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Chapter – XII

Future Perspectives in Enterprise Risk Management

“Strategic hedging is about far more than finance and derivatives.  It requires firms to understand all the main risks to which their cash flows are exposed, not just the narrowly financial ones.  And, for as long as gaps remain in derivatives and other financial markets, it will also involve much hard-headed thought about the trade-off between financial, hedging and natural and operational alternatives… Most of them (firms) need to establish more cooperation between general and financial managers and ensure that each of them has a good, if non-technical understanding of what the other does.”

- The Economist
.

The current state of Enterprise Risk Management 

Till the early 1990s, in most organisations, a strategic approach to risk management was lacking.  The formation of risk management departments had mainly to do with reducing the total insurance premium paid.  Some companies renamed their insurance function as risk management. From the mid-1990s, this philosophy has been changing.  The range of risks companies have to manage has widened.  Intangible, commercial and operational risks have become more important than insurable risks. The need to take a companywide view of risks is becoming increasingly felt.  Many companies are establishing sophisticated risk controls. They are presenting relevant information to the board. (Infosys is a good example).  They are also attempting to reorient the risk management department into an internal consulting practice.


Enterprise Risk Management (ERM) is now rapidly emerging as a senior management concern in many companies.  A recent survey conducted by the Economist Intelligence Unit (EIU) has 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.

· Some companies feel that 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.

· Executives admit that 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.

· Managers accept that current quantification methods are inadequate to measure many intangible risks.


In the years to come, ERM is expected to gain in importance for various reasons.  Already, regulators in many countries, especially in the financial sector are putting pressure on companies to manage risks more systematically.  Regulators are also insisting on better reporting and disclosure practices.  Mounting shareholder pressure for better corporate governance is giving a boost to ERM.  Developments in the financial markets in general and the convergence of capital and insurance markets in particular are also facilitating an integrated view of a company’s risks.  Many well managed companies have begun to look at ERM as a proactive tool to add value for shareholders, rather than as a defensive approach to minimise the negative impact of risks.  ERM is also being used to achieve a common understanding of risk across functions and business units and to aid top management exercise greater control over the company’s operations. Indeed, ERM is rapidly emerging as a powerful tool that facilitates better decision making and helps people to take more risk than they would otherwise do. 


This chapter sums up the various issues covered in the previous chapters and explains the importance of managing risks in an integrated fashion across the enterprise.  It examines how different risks affect each other and why it is important to take a holistic perspective while managing them.

The most important risks faced by companies

A survey conducted by Mercer Management Consulting between 1993 and 1998 reported that the following risks had the greatest negative impact on share prices:

· Accounting irregularities

· Competitive pressures

· Cost over runs

· Customer demand shortfalls

· Customer pricing pressures

· Foreign macro economic issues

· High input commodity prices

· Interest rate fluctuations

· Law suits

· Loss of key customers

· M&A integration problems

· Management ineffectiveness

· Misaligned products

· Natural disasters

· R&D delays

· Regulatory problems 

· Supply-chain issues

· Supplier problems 


Source: Economist Intelligence Unit report on Enterprise Risk Management, 2001

Integrating risk management activities

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 decades in managing risks, development of financial management and probability theories 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.  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. 


Take the case of environmental risk in a chemical plant. Modifying the company’s operations could mean installation of sophisticated pollution control equipment or using a totally new environment friendly process. Alberta Pacific, which we examined in Chapter V is a good example. The company could also reduce debt and keep plenty of reserves to deal with any contingencies arising out of environmental mishaps. Exxon got away with the Valdez spill because it had enough financial resources to cope with an adverse situation.  A third alternative is to buy an insurance policy that would protect it in case an accident occurs and big compensation payments have to be made to victims.  Taking an insurance cover is simple, but it implies a minimalist, defensive approach.  On the other hand, tailoring the operations creates possibilities for process innovations and more sustainable competitive advantages by getting ahead of other players in the industry.  We discussed this point in Chapter V.


