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Weighing
perils is
a heavier
burden

The financial crisis
has put a spotlight
on how companies
deal with risk, says
Andrea Felsted

rom the financial
turmoil to spiralling
commodity prices,
companies have
never faced so many perils.

The past few months have
seen unprecedented events
in financial markets, with a
specialist in managing risk
through insurance, Ameri-
can International Group,
finding itself in crisis
because of the risks it had
taken insuring complex
financial products.

With poor risk manage-
ment at the heart of many
aspects of the financial cri-
sis, what counts as risk is
being reassessed. More than
a year on from the start of
the squeeze on credit, many
financial institutions are
still aligning their risk man-
agement programmes with
the new reality.

“In the old world, risk
management was potentially
a second-order reporting
issue. In the new world, it is
very likely that [everyone
from] the chief executive
downwards has to have a
greater level of understand-
ing of the real risks and the
potential risks that an insti-
tution faces,” says Stephen
Christie, a partner at Ernst
& Young, the professional
services firm.

Global financial shocks
were high on a list of the top
10 strategic risks for busi-
ness, second only to regula-
tory and compliance risks,
according to research from
E&Y and Oxford Analytica,
the strategic consultancy.

Many financial services
organisations are still adapt-
ing their risk-management
programmes to the lessons
learned from the crisis.

”Risk management is
about continuous learning,
because every time there is a
crisis you discover new
things,” says Raj Singh,
chief risk officer at Swiss Re,
the reinsurer.

The lessons being learned

include understanding and
measuring the risks within
increasingly complex finan-
cial instruments. “The crisis
has shown that it is far more
complicated to measure risk
than we thought previ-
ously,” Mr Singh says.

According to Clare Thomp-
son, financial services risk
advisory leader at profes-
sional services firm Pricewa-
terhouseCoopers, fully tak-
ing the lessons onboard
could be a lengthy process.

“It is quite a long haul for
some organisations to really
go back and look, and really
understand, the risks they
face,” she says.

Werner Grub, a founding
partner of Richmond Park
Capital, an independent mer-
chant bank that provides
risk-management advice,
suggests there is a danger of
businesses being slowed by
excessive caution because of
the recent turmoil.

“It is like a stop and go
policy. Now we are in the
stop phase which leads to a
negative attitude, such as
banks’ reluctance to lend to
each other. There must be a
rethinking of risk manage-
ment, not relying only on
quantitative analysis, but
also going back to the quali-
tative, which often people
considered as too unsophisti-
cated,” he says.

Outside financial institu-
tions the crisis in credit mar-
kets is also being felt, partic-
ularly as it mutates into a
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Reflections on risk: insurer American International Group has been one of the highest-profile victims of a widespread failure to manage risk effectively

broader economic downturn.

It is harder for companies
to borrow, while they also
risk succumbing to the tac-
tics of other companies that
may be experiencing strain,
such as delaying payments
for goods and services.

Many are concentrating on
the management of their
working capital — the cash a
company needs to operate on
a day-to-day basis

“What we are seeing a lot
of at the moment is compa-
nies focusing on working
capital management.
Whether that is the creditor/
debtor balance or managing
inventory, the common
denominator is that compa-
nies are applying this to the
decisions they make,” says
Hans-Kristian Bryn, a part-
ner at Oliver Wyman, the
consultancy.

Companies are also turn-
ing their attentions to the
hazards from a broader
economic downturn - from
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an increased risk of being
the victim of theft or fraud,
to the impact on their bal-
ance sheets or pension funds
from wild swings in equity
markets.

Corporations are also hav-
ing to cope with escalating
commodity prices, although
there has been some respite
from this over recent weeks.

Sean Mulhearn, global co-
head of commodities at
Standard Chartered, the
bank, says: “Almost all
commodities have seen dra-
matic price increases over
the past several years. We
have also seen significant
increases in volatility, and
this is raising the awareness
and importance of managing
commodity risk among cor-
porate treasurers and asset
managers.”

Techniques that compa-
nies can use to protect them-
selves against the risks of
commodity prices include
hedging through derivatives,
or passing increased costs on
to customers.

Broader inflationary pres-
sures are also occupying risk
managers’ minds.

Mario Vitale, deputy chief
executive of global corporate
at Zurich Financial Services,
says inflation affects the
amount of insurance cover
on property and equipment,
for example.

“Today’s risk-management
programmes will be different
even from a year ago. There
will need to be a much
closer analysis of what is the
proper replacement value to
insure for,” he says.

As companies expand out-
side their home markets and
into new territories, life
becomes even trickier.

Big storms rock the market

Hurricanes and the
AIG crisis have led
to changes, writes
Andrea Felsted

For the past few years, the
cost of many types of insur-
ance and reinsurance has
been coming down.

However, some analysts
and insurers believe the tur-
bulence in stock markets,
together with the crisis at
American International
Group, could mean that com-
petitive cover is a thing of
the past.

According to HIM Capital,
a specialist fund manager,
the events at AIG “will lead
to a seismic shift in the
property/casualty insurance
market. “We had been
following the windstorm sea-
son for a market-changing
event; we, like others, would
never have guessed that it
would have come from
within the industry and
have such an impact.”

In September, the US gov-
ernment agreed to hand over
$85bn in emergency funds to
AIG to stave off bankruptcy
for the giant insurer. Assets
are expected to be put up for
sale, and uncertainty about
the ownership of AIG’s
insurance and reinsurance
businesses could encourage
customers to look elsewhere
for cover when they come to
renew their policies, insur-
ers and analysts say.

Customers’ reluctance to
obtain cover from AIG could
have the effect of removing
a significant amount of

capacity from the market,
helping to drive up prices,
some analysts and insurers
suggest.

