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Emerging Trends in Enterprise Risk Management

By A V Vedpuriswar

Introduction

Even though organisations face various types of risk, much of the focus of risk management has traditionally been on fluctuations in interest rates, exchange rates and stock indices. The risk management agenda has been hijacked by investment bankers, corporate treasurers and insurance companies and dominated by the use of financial derivatives and insurance. This is clearly not the way it should be. Risk is all about vulnerability and taking steps to reduce it. Several factors contribute to this vulnerability, not just fluctuations in financial parameters.

Another mistake which many organisations make, is dealing with risk in a piecemeal fashion. Typically, within the same company, different functions such as finance, treasury, human resources and legal cover risks independently. An organisation-wide view of risk management can greatly improve efficiencies, generate synergies and ensure that the company takes the optimal amount of risk. That is why many companies are taking a serious look at Enterprise Risk Management (ERM), which addresses some fundamental questions: 

· What are the various risks faced by the company?

· What is the magnitude of each of these risks?

· What is the frequency of each of these risks?

· What is the relationship between the different risks?

· How can the risks be managed to maximise shareholders’ wealth?

A survey conducted by the Economist Intelligence Unit (EIU) in 2001 reported the following:

· More and more companies are using ERM.

· The use of ERM has made many companies feel more confident about dealing with risk.

· Many companies are convinced that ERM can result in clear benefits for the shareholders, by increasing the Price-Earnings Ratio and reducing the cost of capital.

· Investors are also beginning to appreciate the use of ERM.

· The importance of non traditional risks like customer loyalty, competition and operational failures is increasing.

· Implementation of ERM needs various structural measures to align risk management, strategic planning, information systems and organisational culture.

· Few companies aggregate their risks across the entire organization.

· Current quantification methods are inadequate to measure many intangible risks.

The need for an integrated approach

Integrated risk management is all about the identification and assessment of the risks of the company as a whole and formulation and implementation of a company wide strategy to manage them.  In the past, a systematic and integrated approach to risk management was more an exception than the rule. Fortunately, the scenario is changing. The cumulative experience of the past few few decades in managing risks, development of management and probability theories, powerful computer software and the availability of a wide range of financial instruments has made ERM a reality.  

At the outset, we need to appreciate that ERM combines the best of three different but complementary approaches to managing risk.  The first is to modify the company’s operations suitably. The second is to reduce debt in the capital structure.  The third is to use insurance or financial instruments like derivatives. 

An example will illustrate the point. The software giant, Microsoft operates in an industry where technology keeps changing rapidly. The company manages its risk by maintaining low overheads and zero debt. But Microsoft also has organizational mechanisms to deal with risk. The capacity of a software development company is for all practical purposes, the number of software engineers on its pay rolls.  Excess capacity can create serious problems during a downturn.  So Microsoft believes in maintaining a lean staff. It  depends on temporary workers to deal with surges in work load from time to time.  This not only reduces the risk associated with economic slowdowns but also results in greater job security for its smaller group of talented, permanent workers.

Exploding some myths about risk management

Risk Management is not something new. One of the earliest examples of risk management appears in the Old Testament of the Bible. An Egyptian Pharaoh had a dream which Joseph interpreted as seven years of plenty to be followed by seven years of famine. To deal with this risk, the Pharaoh purchased and stored large quantities of corn during the good times. As a result, Egypt prospered during the famine. Similarly in the Ramayana, Lord Hanuman managed risk by carrying an entire mountain on his shoulders as he was not sure which of the plants was the Sanjeevani herb. 

Risk can neither be avoided nor eliminated completely. Indeed, without taking risk, no business can grow. And if there were no risks, managers would not be needed. The Pharaoh in the earlier example was obviously taking a risk in that his investment would have been unproductive had there been no famine. 

Risk management is all about making choices and tradeoffs. These choices and tradeoffs are closely related to a company’s assumptions about the external environment. The word risk has its origins in the Italian word, risicare, which means ‘to dare.’ So, risk  management is about making choices in a proactive manner, rather than waiting passively for events to unfold. Both Nicholas Piramal and Dr Reddy’s Laboratories are leaders in the Indian pharma industry.  Nicholas believes in partnering with the global pharmaceutical companies. On the other hand, Dr. Reddy’s has not hesitated to challenge the patents of global pharma majors.  The two companies have made clear choices about how they want to compete in the industry. 

All risks cannot be attributed to external factors. Many of the risks which organizations assume have more to do with their own strategies, internal processes, systems and culture than any external developments. For example, the recent collapse of Global Trust Bank had more to do with the reckless attitude of the top management than any external factors. The same holds good for the collapse, in 2001 of the US-64 scheme of the Unit Trust of India.