Consider an oil company which needs a steady supply of petroleum crude to feed its refineries.  Oil prices can fluctuate, owing to various social, economic and political factors. The company can set up a large number of oil fields all over the world to insulate itself from volatility. This would limit the damage that can be caused by OPEC, terrorist strikes or instability in Islamic countries. If there is a long recession, the best bet for the company would be to keep minimum debt and maintain huge cash reserves on the balance sheet. The company may also resort to buying oil futures contracts that guarantee the supply of oil at predetermined prices.  


A company like Walt Disney which operates theme parks is exposed to weather risks.  If weather is not sunny, people will not turn up.  So, Disney took the decision to set up a theme park in Florida.  Today, Disney can buy weather derivatives or an insurance policy to hedge the risks arising from inclement weather.


The software giant, Microsoft manages its risk by maintaining low overheads and zero debt. But Microsoft also has organizational mechanisms to deal with risk. As mentioned in Chapter II, the capacity of a software company can be defined as 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 to its smaller group of talented, permanent workers.


An airline can manage its exposure to fluctuating oil prices by taking operational measures to cut fuel consumption.  It can also purchase more fuel efficient engines. It can also buy financial instruments such as futures to hedge this risk.   


Various factors determine the choice of the approach – organizational, financial and modification of the capital structure.  Often a combination of these approaches makes sense. 
The choice between a financial and organisational solution depends on the specific risk.  Strategic risks for example invariably need organisational solutions.  These are the risks which Drucker describes as unavoidable risks. Such risks are built into the very nature of the business. But, in many other situations, financial solutions such as derivatives or insurance may be more efficient than organisational solutions. One way to resolve this dilemma is to estimate the amount of capital to be set aside to deal with a risk.  This can be compared with the costs involved in transferring the risk  such as insurance premium or option premium.  Financial solutions are often useful when enough data is available to analyse, model and evaluate the event.


Operational approaches to risk management are difficult and complicated in some situations. They may be too complicated, too expensive or may conflict with the company’s strategic goals.  By using financial instruments, companies may be able to focus on specific risks and hedge them at a lower cost.  Unfortunately, financial instruments are not available for some types of risk, especially those which are difficult to transfer. Also, they are only suited for risks which can be clearly identified and quantified. The ultimate strategy for the rainy day is to keep overheads and debt low and hold lots of cash to tide over uncertainties about which managers have little idea today.  Indeed, equity is an all purpose risk cushion.  The larger the amount of risk that cannot be accurately measured or quantified, the larger the equity component should be.  Of course, lower risk through use of more equity also implies lower returns as equity is a more expensive source of funds.  This trade-off should always be kept in mind.


The challenge for companies lies in taking an integrated view of the three different approaches. Indeed, one approach if implemented can have an impact on the other two.  For example, the debt employed by a company depends on its capital expenditures, which in turn may depend on the company’s diversification plans. Similarly, cross-business risks should not be overlooked.  In 1988, Salomon Brother’s unsuccessful attempt to take over R J R Nabisco changed its risk profile adversely. This had a negative impact on Salomon’s  derivatives business.


Companywide integration of risk management activities also enables the purchase of more cost effective insurance and derivative contracts.  In 1997, Honeywell purchased an insurance contract that covered various types of risk – property, casualty, foreign exchange, etc.  Honeywell cut its insurance costs by 15% in the process.  Aggregate risk protection not only costs less than individual risk coverage but is usually better suited to the company’s risk management needs.


Integrating risk management activities implies a single way of speaking about risk across the organisation.  This means arriving at a standard definition of risk for the entire firm. Integrated Risk Modelling (IRM), looks at company wide factors, random factors and industry specific factors and their impact on cash flows. IRM addresses the following issues:

· Factors causing variability in cash flows

· Identifying the most important risks

· Risk reward trade offs for different strategies

· Risk associated with each operating unit.

· Capital allocation

Integrating the finance function into Business Strategy

In the years to come, finance professionals will have to learn to work with business units as partners and capture both the hard financials and the strategic intent of any project.  Judy Lewent, one of the most respected CFOs in the industry has talked about one of her experiences at Merck
, relating to a development project in the agricultural research department for an antiparasitic agent called Avid, “We collected the manufacturing and marketing elements and the research inputs, but the financial evaluation model showed a negative net present value for the project.  If we had been traffic cops, we would have blown our whistle and gone home.  But instead, we started to take the project apart and talk more in-depth with marketing and with manufacturing. It turned out that the packaging costs were eating up the gross margins on the project… This was something that the original sponsors of the project had feared all along, but only on a conceptual level. We were able to give the project’s sponsors, the marketing department and manufacturing people, a framework for talking about the product and it suddenly became clear to all involved that the packaging size had to change.  In this case, then, finance was a real resource in problem solving.”


