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he practice of risk management has come a long way. Many risk managers recall
a time when they focused virtually all of their energies on building an insurance
portfolio and negotiating and reviewing the cost and terms of insurance contracts.

Since then “insurance buying” has become “risk management,” and risk manage-

~ment has expanded to include various financial, engineering,
 legal and other corporate functions. What risk managers
e do has become more interesting and important.
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Why, then, do risk managers still have problems with their role? For instance,
some risk managers claim that they have little influence over strategy or business
decisions. Or they think they lack the stature of other staff, such as finance or human

resources executives. In fact, there is still a group in the profession who consider

the title “risk manager” 7
just a fancy euphemism for e
“insurance buyer” > . :

Miciael R Levin is senior manager of Deloitte & Toncke LLP in Chicago. Mark G, Schncider is direcror of insurance Jor Lovola University Medical

Conter in Mavwood, 1L This is the first of a two-part article. Look for “The Essence of Risk Management™ in the September issie of Risk Managerent.
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RISK AND EXPOSURE MANAGEMERT

Any entity’s operations give rise to potential events that
represent sources of cost and can be classified by exposure.

Several seminars at the 35th RIMS
Annual Conference & Exhibition con-
firm this trend. An increasing number
focus on how to communicate with
senior management or how to
improve career prospects.

We think this situation occurs
because when we refer to risk man-
agement, we are really talking about
two different processes—exposure
management and risk management.
Most of what risk managers do actual-
ly falls within exposure management.

Basic Definitions

Risk management has a variety of defi-
nitions:

+“ .. the identification, measurement
and treatment of property, liability
and personnel pure-risk exposures”
(Williams and Heins, Risk Manage-
ment and Insurance, 1985, p.16)

o .dealing with the risks that (vari-
ous) events might occur, and with
their consequences when they
occur...” (Mehr and Hedges, Risk
Management: Concepts and Appli-
cations, 1974, p.2)

+“ _the process of making and carry-
ing out decisions that will minimize the
effects of accidental losses on the orga-
nization” (Head and Horn, Essentials of
Risk Management, 1991, p.6)

¢ .a multidiscipline approach to
dealing with the uncertainties of mod-
ern living” (Kloman, Risk Management
Reports, January 1994, p.1)

We suggest that for purposes of
understanding why risk managers’
roles vary so greatly, we need to use
more literal definitions:

Management is the art and science of
running a business or its components.
According to the classic formulation in
business literature, it entails planning,
organizing, directing and controlling,
“To manage is to forecast and to plan,
to organize, to command, to coordi-
nate and to control” (Henri Fayol,
quoted in Williamson (ed.), Field
Guide to Business Terms, 1993, p.181).

Risk is the chance that events and
their consequences will diverge from
predicted or anticipated outcomes.
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Hence, managing a company’s risk
entails planning, organizing, directing
and controlling risk to respond to that
chance. At its most extreme, risk
undermines a business’ management
process.

More practically, we submit that
risk pertains to the variability inher-
ent in large-scale events. For our pur-
poses, an entity’s risks are events that,
il they occur, represent a material
threat to an entity's fortunes.
Examples of risks in this context
include large-scale natural disasters or
massive product recalls.

The term exposure involves the same
events as risk, but at a different level. A
degree of uncertainty surrounds these
events, in that the exact amount of
cost for a given exposure is not known
before an event occurs. But the poten-
tial variability in the costs for these
events does not represent a material
threat to the organization’s finances.
Exposures can be analyzed using a

variety of actuarial, statistical or finan-
cial techniques. Example of exposures
include workers’ compensation claims
and auto liability incidents. (For a dis-
cussion of materiality in risk financing
programs, see Levin and DiCenso, “A
Stakeholder Approach to Risk
Financing Programs,” in Alternative
Markets/Self Insurance, May 1996.)

