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ASEAT AND AVOICE
AT THE TABLE

Risk managementis already
aprofession; nozit needs to

beprofessionalized.
€0 BY DAVID X. MARTIN

REPORTS OF
risk management
failure are now as
common as news of

. extreme weather,
and no oneis get-

ting any better at forecasting
either of them. As aresult, the
next LondonWhale disaster,
Knight Capital Group trading
fiasco or MF Global Holdings
obituary should notbe very
surprising. Still, much progress
has been made by financial
institutions, asset managers
and mutual funds —and by
their boards, management and,
mostimportant, risk managers.
‘We now have the opportunity
to do something that will truly
change the game: professional-
ize risk management.

Risk managers should be
trained, licensed and regulated,
justlike accountants, lawyers
and actuaries. Before anyone
certifies the accuracy of financial
statements, represents someone
ina court oflaw or estimates a
company’s pension liabilities,
he orshe needs to demonstrate
acommand of the subject mat-
ter, getalicense and adhere to
written professional standards.
Yet risk managers, charged with

risk oversight of the mutual
funds in which one out of every
four Americans is invested, or
the retirement plans that often
represent an individual’s entire
savings, donot. There are no
educational requirements for
riskmanagement, no need

to demonstrate competency,
no specific standards and no
requirement of independence.
It’s time for achange.

To begin, professional risk
managers need aseat on finan-
cial company boards, and we
already know what the results
will look like. One of the reasons
Canadian banks fared better
in the past financial crisis is
that they followed written risk
standards promulgated by the
government.These regulations
require companies to use “a
knowledgeable person with
familiarity with risk manage-
ment.” Taking a page from the
Canadians, the Federal Reserve
Board recently published new
rules thatrequire the board of
every large financial institution
to have a risk committee chaired
byanindependentdirector.
Further, atleast one member of
that committee must have real
riskmanagement expertise.

Though the boards of most
mutual funds are in the habit
ofhiring outside counsel when
needed or contracting the
services of accounting firms,
they are unaccustomed to
engaging experts to oversee
risk on an ongoing basis. We
should begin by defining what
real risk management expertise
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and experience are, and then
require boards to include
someone with these qualities or
to seek qualified advice as they
make their decisions.

Risk managers cannotrely
on the past to predict the future.
Mostriskmodels are based on
historical performance and
workwell —up to a point.When
radar tracks a moving plane,
the plane’s destination is easy to
predict aslongasits speed and
course are maintained. But con-
stant vigilance is required given
the many factors that can affect
aplane in flight. So although
certain riskmodels can offer
valuable guidance, they should
not lull management orinves-
tors into believing they can pre-
dict the future with extremely
high levels of certainty.

Professionalizing risk
management also means
creating standards, includ-
ing benchmarks that provide
some basis for the comparison

it

“Canadian banks
fared better in
the past crisis
because they .
followed written
risk standards.”

i

ofrisk. For example, most
regulators require stress tests
to determine the adequacy
of capital reserves. The gen-
eral approachis to stress a
company’s portfolio based on
predetermined scenarios. It
would be far more interesting
to know instead what would
happen ifregulators decided
onasingle benchmark port-

folio and then had all financial
institutions run it through their
risk systems. Using this model,
each company would produce
hypothetical loan-loss reserve
measures, value-at-risk and
stress test results. The different
systems would almost certainly
produce different results. The
benchmark portfolio would
help regulators determine how
institutions think about risk.
Risk managers should
provide amuch-needed per-
spective for strategic decision
making. Today many risk man-
agers have a seat at the manage-
ment table, but few have areal
voice. I recently moderated
apanelinthe UK. and was
surprised to learn that the chief
risk officer of a major invest-
ment firm had the right to tell
clients that he was nothappy
with the risk management of
their portfolios. Hearing that,
Icouldn’thelp but wonder
what would have happened if
the CRO of MF Globalhad
informed shareholders that the
CEO was “betting the firm.”
The only way to put teeth into
risk management is to make
itindependentand have the
CROreport to the board. I
look forward to the day when
firms will have chieffiduciary
officers with independent
reporting responsibilities for
audit, compliance and risk.
Risk management must be
transformed into a cornerstone
of corporate governance and
business strategy and fully inte-
grated into executive decisions,
organizational structures and
corporate cultures. e®

David X. Martin is senior
adwviser to consulting firm
Oliver Wyman and author of
The Nature of Risk.
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