ATLANTIS

PRESS

Advances in Economics, Business and Management Research, volume 219

Proceedings of the 2022 2nd International Conference on Enterprise Management and Economic Development (ICEMED 2022)

Risk Management and Uncertainty
Zekai Chen?!, Nan He?, Chengbo Zhang®”

! Business School, Monash University, Melbourne,3145, Australia
2 School of management, Wuhan University of Technology, Wuhan,430000, China

3 Trinity College, Toronto University , Toronto,M5S 1H8,Canada
“Corresponding author. Email: chengbobyan.zhang@mail.utoronto.ca

These authors contributed equally.

ABSTRACT

This article examines the relationship regarding risk and uncertainty. While it is well known that investments in the
future are predicted based on future economic trends, the acceleration of globalization and the transformation of the
world into a larger whole has led to the fact that what happens in any corner of the the global economy can be affected.
In the paper, the impact of political decisions on economic and investment risks and the impact of certain contingencies
on investment risks are discussed, and the uncertainty of the future caused by COVID-19 is studied. The paper also
shows how companies or investors can deal with risks and manage them through case studies.
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1. INTRODUCTION

Many economic decisions are made based on
expected outcomes, and by the same token, investment
decisions are made based on expectations. However, due
to the accelerated globalization, the "butterfly effect” that
occurs elsewhere can also affect investors' decisions
about future investments. In other words, the risk and
return on investment are closely related to global
uncertainty. Uncertainty is the inability to predict future
events. Under normal circumstances, most investors
make some predictions about the level of risk/reward, but
the increased level of uncertainty may make these
predictions inaccurate.

2. UNCERTAINTY AND RISK
MANAGEMENT BACKGROUND

'‘Uncertainty' presents a fundamental feature of 'risk’
that, when defined and understood with some precision,
is necessary for a correct understanding of the notion of
'risk’ and the efficient application of risk management in
theory and practice [1]. As part of its "Risk Management
- Terminology" guide, the International Organization for
Standardization (ISO) published the official definition of
I1SO Guide 73: 2009 on November 13, 2009. The purpose
of this article is to examine "uncertainty" within "risk

management” by using the standard's most recent
definition of "risk" and its interpretation of the notion of
"uncertainty."”

A risk manager discovers, evaluates, and manages
hazards to the profitability and capital of a business.
Risks stem from a variety of sources, such as uncertainty
about government policies, uncertainties about how
people's proclivity to make decisions changes over time,
and uncertainties about accidents and natural
catastrophes. As part of a comprehensive risk
management program, a firm or individual investor is
able to assess all potential risks. It has been claimed that
"we do not manage risk and therefore do not possess it.
We manage risk, then, in order to determine which risks
we should take, which risks will lead us to our objectives,
and which risks will incur enough expenditure to justify
accepting them," as Ara Valente suggests. In this article,
we will be talking about both macro and micro aspects of
risk.

A macro risk can be defined as a subset of political
risk. There are certain laws and policies in the country
where an investor resides, which may adversely affect the
overseas operations of a company [2]. The occurrence of
macro risks can, in some cases, be attributed to factors
beyond the control of the current government. The
macroeconomic factors affecting the country in which a
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company was founded may make it more difficult for the
company to earn income outside of the country in which
it was founded. It is often a requirement for a company
before entering a foreign market to conduct a risk
analysis to determine the level of political risk associated
with that market.

More precisely, political risk is a subset of macro risk.
In the event of a change in government or instability in a
given country, it is possible that the return on investments
may be adversely affected. There can be instability in a
country if a new government takes over, a new legislative
system is established, foreign decisions are made, or
there is military control over the country. Investing over
a long-term horizon can expose an investment to
additional political risks [4].

In contrast to macro risk, there is also micro risk.
Unlike macro risk, micro risk is specific to the risks and
situations faced by individuals. According to All Things
Supply Chain, they are smaller in scope than macro risks,
but just as disruptive. Micro risk management entails
identifying general trends such as high turnover of high-
value employees, internal fraud or errors, or recurring
supply chain disruptions [5]. After micro-risk
identification is complete, you can change your strategy
or backup procedures to minimize problems. You can
also pay more attention to conditions or situations that
could cause losses to individuals when investing and
circulate information to effectively manage losses to
investors from micro-risks. In the following sections,
uncertainty is broken down by political uncertainty and
pandemic uncertainty.

