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 One of the great 21st century problems is
the increasing arteriosclerosis of our large
organisations. Whether it is a large public
company or a large government department
we seem unable to get it to move forward in
any direction, or take responsibility for its
lack of direction.

As Geoffrey Howe attributed to Douglas
Hurd, “inertia can develop its own momentum”.
Truly, the 21st century organisation seems to
have a new biology and a new physics.

The underlying cause of this inertia is
that the risk/reward equation is out of kilter.
A flood of regulations and social expectations
is swamping organisations. Public companies
can reel off initiatives they are expected to
meet from new, hard laws on corporate
criminality or Sarbanes-Oxley, through to
regulations from myriad government
departments such as the DTI on OFR
(Operating and Financial Review), to stock
exchange listing requirements, to initiatives
such as Corporate Social Responsibility
or the Mercator Principles.

We, as a society, dream that all of our
organisations can move into lah-lah land –
huge benefits for us with no risk. Despite
increasing acceptance of asymmetric reward,
success taken at great risk doesn’t feel any
better correlated with great reward, witness
current debates over government cronies
or corporate fat cats.

It is sometimes difficult to believe we
actually live in a capitalist society. So much
of the economy is government, the safety nets
for citizens are ubiquitous and we constantly
cry ‘there oughta be a law’ or regulation

when risk pays off
whenever anything goes wrong. At the
same time, our organisational controls are
primitive. We use command and control
structures for most of our big organisations.

When at risk or in doubt we remove choice
from managers by setting out policies or
procedures that constrain their ability to act.
A large multi-national can seem more like a
Soviet centrally-planned economy than an
active member of liberal capitalism. We have
five year plans and copious bureaucracy. We
try to ‘institutionalise’ innovation while at the
same time sending our managers on courses
to ‘empower’ them.

Don’t even start to think about government
management methods and their Soviet style
targets. Despite the ‘seizing up’ of our large
organisations, we as a society seem to want
even more governance, policies, laws and
regulations.

the ungovernable in full pursuit of the unriskable
To paraphrase Oscar Wilde on foxhunting is
to point out that our large organisations are
trying to hunt risk into oblivion. But ‘eliminating
risk’ is not a fox hunt, it is a pointless wild
goose chase. Risk cannot be eliminated from
a large organisation. While government
departments can be characterised as ‘political
risk minimisation machines for ministers’
rather than entities that need to achieve,
commercial organisations need to balance risk
with appropriate, excess reward – or go bust.

The necessity of making profit in a world
of increasing governance and compliance is
leading to some very interesting changes in
the way we measure and the way we manage

large organisations, lessons of interest to
large commercial and governmental
organisations alike.

Governance can be defined as “the act,
manner or functioning of the rules, guidance
and controls which determine a course of
actions through an intended or emergent system
of processes” [Vagneur, 2005]. Of course,
‘an intended or emergent system of processes’
is also a traditional exposition of the two
schools of strategy – the intended, a la Porter
or Ansoff, and the emergent, a la Mintzberg.
So our governance challenge consists of, at
the very least, (1) aligning governance with
markets, and (2) aligning governance with
strategy. What are large organisations doing
to accomplish this? Well, they are
experimenting with new ways of managing.

Three types of activities improve
organisational performance and need to
be measured – risk avoidance, reward
enhancement and volatility reduction
[Harris, Mainelli & O’Callaghan, 2002].
Risk avoidance activities reduce large
exposures, e.g. continuity planning,
insurance or legal compliance activities.
Reward enhancement activities are often
normal management projects to increase
performance such as marketing, training,
cost reduction or improved production.

Volatility reduction is subtle. Activities
that reduce volatility or improve consistent
delivery add measurable value. In a listed
company, volatility reduction can be
estimated and the value calculated. One
study showed that UK companies in the
lowest quintile of profit volatility over the
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past 30 years have enjoyed a 17% premium
in market capitalisation [Mainelli, 2004].

