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he global financial crisis has been a harsh teacher for the ERTRCHEIGEERTH Z' E’J%‘}ﬂplll ZREEARR
corporate world. Many companies have suddenly learnt the value AP ERERREENE IWE'JZE RBEIE
of taking an enterprise-wide approach to risk management. Sadly, EISEINVANRESRAVEEN -

many others will learn the lessons too late.
AHHEEE HREBERERBIINESRINFTH » &
Momentum continues its series of hosting roundtable discussions SR PRI R R S IRIE RNV IT R B -
with top Hong Kong experts by exploring the merits and challenges
of adopting an enterprise risk management framework in your SHEENFTRIVALELE -
business.

The participants in this discussion are:

George Wu, Managing Director, and Charles Ellis, Principal, and Samuel Chan, Director, and
Boscal Yuen, Assistant Vice President Chan Yat Man, Senior Manager Lisa Cheng, Assistant Vice President
Marsh, Commercial Client practice Deloitte, Enterprise Risk Greater China Appraisal,

Services practice Financial Risk Management
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Momentum: What is enterprise risk management (ERM)?

George Wu: ERM to us is like a holistic approach to risk management
for all of an enterprise everywhere [it exists] in the world. You have
to look at the company’s strategy, risk management [procedures]
and the culture before you can apply
this. In the past, not many companies
(especially big enterprises) in Hong
Kong were looking at ERM. But after
the credit crisis, everyone is looking
at it, particularly in order to get a
better credit rating. Standard & Poor’s
has just announced they are going to
look at the risk management practices
of non-financial organisations, rather
than only financial institutions, when
making their ratings.

Charles Ellis: With the financial crisis,
it seems there is more understanding
about what ERM is within different
sized organisations and at different
levels within their hierarchies. Many
people’s understanding of risk has
changed. These recent events have proven that ERM is one of
the solutions or methodologies that they are able to use to draw
attention to risks that they have not previously recognised. People
previously considered ERM as something management simply
bought and then looked at the results. That has changed. There is
more interaction and understanding about ERM now. It is not just the
CEO or CFO’s role, it is everybody’s.

Samuel Chan: In the past, people only cared about compliance. But
after the financial crisis, people care about financial risks now. [For
example], they will now look closely at the risks of entering each
contract.

Charles Ellis: There are two sides to risk that we call rewarded and
unrewarded risk. Unrewarded risk represents matters where you have
no choice other than to deal with them, such as compliance. Risks are
often looked at as something that is negative; that you need to find
negative events and try to mitigate against them. The other side of
the coin is that risks present opportunities. Business is about making
calculated risks, and if you just completely follow a compliance
approach it suffocates the organisation.

Boscal Yuen: Bankers are increasingly seeing if their clients have
adopted a proper ERM model or other solutions as a part of their

considerations [for extending credit].

Momentum: Could you share some risks that your clients have
identified with ERM that were not recognised before?

Charles Ellis: There are so many | have been involved with who
have a link missing between top management and the organisation.
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We had a case of an educational institution where data privacy and
security was an agenda item [for the institution’s top management]
which never became a priority for the rest of the institution
because they thought it was the information technology division’s
responsibility. It turns out that the management thought everything
was in place, but there were many surprises that occurred. There was
a leakage of information which was quite damaging for its reputation.

Lisa Cheng: Some clients who are doing well with managing market
and operational risks will still seek independent advice on how to
control their credit risks, especially due to last year’s financial crisis.
But ERM can do far more than that. It can also enhance profitability
because we can get the business moving on the right track.

Charles Ellis: Because of globalisation and close competition,
companies that are paying more attention to social responsibilities
and good management practices are most likely to survive even
during the financial
crisis. ERM generates
awareness not only for
corporate profits but
the company’s image
in the community. Your
brand and reputation
is something that has
value. | had a client
that was in the film
industry. When | first
went in [to meet the
managers], | thought
their highest risk would
be piracy. However,
that was not on their
list [of critical risks].
The comment that
came back was that
because everyone
faced the same risks,
they could not do
much except if the government was going to introduce stringent
regulations and teeth into enforcement. Sometimes when we walk
into a different industry, we have a different perspective about
prioritising risks and identifying the risks they can control. The film
company did not have good controls around computer security. For
their computer animation products, which each takes two or three
years to complete, any film content leakages would cause a serious
loss of money and reputation.

Momentum: Has the global financial crisis and economic downturn
prompted more companies to adopt ERM?

George Wu: In Hong Kong, there are many companies with strong
family backgrounds. In the past, they would not want to spend time
and resources looking at risks. But after the crisis, they wanted to see
what risk management methods they could bring, such as ERM. They
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see the world is changing. Everyone is looking at their financials,
risk management practices, corporate governance [record], and
transparency. We see more local firms coming to us to asking how
they can promote ERM in their company. Before, they would say they
would not have the time.

Charles Ellis: It is the second or third generations of these families
who are interested in good management practices because they have
inherited the family business and want to run it properly. They are
coming to us for new ideas to do things better.

Lisa Cheng: After the economic downturn, more companies have
come to us to ask what we think of their systems and risk-control
processes. Some of the risks can be quantified, which we can do
through financial modeling. They are often surprised about their risk
control because they think their control system is quite sound and
adequate. But when we start to quantify it, they realise their policies
can be in the wrong direction. For example, even for companies that
are very good at their core functions, when they need to enter foreign
currency swap contracts they may not fully appreciate the foreign
currency and interest rate risks they will face. When we quantify those
risks, they learn that risk control systems should not be put aside.