3. POLITICAL UNCERTAINTY AND RISK
MANAGEMENT

The next section examines how political uncertainty
impacts people's risk perceptions and risk management.
It is important to remember that uncertainty is a key
mechanism by which government actions and policies
affect the financial markets. The perception of risk in the
capital market is significantly impacted by uncertainty
when it comes to government policies and economic
conditions. The rise in risk perception linked with
excessive political uncertainty can have a variety of
effects on financial policy. Politicians' uncertainty affects
investors' perceptions of risk, causing the cost of equity
capital to rise. Furthermore, political uncertainty
heightens management's perception of business cash
flow risk. This is because individual firms experience
both unique and aggregate cash flow shocks, as the
association between political uncertainty and total asset
returns and volatility indicates [4]. For example, Hydro
One, the Canadian power company, was externally
influenced during a period of political uncertainty and
reduced its investment in physical capital, but increased
its search and recruitment of top talent, which could be
considered another “cash flow" hit.
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3.1. Political Uncertainty Influences to
Companies

Simultaneously, because profitability is a stochastic
process that is impacted by current government policies,
businesses make varied decisions in response to "risk
management” owing to political variables. At the same
time, the government acts in a quasi-benevolent manner,
taking the welfare of investors and related political costs
into consideration when making policy decisions. Two
factors strongly influence the price of stock after a policy
change is implemented: whether the change is
implemented and the degree of surprise associated with
the conclusion. When considering the optimal
government policy, a policy shift is most likely to occur
if the previous policy results in surprisingly low realized
profitability. Thus, a policy change might boost a
company's predicted profitability, hence increasing the
stock price, a phenomenon known as the cash flow
impact [6].

However, because new rules provide increased
uncertainty, they can also increase the discount rate,
hence lowering the stock price, a phenomenon known as
the discount rate impact. The authors of their study noted
that the discount rate effect exceeds the cash flow effect,
resulting in a decline in stock values when government
policy changes are announced. The reason for this is that
positive announcement returns are often low, since
investors anticipate that policy changes will boost stock
values. Furthermore, policy changes enhance the
volatility and correlation of stock returns by increasing
uncertainty and the variability of random discount factors

[7]1.

3.2. Political Uncertainty Influences to Capital
Market

Major global financial markets and options markets
can also fluctuate during moments of significant political
instability. Due to the fact that these political events may
be deemed external, a significant advantage of the
political activities approach is that it allows for a
separation of political uncertainty from larger economic
fundamentals uncertainty. In this study, the authors
investigate three option market variables: implied
volatility, implied volatility slope, and variance risk
premium [8] in order to examine whether they are
effective in protecting against political events of various
types. The market variables demonstrate that when
political events occur, options become more expensive
because they protect against the risk related to
governmental occurrences. Additionally, the security
offered by options is typically more beneficial in terms
of economic downturn and high uncertainty.

Political uncertainty as a result of anticipated changes
in government policy has piqued the interest of financial
economists, resulting in a growing body of literature. It
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is covered in the literature for this survey all aspects of
asset pricing, including equity markets as well as other
financial markets, corporate policies that affect actual
decisions, such as financing, investing, and disclosing,
financial intermediation by banks and venture capital
firms, as well as the economic environment and
household characteristics [8]. Ex-ante departures of
comparable businesses can boost exit rates when political
risk is high. Furthermore, when political risk exists,
MNCs' own experience under the existing system has
minimal influence on the leave rate of subsidiaries but
might raise it when the political regime changes. These
data bolster the concept that a country's own business
experience has a greater or perceived effect on its
decision-making process than information gained from
previous peer firm departures [9].

