be 

chosen (Dowd, 2000). It is also subjected to generalizations since it was initially defined. The 

measurement of Sharpe ratio is based on the total risk; hence, it allows the relative performance 

of portfolios that are not very diversified to be evaluated. The reason is that it includes 

unsystematic risk. Sharpe ratio is widely used by financial firms to evaluate the portfolio 

performance. (Amenc & Sourd, 2003, pp.109) 

Risk Management 

Risk management nowadays is a central topic to discuss for various financial institutions all over 

the world. Moreover, individual investors also pay more attention to control the risk of their 

investments and portfolios. Therefore, risk management seems to be vital to survive in the 

financial world. To define risk, Levy and Post have stated that, risk management is the process of 

realization, evaluation and control of risks that an investor stands for investing money. They also 

stressed that “the purpose of risk management is not only reducing and eliminating risks, but 

also considering and evaluating the investment decisions about the possible trade-off between 

risk and return”. (Levy & Post, 2005, pp.728) 

In the following section, we will discuss some strategies and models that are popular to use. 

 

 

Safety First 

An alternative that is advocated by many is a group of criteria called safety first models. The 

models are appropriate for those who are unable or unwilling to go through the mathematics, but 

rather use a simpler decision model that concentrates on bad outcomes. The name “Safety First” 
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also point out the main purpose of the models, which is limiting the risk of bad outcomes. There 

are three different safety-first criteria that have been put forth (Elton, 2007, pp.225). 

 The first model, developed by Roy (1952), states that the best portfolio is the one that has 

the smallest probability of producing a return below some specified level (Elton, 2007, 

pp.225) 

 The second criterion was developed by Kataoka. The model suggests: maximize the 

lower limit subject to the constraint that the probability of a return less than, or equal to, 

the lower limit is not greater than some predetermined value (Elton, 2007, pp.228). 

 The third safety first model was found by Telser. He stated that in order to maximize 

expected return, the probability of a return less than, or equal to, some predetermined 

limit was not greater than some predetermined number (Elton, 2007, pp.229). 

Derivatives 

Derivatives have become increasingly important in the world of finance. Different types of 

derivatives have been traded on many exchanges all over the world, such as futures, options, 

swaps, and forwards. They are frequently traded by financial institutions, fund managers, and 

corporate treasurers in the over-the-counter market. Hull (2006) has defined derivatives as a 

financial instrument whose value depends on (or derives from) the value of other underlying 

variables. They have opened new opportunities and created new ideas in risk management and 

risk measurement.  

Hedging 

Hedging is an important risk management tools that uses financial instruments to neutralize the 

systematic risk of price changes or cash flows; it was used widely by portfolio managers, pension 

fund managers or corporate treasurers (Cusatis .P, Thomas, M. 2005, pp.1). There are many 

different motivations that lead managers to use hedging, such as: currency risk, taxes and etc. 

Moreover, hedging can help firms to have the following benefits: 

 Hedging can decrease a firm’s expected tax payments. 

 Hedging can reduce the costs of financial distress. 

 Hedging allows firms to better plan for their future capital needs and reduce their need to 

gain access to outside capital markets. 
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 Hedging can improve the quality of the investment and operating decisions. 

       (Grinblatt .M, Titman .S, 2001) 

Regarding to Grinblatt and Titman (2001), most firms are now misunderstanding the main 

purpose of hedging, which is avoiding the risk of a firm’s cash flow; they are encouraging the 

risk management department to speculate to earn even more profits.  

Diversification 

Diversification is risk management technique that is used to spread a portfolio over many 

investments to avoid the unnecessary exposure to a few sources of risk (Levy & Post, 2005, 

pp.260). “Don’t put all your eggs into one basket” is a simple English sentences to express the 

meaning of diversification. In general, investors should not invest only in one particular risky 

stock. Thus, through diversification, investors can achieve higher average return for the same or 

lower risk at the same average return (Levy & Post, 2005, pp.261). According to Levy and Post 

(2005, pp.261), there are three ways to diversify: 

  Diversification across sectors and industries. 

  Diversification across asset classes. 

  International diversification or diversification across regions and countries.    

