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e Whyis it difficult for ERM to get traction at the top of the organization?

< What is getting in the way and causing implementation failures?
— The nature of ERM — It is a complex field
— Lack of a value based perspective
— The priorities of the line management

— Lack of understanding by the top and credibility with the top

¢ So, what should we do about it?
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e ltisn't -- | see quite the opposite
— Boards are demanding it
— CEO's are asking for it

— The demand is exploding

. Why is it difficult for the risk management profession to serve the top?

— The traditional frame on ERM is too limited to serve the true need of

the top

— The top-down perspective is lacking

— Strategic ERM requires Decision Analysis skills

e What are the top’s real concerns?
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e  Enterprise Value
— Absolute
— Relative
- Peers
- Expectations

- Alternative investments

*  Personal Risk
— Compliance and liability

— Embarrassment -- Being surprised
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Improvement in
performance through
more efficient use of
insurance and hedging
products

Cumulative Probability

Lower cost of capital

Reduction in probability and
consequences of downside

Shareholder Value
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| am offering a valuable instrument.
. Itis free
. Success is contingent on calling the flip of a coin correctly
. If the call is correct, the bearer receives $20

. If the call is incorrect, the instrument becomes worthless

Is the instrument worth something?

Is there a risk in accepting this free offer? ..
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«  Why is it difficult for ERM to get traction at the top of the organization?

« What is getting in the way and causing implementati on failures?

— The nature of ERM — It is a complex field

— Lack of a value based perspective
— The priorities of the line management

— Lack of understanding by the top and credibility with the top

. So, what should we do about it?

‘S|D‘G‘ © 2008 Strategic Decisions Group 29/1/2008 Canadian Conference Board — Page 8




%

* It requires reasoning about uncertainties and humans are not
wired for decision making under uncertainty.

«  The word “risk” is negative.
¢ Risk “perception” and reality are often far apart

*«  We confuse the characterization of risk with our willingness to
take risk
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Selective memory
Framing effects Perceptions

Nonregressive predictions
Reasoning Primacy and recency

Selective attention 28 Inability to reason
Anchoring effects a2 probabilistically

Attribution errors

Affective forecasting

(8 Confirming evidence
Overconfidence Status quo
Hindsight \ 4’
lllusion of control
Escalation of Motivations Personality Decision styles
LT

. Traits
commitment Comfort zones

Content selectivity

Sunk cost
fallacy Habitual frames
Discounting
Group Dynamlcs

opportunity costs
Wishful thinking
Positive illusions

Premature harmony Anonymity
Obedience Attention to shared evidence
Conformity Psychological safety
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* Inthe common understanding it is taking a chance of a big loss
*  Sorisk management is loss avoidance (not value creation)

e Most of us don't like to consider risk unless we have to
— To avoid blame or liability
— Compliance forces it, but ...
— Itis often linked to pessimism, or
— Risk aversion

e Trying to redefine risk as including the upside adds to the
confusion

e Facing risks or taking risks is often seen as a matter of courage
rather than a quality decision
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We are susceptible to many psychological and sociological distortions

Manipulation of our perceptions is a fine art in
— Marketing Science

— Political Science

— Legal argument

— And, leadership of organizations
“Plausible deniability” makes ignorance a viable defense
We judge on a relative basis and find safety with the herd

So, we are often surprised and look to lay blame with hindsight
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[010% Low
1 90% High
Weather
Plant Event

Rate Case Impact
Pension Expense
Environmental Fine
Ongoing Lawsuit Settlement

Healthcare Cost Overrun
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2006 Corporate EPS (Budget = $3.00)

% of Variation
$2.70 $2.80 $2.90 $3.00 $3.10 $3.20 Explained

P10 Scenario P90 Scenario 45%
Plant Events Occur No Plant Events 15%
Unfavorable Impact Favorable Impact 13%

Higher Than Plan Lower Than Plan 8%

$20 MM Fine No Fine 3%

$20 MM Settlement No Settlement 3%

$10 MM over Plan | On Budget 2%
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Cumulative Probability

Shareholder Value
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«  Why is it difficult for ERM to get traction at the top of the organization?

e What s getting in the way and causing implementation failures?