In 1993, Merck paid a heavy amount to acquire Medco, the managed health care company, in the early stages of U.S. health care reforms.  Lewent used a decision tree model with two branches, one with the acquisition and one without.  She factored in many possible health care reforms scenarios. A careful assessment of these scenarios convinced Lewent that no matter, which way the reforms proceeded, Medco would be an useful acquisition, especially in view of its ability to handle all the paperwork and cut costs while ensuring quality. Merck-Medco has come a long way since its acquisition. (Peruse case on Merck-Medco in Chaper II).


Finance managers have to be skilled in quantifying risk in very uncertain situations.  This implies a good understanding of techniques such as real options, which we covered in Chapter II. Lewent has explained the role of a CFO in evaluating risky investments in the pharmaceutical business: “They aren’t investments that easily lend themselves to traditional financial analysis.  Remember that we need to make huge investments now and may not see profit for 10 to 15 years.  In that kind of situation, a traditional analysis that factors in the time value of money may not fully capture the strategic value of an investment in research, because the positive cash flows are severely discounted when they are analyzed over a very long time frame.  As a result, the volatility or risk is not properly valued.  Option analysis, like the kind used to value stock options, provides a more flexible approach to valuing our research investments than traditional financial analysis because it allows us to evaluate those investments at successive stages of a project.”

The dynamic interaction of different risks

We have covered several types of risk in this book and discussed ways of mitigating them.  However, as briefly mentioned earlier in the chapter, an attempt to control one type of risk often has an impact on other types of risk.  Let us understand the dynamic interaction of different risks, through examples.


Consider environmental risk management. One way to mitigate environmental risk is self-regulation. (This point was made in Chapter V). Companies come together, set standards and commit themselves to the implementation of these standards. This is meant to pre-empt government legislation and avoid the problems associated with government interference in business operations. But self-regulation involves agreement and cooperation among rivals and may attract anti-trust concerns.  So, care should be taken to ensure that self-regulation is perceived to be promoting consumer welfare and serving the public interest. Most importantly, the companies involved should effectively communicate the benefits associated with their self-regulation initiatives to the public and the government.  


Anti-trust and technology risks are closely related. In technology driven industries, the adoption of standards is a very important activity.  Indeed, standards are meant to reduce risk for both suppliers and users by organizing and disseminating information and facilitating the compatibility of products and services in the market. Development of standards, involves firms coming together and cooperating. To avoid anti-trust attention, companies would do well to keep records of the deliberation process. They should make the standard as broad-based as possible by involving many players. They must also make the standards more performance-based than design-based. By linking standards to performance, companies can send clear signals that the customers’ interests are at the heart of the new initiative and any product or process innovation in this direction will be encouraged.


There is a strong linkage between vertical integration and technology management.  Vertical integration may reduce risk by developing internal capabilities and retaining proprietary information.  However, in the process, access to a specialised supplier’s technology may be lost.  (This point was made in Chapter II). On the other hand, a decision to outsource may result in a high degree of vulnerability because of excessive dependence on the supplier for an important technology.  Thus, vertical integration and technology risks are interrelated.


Technology and legal risks often go together.  Technology companies often need strong competencies in legal matters, especially patents. Microsoft’s technological capabilities are well known.  Yet, it was a legal innovation which marked the turning point for Microsoft.  When IBM asked Microsoft to develop the operating system for its PC, Microsoft retained ownership of the Disk Operating System (DOS) and insisted on licensing rather than outright sale.  When it comes to patents, technology and legal issues are closely linked.  Even if a company is good at innovating and developing new technologies, without a well thought-out patent strategy, it would find it extremely difficult to commercialise its inventions.  So, a fundamental understanding of the legal issues associated with intellectual property rights, is a must for companies, whose competitive advantage depends on technological innovations.