A focus on volatility reduction leads to
new ways of looking at how we measure the
value of risk management. Not only do we
have governance systems to avoid disasters,
we can use governance systems to ensure
that our variance from goals is minimised,
and the consequent volatility reduction will
benefit shareholders.

enterprise risk/reward management
The biggest new technique is to price risk at
the managerial level. By giving each manager
a ‘premium’ for the risks they face, accompanied
by ‘insurance’ of their bonus-influencing results,
we can bring market prices back into
organisations. These internal insurance
systems are emerging in numerous multi-
nationals under a variety of names, which
Z/Yen terms ‘enterprise risk/reward management’
systems (ER/RM systems) [Mainelli, 2003].

ER/RM systems are not ‘enterprise risk’
systems, which are typically taxonomies of
corporate risks and responsibilities, nor are
they ‘enterprise reward’ systems such as
performance-related pay. ER/RM systems
help managers to make decisions such as
‘should I really devote three man-years to
paperwork or cut paperwork corners for profit?’.

ER/RM systems work by having a central
unit – frequently emerging from finance – that
helps the organisation price risk internally.
ER/RM units often start from recognition that
the organisation cannot insure everything, so
some limits are placed on what’s insurable
and what the organisation will bear, e.g. take
an excess of £50,000 on fire damage.
Typically, some fancy financial planning
means that an internal insurance unit, albeit

small, emerges to handle corporate captive
insurers and charge these costs back to the
business units. Finally someone realises that
we really have an internal insurance
company that can evaluate and insure our
real corporate risks, which may involve
things such as meeting customer quality
expectations or avoiding political risk or
aligning managers with governance rules.

The essence of enterprise risk/reward
management is that organisations change
culture by changing choices made day-to-day
in order to maximise their remuneration. ER/
RM systems use internal risk markets to
share knowledge by altering charges, through:

strategic risk valuation: encouraging the
organisation to look at all its risks, not
just financial ones, and forcing the board
to see total risk and initiative costs
internal ‘premia’ and ‘claims’ management:
showing line managers the financial
implications of risks by implicitly altering
capital charges and project evaluations,
while also reducing external insurance
costs, often by 25%
notifications and investigations: actively
reporting and investigating near misses
and incidents in order to learn
sharing best practice: using information on
risks gained from notifications and
investigations and comparisons which permit
line managers to learn from one another
external comparators: providing comparative
information on risk management from
links with external markets, e.g. re-insurers,
rating agencies, benchmarking databases
fewer crises: overall corporate volatility
and exposure should be reduced.

One large telecommunications firm began
measuring internal perceptions of concerns

against external stakeholder sentiment (e.g.
growing the data market while protecting the
vulnerable), identifying conflicting stakeholder
expectations (e.g. safe but cheap mobile phones),
weighing the aims of stakeholders, and setting
out mitigation strategies (e.g. changes to
sourcing or encouraging industry-wide activism).

When the firm realised the immense
value of perceived volatility reduction, it was
able to increase its pursuit of safer network
provision at higher cost knowing that it
nevertheless was adding to shareholder
worth and protecting brand value. Volatility
reduction, rather than risk minimisation,
focused on the critical issues, gave measures
that prioritised ‘the biggest bang for each risk
mitigation buck’ and provided a framework
for reviewing progress on risks.

vorsprung durch accountants
Advance through enterprise risk/reward
technology depends on accountants, who
have a large role to play in ER/RM systems.
Accountants:

provide the numbers
frequently manage the corporate risk
vehicles and captives
develop the statistical ‘proof’ that key
risk indicators (KRIs) are ‘key’ by
correlating KRIs with incidents and losses
demonstrate internal volatility using
activity-based costing
value volatility using financial analysis
of capital markets and risk/reward options.

In fact, accountants are uniquely qualified to
bring governance back into alignment with
markets and strategies through ER/RM systems. 

Professor Michael Mainelli –
Executive Chairman, Z/Yen Limited

‘When at risk or in doubt we remove choice from managers by
setting out policies or procedures that constrain their ability to act.’
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