— The nature of ERM — It is a complex field

— Lack of a value based perspective
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— The priorities of the line management

— Lack of understanding by the top and credibility with the top

*  So, what should we do about it?
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2. Market value
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Why is it difficult for ERM to get traction at the top of the organization?

What is getting in the way and causing implementation failures?
— The nature of ERM — It is a complex field

— Lack of a value based perspective

The priorities of the line management

Lack of understanding by the top and credibility with the top

So, what should we do about it?
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The CRO function becomes the organizational conscie

nce that
is focused on value protection.
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Why is it difficult for ERM to get traction at the top of the organization?

What is getting in the way and causing implementation failures?
— The nature of ERM — It is a complex field
— Lack of a value based perspective

— The priorities of the line management

— Lack of understanding by the top and credibility wi th the top
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So, what should we do about it?
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The top are people — its difficult stuff. They aren’t wired for it either.
There are many charlatans that claim skills that they don’t have. Some
overstate risks to scare. Others understate risks for profit. Many just don’t

know any better.

We have had too many one-thousand-year floods in a matter of a couple
decades. Obviously the “quants” are missing something.

Many say it can’t be captured in numbers use vague language

Most of the pressure is coming from the compliance side and is distorting the
opportunity that good uncertainty management brings.

If you would be a corporate director, you would want help but would also be
very skeptical.
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«  Why is it difficult for ERM to get traction at the top of the organization?

* What is getting in the way and causing implementation failures?
— The nature of ERM — It is a complex field
— Lack of a value based perspective
— The priorities of the line management

— Lack of understanding by the top and credibility with the top

¢  So, what should we do about it?
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1. The nature of ERM — It is a complex field

A. It requires reasoning about uncertainties and humans are not
wired for decision making under uncertainty.

B. The word “risk” is negative.
C. Risk “perception” and reality are often far apart

D. We confuse the characterization of risk with our willingness to
take risk

2. Lack of a value based perspective
3. The priorities of the line management

4. Lack of understanding by the top and credibility with the top
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Certainty is an absurd one”

“If a man will begin with certainties, he shall
End in doubts; but if he will be content to begin with
doubts he shall end in certainties.”

—Francis Bacon

“Doubt is not a pleasant condition but

—Voltaire
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BDM Prescriptive
Behavioral Decision-Making

How people Decision-

make decisions Making How people
naturally should make

decisions

Decision Quality &

Decision Analysis

Applied Best Practice
Tools and Frameworks

The professional practice in decision
consulting and in organizations that
have developed decision competencies
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to get more of
what they want
in an uncertain,
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BDM Prescriptive
Behavioral Decision-Making
Decision-

Making
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“I try to make things as simple as possible, but no simpler.”

—Albert Einstein

“I would not give a fig for the simplicity this side of
complexity, but | would give my life for the simplicity on
the other side of complexity.”

—Oliver Wendell Holmes
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1. The nature of ERM — It is a complex field

A. It requires reasoning about uncertainties and humans are not
wired for decision making under uncertainty.

B. The word “risk” is negative.
C. Risk “perception” and reality are often far apart

D. We confuse the characterization of risk with our willingness to
take risk

2. Lack of a value based perspective
3. The priorities of the line management

4. Lack of understanding by the top and credibility with the top
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@ 2. Market value
— Expectations

D and Guidance

Value Drivers —‘
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Business Units
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Strategic Risk
Management

Primary
Mindset of
Chief Risk
Officer

Primary
Mindset of
Line
Executives

Operational Risk

Management
The CRO function becomes the organizational conscie  nce that
is focused on value protection.
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