Regulatory Advisory Services Perspectives

The Risk

Management Paradox

Survey Demographics

Navigant has partnered with the Economist Intelligence Unit to conduct a series of three surveys targeting

over 500 financial executives globally. The first survey focused on risk management effectiveness and below

is a summary of the key findings. Of the 180 financial executives surveyed, 37% are based in North America
and 33% in Europe; 30% are from firms with global assets of more than $250 billion; 41% are senior corporate
executives (including chief executive, financial, and risk officers, as well as board members); and for 42%, risk is

a major functional responsibility.

A clear contradiction emerges when evalu-
ating the results of a recent survey con-
ducted by the Economist Intelligence Unit
on behalf of Navigant Consulting. While
financial services companies indicated that
they have”adequate risk management
practices and philosophies”, many of those
same companies are now facing significant
economic loss, and in some cases, demise,
as a result of their inability to correctly as-
sess and manage risk. How could both be
simultaneously true? Attempts to provide
the answer to this question may yield valu-
able insights into the current state of risk
management systems employed in today’s
financial firms.

FIGURE 1

The ever-evolving credit crisis has high-
lighted the need for financial services
companies to continue the process of
integrating risk management, monitor-

ing and reporting capabilities, and more
closely align these programs with business
activities and decision requirements. Go-
ing forward, risk measurement is not likely
to change dramatically, but an evolution in
how financial professionals use this data is
almost certain. Future risk assessments may
involve more frequent and sustained input
from heretofore under-represented stake-
holders, and focus will more likely be on
changes in risk management governance

and execution than on an overhaul of exist-
ing risk systems.

Confidence in risk systems
prevails, but monitoring
must improve

At first glance, many financial services pro-
fessionals seem almost overly confident

of their firms’existing risk management
practices; however, this conclusion seems
to contradict the widespread assertions that
risk-management breakdowns have con-
tributed to the current credit crisis. Seven-
ty-one percent of respondents say the risk
management function plays an integral part
in their firm’s business decisions, and about
65% say their firm has clearly stated and
widely understood risk practices and phi-
losophies, and clearly articulates its appetite
for risk (see Figure 1).

Moreover, while many executives concede
their firms need to improve monitoring of
almost all risk types, a surprisingly large
number are neutral, or outright disagree,
that risk monitoring needs to be improved.
(see Figure 2).

Most say their firm’s risk management practices and philosophy are robust and transparent
To what extent do you agree/disagree with the following statements about your firm’s approach to risk management?

. Strongly Disagree

The risk management function plays an integral
part in the firm’s business decisions

Our firm has a clearly stated and widely
understood risk philosophy

Our firm clearly articulates its appetite for risk (ie, sets parameters
of risk tolerance vs. simple position limits for trading)

The firm’s compliance function is totally
independent of the business lines

Our firm's risk management practices are driven
primarily by the need to meet regulatory standards

. Agree

. Disagree

. Strongly Agree

8% 1% 35%

13% 23% 27%

18%

15%

% 15% 29% 1%

% 9% 30% 15%

The firm’s price valuation group is totally
independent of the business lines

The firm’s price valuation group has the final say on
valuations (eg, cannot be overridden by traders)
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Crisis has persuaded many financial services firms they need to monitor risks better, but some are still not convinced
To what extent do you agree that your firm needs to improve its monitoring of each of the following types of risk?

. Strongly Disagree

. Disagree . Agree

. Strongly Agree

Risks by product

Risk trends and outliers

Enterprise risks

Risks by client

Risks by geography
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30% 40% 50% 60%
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Risk “ownership” will evolve
to improve integrity of
business decisions

While risk systems themselves may not
require significant change, survey respon-
dents are convinced a change in risk gov-
ernance is in the cards. Not only is the risk
function expected to grow in size (accord-
ing to 52% of respondents), risk functions
are expected to be more closely integrated
into business activities than in the past. For
example, 88% of respondents say it will be
critical or important to broaden the discus-
sion of risk issues across functions, busi-
ness lines, underwriting and trading, and
80% say risk management must be cast as a
business enabler rather than a“loss avoid-
ance” tool (see Figure 3).

