






















Companies Act Online





Last year the word of the year was “bailout”.





As we are only at the end of March some may say it is far too early to make predictions for 2009 – but since I’ve never shrunk from a challenge, here is my forecast that the term “risk management” is definitely going to be a contender.





International accounting firm KPMG have recently published the results of a global survey entitled “Risk Management in Banking beyond the financial crisis” 1. Their “Foreword” commences:


“The credit crisis has forced banks to take a critical look at how they manage risk and has exposed some significant weaknesses in risk management across the financial services industry.


The collapse of several high profile banks, the emergency bail out of others, departures of CEOs and CFOs, the hundreds of billions of dollars of write-downs, efforts by banks to raise fresh capital, were all signs that something had gone very wrong.


On first examination, the current predicament appears to stem from the pursuit of revenue growth in a world of easy credit. The reality is of course more complex and a number of themes emerge from the survey findings: weaknesses in risk culture and governance; gaps in risk expertise at the non executive Board level; lack of influence of the risk function; lack of responsibility and accountability of those on the front line; a compensation culture too oriented towards year on year increases; business models that were overly reliant on ample market liquidity.


Above all this has been a crisis of judgment on the part of many banks, with an apparently excessive focus on short-term gain and a lack of healthy skepticism.”





The King Report III also places heavy emphasis on risk management – devoting a separate chapter to the topic and also exploring the entire concept of a “risk-based” approach to the internal audit function (which is given much more recognition than in previous reports). Principle 4.1 of King Report III pronounces that : “Risk management is inseparable from the Company’s strategic and business processes” and makes the following observations :





“Business involves the undertaking of risk for reward. Risks are uncertain future events that could influence the achievement of a company’s objectives. Some risks must be taken in pursuing opportunity, but a company should mitigate its exposure to losses by responsible risk taking and well defined risk strategies.” 2
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“Risk management is the practice of identifying and analyzing the risks associated with the business and, where appropriate, taking adequate steps to manage these risks. ‘Risk management’ may imply the elimination or mitigation of particular risks. It may also imply increasing the risks accepted as a deliberate and calculated move to benefit from a forecast outcome, for example, investing in additional plant and machinery in anticipation of increased market demand. The costs arising from risks flow not just from the harm of unforeseen events, but also from the failure to capitalize on foreseeable opportunities or circumstances.” 3





(The last point in this passage is an often overlooked element in risk management!)





“Risk management should be intrusive and should not be viewed only as a reporting process to satisfy governance expectations. The rigours of risk management should seek to provide interventions that optimize the balance between risk and reward within the company 4 ……Management should design and implement measures to inculcate a culture of risk management in the company which should be embedded within its operations, decision-making processes and the execution of strategy. Change management initiatives should be applied to encourage desired risk management behavior. Designated ownership of risks and risk mitigation should be allocated to responsible persons or bodies within the company 5”





And finally for now (in line with expanded vision which King Report III takes on the application of corporate governance principles to entities across a broad spectrum), its perhaps not unexpected that the Report also had something to say about risk management in smaller companies, namely: 





“Risk management is important to companies of all sizes and complexity. Indeed, for smaller companies with their traditionally higher rate of business failure or missed opportunities, risk management is essential. Because such companies are frequently young and flexible enough to adapt their culture, these companies may find it easier than their larger counterparts to adopt more aggressive risk management policies. However, time constraints and scarce resources (including capital) may have a negative effect on these companies’ ability to implement appropriate and effective risk management processes.” 6
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FOOTNOTES


Fn 1 – 	The full report can be downloaded from our web-site : www.companiesactonline.co.za;


Fn 2 – 	King Report III, 


Fn 3 – 	King Report III,


Fn 4 – 	King Report III,


Fn 5 – 	King Report III,


Fn 6 – 	King Report III,


Fn 7 - 	 we have ascertained that the translation of the Bill into Afrikaans has been completed and that the State President is currently considering the Bill for signature)


Fn 8 – 	A “perfect storm” – named after the book by Sebastian Junger about the 1991 Halloween Nor’Easter that hit North America in Oct 1991 and features the crew of the fishing boat Andrea gail based out of Gloucester, Massachusetts who were lost at sea during the severe conditions while fishing for swordfish. Some may remember George Clooney featuring in a film about this.


