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The last few months have been very busy in the world of risk management.  Sarbanes-Oxley compliance, Homeland Security critical infrastructure protection activities, and the overall high level of interest in Enterprise Risk Management has kept us all very busy. DelCreo is no exception.  We have been working hard to ensure our strategy, services and training continue to serve the marketplace effectively and reflect the current needs of today's risk professionals.  Over the next several months, you will see the results of that effort.  We have developed several new services that we will be rolling out soon, the first is our new series of training classes.  Visit DelCreo's Professional Education and Training page for more information.  

As our last eZine addressed, stakeholders can be any person, group or entity that can place a claim on the organization's attention, resources or output, or is affected by that output. Because stakeholders, by definition, can place a claim on the organization's resources, they are a source of risk.  Therefore, while shareholders are obviously an important stakeholder for companies, other stakeholders must be considered and understood in order to create the true risk profile of an organization, as well as implement an effective risk management capability.  Stakeholders tend to drive decision making, metrics, and the organization's risk appetite. 

Below is a list of possible stakeholders and the claim they might make:

· Regulators 

· Actions necessary for compliance with various regulatory requirements 

· Audit and/or compliance assertions or reports 

· Management time and attention 

· Shareholders 

·   - Shareholder value - in the form of increased share prices or 

·     dividends 

·   - Management time and attention 

· Debt holders 

· Debt repayments 
Management time and attention 

· Rating Agencies 

· Information necessary to rate debt, or assess overall strength of the organization.  (Rating agencies are beginning to look at risk management teams and programs; see the October 7th entry in our DelCreo ERM blog titled Best Downgrades CNA's Elwood to 'B++')

· Employees 

· Safe work environment 

· Compensation and benefits 

· Customers 

· Product quality and safety 

· Customer service 

· Management/Board of Directors 

· Compensation and stock options 

· Directors and Officers liability insurance 

· Avoidance of negative press 

· Shareholder value growth 

· Information for decision making 

· Suppliers & Business Partners 

· Contractual obligation fulfillment 

· Reliable transactions 

· Surrounding Communities 

· Clean environment 

· Respect for individual privacy 

How to create value 


Organizational value is generated by creating , implementing, and managing effective strategies, processes, activities, assets, etc. that support the fulfillment of stakeholder claims.  Sustainable value creation occurs when resources (people, technology, capital, etc.) are used and the benefit derived is greater than the resources spent. Value can be measured by its relative worth, utility or importance to stakeholders. Although it is generally measured in financial terms, such as economic profit, it does not necessarily need to be a financial measure. Value can be measured in a variety of ways, such as social benefit or corporate reputation. Many non-profit organizations use social benefit as their measure for value. Enterprise Risk Management facilitates management's ability to create sustainable value, to preserve value that already exists, and to communicate that value to its stakeholders (Committee of Sponsoring Organization of the Treadway Commission (COSO). Enterprise Risk Management Framework: Executive Summary). 


What is a value driver? 

A value driver is a measure of the strategies, processes, activities, or assets that create value and whether they are being utilized in a manner that creates sustainable value.  For publicly-held companies, the focus is placed on increasing shareholder value.  Identifying the shareholder value drivers that, when improved, will have the greatest impact on overall shareholder value takes up a large portion of the executive team's agenda in most organizations.  Typical shareholder value drivers include increasing revenue growth and lowering the cost structure of the company.  Government agencies are often defined by the mission that their agency is legally bound to fulfill - their value drivers would then be derived from that mission (for example, continuity of operations).  Therefore, understanding what creates value, and how that value can be improved, is important to all risk managers.  


Why all the interest? 

There are several reasons why you should pay attention to stakeholders, what they value and how it impacts your risk profile. First, the “Digital Age” has fundamentally changed the relationship between organizations and their stakeholders.  This means that value drivers have been changing too.  (Your risk profile has changed as a result!)  

Information available on the Internet and other places has made organizations more transparent than ever before.  Word-of-mouth flow of information has always existed; however, the Internet, email, discussion forums, blogs and other technology formats provide tools that allow stakeholders to collaborate and share information about your organization in real time, with little effort.  Some examples include:

· Employees - The website www.vault.com provides a place for employees to share information with one another about their employers.  The employer, of course, has very little influence over the information being posted, although some have resorted to legal action with various degrees of success.  

· Customers - A large number of sites exist that provide a forum for people to air complaints about a particular company, its products, or its policies.  Go to your favorite search engine, type in your employer's name and then the word “sucks”, and you will probably receive a list of websites dedicated to sharing negative product or customer service information about your employer. These sites will often be populated by information posted by both employees and customers.  An enormous number of web sites are dedicated to the review of products and services. www.epinions.com lets consumers rank the quality of products and services.  eBay is famous for its rating system of its sellers.  Amazon solicits input from book readers and provides a quality ranking.  Customers are sharing information and collaborating like never before, giving them unprecedented influence as stakeholders. 

· Shareholders - Shareholders can easily create electronic news feeds that monitor the actions, operations, strategies and financial performance of a company.  Investor forums, chat rooms, instant messaging, etc. allow people an easy means to identify and collaborate with other investors that have similar objectives.