Momentum: A recent survey by the Economist Intelligence Unit
found that 71% of financial services institutions around the world said
they have an ERM strategy but have not fully implemented it. What
are the biggest challenges in implementing ERM in companies?

Charles Ellis: A lot of companies when they come to us ask, “What
is the return on investment for this?” It is not easy to answer because
ERM is like a preventative [measure] that assists you to avoid
surprises. It often takes more effort to convince CEOs because they
expect to find out how it will generate profits. CFOs tend to have
more understanding of financial risk management and compliance.

George Wu: The management buy-in [is the biggest challenge]. You
have to convince the CEO and Board to get the final approval.

Charles Ellis: In Hong Kong where there are so many family-owned
businesses, it is the founder that makes the call. The CEO may not be
the issue.

Boscal Yuen: The cost of ERM is a major issue. They will not make
extra costs until they have learned the lessons after a major crisis.

Chan Yat Man: But ERM can be a good tool to prioritise and make
good use of a company’s limited resources.

Lisa Cheng: We find in some cases that even if top managements
have some concept of risk management, when they pass it on to
different business units these units are trying to generate revenues
and will not care about risk management. They will see this as a
function for the back office or other support team rather than their
own responsibility. Often there is not a designated person to analyse
how much risk is involved in each revenue stream and to alert senior
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management to this risk. Also, when a business is generating good
profits, no one will pay attention to the risk management team.
But when the business starts to fail or make losses, all the fingers
will be pointed to the risk management team and they are asked,
“Why didn't you figure out all these risks before we come to these
problems?” When we try to introduce ERM, we have to map out
the responsibilities and give guidance for different levels within the
organisations. Otherwise, they may not have clear procedures to
educate the staff.

Chan Yat Man: Many organizations may just focus on technology,
and think their ERM is fine. But they forget two important factors
with regards to their people. They need education and awareness
about their roles and responsibilities [in relation to risk]; and they
need to understand how to integrate their people with technology
by having the right procedures embedded between them.

Samuel Chan: To implement an ERM program, you need somebody
to run it, such as a risk manager or COO [chief operating officel.
Without that ownership, you will not be able to do it. Also, you need
to communicate to the entire company and have all the executive
[members] educated on risk.

Momentum: Is ERM expensive to implement?

Charles Ellis: It depends on the size and complexity of the
organisation. ERM is a tool and a means of transferring knowledge
to an organisation. You can start with a simple pilot exercise to
help them see the value throughout the organisation. It is going
to be different for every single company; the way you use people,
processes, technology and the business you are in.

George Wu: | have diverse client base, ranging from airlines, car
dealers, property and other businesses, who have asked, “I have
tough corporate governance [requirements] and have to disclose in
my annual report every year what | have done. What do | need to do
to make sure my risk management is best practice?” We help them
establish a risk management philosophy and understand the total
costs of risk. This includes insurance premiums and administrative
costs for mitigating risks that cannot be insured. Insurance premiums
may be only one quarter of the total cost of risk. ERM can help make
savings on all these costs.

Momentum: Are there problems when regulations are the prime
motivation for introducing ERM into an organisation?

Charles Ellis: Regulations are a good catalyst for people to be aware of
ERM, but if you just blindly use it for compliance it can be a problem.
We have a code of corporate governance for listed companies in
Hong Kong and specific requirements for company directors regarding
annual internal control reviews. Regulations forces people to do it, but
if you treat it as form over substance it does not really help. The value
of putting in ERM is it instills good management practice. If you look at
a company that has good ERM processes and controls versus another
that does not, as an investor | would choose the former.
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George Wu: You can comply with regulations but it does not mean
you have successfully implemented ERM. It only means you have
achieved one aspect of risk management.

Momentum: What is the biggest misunderstanding that you come
across about ERM?

Lisa Cheng: Many people start by
trying to use ERM with minimal costs
and they want to see results in a very
short period of time, such as within a
month. They also see ERM as a tool
to address all their problems. ERM
is a concept to integrate into the
business, and is not like taking some
medicine that will suddenly cure an
illness. It is an on-going process that
regularly needs to be reviewed.

Charles Ellis: It can be assigned
to one specific silo within the
organisation, such as internal audit
or the finance department. One of
the reasons for ERM failing is that it
has just been delegated to a specific
function and has not been involved
with other key operating units in
the company. The misconception is
that it is only the board and senior
management's responsibility. It needs ~
to transcend down to the operating

units.

Momentum: On a ranking out of 10, with 10 the highest mark and
one the lowest, how well have Hong Kong companies adopted ERM?

Boscal Yuen: | would give it a six. Most of our clients are already
intimate with risk management issues.

Lisa Cheng: Among my clients, | would give them a six. There is still
room for improvement.

Charles Ellis: | would rank them below par, around four, but
improving from the past few years. We have done surveys in Hong
Kong and globally on how well companies say they are running their
ERM programmes. Rather being in the spirit of implementing a good
ERM programme, many have adopted it because it is required by
regulations or they just had an unpleasant event or crisus. | would like
to see good companies running well in both bad times and good,
and ERM is a good tool to use to do that.
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