The chief risk and compliance officers, in
particular, are more likely in the future to
have unilateral authority to curtail specific
transactions or business activities because
of the risks, giving them more business
clout than in the past (see Figure 4). By fur-
ther injecting the voice of these executives
into discussions previously dominated (and

in some cases monopolized) by CEOs and
CFOs, firms could help close any gaps that
exist between the risk strategy advocated by
senior management and the execution by
the front lines of the business.

Risk assessments should
involve more input, more
often, from more stakeholders

Another imperative for financial services
firms going forward will be making sure

to account better for the evolution of risk
profiles over time, as the business portfo-
lio, market and economic circumstances
change. This will require deliberate attempts
to preserve the power and integrity of in-
dependent teams, and to make sure that a
variety of stakeholders remain formally re-
sponsible for monitoring risks long after the
initial assessments of those risks are made.
Stakeholders should include those who ad-
vocate assuming the risks and those who
value them for accounting purposes, as well
as those who operate directly in the markets
from which the risks originate and players
in the secondary markets for those risks.

For example, among survey respondents
from larger institutions (those with more
than $50 billion in global assets), more
expect price verification, business unit/re-
gional risk officers and accounting officers
to play a role going forward in evaluating
the potential risk impact of new products,
especially after their launch (see Figure 5).
Those same stakeholders are also likely to
be more involved in assessing the risk of
new products before their launch. Corpo-
rate counsel and the CFO are expected to
have a more active pre-launch role as well
(see Figure 6).

At larger firms, 30% also say price verifica-
tion groups will have the unilateral authority
going forward to curtail a specific transac-
tion or business activity because of the risks.
That is up from the 19% who say those
groups had that authority before the credit
crisis. More than 60% of those respondents
say their firm’s price verification groups are
already totally independent of the business
lines and have the final say on valuations
(i.e., their assessment cannot be overridden
by internal groups such as traders).

Written by John Schneider, Managing Director at Navigant Consulting, Inc. @ MARCH 2009



Regulatory Advisory Services Perspectives

Risk intelligence and
communications will
also need to improve

The survey also suggests there is significant
room to improve risk intelligence — mak-
ing it more current, comprehensive and
consistent — and to make risk reports more
intuitive for the reader to understand.

This is consistent with the growing real-
ization that reporting on risk, even using
widely advocated gauges like value at risk,
does not necessarily provide different busi-
ness stakeholders with the broader context
and insight they need to make sound busi-
ness decisions. Notably, if stakeholders lack
a uniform prism through which to view risk,
it will be very difficult for them to discuss or
police it effectively — or to identify param-

FIGURE 3

eters of risk that everyone can recognise as
signs of danger or opportunity.

The survey shows that the need for prime
risk intelligence is also likely to grow from a
compliance perspective. Most respondents
(72%) cite risk disclosures as a likely plank
in regulatory reforms going forward.

Prepared, Yet Vulnerable?

Many of our survey respondents felt con-
fident in their ability to measure risk, so
where was the systemic breakdown that
led to the credit crisis? One thought is that
many risk assessment programs are“point-
in-time” processes that provide definitions
and parameters for measurement. When
the risk tools are not updated in real time,
the outputs may not be up-to-date, and so

the risks that are being measured may not
allow for adequate or timely decisions. An-
other possibility is that risk measurement
is working; yet triggers that are designed to
identify potential risks that require atten-
tion (e.g., significant market events, com-
pliance, and valuation changes) have not
been developed or implemented. Without
well designed triggers, the risks that are
being measured will not provide context
for decision-makers, or even more impor-
tantly, signal the need for escalation. A final
thought is that individuals within the deci-
sion process have not been delegated the
appropriate authority to make the difficult
but necessary decisions to mitigate risk. As
with all organizational roles and responsi-
bilities, risk processes must be constantly
tested and re-evaluated to remain effective.

