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Our Programs
The Global Executive Degree Programs

Creating Leaders in
Risk Management

Executive Masters of Science in Risk Management
Setting a new standard for leadership in Risk Management

ÁStern Masters Degree taught in partnership with 
Amsterdam Institute of Finance

ÁPart-time modular format with classes held in NY and 
Amsterdam

ÁSenior level global executives , average age 45

LEARN MORE:

US: 001 212 998 0442 Europe: (+31) 020 520 0160

Email: EMSRM@stern.nyu.edu

NYU -Stern Working Group on 
Financial Sector Reforms

ɈRestoring Financial Stability: How to Repair a Failed System, 
John Wiley and Sons, March 2009

ɬ http://whitepapers.stern.nyu.edu/home.html

ɬ Joint effort of 33 faculty members at NYU Stern 

ɬ Edited by Viral Acharya and Matthew Richardson

ɬ 18 White Papers on Financial Crisis
ɈCauses of the Financial Crisis 

ɈFour Principles for Future Regulation

ɈRewriting Financial Regulation: Evaluating the Congressional 
Proposals, Dec 2009 (forthcoming, John Wiley and Sons)

ɬ http://govtpolicyrecs.stern.nyu.edu/home.html

ɬReal-time commentary on HR 4173, the Wall Street Reform and Consumer 
/ÙÖÛÌÊÛÐÖÕɯ ÊÛɯÖÍɯƖƔƔƝɯÈÕËɯ2ÌÕÈÛÌɀÚɯ1ÌÚÛÖÙÐÕÎɯ ÔÌÙÐÊÈÕɯ%ÐÕÈÕÊÐÈÓɯ2ÛÈÉÐÓÐÛàɯ
Act (forthcoming)

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
EMSRM@stern.nyu.edu

http://govtpolicyrecs.stern.nyu.edu/home.html
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Introduction

ɈAn increasingly important question for both academic 
research and corporate finance in practice is:

How do firms manage their liquidity needs?

ɈSeveral alternatives to consider:

ɬ Future cash flows

ɬ%ÜÛÜÙÌɯÍÐÕÈÕÊÐÕÎɯȹËÌÉÛȮɯÌØÜÐÛàȮɯȱȺ

ɈDebt: Bank term loans, public bonds, commercial paper

ɈEquity: SEO, private equity injections

ɬ Bank lines of credit (LC)

ɬ Cash reserves

ɈTreasury holdings and marketable securities

ɈMoney market accounts

Pros and cons of liquidity management tools

ɈFuture cash flows

ɬ Internal equity: firm faces only risk of its own cash flows

ɬ Often investments produce cash flows only with long payback periods

Ɉ%ÜÛÜÙÌɯÍÐÕÈÕÊÐÕÎɯȹËÌÉÛȮɯÌØÜÐÛàȮɯȱȺ

ɬOutside financing: available even if firm has temporary cash flow shortfalls

ɬ Price can generally not be locked in advance, so subject to market risk

ɈBank lines of credit (LC)

ɬ Efficient to purchase insurance with cash rather than keep cash as storage

ɬ Counterparty risk (bank may fail), material adverse change (MAC) clause

ɈCash reserves

ɬ Safest form of liquidity (treasuries) but costly due to liquidity premium
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Effects of aggregate/systemic risk

ɈFuture cash flows

ɬ Economic value of projects declines, so cash flows vulnerable

Ɉ%ÜÛÜÙÌɯÍÐÕÈÕÊÐÕÎɯȹËÌÉÛȮɯÌØÜÐÛàȮɯȱȺ

ɬMarket risk premium rises enormously

ɬ Debt financing may dry up completely, especially long -term

ɬ Firms subject to rollover risk of existing leverage

ɈBank lines of credit (LC)

ɬ Banks may tighten covenants and renegotiation terms and invoke MAC 
more often

ɬ Banks may fail exposing firms to replacement risk of new LCs

ɈCash reserves

ɬ Increase in value due to ɁÍÓÐÎÏÛɯÛÖɯØÜÈÓÐÛàɤÓÐØÜÐËÐÛàɂɯto treasuries

High yield bond spreads (Altman, 2009)

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
EMSRM@stern.nyu.edu
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Some recent evidence 
(Ivashina and Scharfstein, 2009)
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The role of aggregate risk

ɈHow do firms choose whether to hold cash and how 
much?

ɈKey insight ( Acharya, Almeida and Campello, 2009): 

Aggregate risk of the firm (say, its beta) should be a key 
ËÌÛÌÙÔÐÕÈÕÛɯÖÍɯÛÏÌɯÍÐÙÔɀÚɯÊÈÚÏɯÈÕËɯ+"-to-cash ratio

Corollary 1:

ɬ Exposure of a firm to systemic risk of the financial sector (say, its bank 
beta) should also determine cash holdings

Corollary 2:

ɬ A firm should rely on lines of credit from healthier banks and those that 
are less vulnerable to systemic crises

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
EMSRM@stern.nyu.edu

Food Products

Special Machinery

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
EMSRM@stern.nyu.edu
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Polling Question #1

Q: If you were Ben Bernanke, would you raise interest rates right 

now?

o Yes, to pre-empt inflationary pressures

o No, but a rise in interest rates will be needed soon

o No, the US economy is still too weak to consider tightening monetary 

policy 

ÅMES (Marginal Expected Shortfall)

ï Acharya, Pedersen, Philipponand Richardson (2009)

ï Very simple non-parametric estimation: 

Åfind the 5% worst days for the market

Åcompute each institutionôs average return on these days

Årank firms by their MES

ÅLeverage (Assets to Equity ratio)

ÅMES and Leverage do a remarkable job at predicting which 

banks did worst in the crisis of 2007-09

How to measure systemic risk of a bank?

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
EMSRM@stern.nyu.edu
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MES and Leverage (SES) predict bank returns

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
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MES & Leverage predict stress test results

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
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Using MES to predict stress test results
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How does aggregate risk affect cash/LC 
choice?

ɈEffect of aggregate risk on cash-LC substitution is higher

ɬ6ÏÌÕɯ5(7ɯÐÚɯÏÐÎÏȯɯ+ÖÞɯɁÙÐÚÒɯÈ××ÌÛÐÛÌɂɯÖÍɯÍÐÕÈÕÊÐÈÓɯÐÕÛÌÙÔÌËÐÈÙÐÌÚ

ɬWhen VIX is 10 (good times) versus 80 (stress times)

ɈGap between LC-cash ratio of Food Products versus Machinery magnifies by 
four times

Financial firms, systemic risk and reforms

ɈSame concepts apply to financial firms, even more so

ɈFinancial firms rely heavily on rollover CP/ABCP financing

ɬ Extremely vulnerable to market -wide or financial sector -wide stress

ɈFinancial firms should employ stress scenario where even 
overnight secured funding freezes (Bear Stearns, 2008)

ɬ Also extremely vulnerable to market -wide or financial sector -wide stress

ɬ Wholesale funding tends to dry up during stress; deposits more 
sticky/insured

ɈFirms should recognize the illiquidity of crowded trades

ɬ AAA -rated tranches, mortgage-backed exposures: no secondary market

ɈFirms cannot rely fully on insurance from each other

ɬ A buys CDS on B from C, and C is as likely to fail when B fails!



12

ABCP Growth: Jan 2001 - Feb 2009

-84ɯ2ÛÌÙÕɀÚɯ$ßÌÊÜÛÐÝÌɯ,ÈÚÛÌÙÚɯÐÕɯ1ÐÚÒɯ,ÈÕÈÎÌÔÌÕÛɬ
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