Types of risk

What are the various risks a company can face? The Economist Intelligence Unit divides risks into four broad categories. 

· Hazard risk is related to natural hazards, accidents, fire, etc. that can be insured. 

· Financial risk has to do with volatility in interest rates and exchange rates, defaults on loans, asset-liability mismatch, etc. 

· Operational risk is associated with systems, processes and people and deals with areas like succession planning, human resources, information technology, control systems and regulatory compliance.

· Strategic risk stems from an inability to adjust to changes in the environment such as changes in customer priorities, competitive conditions and geopolitical developments. 

This is only one method of classifying risks. Indeed, the method of classifying risks is not as important as understanding and analysing them. The very nature of uncertainty implies that it is difficult to identify all risks, leave alone classify them. Each company should carefully examine its business and its own value chain and come up with its own way of categorising the uncertainties associated with its important value adding activities. Then, it can quantify these uncertainties to the extent possible and decide which risks to hold and which to transfer. This paper presents a very broad categorization of risks.

Capacity expansion involves risks. If demand does not rise with capacity, the company may find itself burdened with overheads. At the same time, if capacity is not built in time, competitors may move ahead and grab market share. So, capacity expansion decisions have to be made carefully.

To what extent must a company integrate vertically? This is a crucial strategic issue for most companies. While vertical integration reduces uncertainty, it also makes management tasks more complicated. Outsourcing increases flexibility, but if relationships with external partners are not managed carefully, coordination becomes a big problem. Moreover, the outsourcing partners might start exercising great bargaining power. Who can forget the manner in which Microsoft took away IBM’s lunch even though the PC was conceived and brought to the market by IBM. 
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Excessive dependence on a single or few products, or a single or a few regions for generating revenues results in risk. A diversified product portfolio or geographical base can stabilise revenues and profits. At the same time, diversification also makes management tasks more complex. There is always the danger of straying away from the core. So, understanding the risks associated with diversification is extremely important.

Technology risk has become important in this age of rapid innovation. Companies which cannot cope with changing technology will find themselves at a severe disadvantage. The key decision in technology risk management is whether to move early or to wait and see the impact of a new technology as it emerges.

Many companies today look at mergers and acquisitions as a way of generating fast growth by gaining quick access to resources such as people, products, technology and facilities. But, mergers and acquisitions have to be planned and executed carefully, to ensure that the integration of the pre-merger entities takes place smoothly and the projected synergies are realised. Otherwise, they may prove to be a severe drain on the existing resources and even ruin a company in some cases.

Another type of risk is environmental risk. Companies must ensure that their operations do not have an adverse impact on the natural environment and the local community. Otherwise, they face the risk of resistance and hostility from society. In some cases, poor environmental performance may even threaten the very existence of the company, as illustrated by the example of Union Carbide in Bhopal. In other cases, such as the Exxon Valdez oil spill in Alaska, the reputation of the company can be severely damaged. 

Political risks also need to be managed carefully. Governments may suddenly change their policies or may intervene in the company’s operations. Understanding the nature of political instability and anticipating problems is important, especially for multinational corporations operating in emerging markets. Dabhol Power Corporation is a good example.  Last year, Polaris faced a crisis when CEO Arun Jain was arrested in Indonesia.  Similarly, a senior iflex executive was held in the Netherlands. Though reasons were given by the authorities to justify the arrests, there is little doubt that they were guided by political considerations. 

In recent times, legal risks have also become important. Product liability class action suits by employees or shareholders can pose grave problems. Similarly, anti-trust proceedings by the government can take a company’s attention away from its core business. In the early 2000s, a significant proportion of senior management’s time, at Microsoft was consumed by the anti-trust suit.  ITC was embroiled for a long time in the excise duty dispute in its cigarettes business. Only now has the issue been finally resolved. 

In the modern business world, companies are expected to maintain high standards of ethics and corporate governance. Unethical practices and low standards of corporate governance can severely erode not only the reputation of a company but also its market capitalisation. A good example of a company, which has seen a severe decline in its business owing to unethical and illegal disclosure practices is the famous insurance company, Lloyd’s of London. In the mid-1990s, ITC’s former CEO K L Chugh also found himself being charged with ethical impropriety. Both Chugh’s and ITC’s reputation were badly affected.  Similarly, the unsavoury much publicized dispute between Nusli Wadia and SK Alagh brought Britannia under a cloud, last year. 

The most commonly discussed form of risk is financial risk. When interest or foreign exchange rates fluctuate, there is an impact on cash flows and profits. Risk also increases as the debt component in the capital structure increases. This is because debt involves mandatory cash outflows, while equity holders can be paid dividends at the discretion of the company. A few years back, Pentafour, a leading software company found itself in a liquidity crisis  when it could not meet its provident fund obligations. 

