Pragmatic Enterprise Risk
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T

he practice of enterprise
risk management has grown
significantly in breadth and
depth, in theory and analytics over
the past 30 years. It would be virtually
impossible to find a successful
senior executive who would say that
managing his or her company’s risks
was not a key component behind that
success.
Given how many different approaches
there are to developing and
implementing an enterprise risk
management program, how does one
go about selecting the optimal focus
and complexity of a program for one’s
company? I propose that a company,
any company, cannot go wrong
by adopting a focused, pragmatic
approach. Start by targeting the
most fundamental indicators of
the company’s success, its goals
and objectives (financial, market
position, reputation), and structure
the program to ensure that the risks
most likely to derail attainment
of those goals and objectives are
managed. Then a more expansive
layer of risk identification and
mitigation can be layered on.

preclude their successful attainment
is established and implemented.
For a start-up insurer, these steps
are performed from scratch; for an
existing operation, they are updated
as part of continuous processes.

Identifying Risks,
Quantifying, Qualifying and
Prioritizing Their Adverse
Impacts
Risk Identification
Every risk management process—
every—has as a core element risk
identification. There are many
tried and true, and well known and
accepted, methods for identifying a

Risk quantification/qualification;
prioritization
Determining the potential impact of
any risk can oftentimes be a difficult
task to perform even as an estimate or
within a range. A company needs to
be able to assess the adverse impacts
of the risks it is exposed to in order to
validate the efficacy of the strategies it
is pursuing, as well as to determine if it
may be surpassing its overall tolerance
for risk.
It is therefore straightforward that,
in order to effectively prioritize risks
in terms of their relative adverse
impact, reasonably accurate risk
quantifications/qualifications must be
performed.

I propose that
a company, any
company, cannot
go wrong by
adopting a
focused, pragmatic
approach.

Where does one start to be a pragmatic
risk manager?
Identifying

the Goals and
Objectives of the Insurer
All focused strategizing, incorporating
the critical element risk management,
begins with the identification
of the goals and objectives of an
insurer (financial, market position,
reputation). What does it seek to
accomplish? Once these ‘targets’ are
determined, the strategies to achieve
them are formulated and the process
of managing the risks that might
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company’s risks:
• Executive input
• Literature searches
• Industry groups, consultants
• Brainstorming, think tanks
What raises the level of effectiveness of
the risk identification process to a higher
plane is harder to pinpoint, and harder
to obtain—an intuitive feel for and
understanding of the business and what
risks might jeopardize its performance.
This said, I observe that identifying risks
is the easiest part of the process; if you
give a ‘test’ to any seasoned executive, he
or she can name all the impactful risks
affecting companies in their industry.

Quantifying the adverse impact
a particular risk may involve
complicated modeling and quite a
bit of subjectivity in formulating
assumptions; many actuaries make
their careers’ work out of doing
this.

Determining the Insurer’s
Tolerance for Risk Impact,
and Thresholds for Risk
Triggering Action

The purpose of an insurer’s risk
management process is to ensure
that its strategies (and supporting
operations) will enable it to meet its
goals and objectives. There are three
broad elements of this process: (1)
identify risks that could have a material
adverse impact (both quantitative
and qualitative)—the combination
of frequency and severity, usually
but not necessarily financial, that
might preclude successful attainment
of stated goals and objectives; (2)
determine how much adverse risk
impact an insurer can withstand
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before its goals and objectives are not
met; and (3) manage the insurer’s
risk-based decision-making process.
In the determination of the aggregate
level of adverse risk impact a
company can withstand, much more
complicated than identifying risks, a
commonly asked question is “What is
a company’s appetite for risk?”
To my way of thinking, the answer
is None! An appetite is a desire or a
preference (according to Webster).
Risk is something that any company
endures, especially an insurance
company
(whose
business
is
managing risk for its customers, as
well as navigating the risks it faces in
the course of operating its business),
in the course of meeting its business
goals and objectives (i.e. satisfying
its stakeholders). This concept of risk
appetite is, quite frankly, one which I
am at odds with the (vast) majority of
the risk management expert universe.
To me, appetite is a culinary word.
A much better question is: What is a
company’s tolerance for risk?
The answer is the extent of adverse
risk impact so that the meeting of
the company’s business goals and
objectives and the satisfaction of its
stakeholders will not be jeopardized.
An insurer needs to consider both
what business activities are being
conducted internally and which
external events could cause elements
of risk that might cause materially
negative consequences relative to its
tolerance for risk, either because the
elements occur too frequently and/or
are too severe for comfort (for example
1%, 5%, 10%, 20% of the time; a certain
percentage of capital or damage to
its reputation). This assumes that
the average result (expected value,
incorporating expected frequency
and severity) of all of the company’s
activities is acceptable (if this
assumption is false, then the activities
wouldn’t be pursued in the first
place). But a certain amount of the
time the outcome is too negative and
unacceptable; tail risk is a much less

