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Thank you for attending this last session of this informative and exciting symposium. Shaun, thank you for your introduction.  I have been asked to give a summary of the presentations made in the last two days. After I had agreed to the task, I realized that there were five concurrent sessions, making my task somewhat unattainable. I was also  told that I had to finish this summary in eight minutes. Well, I can only try by summarizing only the general sessions. Just bear in mind that this summary, no matter how well I present it, cannot do justice to this wonderful conference.

You have all come to the symposium to share ideas or learn from your fellow professionals about Enterprise Risk Management (ERM). May be you have shared ideas in managing the risk team or have learnt ways to building models. Or may be you have found a few slides that would be useful to show your bosses. We all come away benefited from the stimulations of ideas.

In my case, the overwhelming message that came out from the conference is the intense search for the definition of Enterprise Risk Management. Every speaker in the General Session challenges us to define ERM. What is the scope of ERM? What is the responsibility of ERM? How to define the destiny of ERM? (After all, one speaker observed that your future is what you decide.) The speakers offer points and counterpoints. The lack of consensus is indeed the heart of the excitement of the conference.

The speakers describe ERM from different perspectives. To describe these perspectives,  I invite you to join me a tour of a headquarters of a securities firm. First, we step into the trading floor. Bob Mark proposes that the Chief Risk Officer (CRO) should be proactive in the use of VaR in managing risks. He illustrates how the CRO can lower the VaR tolerance level in the months prior to the Russian Crisis August 98. Further he believes that tying the risk measures to performance is key to the success of risk management. This view is extended by Leo Tilman. He observes that ERM must be aware of the external forces in the marketplace. For example, often the market participants follow the same “trade”- funding long bond positions or short USD against JPY. When the market anticipates a change in market regime, unwinding the position using vanilla market approaches may prove costly.  He concludes that the CRO should take a holistic approach and have the resources beyond capital markets instruments.

Let us now go up one floor of this corporate headquarters.  James Lam draws from his  experience in ERM and concludes that the CRO must be a leader who leads the team. “People” is the asset in ERM, and managing people effectively via an effective communication process, adapting and responding to changes, is the key to success.  There is also a practical perspective, which is the alignment of incentives, James adds. He notes that GE’s success in the six sigma campaign owes much to the compensation scheme, which attributes one third of the compensation to meeting the six sigma targets.  (One has to wonder what the employees do in GE other than meeting the six sigma targets!) Chuck Lucas offers his counterpoint. Chuck notes that the CRO has the unique challenge of being a leader in the business sense and a leader in the technical sense. The CRO has to provide leadership to the “silos” of specialists while meeting the company’s business objectives. He uses the variable annuity product to illustrate how the CRO must understand the technical aspects of hedging the risk of the guaranteed death benefits and at the same time can bet on the disappearance of the re-insurance market for the variable annuity guarantees. Managing a portfolio of people is the challenge to the CRO and is the essence of ERM.

Shall we now take the elevator to the third floor? Donald Mango greets us with the issue of economic capital. Echoing Chuck’s and James’s points, Donald believes managing all the stakeholders of ERM is the greatest challenge to the CRO. The tool is assigning the economic capital to the units. Indeed, in Donald’s opinion, “assigning” is too static a concept. He asserts that we should have the dynamic concept of  “renting” capital where the CRO is likened to the hotelier who rents the rooms out, keeping the optimal balance of the needs of the stakeholders. Luc Henrard observes that the regulatory capital requirements for banks, insurance companies and other entities are different. ERM must first face the challenge of setting a uniform standard across businesses. In so doing, the CRO can then identify the key risk sources of the enterprise. To illustrate, Luc suggests that credit risk and the ALM risks are significantly higher than the mortality risks. He challenges us to specify the economic capital appropriately for the management of risk across the businesses.

Risk capital and regulation are inter-related. After all, regulations like Basel II introduce capital requirements to manage solvency risk, ensuring sound functioning of the banking system. Darryll Hendricks describes the complexity of setting a uniform required capital that is being negotiated among the regulators. While the European regulators are making progress across the Atlantic, the OCC, SEC, NAIC, FRB, and more in this continent will have a complex problem to solve. (Since the government agencies are sources of many complexities, I would not expect that these agencies can perceive any challenge to be simple. His conclusion should not be a surprise to us in the audience.) Our keynote speaker Zvi Bodie indeed shows his concern for the impact of ill-conceived regulations. In the arena of pension, he observes that the alternative pension liability valuation accounting methods conflict with economic principles. He argues that the asset valuation accounting methods must adhere to the law of one price. He urges our 401K plans should be prompted by regulations to invest more in bonds and not equities. Inappropriate regulations affect not only corporations in the small, but, the economy in the large.

Is there another floor above? Yes. Let’s take the escalator this time. This floor is where the Board meets and the Board is concerned with the shareholders’ value. Tom Wilson sees ERM managing all the business processes of the firm. While ERM provides the risk measurements, monitoring, and analysis, Tom urges us not to ignore the “software” aspects of ERM. That is: relate the numbers to the decisions made in all the business processes of the firm. To underscore his observation, Tom provides a map of these processes of a firm, in the flash of the slide, which looks as complex and comprehensive as the geopolitical map of the world. Yet, according to David Ingram, in his twelve points of the best practice of ERM, one element is missing in the map, which is: ”The firm has a process to identify weaknesses of ERM.” In short, ERM is a dynamic process and not a map. The process has to have a self-correcting mechanism, and this self-correcting mechanism is the essence of risk management.  

Well Shuan, in your talk, your perspective of ERM is most profound. You have challenged us to invent a new paradigm of ERM, and that ERM is a manifold, a system that relates all the small parts to form the whole. You also suggest that risk should be redefined. We are on the top floor now, and you are telling us that our very foundation is shaky.

From these different perspectives of ERM, we can safely conclude that the subject is worthy for more symposiums to come. I believe, ERM will find its direction more in line with the mission of any corporation, and that is serving the stakeholders of a firm, not just satisfying the regulations, or holding economic capital, or determining the VaR number. The CRO is an architect of the dynamic systems of business processes of the firm, with the role of ensuring that the firm functions in accordance to the design of the business model. May be these ideas will be continued to be debated in the coming symposiums. But the importance of the CRO is already self-evident.