Both Are Important

Stated another way, any entity’s oper-
ations give rise to potential events
that represent sources of cost. These
events can be classified by exposure.
These exposures create some poten-
tial cost Lo the entity, but the precise
amount remains uncertain until the
event (or events) actually occur.
Moreover, for some exposures, the
events that can occur represent mate-
rial risk to the entity’s fortunes. As
Exhibit 1 illustrates: Events can be
classified by exposure; all risks arise
from exposures; but not all exposures

EXHIBIT 1
| ’

* Events can be classified by exposure
* All risks arise from exposures
* Not all exposures lead to material risks
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RISK AND EXPOSURE MANAGEMENT

lead to material risks. efficiency. However, exposure man-  arise out of exposures are uncertain,
Now, there is honor in both risk  agement is not risk management, and  they do not likely represent material
management and exposure manage-  confusing the two can lead to the  risks. While the costs themselves are

ment. Both are important to an entity ~ problems noted earlier. Exposure  material, their variability is not.
and help to reduce an organization’s ~ management is not a strategic function ~ Workers’ compensation, again, is a
costs and improve its effectiveness and ~ because even though the costs that  good example. The absolute costs of

EXHIBIT 2

CoMPARISON OF RISk AND EXPOSURE MANAGEMENT

Risk Management Exposure Management

General aspects
subject matter

" catastrophic events routine events

long-term impact short-term impact
less predictable events more predictable events
operational mode planning budgeting
| crisis response administration
orientation | external internal
public relations impact employee communications
functions involved strategic planning legal
| public relations human resources
facilities management finance
board of directors fleet management

senior management

Components of management process

p]anning understanding extent of potentiél ; identifyinbgﬁéhd analyzing
harm from risk potential costs
organizing coordinating resources creating efficient and effective
within organization administrative processes
directing raising awareness initiating and monitoring
across organization administrative processes
controlling benchmarking against other measuring costs with
entities’ catastrophes respect to projections

reviewing and analyzing causes
and consequences of events

Components of traditional “risk management process”

assessment ' scenario testing actuarial projections

fault-tree analysis

control ‘ avoidance prevention
financing | insurance budgeting
contingency financing cost containment
administration contingency planning process vendor management MIS
Examples : . - o
LEAN products and professional liability workers’ compensation
earthquake and flood events auto liability
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occupational injury are usually mate-
rial to an entity, but the variability in

(o]
these Ccosts usua“y iS not. O\er the

long run the variability in these costs
will probably not have a significant ﬁ/ ﬁ
effect on an entity’s strategies. @, W@ M
Exposure management also
involves processes that are not as cen-
tral to the entity. Managing exposures
usually involves addressing property/ m @V@ ﬁ @ W@) I[D (
casualty safety and claims processes. b
In most organizations these are not as
important to an entity’s business o
strategies as critical production or & ]]]ID@V@
financial processes. ]1 HD S
Finally, exposure managers contin-

ue to supervise insurance programs o 99
and vendors; managing such efforts
generally doesn’t require strategic H m (g , o

oversight. These processes are easy to
outsource, usually as part of an insur-
ance transaction.

Structural Differences _— §@@ ra E@S

Risk management and exposure man-
agement differ in a number of ways.
Exhibit 2 presents a side-by-side
comparison of the characteristics of
management processes and examples earn the Associate in Risk Management (ARM) designation. For more
of risk and exposure management.
Fundamentally, it seems that most
people who carry the title of “risk the specialized skills and knowledge they need to cut across organizational
manager” are actually exposure man-
agers. Their subject matter, opera-
tional mode, orientation and relation- fessionals who have met rigorous national standards. Call the Insurance
ship with other functions all involve
exposure management—the activities
on the right-hand side of the chart. prestigious, internationally recognized ARM designation. It could be the
At least one interesting irony
emerges from this comparison:
Traditional insurance is used in the
finance component of risk manage-
ment but has only a limited role in
the finance component of exposure
management. Those who seek to be
risk managers will need a command |
of insurance principles and the mar-
ketplace, and those in exposure man-
agement have less need for this
knowledge. ASSOCIATE IN RISK MANAGEMENT

a risk manager, you can make a strategic, career-broadening move:

than 30 years, this flexible, cost-effective program has given risk managers

and occupational boundaries. It has set them apart as risk management pro-

Institute of America at (800) 644-2101 today to learn more about the

smartest career move you’ve ever made.

