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I’ve been asked to speak very briefly on future directions for ERM.  I will focus on an issue that is rarely discussed but nonetheless fundamental to ERM, especially as it is applied to the insurance industry.  That issue is the way we think about time.

Our concepts are like flashlights in a cave:  they illuminate some aspects of reality, but simultaneously conceal things that fall outside their powerful ray of light.  In ERM, for example, we typically use powerful concepts of risk like Value at Risk (VaR) for measuring the impact on the firm of extreme but unlikely events, and identifying appropriate ways of managing such risk.  But all the concepts and measures in the VaR family focus on the distribution of returns (percentage changes in value) at some particular point in time.  In investment banking, where this concept originated, this time horizon is one day, or some comparably short period of time.  But in the insurance industry, it makes little sense to think about risk at some particular time horizon, whether it be a day, a month, or a year.  We haven’t yet thought through the implications of this important fact.

For insurance companies, which take on risks for a variety of time horizons, a more appropriate concept of risk would be three-dimensional.  Instead of thinking about risk as some feature of a probability distribution at some particular point in time, an insurer should think about a surface constructed from a probability distribution of outcomes one day from now, behind which is another distribution for outcomes two days from now, and so on, extending out to infinity.  The result is a three-dimensional surface, where the dimensions are percentage change in value on the horizontal axis, probability on the vertical axis, and time on the axis projecting into the future.  

Adopting this more realistic representation of risk would reveal to us the importance of strategy as a way of modifying this risk surface.  When we think of risk at some short-term point in time, there are only two variables that are important.  One is our portfolio or balance sheet; the second is the distribution of potential market changes over that short horizon.  Nothing else matters.  But when we think about a risk surface, another crucial variable comes into play: strategy.  Over longer periods of time, the managers of a firm or investment portfolio can employ strategies that affect their risk exposure and therefore alter the risk surface.  Given a reasonable time horizon, if a firm’s assets or balance sheet is deteriorating, managers have the option of doing something about it.  After all, Enterprise Risk Management is truly about managing outcomes, not just observing them.  What this suggests, then, is the potential value of ERM in identifying appropriate strategies that can assist executives in responding to market conditions so as to protect the value of the firm.  

Finally, the ability to manage the shape of this three-dimensional risk surface can enable managers to productively manage shareholder value.  All of us surely agree that the future cash flows represented by this three-dimensional risk surface affect the value of the firm to its shareholders.  Given that this is so, the ability to manipulate this risk surface enables managers to maximize the firm’s shareholder value.  To make this possible, though, we need to develop models that enable us to link the shape of this three-dimensional risk surface to the market value of the firm.  At the present time, however, valuation models are generally scarce and conceptually impoverished.  

These, then, are the opportunities for making ERM a powerful tool for corporate executives: (a) focusing on the time dimension of outcome distributions; (b) identifying ways in which this return surface can be altered by adopting appropriate corporate strategies; and (c) identifying how the consequent changes in this return surface affect shareholder value.  

