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How a New SEC Rule Changed the Way Companies Look at
Risk Management

In mid2009, in thewake of the financial crisis,the SEC kegan consicering new rules regardng proxy dsclosureand solicitation
enhancements . Among these rules was a propos al to require additional dsclosureinproxy and information statements (cata that the
SEC requires a company tosendtoits s hareholcers kefore they vote on company matters at annual meetings ) about the board's role
in the company's risk management process. In their requestfor comments , the SEC outlined its renewed agoroach to risk owersight:

"Similar to dsclosure aout the leackrs hip structure ofa board dsclosure aout the boards inwlhement inthe risk
management process should provice important information to inwestors about how a company perceies the role of its
board and the relations hipbetween the board and senior management in managing the material risks facingthe
company. Given the role that risk and the ackquacy of risk owersighthawe payed in the recentmarketcrisis,we
keliewe itisimportant for inwestors to uncerstand the boards or board committee’s role in this area. For examde, how
bes the board imdement and manage its risk menagement function, throug h the board as a whole or througha
committee, suchas the audt committee?...We keliewe that this dsclosurewill provce keyinsightsintohowa
company's koard perceives and manages a company's risk."

After some cklikeration, SEC Rule 33-9089 cane into effect requiring that proxy statements issuedafter February 28,2010,

dsclose ris k-basedcompens ation plicies, the role of the board of directors in risk owersight,and the nature of communications
ketween executives and the board on risk management issues.

Comdiance with therule has been wices pread Recently, ermINS IGHTS, an enterpris e ris k management cons ulting firm (founced
in part by two of the authors of this article), conducted a review of awailadle corporate proxy statements for the 30 companies
compris ing the Dow Jones Indus trial Awerage. The revews focus was three-fold (1) examine how the boards role in risk owersight
was keing presentedto stakeholcers as reported to the SEC; (2) meas ure the extent to which enterpris e ris k management was
specifically mentioned; and (3) cocument how often an organization noted whether a chiefrisk officer function was in pace.

The surwey found that 76 % of the proxy s tatements contained a section ckaling with the board's role in risk oversight,64%

s pecifically mentioned enterpris e ris k management, and 20%o saidthat a chiefrisk officer was in gace. These findngs provce an
early indcation that-not surprising ly-manyfirms hawe chosentoadcde by the SEC rule and highlight the ris k management
owersight practices in a separate section of the proxy statements .

These rates corres pondwith the findings in a joint Marsh and Risk and Insurance Management Society (RIMS, the pubis her of
this megazine) studyreleasedin April 2010. In that study, more than 70% of418 res ponding organizations reported that they
haw either partially or fully imgemented enterpris e ris k management prog rans . Therefore, since many companies haw keen


http://www.natlawreview.com/

imdementing enterpris e risk maenagement practices ower the past cecack, it comes as littlesurprise thatdscussionof the risk
menagement process itselfis relatively common in proxy filings.

What is unexpected howewer, particularly for risk practitioners , is the extent towhich the SEC is driving the focus on board
owrsight and integration with strategic cecisionmaking.Prior to the new SEC rule, the growing practice of ERM within
corporations was keing driven by the major credt rating agencies,who found value ina critical reMew of strategicrisk
management practices in assessinganorganization’s credt worthiness.

"These ewaluations [of senior executives * strategies, effectivenes sandcredhility] helpus ce\velop forwardlooking opinions on
credt strengthby supdementing our fundamental analysis of the company's kusiness and financial risk profile," wrote primary

credt analys t Steven J. Dreyer in*'Standard & Poor's Looks Further intoHow Nonfinancial Companies Manage Risk." ""We

wickned the scome of our analys is of some nonfinancial companies * managenment to enhance our review of managers " ahlity to

icentify, monitor and manage keyrisks-thoseendemic to its industry and those that managers electto takewhen running their
husinesses. Specifically,we startedto look at how a firm's culture (communications , structures, incentives and ris k apetite) affects
the quality of its cecisions and at the role risk consicerations pay when making strategicdecisions."

This more critical focus on the ris k management practices of imestment grace companies soon kecame a catalyst for a higher
adbption  rate of a more dscipined enterpris e ris k management ggoroach  within all organizations .