If you still invest in one single sector, industry or single country, you still put all your eggs in 

one basket no matter how many different stocks you chose.  
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Empirical Findings 

 

In this section, we will introduce the empirical information of IF Metall Finance AB, provided 

by Lars Pettersson, an asset manager of the company. The job of Lars Pettersson is portfolio 

management. It is to make sure that the company’s portfolio is well-diversified across many 

underlying asset, not only Swedish ones but also global ones. Specifically, he concentrates more 

on equities and everything that concerns hedging tactics, while his colleagues focus more on 

stocks and bonds.  

IF Metall Finance AB is a subsidiary to Swedish Metal Industry Worker Union. The Union is 

one of the oldest Union in the world which organized about 350 000 members in large part of 

Swedish industry. As a daughter company, the Union is an unique customer. The company does 

not operate as other traditional financial firms, which provide services to outside investors and its 

members. It only manages fund of the Union. Most of the funds are related to salary of the 

workers. The funds will be brought into the negotiation between the Union and the Company 

Association to decide the wage of workers in the industry. Pettersson has given us an example 

for how the negotiation has taken place in every three years. The Worker Union will try to 

increase the wage of their members; therefore, it needs to have enough money to bring pressure 

to bear on the other side of the table. In case that the Company tries to lower the salary, the 

Worker Union can have enough money to take all its members out in strike in a period of time. 

In other words, we can understand that IF Metall Finance AB manages the power that the Union 

can bring into the negotiation with the company.  

The company believes that the real definition of risk is: “The risk that you do not have any idea 

of”. Moreover, the company is risk averse due to the fact that it is managing the money for 

Swedish employee, hence, the firm had better not lose rather than gain money. Pettersson adds 

that it is more important to have a good risk for a specific return, in another way, lowering risk 

for the target return. Normally, minimizing risk and maximizing return are the most common 

goals of financial institution, however, IF Metall Finance AB only attaches special importance to 

the first term, minimizing risk. Hence, Pettersson has chosen the risk measurement tool that 

captures total risks of their portfolio, standard deviation. According to Pettersson, standard 
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deviation catches two things: systematic risk and non-systematic risk. Thus, the firm choose 

standard deviation is their main concerns in order to measure their risk. Moreover, the company 

uses a wide range of ratios in order to measure the risks and evaluate assets and their 

investments, for instance, Sharpe Ratio, Treynor Ratio, and other fourteen ratios. Different ratios 

are used for different purposes.  

In the case of the company, losing money is more critical than anything else, then, managing the 

unpredicted event is vital. For example, current the disaster in Japan has created difficulties for 

their portfolio. IF Metall Finance mades investments in Japan just about three months before the 

earthquake.  This is unpredictable event that nobody can do anything about it. It is impossible to 

avoid it but face it. There are so many stocks that undervalue in Japan and the company has to 

accept that. However, the company has view the catastrophe in Japan in different way.  It found 

more positive activity than the negative image. The reason is that Japanese is now building 

everything again, hence, creating investment opportunities. The economic needs investments to 

build their infrastructure as well as bring everything back to normal operation. Japan is one of 

countries that sustain a huge number of natural disasters in the world; and it is still in one of the 

leading economies. Thus, the reliability of Japan’s recovery is high enough to invest. Not only 

that but also to reduce the risk, the company increases the weight of equity from 37% to 40% of 

their portfolio. The firm decides to stop buying from the market to add more equity into their 

“basket”. Beside financial approach, IF Metall Finance also takes into account ethical approach. 

Pettersson thinks that not only financial perspective is important but also social perspective, 

which is helping Japanese to overcome the hard time.  

In addition, Pettersson has given us another example on how to reduce risks. Currently, the 

company makes investments both inside and outside Sweden. Instead of buying stock from 

outside Sweden by Swedish Kronor, they must buy it in U.S Dollar. At this point, another risk 

comes into the picture, which is currency risk. Swedish Kronor is now so strong against the U.S 

Dollar, therefore, there may be not necessary to pay for currency hedging. However, the 

company had a policy that anytime it goes out of Sweden, it needs to have currency hedge just to 

lower the currency risk. In any circumstance, lowering currency risk by hedging is essential to IF 

Metall Finance when it is making investments beyond the country’s boundary.  
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Analysis 

 

Definition of Risk and Risk Behavior 
 

IF Metal Finance AB is a typical risk averse firm since its main target is to minimize the risk and 

not focus on maximizes the return. The company is more concerns about losing money than 

gaining money on the other side. The reason may come from its business, serving only one 

specific customer. Thus, it could not do the diversification between its customer’s portfolios like 

typical financial firm in case it has more customers to serve, and the company has to be more 

focus on the security of its single customer which is the Union. It leads to the acceptance from 

receiving low return for low risk from the firm. In addition, Pettersson has defined “the risk is 

something that you have no idea of”; this shows a comprehensive view about risk from the 

company, which may make it even more conservative in making investment. Compare to the 

specific definition of risk “dispersion of the asset’s returns around their average value”, it shows 

the difference between two views of seeing risk. It is more broader from Pettersson than from 

Amenc & Sourd (2003), and it can be explained because IF Metal is a classical risk averse, that 

why it gets more concerns when dealing with risk.  