In addition to the mainstream web sites discussed above, technology advances now allow stakeholders to coordinate group actions and protests in new ways.  Easy-to-use (and often free) tools enable stakeholders (including those stakeholders that intend to damage your organization) to find each other, share information, take coordinated actions, and monitor an organization's actions and compliance with laws, regulations and contractual agreements.

In the age of Enron, Al-Qaeda, terrorism and global uncertainty, governments are increasingly taking a proactive role, making them a more important stakeholder:

· In the U.S., Sarbanes-Oxley has proven to be a time consuming effort.  Many states are considering similar legislation that could potentially apply to privately held companies. 

· The US PATRIOT Act, the Homeland Security Act of 2002, and other regulations are focused on protecting the U.S. homeland.  These laws and regulations may impact both U.S.-based and companies in other countries; they certainly have had an impact on how executives look at and consider risk 

· Global terrorism appears to be a growing trend.  Regardless of government regulations, companies must assess their own risk in light of key stakeholders 

· Enhanced corporate governance and improved risk management are priority topics for many executives today.  At DelCreo, we have recently seen a dramatic increase in the number of companies implementing significant governance and risk management programs.



As a risk professional, why do you care? 

Successful risk professionals must have a thorough understanding of who key stakeholders are and how their perception of value can affect the risk program.  This is important because stakeholders:

· Tend to drive decision making, influence performance, etc. 

· Should shape your risk appetite 

· Impact your organization's risk profile 

· Can contribute valuable input and should help focus the program 

· Should be valuable assets, helping you garner buy-in and support of your program


Methods for identifying and understanding value drivers 


Discounted Future Cash Flows
 
The title of this section may sound boring to some of you, but don't stop reading, important concepts that impact your program every day are addressed in this section. 

Shareholder value is a term commonly used by executives at most companies.  Many government agency executive and management teams discuss value drivers and related concepts in a similar manner as their private sector counterparts.  Shareholder value is frequently defined as the sum of discounted future cash flows.  At the most basic level, there are only three ways to increase value:

1. Increase the amount of cash coming into the organization  

2. Decrease the amount of cash flowing out of the organization  

3. Decrease the riskiness of the future cash flows - thereby reducing the rate that the future cash flows are discounted

Management is constantly trying to find the optimal balance between revenue, cost and risk, though many risk managers have been frustrated by the perceived inability of management to understand how important their risk management program (and therefore budget) is.  Action plans, strategies, and initiatives related to increasing revenue or cutting costs can be very concrete, and results can be quickly measured and monitored.  On the other hand, strategies, actions, and processes aimed at lowering risk (and therefore lowering the riskiness of future cash flows) take time to implement, are difficult to monitor, and may be impossible to accurately measure in the short term.  Therefore, asking the management team for more budget in order to decrease the risk profile is a tough sell.  Most CEOs, CFOs, CIOs, etc. do not start their career as risk or security managers.  In order to be successful, you must learn to speak the “value” language, and be able to put your program in the “value” context, as understood by your management team.  

 

Balanced Scorecard Approach
 
It is difficult to determine how everyday actions impact discounted future cash flows.  Therefore, other approaches to managing a business from a shareholder perspective have been developed to bridge this gap.  One such approach - widely used by companies, government agencies and non-profit organizations - is called the balanced scorecard.  The balanced scorecard measures an organization's performance from four major categories: financial, customer, internal process, and learning & growth. In brief, the balanced scorecard allows you to see what skills and knowledge (learning and growth) your employees need to build the necessary strategic capabilities and efficiencies (internal processes) to bring value to the market (customers), which will lead to increased shareholder value (financials) (Kaplan, Robert S. and Norton, David P. “The Balanced Scorecard: Translating Strategy into Action.” Harvard Business School Press. 1996).  

Robert Kaplan's and David Norton's recent book Strategy Maps: Converting Intangible Assets Into Tangible Outcomes has several sections that integrate risk management fully into the culture of managing an organization for stakeholder value.  (See pages 18-24 and 73-77)  I highly recommend this book to any risk manager who is trying to embed risk management into their organization's strategies and operations. 

 


Where does one find the information necessary to identify and understand value drivers?  
The following are good places to start:

· Review internal sources:  

· Internal strategy documents  

· Balanced scorecard and other metrics in use  

· Annual report  

· SEC filings - particularly the 10K and 10Q  (available at 
www.sec.gov)  

· Previous risk assessments  

· Corporate intranet - risk function web sites, business unit web 
sites  

· Presentations to analysts and shareholders - see your company's investor relations website if one exists  

· Press releases and public presentations 

· Industry analyst reports  

· Debt and equity analysts that follow particular companies or industries 

· Product/service analysts 

· Other publications - WSJ, NY Times, Business Week, etc. 

· Publicly available documents about competitors and peer organizations (similar industry, size, geography, legal/regulatory jurisdiction)

When working with our clients, DelCreo has found great success creating a value/risk model early on in an engagement.  The value/risk model serves many purposes.  It helps us discuss risk issues within the context of how the organization creates value for its stakeholders.  It serves as a useful framework to begin identifying key risks and potential gaps.  Its highest value, however, may come from the fact that when we sit down with an executive who has to focus on value creation every day (and not risk management), it puts the risk management discussion within a context that they understand and can relate to.  


To see an example Shareholder Value/Risk Model for the technology industry, see Value Drivers Example. 
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