frequent, but far more severe example
of this concept. Important questions
to be considered include:
1) Should you avoid these activities
altogether, though in the long run the
average result is acceptable?
2) Can you reduce the potential
frequency or severity of exposure
to them so that their loss pattern is
acceptable?
What is a company’s threshold for
risk?
The amount of adverse risk impact
(quantitative and qualitative) the
company is willing to endure before
it is compelled to make changes
to prevent either the cause or the
magnitude of adverse risk impact
from occurring again. The risk
threshold indicator is when any of
the company’s stakeholders act in a
materially undesirable manner.
How can these ‘threshold-breaching’
business activities and their potential
outcomes be identified and then
analyzed, and then acted on so that
the company is not disadvantaged? A
pragmatic risk manager starts with his
or her company’s strategy. What key
elements of the strategy are susceptible
to particular risks that could weaken
results by an unacceptable amount?
Can the strategy be modified? Can the

frequency or severity of the risks be
reduced? Can parallel or alternative
strategies be put into place?
The same thought process applies to
the company’s operations.

Understanding the Insurer’s
Stakeholders, Their
Expectations and Their
Potential Adverse Reactions
Risk tolerances/thresholds, quantified
and qualified in absolute and relative
terms, need to be evaluated in light
of the impact on the company’s
stakeholders whose interests would
be affected and on what their possible
reactions might be. Stakeholders
are the primary groups external
to a company that have important
relationships with it, and when
disenchanted with its performance,
by adverse risk impact, could change
the nature of the relationship to
the detriment of the company. It is
important to note that individuals and
entities within a particular stakeholder
group may not respond the same way
to the adverse consequences of risk—
either to particular risks or to the level
of adverse risk impact.
Given that the various stakeholder
groups may well react differently
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and their reactions will have varying
impacts on the company, it can be
concluded that within any category of
threshold, the smallest unacceptable
scenario triggering an undesirable
reaction by stakeholder group
becomes a threshold. Example:
the loss of a certain amount of
capital could lead a rating agency to
downgrade a company before it leads
to other stakeholder groups reacting
in undesirable manners.
If no stakeholder would react
unfavorably regardless of how much
adverse risk impact one’s company
endured, there would be no need for
enterprise risk management. Are any
of us so fortunate?
Risks
Mitigation
vis-a-vis
Rethinking Strategy and Making
Operational Changes
A thoughtful company, as an integral
part of its enterprise risk management
process, has implemented a broadbased plan of risk mitigation. It has
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properly concluded that reducing
potential risk where possible
has valuable benefits in terms of
enhancing profits and reducing
earnings volatility. Simple enough.
A dilemma exists for a company
when it has risk exposures that cannot
be sufficiently mitigated that could
potentially jeopardize attainment of
its goals and achieving satisfaction
for its key stakeholders. It then is
faced with a fundamental trade-off:
continue on a path where it may not
achieve its goals and be faced with
alienating certain stakeholders, whose
responses could well cause further
‘damage’ to the company, or make
changes in strategy and/or operations.

Tactics To Reduce Risk
-Build core competencies
-Pursue market opportunities with
lesser competition
-Focus, “Sticking To Your Knitting”
-Seek ‘offsetting risks’ in the enterprise
-Seek investment opportunities at the
lower end of the Efficient Frontier
(lower returns/lower risk)
-Avoid complacency by continually
seeking improvement and challenging
assumptions

Conclusion

complicated. Larger insurers more
often than not dedicate significant
resources to their ERM functions, in
terms of executive talent and time. In
no way is it suggested here that this
approach does not have considerable
value.

There is a considerable amount
written about how insurers can
develop and manage ERM programs
for their companies. Many of these
ideas and theories appear to be quite

Many smaller insurers have concluded
that they are not in a position to
dedicate substantial resources to their
ERM programs, and therefore they are
at a disadvantage. The thesis here is

Strategies With Potentially High Risk Exposure
Many leading experts in the insurance industry have studied situations where insurers have become weakened, some to
the extent of not being viable companies and subsequently going out of business.
Broad areas where insurers most frequently have encountered the most significant difficulties are:
Corporate organization, products, investments, and financial.
Specific troublesome scenarios within these areas are:
Being ‘all things to all people’ (lack of focus or expertise), pursuing untried initiatives, mergers and acquisitions, competing
against market leaders, products with ‘rich’ product features, aggressive or illiquid investment strategies, buying market
share via lower pricing/thinner product margins, and excessive leverage
There is ample evidence of these scenarios causing great pain, and there is no need to repeat the mistakes of unfortunate
industry cohorts!
that this is not true. Quite to the contrary, a company
that understands the risks and potential to derail
the core elements of its strategy (or operations) can
make time- and cost-effective decisions on how to
either mitigate the impact of those risks or to modify
its strategy and/or its operations to safeguard against
material erosion of its franchise.
Taking a pragmatic approach—practical as opposed
to theoretical—to enterprise risk management is
an excellent path insurers can employ to solve the
largest piece of the risk puzzle.
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