4. “BLACK SHAWN EVENTS”
UNCERTAINTY AND RISK
MANAGEMENT

Along with political insecurity, we may face the
possibility of specific diseases, such as the two-year-old
COVID-19 outbreak (2019). This epidemic is also
categorized as an instance of uncertainty since it
impacted not only public health, but also the global
economy and its stability, putting a stop to 11 years of
global stock market boom. Since the 1918 influenza
pandemic, the world has not witnessed this disease, and
its impact is extrapolated from its uncertainty [10]. The
new Crowne Plaza pneumonia epidemic adds to
everyday life's anxiety for a variety of reasons, including
uncertainty about the pandemic's duration and therefore
how it will effect the globe, as well as if another
pandemic would harm the global economy. These
unsolved uncertainties enhance investor and business
uncertainty, a risk that requires careful assessment. The
current coronavirus pandemic has heightened uncertainty
in virtually every facet of everyday life, and medical
specialists and epidemiologists still do not fully
understand the virus. It is not known when vaccines will
be in stock, and no one is able to predict when the world
will return to normal. To produce vaccines around the
world, it is imperative that governments, private
businesses, and nonprofit organizations work together in
order to accomplish this [11]. Numerous countries have
enacted various sorts of lockdowns and quarantines,
adding to the tension and panic. Due to a lack of medical
supplies, particularly masks and respirators, international
rivalry for masks and respirators has pushed hospitals and
health centers to restrict their supplies [12]. These
reasons have contributed to an increase in global
insecurity.

The outbreak had a detrimental effect on both the
globalized supply chain and the labour. During the
outbreak, most nations ordered residents to return home,
closed their borders, and prohibited the flow of all
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commodities aside from those required for survival, such
as foodstuffs and medicine. The result is that
international supply chains, international passenger and
freight transit, manufacturing, and commercial services,
as well as hospitality, tourism, and education have all
been disrupted or are significantly handicapped due to the
recent events. As the majority of small companies, such
as coffee shops, dining establishments, and beauty
centres, shut down and unemployment increases
globally, governments are compelled to provide them
with cash to weather this unprecedented catastrophe [13].

However, such stimulation and freebies would
ultimately impose a massive financial burden on all
nations in the coming timeframe, which might be
compounded further by economic collapse triggered
exclusively by a "black swan occurrence.” In such a bleak
and unpredictable environment, we must learn how to
prevent or handle similar terrible circumstances in the
future, in addition to addressing urgent difficulties [14].
Each apparently unrelated "black swan occurrence," such
as the current epidemic, eventually impacts a big global
economy in an era of globalization.

In today's globally interconnected society, the
uncertainty created by a "black swan occurrence” does
not effect a single location or industry. Discontinuous
uncertainty appears to be the most appropriate term to
describe the uncertainty surrounding a new coronavirus
pandemic, as its effects are strikingly similar to those of
natural disasters, which result in widespread human and
economic casualties. did not perceive it as a serious
threat, highlighting the Point. Indeed, they appeared to be
mainly concerned with supply chain continuity in order
to maintain the availability of manufactured products
from China while they awaited additional orders from the
WHO regarding the looming calamity, which may result
in significant political turmoil.

Take lessons from the present outbreak and ensure
that information is shared in order to prepare for the next
global pandemic's effect. As the virus spreads
internationally, the virus's influence on governments,
public institutions, industries, and individual businesses
becomes increasingly obvious, as the majority of nations
come to a halt owing to embargoes and border closures,
creating uncertainty at the industry and corporate levels.
A critical lesson for international business leaders and
politicians to take away from this experience is to address
all areas of uncertainty concurrently or sequentially in
order to guarantee a more cohesive response to future
global disasters [15].

4.1.Managing Unexpected Risks

While the danger of Coronavirus infection remains
uncertain, it is critical to recognize that we must now
assess risk in other dimensions and determine ways to
reduce possible losses from a pandemic. Uncertainty
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drives reactions. Risk and uncertainty are distinct
concepts: risk is quantified, with known consequences
and associated probability. An uncertain situation arises
when there are several possible consequences, and some
or all of those outcomes are unknown, as well as a range
of probabilities for those results. COVID-19 is a
pandemic for which the probability of infection remains
uncertain, although it is becoming clearly evident that
infection is more prevalent than previously thought. It
follows that there is no information on its mortality rate.
If the morbidity and mortality rates for new coronavirus
pneumonia were known, the risk of infection and death
from new coronavirus pneumonia might be calculated
[16].

5. CASE STUDY

As a result of the lasting effects of the novel
coronavirus COVID-19, economic conditions in all
sectors have been severely compromised. The following
are some examples of how various industries, various
national government agencies, companies, etc. have
managed their risks in the light of the outbreak, as well
as some recommendations.