Branding and ethical risks are closely connected.  A brand which misleads customers, or which plays on the emotions of gullible customers is perceived to be unethical. Brand managers have to take special care to ensure that their actions, such as advertising campaigns are perceived to be socially responsible and in the interests of customers.  Similarly, outsourcing and ethical issues have a strong overlap, especially in the case of premium brands.  We have already mentioned the example of Nike’s sweatshops in Chapter IX. 


In many mergers and acquisitions (M&A), legal and human resources risks are involved.  Anti-trust authorities may put the deal under a microscope and impose various conditions that may seriously undermine the projected synergies.  In extreme cases, they may even block the deal.  This is exactly what happened in the case of GE and Honeywell. Similarly, many mergers fail because of a poor strategy for retaining key employees.  Especially, in the case of high tech mergers, retaining key employees is a strategic challenge.  Hence, such mergers should be planned and implemented with a very strong people orientation.


There is a very strong overlap between technology and M&A risks.  In technology driven businesses, many large companies do not do all the research in-house.  They use their large market capitalisation to acquire smaller, more innovative companies.  In the late 1990s, Lucent acquired several independent firms for their bright ideas.  Indeed, some industry experts, including Marc Andreassen, the founder of Netscape, have argued that innovations in the contemporary business environment, happen only in small start-up firms, which are then systematically acquired by dominant companies (Netscape itself was acquired by A.O.L).  While this makes sense, it also implies that technology companies need to have strong capabilities in managing acquisitions.  A wrong acquisition will send money down the drain.  A good example is AT&T’s acquisition of NCR.  Similarly, a right acquisition, if not well managed may fail to generate the returns expected.  Managing the integration process, is one of Cisco’s core competencies today and indeed one of the main reasons for its technological strengths.


For technology companies, managing reputation risk through sound disclosures is also critical. Many of these companies are characterised by high market capitalisation based on expectations rather than tangible financial performance.  So, they need to communicate clearly with their shareholders and the financial community in which direction technology is moving and what they are doing about it.  Otherwise, stock prices may plummet. This would be a real set-back because the acquisitions made by such companies are facilitated by their high market capitalisation.  Companies like AOL and Cisco have mastered the art of keeping financial analysts happy by sharing information regularly, in a transparent manner.


Environmental and political risks are also closely related.  Inadequate attention to environmental issues often invites government intervention. This can lead to closure or even confiscation of assets in extreme cases.  On the other hand, a systematic, proactive approach can keep the government away.  This argument is especially valid in the case of industries, such as mining, which governments consider strategic.  There is no better example than Tata Steel in this regard.  The company mines iron ore in parts of Orissa and Bihar.  Its management of environmental and safety issues has been exemplary and even at the height of Indian socialism, no government dared interfere, leave alone nationalise these operations in a country where mining has been traditionally considered a strategic industry.


Political and ethical risks are also closely connected.  Issues like bribery have strong ethical implications.  To manage political risks, it is often tempting to use such unethical means.  This is not desirable, as mentioned earlier.  Similarly, a company may think it makes good business sense to keep the host country dependent on it for technology. But if this is perceived to be socially irresponsible, the government can put several stumbling blocks.


There is a strong relationship between financial risk and reputation risk though this is often not obvious.  According to Alberto Togni
, Chief Risk Officer of Swiss bank Corporation (which merged with Union Bank of Switzerland to form UBS), “Risk management is necessarily a core competence of a bank.  It follows that any failure in this area is going to negatively impact our professional image.  This is particularly true of one dimension of risk – reputation risk – and yet, there is no mention of the reputation risk among the types of risk we are monitoring.  There is a simple reason for that.  Reputation risk is a pervasive threat to us all, latent in every facet of our business.”  During the hey days of LTCM (See Chapter VIII), funds were no problem.  The hedge fund had more capital than it could handle.  In fact, LTCM returned capital to investors after a sterling initial performance.  But once its reputation became tarnished in the third quarter of 1998, no investor volunteered to contribute when LTCM invited more capital.