HIM Capital says one
underwriter likened the cri-
sis at AIG to a “reduction in
market capacity equivalent
to the hurricanes of 2005
[Katrina/Rita/Wilma]. How-
ever, unlike 2005 there is a
limited underwriting capac-
ity to fill this vacuum and
the capital markets have
seized up.”

AIG’s problems also come
amid the most active hurri-
cane season since 2005, with
forecasts suggesting claims
from hurricanes Gustav and
Ike of up to $25bn.

But even before the crisis
at AIG, some parts of the
market were already chang-
ing. Chris O’Kane, chief
executive of Aspen Insur-
ance, the Bermuda-regis-
tered insurer and reinsurer,
says these include political
risk cover for infrastructure
projects funded by bank
finance. Here there is
increased demand for insur-
ance, which is driving the
cost of cover higher.

Stephen Catlin, chief exec-
utive of Catlin, says the avi-
ation insurance market is
expected to have “at least
bottomed out”.

Munich Re warned in
September that the price of
reinsurance could be driven
up by an increase in claims
and turmoil in stock mar-
kets. “If capital markets
move sideways, or if we see
a major contribution from
further large losses from
hurricanes, that would accel-
erate the hardening in the
market.”

If prices do increase, then
insurance and reinsurance
are not the only ways to
manage risk. Insurance-
linked securities, which
transfer insurance risk to a
broad range of capital mar-
ket investors, have become
increasingly popular.

The demand for catastro-
phe bonds exploded in the
wake of the 2005 hurricane
season, but with the price of
traditional reinsurance fall-
ing, and the turmoil in credit
markets, there has been a
question mark over whether

‘All the elements
that lead us to
believe that the
ILS market is
healthy are there’

Luca Albertini

issuance would continue at
such a high pace.

Dan Ozizmir, managing
director at Swiss Re, expects
issuance this year to be on a
par with 2007, when about
$7bn of catastrophe bonds
were issued. Despite the lull,
Mr Ozizmir believes that
insurance-linked securites
remain an important tool.

Paul Schultz, president of
Aon Capital Markets, esti-
mates that for property
catastrophe reinsurance pro-
grammes over $500m, alter-

native sources of cover
account for 10-30 per cent.

Luca Albertini, chief exec-
utive of Leadenhall Capital
Partners, a joint venture
with Lloyd’s insurer Amlin,
agrees: “All the elements
that lead us to believe that
the insurance-linked securi-
ties market is healthy are
there.”

John Stroughair, vice-pres-
ident of risk markets at Risk
Management Solutions,
adds: “There is a long-run
trend towards more catastro-
phe bonds. That is damped
down by two negative points
which are both cyclical and
both likely to go away rela-
tively soon.”

The first, he says, is more
competitive pricing in the
traditional reinsurance mar-
ket. Secondly, with the tur-
moil in credit markets, there
are many anomolies in the
price of bonds in other areas.

But not all commentators
expect the attractive pricing
to end soon.

Joe Plumeri, chairman and
chief executive of insurance
broker Willis, suggests
claims of $50bn-$100bn
would be needed to stem the
slide of prices.

According to one senior
insurance figure, if AIG had
not been rescued, then the
impact would have been
much greater.

“If they had failed, that
would have been bigger than
[insured losses from] hurri-
cane Katrina and the World
Trade Centre combined,” he
says. “That would have been
an unimaginable shock to
the whole life and non-life
system. As it is, it is more a
ripple than a shock.”

Corporations are increas-
ingly outsourcing non-core
operations to third parties,
often in offshore locations,
or are shifting manufactur-
ing to locations with a lower
cost base. Cheaper locations
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may face an increased risk
of natural catastrophe or
political instability. Compa-
nies must also take the resil-
ience of suppliers into
account when they make
decisions about sourcing.

“The further you go down
the food chain, the more
likely you are to have organ-
isations that fall over,” says
Mr Bryn.

Indeed, Charles Beach, a
director in PwC’s risk and
capital team, cautions that a
focus on the financial crisis
could blind companies to
risks in other areas.

“One of the things we
have been warning against
is the tendency to always
fight the last war,” he says.
“Whilst people are looking at
the subprime crisis, which
emanated originally out of
the US and has been a first
world crisis, there has been
continuing huge growth in
emerging markets, in places
such as Asia. One of the
things we have been warn-
ing against is taking your
eye off the ball there.”

But Julia Graham, chair-
man of the Association of

Insurance and Risk Manag-
ers (Airmic), says: “It is a
very good risk control being
a global business. If you can
spread your risk globally,
that is actually, obliquely, a
very nice risk-management
control.”

She says some organisa-
tions are shifting emphasis,
for example focusing on the
Middle East, or parts of Asia,
rather than the US.

Companies are under
increasing pressure to man-
age their risk effectively. For
example, Standard & Poor’s,
the credit ratings agency, is
now taking risk manage-
ment into account when it
decides on a company’s rat-
ing. But inevitably, in a
harsher economic environ-
ment, there will be pressure
to cut costs.

Richard Sharman, a part-
ner in KPMG’s risk advisory
services group, says: “Now
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really is the time to be look-
ing at that investment and
making sure it is adequate.
It may be you need to spend
less, but for many compa-
nies it means you need to
spend more on risk manage-
ment.”

Risk management not only
protects against unwanted
events — it also helps iden-
tify  opportunities and
deliver value for sharehold-
ers. In tougher times, both
are more crucial than ever.

“If you do [risk manage-
ment] better you are more
likely to survive than the
business next door to you,”
says Airmic’s Ms Graham.

“Risk management is
about looking over the hill.
But a lot of boards look at
the hill, not what is over it.
One of our jobs is to make
sure they keep looking
beyond, and not just at what
is in front of them.”
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