
The recent history of financial pro b-
lems includes the mismanagement
of Long Term Capital Ma n a g e -

ment, the US Savings and Loan crisis,
Exe c u t i ve Life, Mutual Be n e fit Life,
Orange County, Barings and the Eq u i t a b l e
Life Assurance So c i e t y. For the future, the
n ewly emerging practice of Enterprise Risk
Management (ERM) offers the pro s p e c t
of avoiding situations similar to these
financial disasters by proactively and sys-
tematically managing financial and other
risks of enterprises. ERM addresses the
challenges of risk in four main categories:
operational risk, strategic risk, fin a n c i a l
risk and hazard risk. What distinguishes
ERM from traditional approaches to man-
aging risks is that it is systematic, com-
prehensive and integrated.

Operational risks include management
i n e f f e c t i veness, system failures, account-
ing irregularities, product design and man-
ufacturing defects, cost ove r runs and
supply chain problems. Strategic risks
include merger and acquisition integra-
tion problems, competitive pre s s u re ,
re s e a rch and development delays, customer
demand shortfall, customer pricing pre s-
s u re, loss of major customers and re g u l a-
t o ry problems. Financial risks include
economic risk, market risk, credit risk,
asset-liability risks, interest rate changes,
liquidity risk, inflation risk, pension plan
funding risks, and global macro e c o n o m i c
issues. Ha z a rd risks include catastro p h e s
and natural disasters, environmental pol-
lution, pro p e rty risk, product liability and
other risks involving lawsuits.

The objectives of ERM are: to identify
and classify risks; to quantify risks using a
number of risk metrics; to monitor risks;
and to implement strategies for risk re d u c-
tion, integration, dive r s i fication and trans-
f e r. Risk mapping is used in the risk
i d e n t i fication and classification process. A
risk map provides a re p resentation of the

re l a t i ve severity and frequency of va r i o u s
risks; it is useful for ranking risks in terms
of identifying their importance to an enter-
prise, ascertaining qualitative risk charac-
teristics, and setting risk-based priorities.

The role of ERM has been bro u g h t
into focus for the banking industry
t h rough the Basel Capital Ac c o rd (1988)
and a modified version known as Basel II
(2001). The Basel Capital Ac c o rd intro-
duced a risk-based approach to re g u l a t i o n
using the Value at Risk method of assess-
ing risk. It established capital re q u i re m e n t s
equal to a specified percentage of the va l u e
of the bank’s assets, classified into four
g roups according to type and degree of
risk. Basel II accepts the use of a number
of different risk metrics including inter-
nally produced risk measures and assess-
ments by rating agencies.

The current agenda in the Eu ro p e a n
Union includes the Eu ropean Commis-
s i o n’s Financial Se rvices Action Plan and,
in 2005, the adoption of In t e r n a t i o n a l
Financial Re p o rting St a n d a rds. New
a p p roaches to the supervision of insur-
ance groups and financial conglomerates
will change the way in which insurance
business is managed in Eu rope. The most
s i g n i ficant part of the action plan will
come from the revision of the solve n c y
regime for insurance companies, re f e r re d
to as “So l vency II” that would be the
c o u n t e r p a rt of Basel II. So l vency II will
be based on a three-pillar appro a c h
i n volving a basic minimum capital
re q u i rement, pro a c t i ve solvency manage-
ment and emphasis on disclosure .

The International Association of
Insurance Su p e rvisors (IAIS) published a
statement of “Principles of Capital
Adequacy and So l ve n c y” in 2002. T h i s
statement included re q u i rements that cap-
ital adequacy and solvency regimes be
supplemented by risk management sys-
tems, and the matching of assets and lia-
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bilities. The IAIS statement of Insurance
C o re Principles re q u i res insurers to re c-
o g n i ze the range of risks and to assess and
manage them effective l y. It also re q u i re s
i n s u rers to undertake regular stress test-
ing for a range of adverse scenarios to
assess the adequacy of reserves.

A feature of ERM is the quantific a t i o n
of risk. Its objective is the optimization
of risks and business opportunities. It
leads to economic decisions re g a rding cap-
ital allocation, risk mitigation strategies
and performance evaluation. ERM affects
enterprise-wide cash flow for strategic
i n vestments. To manage the ERM func-
tions, many enterprises, both within and
outside the financial services industry,
h a ve appointed Chief Risk Of f i c e r s
( C RO). The CRO will typically be
responsible for developing and exe c u t i n g
c o r p o r a t e - l e vel strategies to mitigate risks.
Risk tolerances are set in aggregate and
flow through the organization by means
of a top-down pro c e s s .

Fi n a l l y, the actuarial profession will
need to be transformed to meet the needs
of ERM. A recent paper by Luc Henrard
and Ruben Olieslagers of Fo rtis Gro u p
stated the challenge succinctly: “Tr a d i -
tionally actuaries have focused on techni-
cal insurance risks such as mortality, dis-
a b i l i t y, pro p e rty and casualty claims risks.
Actuaries who focus on adequacy of
re s e rves should also be invo l ved in the
whole risk taxonomy and portfolio man-
agement of assets and liabilities. T h i s
implies an integration of asset-liability
management and actuarial management.”