Fn 9 – 	A “Black Swan” – something unforeseeable – someone told me recently that the expression was derived from the fact that when English explorers first reported have seen Black swans in the region of Australia they were met with disbelief;


Fn 10 –	Redelinghuis, Julyan, Steyn and Benade : “Quantitative Methods for Managerial Decision Making” 2nd Edition.			
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charged with monitoring and addressing systemic risks would help protect the system from financial crises like the one we are currently experiencing.”


So much for the macro-economic scale. What about at the company level?


Aziz says it’s time for an all-encompassing discussion about where risk management models fit in the global networks. 


“It’s not just the technologists who have to participate” he says. “It’s the academics, the industry, and the regulators. All these people’s roles will need to evolve in a way so the technology provides the tools and allows decisions to be as timely as possible, and is open enough so you can apply different assumptions. The days of the black box physical science model, without questioning the underlying assumptions, without looking at other measures such as stress testing are gone.”


So perhaps it was just as well that I wasn’t the best student in that quantitative methods class at Wits – looks like new models may become the order of the day – and it also seems that may be, just maybe, those new models are also going to have to make provision for just a dash or two of the Jack Welch “gut feel” approach.							


However it turns out (and we should be watching developments at the G-20 Summit starting today as well), more than ever, a director’s duty will require him or her to ask the hard questions (even if it’s just because the figures in a particular proposal look particularly attractive!), and not to accept the slick presentation of a member of management who has learnt how to polish the apples!


Kind Regards


Graeme Fraser and Veldra Morris
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Goth’s article also quotes the views of some other industry experts and some of these contain some interesting insights for us to consider :


“We would not be where we are if it were not for the technology we put in front of these guys …technology like powerful desktop computers where analysts can flip a switch and pivot tables like there’s no tomorrow and come to conclusions where nobody knows what they’re talking about. And that has had certain effects; in some cases, management structures that see that as a kind of black art and don’t ask very basic questions. Fundamentally, it all comes down to human behavior and lack of oversight.” 13 


“Risk management is a blend of art and a science, and in the last few years the science overtook the art. These tools are powerful, but people will have to assess when they are appropriate and when they’re not, and when to overlay those tools with experience, with history and psychology. ….Finance is economics; it is a behavioural science, and not in all conditions is it well behaved.” 14 


And how will we find a solution, a way forward?


Ben Bernanke says that while we are addressing the immediate challenges to kickstart economies, “it is not too soon for policymakers to begin thinking about the reforms to the financial architecture, broadly conceived, that could prevent a similar crisis from developing in the future. We must have a strategy that regulates the financial system as a whole, in a holistic way, not just its individual components. In particular, strong and effective regulation and supervision of banking institutions, although necessary for reducing systemic risk, are not sufficient by themselves to achieve this aim…Today I would like to talk about four key elements of such a strategy. First we must address the problem of financial institutions that are deemed too big – or perhaps too interconnected – to fail. Second, we must strengthen what I will call the financial infrastructure – the systems, rules and conventions that govern trading, payment, clearing and settlement in financial markets – to ensure that it will perform well under stress. Third, we should review regulatory policies and accounting rules to ensure that they do not induce excessive procyclicality – that is, do not overly magnify the ups and downs in the financial system and the economy. Finally, we should consider whether the creation of an authority specifically


																	…/Contd
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And that was only one of the measures that we had to get to grips with – my basic text-book 10 covered topics such as regression and correlation analysis, probability theory, decision making (based on certainty, uncertainty and risk – and presenting different models that takes into consideration the individual manager’s preferences regarding risk, as well as pay-off tables, decision trees, and the use of probability distributions in cost-volume-profit problems), inventory and production models (which should help determine when stock must be purchased or produced as well as how much must be purchased or produced), linear programming (which helps determine the best choice out of a number of alternatives where certain constraints are present), transportation models, integer programming (described as a strategy rather a mathematical method aimed at guiding the decision maker in a well ordered manner through a large number of possible solutions so as to eventually reach the optimal solution), network analysis (which enables management to plan, schedule, monitor and exercise control in a scientific manner), queuing theory (which we all hope banks and retailers would pay more attention to!), simulation techniques and learning curves.


There is indeed no shortage of techniques available. So with all these tools available – why has it all gone so wrong recently? Ben Bernanke (Chairman of the US Federal Reserve) 11 said that the fundamental causes of the sharp downturn in the global economy “remain in dispute”.