There are various marketing risks which companies have to deal with carefully. A careful understanding of the marketing activities and the associated risks is extremely important. Branding, pricing, distribution and product development have all become very complicated in the contemporary business environment. Unless the marketing mix is carefully managed, customers may switch over to competitors.  In recent times, India’s leading FMCG company Hindustan Lever has struggled to grow its business with customers shifting to cheaper products. 

Risks associated with human resources too need to be managed effectively. Succession planning is probably the most strategic of these risks. Even such well known companies like Coca Cola and Procter & Gamble have struggled in the recent past due to ineffective succession planning. In India, Thermax faced a crisis after the death of  founder, Rohinton Agha. Other challenges in human resources management include minimising employee turnover and shaping a corporate culture that aligns individual aspirations with the company’s goals. 

The role of systems and processes

The systems and processes of the organization should enable managers to know what risks are being taken, quantify them and assess whether they are within prescribed limits.  They should also facilitate corrective action, where necessary.

Good management control systems can protect a company from avoidable risks by defining performance standards, measuring actual performance and taking corrective action on a regular basis. Systems and processes must be designed in such a way that they align individual goals with corporate objectives and discourage excessive risk taking.

The board and the senior management team should play an active role in the following areas:

a) Understanding the Risk Profile: The board members should clearly understand the risks to which the company is exposed. The board should further decide which risks are acceptable and which must be eliminated through the use of hedging techniques.  

b) Setting Policy: The board should prepare policy guidelines, including the corrective action to be taken when things go wrong.  For example there should be guidelines on when and how to unwind an unprofitable trading position, if rates move unfavourably. The exit strategy should be based on the amount of money the company is willing to put to risk.

c) Establishing Controls: Steps should be taken to ensure effective implementation of policies.  An independent risk management unit is desirable.  It is a good practice to make risk managers report to people one level higher than those who execute and approve various market transactions, especially those involving derivatives.

d) Setting up systems: An integral part of ERM is consolidation and integration of data from a number of different systems across the company’s operations.

e) Checking compliance: The risk manager should send reports regularly to the senior management and the board.  These reports should check compliance with policies and procedures and make independent evaluations of various trading positions. 

f) Periodic Review: The board must make it clear to managers in general and traders and treasury managers in particular that any violation of policies, guidelines or controls will be punished. When limits are violated, the board should not hesitate to take immediate action and send clear signals that indiscipline will not be tolerated. 

Control systems should discourage excessive risk taking. For example, the annual bonus of a treasurer should not be based solely on the profits he or she generates.  It should take into account the riskiness of the activities undertaken and the contribution the treasurer has made to non trading activities. The collapse of Barings was due to a divergence between individual and corporate objectives.

The role of culture

Along with systems and processes, it is also important to shape the culture of the organization and check dysfunctional tendencies. The ‘right’ culture encourages entrepreneurial risk taking but discourages gambling. It ensures that employees do not put the future of the company at stake in their drive to achieve results.

A company’s culture is nothing but the shared beliefs, values and perceptions held by its employees.  In a strong culture, these values and beliefs are shared widely by employees and evoke strong commitment.  Culture facilitates control by developing a sense of group loyalty and by reducing dissonance.  Indeed, self control through the acceptance of common values can be a very effective control system. However, strong cultures can also create problems while managing change.  People might go into a state of denial. That is why a company like Intel believes in a paranoid culture. 

In cultures, where the ‘boss knows best’ and the top management does not take bad news or constructive criticism in the right spirit, things can go seriously wrong all of a sudden.  If there is a tendency to keep looking at employees who report bad news, as trouble makers and poor team players, problems will remain hidden under the carpet. Over a period of time, such an attitude will have a significant negative impact.  Reputed Fortune 500 companies like General Motors, Kmart and IBM have all run into problems at some point of time or the other because of the shoot-the-messenger syndrome.

When employees perceive their career progression as a zero-sum game, unintended consequences often result.  Poor information sharing and lack of coordination are quite common in such situations.  Not only that, in their determination to get ahead of their peers, employees may try to improve their short-term performance by indulging in acts which may harm the company in the long run.

Concluding Notes

The essence of ERM   is putting in place a clear and systematic process to identify, aggregate and manage risks in the most optimal way. An integrated approach to risk management minimizes transaction costs and more importantly creates confidence in the company’s managers to deal with uncertainties in the environment.  But ERM is not easy.  It needs a new mindset which encourages people to take calculated risks but not become gamblers. Companies which can implement ERM effectively will be able to generate a sustainable competitive advantage and create value for shareholders. 
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Enterprise Risk Management: A Holistic Perspective
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