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Foreword

enterprise risk management. This subject has, unfortunately, operated below

the visibility screen of most CEOs for many years. In the financial institutions,
where regulations require a risk management process, most bank CEOs viewed it as
a compliance process, much like internal audit and internal controls. They did not
view risk management as a strategic process nor one that demanded much of their
time and attention. As a consequence, most businesses have limited ability to assess
its risk from rapid growth, increased complexity in financing and securitization,
and globalization. Company executives have not been the only ones failing to
pay sufficient attention to the topic. Few MBA, accounting, or finance programs
departments featured courses and training in enterprise risk management.

The events of 2007-2009 have made the gaps in knowledge, training, and at-
tention to risk management abundantly clear, albeit in a highly costly and tragic
manner. Businesses, business schools, regulators, and the public are now scram-
bling to catch up with the emerging field of enterprise risk management. This
subject must become a priority for students to study, executives to practice, and
regulators to verify. Fraser and Simkins have produced an impressive contribution
to the field, one that I believe will help to educate many. I hope this book, beyond
its educational and attention-directing mission, will also stimulate the production
of other articles and books so that a common body of knowledge can be developed
for this vital profession. We are indebted to John Fraser and Betty Simkins for
organizing the impressive author team and the editing of this book.

I am pleased to welcome this important collection of authoritative papers on

ROBERT S. KAPLAN
Baker Foundation Professor
Harvard University

xix
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CHAPTER 1

Enterprise Risk Management

An Introduction and Overview

JOHN R.S. FRASER
Vice President, Internal Audit & Chief Risk Officer, Hydro One Networks Inc.

BETTY J. SIMKINS
Williams Companies Professor of Business and Professor of Finance, Oklahoma State
University

It’s not the strongest of the species that survive, nor the most intelligent, but those that are
the most responsive to change.
—Charles Darwin

WHAT IS ENTERPRISE RISK MANAGEMENT?

Enterprise risk management (ERM) can be viewed as a natural evolution of the
process of risk management. The Committee of Sponsoring Organizations of the
Treadway Commission (COSO) defines enterprise risk management as: . .. a pro-
cess, effected by an entity’s board of directors, management and other personnel,
applied in strategy setting and across the enterprise, designed to identify potential
events that may affect the entity, and manage risk to be within its risk appetite,
to provide reasonable assurance regarding the achievement of entity objectives.”
The COSO definition is intentionally broad and deals with risks and opportunities
affecting value creation or preservation. Similarly, in this book, we take a broad
view of ERM, or what we call—a holistic approach to ERM.

Some sources have referred to ERM as a new risk management paradigm.
As in the past, many organizations continue to address risk in “silos,” with the
management of insurance, foreign exchange, operations, credit, and commodities
each conducted as narrowly focused and fragmented activities. Under ERM, all
risk areas would function as parts of an integrated, strategic, and enterprise-wide
system. And while risk management is coordinated with senior-level oversight,
employees at all levels of the organization using ERM are encouraged to view risk
management as an integral and ongoing part of their jobs.

The purpose of this book is to provide a blend of academic and practical
experience on ERM in order to educate practitioners and students alike about this
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evolving methodology. Furthermore, our goal is to provide a holistic coverage of
ERM, and in this process, provide the ““what,” “why,” and “how” of ERM to assist
firms with the successful implementation of ERM.

The chapters that follow are from some of the leading academics and practi-
tioners of this new methodology, with the in-depth insights into what practitioners
of this evolving business practice are actually doing, as well as anticipating what
needs to be taught on this topic. The leading experts in this field clearly explain
what enterprise risk management is and how you can teach, learn, or implement
these leading practices within the context of your business activities.

Enterprise Risk Management introduces you to the wide range of concepts and
techniques for managing risk in a holistic way, by correctly identifying risks and
prioritizing the appropriate responses. It offers a broad overview of the different
types of techniques: the role of the board, risk tolerances, risk profiles, risk work-
shops, and allocation of resources, while focusing on the principles that determine
business success. This comprehensive resource also provides a thorough introduc-
tion to enterprise risk management as it relates to credit, market, and operational
risks, and covers the evolving requirements of the rating agencies and their im-
portance to the overall risk management in a corporate setting. As well, it offers a
wealth of knowledge on the drivers, the techniques, the benefits, and the pitfalls
to avoid, in successfully implementing enterprise risk management.

DRIVERS OF ENTERPRISE RISK MANAGEMENT

There are theoretical and practical arguments for the use of ERM. As outlined in
Chapter 2 there has been an increasing consciousness in risk literature that a more
holistic approach to managing risk makes good business sense.

External drivers for its implementation have been studies such as the Joint
Australian/New Zealand Standard for Risk Management,! the Committee of Spon-
soring Organizations of the Treadway Commission (COSO),? the Group of Thirty
Report in the United States (following derivatives disasters in the early 1990s),®
CoCo (the Criteria of Control model developed by the Canadian Institute of Char-
tered Accountants),* the Toronto Stock Exchange Dey Report in Canada following
major bankruptcies,” and the Cadbury report in the United Kingdom.®

Major legal developments such as the New York Stock Exchange Listing Stan-
dards and the interpretation of the recent Delaware case law on fiduciary duties,
among others, have provided an additional force for ERM.” In addition, large
pension funds have become more vocal about the need for improved corporate
governance, including risk management, and have stated their willingness to pay
premiums for stocks of firms with strong independent board governance.® ERM
has also increased in importance due to the Sarbanes-Oxley Act of 2002—which
places greater responsibility on the board of directors to understand and monitor
an organization’s risks.

