Roundtable

Risk Management:
One Sze Doesn® Fit All

Directors say that processes for safeguarding company assets
and reputation must be customized. By William J. Holstein

Talking risk:
Tom Plaskett,
Greg Radner
and Blythe
McGarvie

usiness leaders face
many serious ques-
tions. How does a
chief executive officer
best pilot an organization?
When does it make sense to
have a separate chairman and
CEO? What is the best balance
in the relationship between a
CEO and a board? In each
case, the frustrating but correct
answer is: “It depends.”
Thatalso emerges as the right
answer as to how a board should
manage risk. Directors attend-
ing a roundtable entitled “Risk
Management and the Board-
room” found that no single
committee structure should be
universally adopted. At some
companies, it makes sense for
the risk function to report to the

audit committee. Other compa-
nies find they need a committee
other than the audit committee
devoted to risk. And at least one,
the giant municipal bond in-
surer MBIA, spreads the risk
management function over
three committees. One is the
credit risk committee, because
the insurer takes such huge
positions in financial markets,
said board member Debra
Perry. “I think there is a great
deal of benefit that comes from
spreading the wealth, so to
speak, in risk oversight,” Perry
said. At yet other companies,
the entire board manages the
risk function directly.

Fach company and each in-
dustry also face different “bas-
kets” of risk. [t may make sense in

one industry to identify and man-
age currency risks; but in another
setting, that may not be neces-
sary. Some companies may face
regulatory or compliance risks,
while for others the greater risk
is technological change.

A final picce of the riddle is
that different risks need to be
managed differently. It may be
adequate for management to
make an annual presentation to
the board on a particular risk;
but for other baskets of risk,
boards may find that they need
much more elaborate “risk miti-
gation” systems that catalog
risks and rank them on a quad-
rant of probability and potential
impact. “I think there is a tre-
mendous sense of consensus
about this whole area,” said

Tom Plaskett, chairman of Nov-
ell and a director at RadioShack
and Alcon Labs. “First, it’s com-
plicated and second, one size
doesn’t fitall.”

The roundtable, held at the
Union League Club in New
York, was sponsored by Eisner
LLP, a New York-based ac-
counting and auditing firm,
and Thomson Financial, which
provides services to senior man-
agement and boards.

Risk management is high on
the minds of board members
these days partly because of in-
tensified regulatory and finan-
cial market scrutiny, but also be-
cause of self-inflicted wounds
such as those suffered at Fnron
and WorldCom and, most re-
cently, at companies that back-
dated stock options. The legal
climate also has aggravated the
ever-present risk of suits. Natur-
al disasters like Hurricane Kat-
rina and the threat of terrorism
round out the picture of an in-
creasingly hazardous business
world.

Directors these days are ex-
pected to grasp the essentials.
“Probably not more than 10
years ago, the requirement for
being a director was primarily
knowing somebody in manage-
ment or a significant share-
holder,” said Eisner’s Neil
Goldenberg. “But today, you are
required to really understand
the regulatory environment and
the risks and rewards.”

Here are other key issues de-
bated at the roundtable:

€ How much information
is enough and how much is too
much? Before a meeting, man-
agement typically presents
large “board books” to each di-
rector that are filled with huge
amounts of information. Some
directors said managements
overwhelm them, either inten-
tionally or simply because they
haven’t thought through the
types of information that are re-
ally essential. “A lot of compa-
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nies have taken the view that,
‘We're going to give the direc-
tors everything,” said David
Meachin, a director of Lyondell
Chemical, which has annual
revenues of $20 billion. “But do
we really need all this stuff?
Shouldn’t management be
highlighting for us the things
we should be looking at?”

Despite the flood of informa-
tion—or perhaps because of
it—many directors are still not
getting what they need. “In our
discussions with a lot of boards,
the lack of relevant or timely or
useful information still is a criti-
cal barrier to effective boards
and also carries a lot of signifi-
cant risk,” said Greg Radner,
Thomson Financial’s senior
vice president.

One area where information
has exploded is the flow of finan-
cial data to audit committees,
said Eisner’'s Goldenberg. Re-
ports that used to be two pages
long are now 20 to 30 pages long.
“It's become much more volu-
minous,” he said, “because you
have not just U.S. accounting,
but you have international ac-
counting, you have the Securi-
ties and Exchange Commission,
and you have the Public Com-
pany Accounting Oversight
Board. These are all moving tar-
gets and, quite frankly, the situa-

tion is just going to get worse be-
cause they're revisiting a lot of
concepts that have been out
there for a long time.” Ultimate-
ly, directors at the roundtable
agreed that they need to work
with management to achieve the
right balance in the flow of infor-
mation they receive.