Risk measurement 
 

To measure the risk, the company used both standard deviation and beta as their main tools. 

However, unlike the theory from Papahristodoulou (2011) that mentioned beta is a better risk 

measurement compare to standard deviation in term of inefficient portfolios, Pettersson argued 

that IF Metall Finance mostly used standard deviation more than beta in measuring its portfolios. 

According to Pettersson, standard deviation captures two things, systematic risk and non-

systematic risk. On the other hand, beta only takes into account the systematic risk. Therefore, if 

the company uses beta, it cannot reward for exposure firm’s specific risk, which is non-

systematic risk. The only thing that it is rewarded for is bearing systematic risk. As Levy & Post 

(2005) also mentions that non-systematic risk can be diversified away, the organization still 
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shows its typical risk averse by taking the non-systematic risk into its account. Thus, that is also 

the reason for the company to choose standard deviation as its key risk measurement. 

In addition, there are a lot of ratios and tools, which have been used by IF Mental Finance for its 

daily operational activities. It uses different ratios for different purposes depend on its demand. 

For example, Sharpe ratio is a good ratio for the evaluation regarding risk and return of assets, 

and the higher Sharpe ratio is the better. In addition, when the company builds a model 

composite stock and equity, then it uses CAPM to simplify the number of estimates – amount of 

inputs - that need to put into the model. If we refer back to CAPM equation, the only inputs that 

need to know is the risk-free rate at the given time, because the beta can be calculated from 

historical data. Thus, CAPM is quite well-known model to use for IF Metal Finance. However, 

there is no specific answer about how many ratios are required to use, Pettersson mentioned that 

sometime just one ratio is good enough to evaluate the portfolio. The main theme is to make 

things simple, and simple things work better than complicated one. 

The central knowledge of portfolio theory is to minimizing risk for a given level of expected 

return or to maximizing return for a given level of risk (Markowitz, 1952). According to 

Pettersson, there are two opinions about using portfolio theory in business, and it depends on the 

type of business. If this is the equity firms like stock firms or hedge firms, these companies are 

not interested in portfolio theory as that much because its main target is to maximize its returns. 

Portfolio theory is never ever only about maximizing return, it still more concerns with the given 

risk that the firms have. That is the reason that these equity firms are not like to use portfolio 

theory. However, the traditional investment firms are more likely use portfolio theory, because it 

is more important to have good risk for that return. These organizations are more worries about 

optimization its portfolio by having lower risk for the target portfolios. Therefore, there are two 

conflicting views about practicing portfolio theory in business world. 

Risk management 
 

Hedging is one of important tools that IF Metal Finance uses for managing its risk, especially 

when it invests outside Sweden. To be more specific, the firm has to do currency hedge when 

making investments abroad since the Swedish Kronor cannot be used for payment, and the USD 
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is the one to use, for instead. Thus, hedging the currency between Swedish Kronor and USD 

exchange rate is necessary for the firm to make sure that its investments can be safe. In addition, 

the company has a good policy about currency hedging in order to make sure that it will not mix 

between hedging and speculating. The policy said that the organization has to do currency hedge 

whenever it goes outside Sweden. Although there are opportunities to speculate the currency 

exchange rate between Swedish Kronor and USD to get added returns from the investments now 

since the USD is going down compare to Swedish Kronor, IF Metal still makes the currency 

hedge for its investments. This also can be viewed from its risk averse point of view since it 

always concern more about losing than gaining money. However, in another view, it is good 

because the firm do not mix up the function of its hedging department to be speculating 

department.  