Finally, it is important to note that ERM can increase firm value.’ Security rating
agencies such as Moody’s and Standard & Poor’s include whether a company has
an ERM system as a factor in their ratings methodology for insurance, banking,
and nonfinancial firms.
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SUMMARY OF THE BOOK CHAPTERS

Asmentioned earlier, the purpose of this book is to provide a blend of academic and
practical experience on ERM in order to educate practitioners and students alike
about this evolving methodology. Furthermore, our goal is to provide a holistic
coverage of ERM, and in this process, provide the what, why, and how of ERM to
assist firms with the successful implementation of ERM. To achieve this goal, the
book is organized into the following sections.

Overview

ERM Management, Culture, and Control
ERM Tools and Techniques

Types of Risks

Survey Evidence and Academic Research
Special Topics and Case Studies

A brief description of the author(s) and the chapters is provided below.

Overview

In Chapter 2, “ A Brief History of Risk Management,” we ask Felix Kloman—retired
risk management consultant, conceptual thinker, and lover of sailing—to provide
the background and history of risk management and the evolution of enterprise
risk management. Felix was ideally suited to do this as someone who has dedi-
cated more than 30 years to sharing stories, raising interesting risk concepts, and
generally enjoying the challenges of this entire field. There is no one we know who
is better suited or knows more about this topic. He takes us right back literally to
some of the earliest recorded thinking on risk management and brings us through
the ages to current thinking. Felix goes back to the basic questions of “What is risk
management? When and where did we begin applying its precepts? Who were the
first to use it?” He provides a highly personal study of this discipline’s past and
present. It spans the millennia of human history and concludes with a detailed
list of contributions in the past century. This is an ideal starting point for anyone
new to the topic of risk management or the older scholars who wish to revisit this
easy-to-read summary of risk. Felix is adamant in his view that risk must consider
opportunities as well as threats.

“ERM and Its Role in Strategic Planning and Strategy Execution” is presented
in Chapter 3 by Mark L. Frigo (Director, the Center for Strategy, Execution, and
Valuation and Ledger & Quill Alumni Foundation, Distinguished Professor of
Strategy and Leadership at the DePaul University Kellstadt Graduate School of
Business and School of Accountancy, Chicago) and Mark S. Beasley (Deloitte Pro-
fessor of Enterprise Risk Management and Professor of Accounting in the College
of Management at North Carolina State University, and Director of North Car-
olina State’s Enterprise Risk Management Initiative). The authors have captured
the essence of leading ERM and strategic risk management initiatives at their uni-
versities as well as their work with hundreds of practice leaders in enterprise risk
management. They recognize that one of the major challenges in ensuring that



6 Overview

risk management is adding value is to incorporate ERM in business and strategic
planning of organizations. They explain how focusing on strategic risks serves as
a filter for management and boards of directors to reduce the breadth of the risk
playing field and ensure that they are focused on the right risks. These insights
should help respond to the numerous calls following the recent credit crisis for
improvements in overall risk oversight, with a particular emphasis on strategic
risk management.

In Chapter 4, “The Role of the Board of Directors and Senior Management
in Enterprise Risk Management,” Bruce Branson (Professor and Associate Direc-
tor, Enterprise Risk Management Initiative, North Carolina State College of Man-
agement) explains that the oversight of the enterprise risk management process
employed by an organization is one of the most important and challenging func-
tions of a corporation’s board of directors. He notes that a failure to adequately
acknowledge and effectively manage risks associated with decisions being made
throughout the organization can and often do lead to potentially catastrophic re-
sults. Bruce explains the shared responsibility between the members of the board
and the senior management team to nurture a risk aware culture in the organiza-
tion that embraces prudent risk taking within an appetite for risk that aligns with
the organization’s strategic plan. He identifies the legal and regulatory framework
that drives the risk oversight responsibilities of the board. He also clarifies the
separate roles of the board and its committees vis-a-vis senior management in the
development, approval, and implementation of an enterprise-wide approach to
risk management. Finally, the chapter explores optimal board structures to best
discharge their risk oversight responsibilities.

ERM Management, Culture, and Control

Anette Mikes (Assistant Professor of Business Administration at Harvard Business
School) provides insights into the types of roles that CROs play, based on her
personal research in Chapter 5, “Becoming the Lamp Bearer: The Emerging Roles
of the Chief Risk Officer.” Anette gained her PhD in enterprise risk management
from the London School of Economics, and is setting up a program at Harvard
Business School with Robert Kaplan to teach ERM. Anette describes the role of
chief risk officers (CRO) and different types of ERM methodologies that she sees
in practice. She draws on the existing practitioner and academic literature on the
role of chief risk officers, and a number of case studies from her ongoing research
program on the evolution of the role of the CRO. Anette describes the origins and
rise of the CRO, and outlines four major roles that senior risk officers may fulfill:
(1) the compliance champion; (2) the modeling expert; (3) the strategic advisor; and
(4) the strategic controller. She demonstrates how chief risk officers could improve
business decision making and incorporate both good risk analytics and expert
judgment, as well as influence risk-taking behavior in the business lines. As she
explains: “The art of successful risk management is in getting the executive team
to see the light and value the lamp-bearer.” This chapter will be of great interest to
all CROs and those organizations thinking about how to implement ERM.
“Creating a Risk-Aware Culture” is discussed in Chapter 6 by Doug Brooks
(President and CEO, Aegon Canada Inc.). The author draws on his actuarial train-
ing and business insights to provide the methods to create a positive culture for risk