@ How can a culture of trust
be established? If the climate
created by Sarbanes-Oxley and
new stock exchange rules re-
sults in mistrust between man-
agement and a board, that obvi-
ously is hugely negative. Boards
and managers can take many
small steps to create a frame-
work of meetings and ex-
changes that create trust. One is
having CFOs meet with audit
committees or governance ex-
ecutives meet with governance
committees —without the CEO
being present. Creating stronger
relationships between a board
and an entire top management
team, not just the CEQ, is one
way to build trust and an open
flow of information.

“There should be no surpris-
es—in either direction,” said
Susan Ness, CEO of Green-
stone Media and a board mem-
ber at Adelphia Communica-
tions. “Management should
make sure that directors are not
surprised by something they

learn about the company in the
press or after the fact; and direc-
tors should make sure that any
issues and concerns are shared
with management so that they
are not taken by surprise.”

@ How can directors under-
stand the broader competitive
environment that their compa-
nies face? Blythe McGarvie,
who sits on Pepsi Bottling
Group’s board as well as those
of Accenture and St. Paul Trav-
elers, argued that directors
should not merely rely on re-
ports from management. “I read
the analyst reports that give an
overview of an industry almost
as frequently as [ read about my
own companies, because that’s
where I learn a lot,” McGarvie
said. “If you're not doing that,
you need to start doing it so you
know what the risks are out
there.”

& How can directors be
smarter about risks without dis-
couraging management from
taking smart, money-making
risks? Said Meachin of Lyondell
Chemical: “My biggest concern
about Corporate America at the
moment is that were going to
end up with the most pristine,
wonderful ability to regulate and
govern ourselves. But the Chi-
nese are going to have all the
customers.”

There should be no mistak-
ing the fact that management is
in charge of running the compa-
ny, said Jim Cederna, a director
at Mine Safety Appliances,
based in Pittsburgh. “I know in
our board’s case,” Cederna ex-
plained, “we look very closely at
the annual survey that we do,
which is also given to the man-
agement about how is the board
performing its oversight duties
without stepping into the man-
agement’s role? That’s a very
thin line to walk.”

However boards seck to man-
age risk, they can rest assured
that more people are going to be
watching. Pat McGurn, senior
vice president at Institutional
Shareholder Services, said ISS
is interested in adding risk man-
agement to its checklist of 65
governance items it watches.
“We've been trying to work with
a number of different groups—
legal, auditing and otherwise —
to come up with a framework
for analyzing how companies
work to mitigate risk especially
in the boardroom, with the idea
of potentially adding it to the
metrics that we use for examin-
ing governance,” McGurn said.
If ISS does add a risk manage-
ment indicator, it will loom as
a more important issue than
ever.

Participants
Charles L. Biggs

Director Director Director Executive Vice
Qwest, Standard Radyne Comstream Orient Express Hotels, President, Special
Parking S| Evser Stolt-Nielsen, Stolt Coqnsgl

P G e Offshore Institutional

Director Smith International, William C. Jennings Shareholder Services

Mine Safety Appliances

Janet Clarke
Director

Gateway, eFunds,
Asbury Automotive
Group

Thomas J. Clarke, Jr.
Chairman and CEO
TheStreet.com

Dennis W. Elliott

Forest Qil, Terra
Industries

Neil Goldenberg
Partner in Charge,
Corporate Governance
Eisner

William J. Holstein
Editor in Chief
Directorship

Director

NYFIX

Director

Accenture, Pepsi
Bottling Group,
St. Paul Travelers

Insurance

James B. Hurlock

Silgan Holdings,

Blythe McGarvie

Patrick McGurn

David J.P. Meachin
Director
Lyondell Chemical

SusanNess
Director
Adelphia
Communications

Debra Perry
Director
MBIA and Conseco

Thomas G. Plaskett
Chairman
Novell

Greg Radner
Senior Vice President
Thomson Financial

Lowell W. Robinson
Director

Jones Apparel,
International Wire
Group

Ralph S. Saul
Former Chairman
of the Board

Cigna

November 2006 www.directorship.com 29