A failure to understand the interaction of risks can lead to serious problems.  Again, LTCM is a good example. This hedge fund had reduced its market risk by pursuing convergence trades.  What actually happened was that risk migrated to another area, resulting in a severe liquidity crisis. Similarly, Bankers Trust, in the mid 1990s, decided to reward its sales staff using a formula that took into account both the profits generated and the market risk taken.  This resulted in damaged client relationships, a major legal dispute with Procter & Gamble and negative publicity. Similarly, many banks gave dollar denominated loans on floating rate terms to countries like Mexico and Brazil to eliminate both exchange rate and interest rate risk.  When US interest rates sky-rocketed and the dollar appreciated in the early 1980s, there were major defaults.  In short, market risk had been transformed into credit risk.


It is precisely because attempts to control one type of risk may result in other types of risk, that the need for Enterprise Risk Management has become compelling.  As Jorion
 puts it, “A piecemeal approach can miss significant risks or worse push risks into less visible places and create a misleading sense of safety.  What is required is the application of consistent risk measurement techniques across various sources of risk.”

Developing a risk policy


A risk policy explains the objectives of risk management and indicates how the responsibilities in this regard will be distributed.  Ultimately, the questions for the organization to resolve are: 

i) Should the risk be retained or transferred?

ii) How to provide for the retained risk?


In general, risks which can be transferred or insured are often delegatable.  Those which cannot, need the direct involvement of top management.  Some of these risks include:

· Risk to the firm’s reputation

· Risk of losing talented employees

· Risk of being caught unaware when a new technology emerges

· Risk due to strong competition


Where risk can be transferred to the market through instruments such as derivatives, a corporate hedging policy is in order.  This will remove ambiguities as hedging decisions are not always straightforward. A risk policy can provide guidelines on what type of exposures to cover, what to leave uncovered and the type of derivative instruments, which may be used.  As Knight and Pretty put it
: “The hedging decision is not binary: to hedge or not to hedge.  There will be circumstances where a degree of hedging makes sense from a value perspective and other situations where hedging would destroy value.”

Enterprise Risk Management at  Swiss Bank Corporation

At the erstwhile Swiss Bank Corporation (SBC), the Board of Directors framed the risk policy.  The policy determined the bank’s risk-bearing capacity and risk appetite.  Risk control was the responsibility of the Chief Risk officer (CRO) at the corporate center.  The CRO monitored and reported on compliance with policies and the quality and adequacy of the risk management process.  SBC viewed risk management as the function which decided on the amount of risk to be taken. It looked at risk control as the function that imposed checks and balances on the  process of risk management.  In its risk vocabulary, SBC drew a distinction among expected loss, unexpected loss and stress loss.  It defined the expected loss as the average cost of the risk during a year.  If defined the unexpected loss as the variation of actual cost from the average cost.  It defined the stress loss as what the bank would lose in a worst case scenario.


Market, credit and settlement risks fell under the immediate control responsibility of the CRO.  SBC had also set up risk management and audit and compliance committees in each of the divisions.  These divisions enabled the business managers and the risk control and audit staff to meet regularly and review the risk issues affecting their division.  A risk identification committee at the corporate centre reviewed the bank’s overall risk position and progress in implementing the risk framework.



Source: ‘Prospects’, Swiss Bank Corporation’s Newsletter, Volume 6, 1997.


We mentioned earlier in the book that risk management should  not be viewed as a defensive mechanism.  There is scope to use risk management creatively to add value for shareholders.  A risk policy should never overlook this point.  As Knight and Petty put it: “It (risk management) should be a creative initiative, exposing exciting opportunities for value growth and innovative handling of risk.  The policy is not about compliance and disclosure, important as these may be, but it is about developing a strategic approach to enterprise risks that release value to shareholders.  In the absence of such a policy, a company will be, at best, value-neutral; at worst value-destroying.  The risk policy provides the chief executive with the impetus for sustainable value creation.”


Based on their general approach to ERM, Culp
 divides companies into three categories- Classical risk controllers, Efficiency enhancers and Risk transformers. 


Classical risk controllers invest in risk management processes and systems in order to minimise losses.  They look at risk management not as a source of opportunity, but as a cost centre.  Such companies typically avail themselves of the services of third parties for risk management and risk transformation products. They also use the consulting services of accounting and risk advisory firms.  In short, risk controllers focus on tactical implementation.