INTERNATIONALLY KNOWN, UNIVERSALLY RESPECTED

Critical Examination

i
How is this distinction useful to busi- | AMERICAN INSTITUTE FOR CPCU e INSURANCE INSTITUTE OF AMERICA

ness executives? 720 Providence Road ® P.O. Box 3016 ® Malvern, PA 19355-0716
Companies should analyze the dis- Phone: (800) 644-2101 ® Fax: {610) 640-9576 ® E-mail: cserv@cpcuiia.org
tinctive roles of risk and exposure Web site: http://www.aicpcu.org

management critically and determine
the extent to which they need each. All
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RISK AND EXPOSURE MANAGEMENT

All organizations need some form of exposure management
for various events, but the extent to which they also need risk
management for a particular exposure depends on whether the

exposure represents a material threat.

organizations need some form of expo-
sure management for their various
events; however, the extent to which
they also need risk management for a
particular exposure depends on
whether the exposure represents a
material threat.

Everyone who calls himself or her-
self a risk manager should examine
the characteristics of both risk man-
agement and exposure management.
Decide whether your skills and inter-
ests make you one or the other. There
is no right answer, since both roles
are important to any organization.

If you are or aspire to be a risk

manager, perhaps you should not
worry if the human resources depart-
ment is asked to handle workers’
compensation, or if management con-
siders outsourcing some traditional
functions of the risk management
department, such as tracking certifi-
cates of insurance or administering
claims. These changes represent
recent trends that involve exposures
whose variability is not material to
the entity.

If you are or aspire to be an expo-
sure manager, you should focus your
energies on designing and maintain-
ing efficient processes. You should

not worry about access to the compa-
ny’s strategic plans or about creating
the optimal insurance program.

So perhaps the evolution of “risk
management” has a bit further to go.
Many professionals who have pro-
gressed from purchasing insurance
may focus on managing these expo-
sures efficiently, but not on events
whose variability may have a signifi-
cant effect on the company. Becoming
a manager of risk, rather than expo-
sures, and gaining a voice in strategy
and a role beyond supervising insur-
ance brokers will require focusing on
events that are material. M

DEFINING MOMENTS

CYBER-RISKS...CORPORATE RISK PROFILE...BUSINESS INTERRUPTION...
D&O CLAIMS... MERGERS & ACQUISITIONS...MANAGING A LARGE LOSS...
COMMUNICATING WITH YOUR CFO...RISK FINANCING ANALYTICAL TOOLS...

IN RISK MANAGEMENT

leven of the top sessions pfesented at the 35th RIMS Annual Conference & Exhibition in Atlanta have
been selected by Risk ﬂmgemenl’s edltcna! ddvcsory board for pubElcc’non in Defining
Moments in Risk Management. Written by the experts who made the presentations, these full length
articles capture and define the toughest challenges facing risk mcnagers teday.
Whether you've attended this year's RIMS conference or not, Defining Moments in Risk Management is
a thought provoking and mfprmctwe;resource for you, your staff, colleagues and
senior management. ki P ‘

To order Defining Moments in Risk Management and New Frontiers in
Risk Management (based on sessions presented at the 34th RIMS
Annual Conference & Exhibition) simply call {800) 713-RIMS (7467)
(outside of the U.S. call {212) 286-9292, ext. 264).
$25 for RIMS members * $30 for others

SPECIAL - purchase both Defining Moments in Risk Management
and New Frontiers in Risk Management at the special rate of
$40 for RIMS members * $50 for others

VISA, Mastercard and American Express accepted. Volume discounts available.
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