Moreover, Pettersson comments that diversification is the most important approach in order to 

manage the risk well. In the uncertainty environment nowadays, it is even more substantial for 

the firm to do well diversification in its portfolios. For example, after these unexpected events 

like tsunami in Japan, there is a change in company portfolios. Normally, the portfolio is a 

composition between bond and equity (stock) and the weight is depending on firm’s strategy but 

usually bond will get more weight than equity. However, IF Metal Finance announced that it will 

increase the weight of equity to 40% from 37%, and it may go up to 80% in its portfolios depend 

on the situation, after these events happened. The reason can be explained as the risk increase too 

much, and then it may lead to the bankruptcy of the company. If the firm invests much on bond, 

which is the same as lending money for other and get fix income back, it may not get any return 

when the invested firms went to bankruptcy. in addition, the reason for investing into bond is that 

when the environment is certainty, so the firm knows that it will get back the investment in any 

case. However, the risk now is too big and the environment is too uncertainty, that is why firm 

will decrease the weight of bond and put into equity since equity can give back higher returns for 

the company. Thus, to be able to realize the working environment and making the right 

diversification in the portfolios is very important for IF Metal specifically and also for 

investment firms in general.    
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Conclusion 

From the Empirical Finding and Analysis of IF Metall Finance AB, we found that all the theory 

are useful in practice. However, it does not give us exactly what we want. We need to carefully 

select among those tools and models in order to fulfill the primary purposes and specific 

situations. It also depends on how you define risk and return to yourself and to your institution. 

As we have described in the previous part, IF Metall Finance AB only serves one customer, the 

Union, thus, they do not want to take any risk of losing money. The reason is that it will lower 

the power of the Union in the negotiation with the Company. Hence, we can say it is a typical 

risk averse financial firm. This will affects every decisions which the managers made in every 

aspect of business.  

The empirical finding has shown that the risk measurement options will depend on the type of 

financial firm. In the case of IF Metall Finance, they have to consider elaborately every risk they 

are taking. Standard deviation seems to do better work than beta as a risk measurement. Standard 

deviation has satisfied the company by capturing both systematic and non-systematic risk of the 

portfolio, while beta only catches systematic risk. However, beta is used more often in the theory 

than standard deviation. Moreover, some lecturers believe that for most cases, beta is better than 

standard deviation. On the other hand, ratios are also important to bring into consideration of 

evaluating assets and portfolios. Different ratios will serve different intentions. 

For risk management, the theory has given helpful and practical strategies in reducing risk. 

However, not every risk can be reduced or eliminated. For example, we can diversify away non-

systematic risk, but we cannot do anything about systematic risk. In the case of IF Metall 

Finance AB, it use: diversification to diversify away non-systematic risk; hedging strategy to 

lower currency risk. Especially diversification, it is the most effective strategy to bring down or 

avoid the loss. A sentence, which keeps appearing repeatedly in many financial theories: “Do not 

put all your eggs in one basket”, seems to be useful and practical in the real circumstance. 

From those points above, we can conclude that the choice of financial tools depends heavily on 

each specific condition and situation of the financial firms. For different types of financial 

institution, there will be different ways to deal with risk. In addition, the simpler the theory is, 

the better it is. Thus, it is the matter of choosing appropriate theories that fit in the circumstance. 
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Appendix: 

This is the questionnaire that we used for the interview with IF  Mental Finance AB. 

Describe the firm 

Can you describe your firm’s business since we could not find anything in the website? 

What is your company mainly doing? 

What is your role in the firm? 

Risk measurement 

What is your own definition of risk? 

Are you (your company) is a risk lover/ averse? 

What do you use to measure the risk of your portfolio? Beta or standard deviation or something 

else? 

In your opinion, which one is better in risk measurement regarding to your company situation? 

The measurement of beta heavily rely on historical data, is that effect the precision of the 

prediction of future beta? 

What is the company’s degree of risk resistant? 

What tools and ratios do you use to evaluate the risk of investment? (Sharpe or Treynor) 

(CAPM, APT, etc.) 

For most investors and financial institutions, minimizing risk and maximizing return seems to be 

vital, how can you carrying out this combination in order to satisfy company’s goal? 

Risk management 

How can you manage the risk of your portfolio? How can you reduce it? What strategies that you 

use to reduce the risk of your investments? Like hedging or diversification? 

What do you think about using VaR? 

Recently there are some unpredicted events that happened for example Japan and Crisis, then 

how do you manage the risk to avoid the negative effect to your portfolio? 

How the company has changed in risk management to adapt to this situation? 