Greg Goth 12 is more forthright :


“In the aftermath of the global market meltdown and ensuing economic crisis, leading risk-management technologists are saying it’s time for the engineering community to reassess the shortcomings of old risk models based on rigid math and physical sciences assumptions….Watching the utter failure of risk-management tools to head off the crisis – for whatever reason – financial-sector technologists are now asking questions that might change the way they design and deploy such tools in the future. Specifically, what responsibilities do technologists have to ensure that their creations will be used legitimately and correctly? And what opportunities now exist to create new tools that could perhaps help business-side managers avert such a meltdown in the future?”








																…/Contd
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You can read the full article “The uses and abuses of gut instinct” on our website. But I’d suggest that if a director (particularly in the light of the way section 76 of Companies Bill 2008 stipulates the standard of care by which a director’s conduct will be measured in order to determine whether personal liability can be visited on that director) explains to a judge that he based his decisions on “gut instinct” he will be laughed out of court! 





So there must be more – and there is, and this is where it gets complicated and even a little scary.





No MBA degree worth its salt can escape immersing its students in at least one dreaded quantitative methods course, where you learn all sorts of complicated mathematical theorems and approaches. 





When I think back to my cricketing days, when it came to the toss of the coin to determine the choice of innings (often a vital “risk” to be managed in the context of any game, when one had to take into consideration the state of the wicket, the weather forecast for the day or whether your opening bowler would be able to recover from the hangover he brought with him to the game and so on – all factors which can seriously affect the outcome of the game), all I thought about was that there was 50 / 50 chance that my call of heads or tails would be correct, and if it was, and I made the correct decision regarding to bat or bowl, we’d stand a good chance of winning! (Perhaps this is what Jack Welch would call my “gut instinct”).





When I spent some time in the mid-nineteen nineties at Wits Business School I was shocked to learn that if I wanted to calculate the probability of winning the game, taking the toss into account and all the other factors I could potentially identify and even not identify, then I’d have to apply Bayes Theorem which is expressed as follows:


P(Ai\B) = 	P(Ai)P(B\Ai) 


			 n


			∑  P(Ai)P(B\Ai)


			I = 1





Now try and explain that to Graeme Smith or Ricky Ponting!


																…/Contd

















Companies Act Online





Companies Act Online is owned by Camel Rock Trading 16 CC the members of which are Graeme Fraser and Veldra Morris








Up to date expertise


for your business





Weekly Newsletter Pg 3








Of course King Report III goes into much more detail and sets out at least 16 further principles which should be applied in order to approach an effective governance of the risk management component in carrying on a business.





The Companies Bill 2008 7 mentions risk management only once – in the context of the role of the audit committee, where it states in section 94(7)(i) that the audit committee has a duty : 





“to perform other functions determined by the board, including the development and implementation of a policy and a plan for a systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control and governance processes within the company”








There is little that can be raised as a counter to the statements and principles which have been laid out above. In order to be successful a business enterprise must be able to assess the risks that it faces and to develop practices and policies to minimize those risks. There is also no doubt that most of the sophisticated companies whose recent woes have triggered the global economic meltdown often had complex and convoluted risk management techniques and practices and yet they still managed to succumb to the “perfect storm” 8 which they now blame on “black swans”! 9 As a lawyer I can grasp the concept that risk must be managed – but then I am left with the question : how? And that of course leads one to ask: what are the fundamentals of risk management?





Jack Welch would argue that in many instances its nothing more complicated “than trusting your gut” – though he does point out that trick is to know when to trust it!





“That’s an easy call when you discover, over time, that your gut is usually right. But such confidence can take years of trial and error. Until that point, we suggest this rule of thumb: gut calls are usually pretty helpful when it comes to looking at deals and less so when it comes to picking people” 
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Fn 11 –	In an address to the Council on Foreign Relations, in Washington DC on 10 March 2009)


Fn 12 –	“Financial Crisis and the Role of Risk-Management Software” IEEE Distributed Systems Online, vol 9, no 11, art.no 0811-oy001)


Fn 13 –	Burton Group executive strategist, Jack Santos


Fn 14 –	Andrew Aziz, Toronto-based executive vice-president of risk solutions for risk technology vendor Algorithmics
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