Majority say crisis has made changes to risk management philosophy important going forward
Given the lessons learned already from the financial crisis, how important is each of the following aspects of the firm’s risk management philosophy going forward?

. Unimportant

Broadening the discussion of risk issues (eg, across
functions, business lines, underwriting and trading)

Increasing the focus of business lines on risk-adjusted
earnings rather than short-term revenues

Casting risk management as a business
enabler rather than a “loss avoidance” tool

Providing for more qualitative inputs on top of quantitative risk modeling
(eg, processes for escalating concerns raised by an individual stakeholder)

Revision of incentive structures to better align them with risk-reward outcomes
(eg, payouts linked to risk-adjusted completed transactions, not revenues)

. Important

. Not Very Important

B ciitical
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FIGURE 4

MORE SEE RISK, COMPLIANCE OFFICERS VETTING BUSINESS ACTIVITIES GOING FORWARD

Before the financial crisis, which of the following stakeholders had the unilateral authority to curtail a specific transaction or business activity, because of the risks? Which are likely to have that unilateral
authority going forward in light of lessons learned from the financial crisis?

Winners Gain* Losers Loss*
Chief compliance officer 1% Chief executive officer 4%
Chief risk officer 9% Customer relationship managers 3%
Corporate counsel 5% Board of directors 1%
Price verification group 5% Marketing/Sales 1%

* Percent change from pre-crisis status
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In future, more are likely to have price verification, business unit/regional risk officers watch new products post-launch
Whose participation was required in evaluating the risk impact of new products after their launch?

. Going Forward . Before Crisis

Change:
Price verification 40% 14%
s s s s
Business unit/regional risk officers 0 8%
Accounting 8%
Chief executive officer 6%
Chief financial officer 5%
Compliance 4%
Corporate counsel 3%
Chief risk officer 3%
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FIGURE 6

In future, more are likely to have CFO, business unit/regional risk and legal officers approve new products pre-launch
Whose participation was required in evaluating the risk impact of new products before their launch?

. Going Forward . Before Crisis
Change:
Business unit/regional risk officers 0 1%
Chief financial officer 1%
Corporate counsel 10%
Price verification 6%
Chief risk officer 70% 4%
Compliance 0% 3%
Chief executive officer 3%
Accounting 2%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90%
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FIGURE 7

Many see room for improvement on risk intelligence
To what extent do you agree with each of the following imperatives in light of lessons learned from the financial crisis?

. Disagree

. Agree

. Strongly Disagree . Strongly Agree

Need risk reports to take more account of current conditions

Need more comprehensive risk reports

Need risk reports to be more intuitive for the reader

Need more consistent risk methodologies across business silos Ey/SE-V

2%

Need to conduct more stress testing % 35% 28%
% .
Need to expand the limits or our stress tests 8% 38%

%

Need more granular risk reports 9% 39%

Need to increase the frequency with
which assets are valued and (re)priced

Need risk reports to be tailored to stakeholders JE&¥Z3 16%

0% 20% 80% 100%

The financial crisis has radically changed
the entire operating environment: Indus-
try segments are consolidating, competi-
tion is growing, balance sheets are shrink-
ing, and margins are being squeezed. Going
forward, the survey suggests, a key enabler
of success will be the firm’s ability to ap-

portion risk governance in a more granular
but dynamic and cooperative structure. It
will also be imperative for financial services
firms to get the right risk information to the
right people, in the right form, at the right
time, so the enterprise can make better and
timelier business decisions.

John J. Schneider is a Managing Director in Navigant
Consulting’s Financial Services practice. For more
information, or further detail on this survey, please
contact John at jischneider@navigantconsulting.com.
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