Efficiency enhancers look at risk management from a strategic perspective.  They view risk management as a way to operate their businesses more efficiently and effectively. Instead of pre-designed software solutions, they use customised consulting services.  


Risk transformers view risk management primarily as a business opportunity.  They graduate from companies demanding risk management services to ones which can provide clients assistance in managing their risks.  J P Morgan’s Risk Metrics Group is a good example.  Morgan actually spun off this group after it had developed a critical mass in risk management expertise.


The appropriate risk management model will depend on the firm and its culture.  Firms can view risk in various ways – as a necessary evil, as a way to reduce costs and as an opportunity for generating new business. By viewing risk management as an integral part of business strategy formulation and implementation, firms can tap a range of opportunities that they may otherwise overlook. 

Implementing ERM

The transition from piecemeal management of risks to ERM involves considerable investment of time and money.  Some of the important obstacles to the implementation of ERM include lack of alignment between risk management and planning processes, lack of role clarity, distortions in information flows and inadequate understanding of the benefits of ERM.


To put in place a successful ERM system, companies have to integrate it with the planning process, build support for the concept across the organization and appoint the right champions. ERM should be tightly integrated with capital allocation, corporate strategic planning and business unit strategic planning.   Where possible, it should also be integrated with functions like product design, human resources and other less strategic but nevertheless important managerial processes.  To build support for ERM, companies must demonstrate that it creates value, minimises bureaucracy by keeping the processes simple and strikes a balance between local and central control.  


A suitable organisational structure is vital for implementing ERM. Making the existing head of risk management or the CFO, champion of the ERM initiative is not always appropriate.  Many companies are looking at a new post, the Chief Risk Officer (CRO) who can discharge functions such as informing the board about the major risks, framing ERM implementation strategies, overseeing risk reporting and monitoring and educating people about risk management.  Alternately, a committee consisting of top managers can be used to spearhead the ERM initiative.


In UBS, the Swiss banking group, a Chief Credit Officer (CCO) oversees credit risk management while a Chief Risk Officer (CRO) is responsible for market and operational risk.  (See Chapter I for definition of operational risk).  The CCO and CRO meet every month with the group executive board to review major threats, exposures and transactions.  A group risk committee with representatives from different divisions meets every quarter to discuss implementation of strategies.  


The CRO need not necessarily be a new hire.  In many cases, a senior manager can be given this additional charge. Designating a specific individual as CRO removes ambiguity about where the ultimate responsibility for stopping risky transactions that are against the interests of shareholders lies. He or she should hold single point responsibility while managing a crisis.  The CRO should be fully aware of the risk tolerances and the risk management objectives of the board and the nature of risk exposures faced by the firm.  The CRO should obviously be separated from functions where risk taking is involved.  Preferably, the CRO should be reporting to the board and not to the CFO. 


Irrespective of who is appointed as the CRO, one thing is for sure.  The CRO must balance a short-term trading mindset with a long-term strategic orientation.  In other words, he must be conversant with the languages of both trading and strategy.  It is all very well to say that the ultimate responsibility for risk management lies with the CEO. Come to look at it that way, it has become a common fad to state that all responsibilities  must lie with the CEO! In that case, the CEO would find himself reduced to an operating manager. True, the CEO cannot afford to be hands off when it comes to risk management.  But the CEO also cannot afford to get involved in all the operational issues.  So he has to necessarily depend on the skills of the CRO to balance the long term and short-term perspectives while managing risk. 


An independent risk management function facilitates the development and ongoing improvement of models, systems, and processes used to quantify risks.  It ensures that risk management policies and procedures are consistently applied across all the units in the corporation.  It also plays a policing role to check that policies are being implemented effectively. And it helps in taking an aggregate view of the different exposures held by the organization.


Senior management involvement is a must while implementing ERM.  As Lisa Meulbroek
 puts it: “Since an integrated approach to risk management requires a thorough understanding of the company’s operations as well as its financial policies, risk management is clearly the responsibility of senior managers. It cannot be delegated to derivatives experts nor can management of each individual risk be delegated to separate business units.  Although management will no doubt seek counsel from managers of business units or projects, it must ultimately decide which risks are essential to the profitability of the company, taking into account cross-risk and cross-business effects and develop a strategy for managing those risks.”