Firstly, global demand for products has become
significantly unstable because of the epidemic and the
supply chain affected by it needs to be adjusted
accordingly. If a company is not able to cope with the
lack of production resources to deliver on schedule, it is
likely to face closure, and there have been numerous
plant closures because of the epidemic. The cost of
renting premises and operating costs need to be
considered. In addition, companies should become more
flexible and resilient in their supply chain management in
order to be prepared for the risk of sudden uncertainty
and to reduce their dependence on the origin of raw
materials and move more towards self-sufficiency to
avoid the possibility of not being able to supply due to
lack of production materials. In terms of communication
with customers, efforts are made to develop remote
customer service systems as far as possible to reduce the
impact on on-site communication.

Secondly, some workplaces affected by COVID-19
have protective measures and procedures that company
managers can adopt to protect the lives of employees and
customers. For example, companies can purchase large
quantities of disposable gloves, disposable masks, and
protective clothing, as well as alcohol disinfectants.
Companies can also reduce the risk of new coronavirus
infections for those involved by organising
telecommuting and shorter working hours, and by
stipulating that employees and customers need to be
separated by a pane of glass in order to communicate and
interact [17]. Due to the nature of the work, offline
operations are the only option otherwise face the
possibility of a complete shutdown of work, when
companies’ disinfection are proper that tend to be better
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protected against the risk of infection and prevent the
need for quarantine and restricted travel again due to the
occurrence of large aggregations of COVID-19
infections.

Thirdly, for the insurance industry, risk managers
need to continuously improve their company's enterprise
risk management framework and improve their
employees' 'response manual' from COVID-19, whether
by preparing relevant scenario analyses in advance or by
refining risk plans. It is also important to note that
business interruptions caused by an epidemic are not
covered by insurers' policies and that insurers should
actively consider this to optimize their cover [18].
Perhaps this point may differentiate insurers from others,
as if insurers were able to include business interruptions
due to an epidemic in their coverage, people might buy
insurance in large numbers as a result, an inference that
has some merit in the face of the increasing probability
of uncertain risk occurrence nowadays. However,
insurers will still need to make a full assessment before
deciding whether to add a cover item, as this also
involves risk considerations.

Fourthly, the airline industry was the hardest hit by
COVID-19, with a precipitous drop in the number of
civilian flights used due to the segregation of countries
and travel restrictions. Airlines everywhere suffered
heavy losses, but there were also airlines that turned a
profit due to good risk management, for example:
Ethiopian Airlines. Ethiopian Airlines has found ways to
control its losses in response to COVID-19 shortly after
the outbreak. For example, the airline arranged for 45 of
its spare passenger planes to be used for the transport of
cargo and parcels. Ethiopian Airlines has reached an
agreement with the United Nations to help Ethiopia
provide services such as personal protective equipment
and cargo charters and global vaccine distribution to
more than 80 countries. In addition, Ethiopian Airlines
has invested in a new terminal to help passengers
experience a better contactless flight service [19].
Ethiopian Airlines provides a good model for managing
the risk of uncertainty. Being resilient and responding to
all the changes that uncertainty brings, and always
making positive changes, may be the winning formula for
companies to be able to survive in adversity.

6. CONCLUSION

Since no one can accurately predict the future, the
best way to manage our risk is to obtain the most accurate
information as quickly and early as possible to mitigate
risk and ensure returns in a timely manner. Due to the
high degree of globalization, the activities of
governments around the world can cause fluctuations in
risk. In addition, certain small probability events, such as
the current pandemic, can lead to different attitudes
toward risk and reward. This has led to many cases
dealing with similar uncertainty risks.
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There are two types of uncertainty summarized
above: macro-uncertainty and  micro-uncertainty.
Uncertainty in the field of risk management refers to the
lack of knowledge and awareness of risk events, their
consequences, and the likelihood of their occurrence. The
"duality” of risk comes from the duality of the impact of
uncertainty on business objectives: positive and negative.
Determining the nature of uncertainty is a fundamental
criterion for companies to choose the direction and
degree of risk management. Regardless of whether or not
a great uncertainty event like COVID-19 will be
encountered again in the future, one should always be
resilient when managing risk and take a more flexible
approach to responding to and dealing with risk by
analyzing more and newer information. Risk
management is a perpetual course that requires constant
updates and iterations every day, and the efforts and
dedication of everyone involved in risk management.
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