It is a good idea to conduct a senior management workshop which can develop a plan for implementing ERM. The workshop can deal with important issues such as business strategies of the firm, current state of risk management in the organization, the objectives of the proposed ERM system, difficulties in implementing ERM given the organizational culture and the best practices in ERM.  The workshop can go a long way in arriving at uniform risk management terminology across the organization and in developing a vision for the ERM initiative.





The golden rules of Risk Management

· There is no return without risk.

· Risks need to be fully understood.

· Use past experiences of managers to full advantage.

· Question the assumptions of the models used.

· Encourage people to discuss risk.

· Build a diversified risk portfolio.

· Be consistent in the approach used.

· Focus on the big issues instead of collecting information on insignificant risks.

· Whenever returns are measured, measure also the associated risks.



Source:  RiskMetrics Group, riskmetrics.com.


All risks can be traced to decisions taken by an individual or by a group of individuals.  Typically, the person who manages the risk is different from the owner.  So, in the normal course, the risk owner is totally excluded from the risk management process. This is hardly a desirable situation. So, business unit managers who are typically the risk owners need to be involved in the risk management process. The extent of involvement depends on how the risk is being managed, whether it is being transferred to another party or retained in-house and dealt with operationally.

Integration of information systems

Collection and processing of data is a key requirement in an integrated approach to risk management.  We have seen in an earlier chapter, how the resistance by the derivatives group at UBS group to integration of their IT platform with those of other departments, created serious problems.  In general, there would be different systems within an organization for handling different applications.  These include:

· Collection of market data

· Research

· Trading 

· Production, distribution, inventory, purchasing

· Data warehousing

· Analytics – risk measurement, financial instrument valuation, etc.


Making the different systems ‘talk to each other’ is obviously a major challenge. The information architecture must be based on a central, integrated database.  Data must be entered into the system once at its source to avoid inconsistencies and minimize reconciliation.  The architecture should be such that any component can be replaced by another with a minimum of disruption.


The information systems should be able to furnish information at a level of detail depending on the layer of management involved. Thus, top management can be furnished summary reports while lower level managers can be supplied more detailed information.  However, in all cases, managers should have the scope to drill down and dig deeper to investigate areas which they feel are getting out of hand.


Koch Industries, a privately held company, which trades in metals, equities and a range of derivatives, collects data from its trading systems and stores them in a single database.  The company’s executives are provided VAR figures on a daily basis.  They can also do stress testing exercises on a regular basis.  Integration of different trading systems and geographic regions with different time zones has been a major challenge for Koch.  But the time, effort and money invested have been worthwhile.  Koch executives can now ascertain effortlessly how much risk the company faces at any given point of time.  They also understand which risks offset each other and which have to be offset by hedging.

Concluding Notes

ERM is still an evolving subject. The difficulties in implementing ERM. should not be underestimated. As the EIU report concludes: “There are many challenges ahead (for ERM), however, companies will need to continue looking for ways to quantify operational and strategic threats.  They must adopt the portfolio management techniques developed for financial risk to a broader range of threats.  And they must design new risk structures and processes.  Ultimately, ERM may become a nearly invisible part of the corporate fabric as it is embedded into firms’ existing business practices. Until then, managers will need to maintain ERM’s momentum by continually demonstrating its value to all parts of the company.” 


To be effective, ERM should be strategic rather than tactical in its orientation.  A tactical orientation means that the objectives are limited, typically involving hedging of explicit future commitments.  A strategic approach looks at how the company as a whole and its competitive position within the industry will be affected by the risk management processes selected. An integrated approach requires an overall understanding of the company’s operations as well as its financial policies. Consequently, it views ERM as the responsibility of senior managers and does not allow it to be delegated to the treasury desk or individual businesses.


This book is a modest effort to understand some of the important risks faced by organizations and what can be done to mitigate them.  This book has tried to explain why risk management needs to be integrated with corporate strategy.  The challenge for CEOs is to understand the various risks their organizations face and get involved in the management of these risks rather than abdicate the responsibility to operating managers. 
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