But now the SEC seens tohaw takenthe lead and in some companies, its influenceis already keing felt. For instance, Kevin
Willis,vice presicent and treasurer of Ashland Inc., a Fortune 500 provicer of specialty chemical products , services and s
olutions, has already seenagreater emphas is placed on risk management in his company as a drect resultofthe SEC
requirements . "'Ris k management has always been a high priority for our management and drectors," he sad "'but we are
apying ewen nore rigor to our risk menagenent processes today."

In fact, some anticipate that the SEC, more sothan the rating agencies,will accelerate the future growth and practice of RM
especially with respectto the integration of BRM into the strategic panning process. For exampe, Bristol Meyers Squilkds March
2010 proxy statementcombines the discussionof its boards owrsight of risk management with strategy. It states, inpart:

"BEch year, typically during the second quarter, the Board holds an extens ive meeting with senior management
cedcated to dscussing andrevewing our long-termoperating plans and owrall corporate strategy. Adscussionof
keyrisks tothe pans and strategyas well as risk mitigation pans and activities is led by the Chairman and Chief
Executive Officer as part of the meeting. The involvement of the Baard in setting our business strategyis criticd tothe
cetermination of the types and appropriate  lewels of risk uncertakenby the company.™

Having inserteditselfinto the broackr and strategic lewels of ris k management, the SEC action may alsoportend a shiftinrisk
menagenent's perceiwved alue to the company. Risk managers typically report through the chief financial officer’s chain of
command focusing primarily on risk mitigationand transfer. As ris k management kecomes a higher priority for regulators,
coupled with the National Associationof Corporate Directors ' Blue Rikbon Report on Risk Gowernance urging boards toassess
risk instrategy, more closelymonitor risks inthe companies ' culture and incentives giwven, and consicer emerging riskstothe
organization's operations , will therete a shiftin risk management's relations hipwith the CED, general counsel and strategy
ckeeloprent?  Onlytime will tell. One thingis certain: with new regulations come increasedvisihility and ogortunity for risk
management.

Risk Managers at a Crossroads

Indus try leacers hawe been campaigning for years for ris k menagement to jay a nore actie role in address ing strategicrisks.
With the SEC's actions, their efforts hawve paid off. Attention is now focusedsquarely on risk management. For some risk
managers this is a greatogortunity toadence loth thedscipine and theirindvidual careers.

Leadng a collaborative, cross-functional team that icentifies and manages the material risksacrossthe enterpris e, while working
with senior management to assure thatthe board has the proper information to carry out its rolein risk owersight, is acritical
responsihility. Enbracing this responsihilityshould ke on risk practitioners ' game pans. For some risk managers , the old ackge, "'be
careful what you wish for, kecause it might come true' could back fire if they are na prepared to expand theirskill sets beyond their2



traditional comfort zones. Ris k managers who stillview BRM as a passing fad for instance, s hould reconsicer their position.
Otherwis e, they could \ery well find thenmselves marginalized

On the other hand risk managers who seize the ggoortunity will be adle to affecta critical itemon the board agenda: value creation
and protection. The risk process (icentify, analyze, ewvaluate, impgement and monitor) works well with strategic ris ks. Partnering to
emted these practices into strategicpanning with those responsile at the corporate lewel-where growth strategies are ceveloped
will not only meet stak eholcer expectations , but will engage the board ina nore meaning ful way inits owersight responsihilities.



While the SEC rule godies only to pubicly traced companies, itis likelythat privately held companies will follow suitas major
customers keginto conduct more vigorous risk assessmentsoftheir supdiers. Board memkers who serwe in executiwe roles at
pubdicly traced companies or siton other boarcs are likelyto influence the drive for more robus t ris k menagement practices in
privately held firms as well.

The action taken by the SEC will change the game for ris k managers and ERM practitioners alike. The adogtion and acceleration
rate of ERM will increas e on a much s teeper trajectory. If properly impgemented and practiced ERM provices board drectors with
the kindand quality of information necess aryto execute their ris k owers ight res pons ikilities and enhance organizational capahilities
to create and protect the organization's value. The ques tion remains whether risk nmenagers are pois ed to take advantage of this new

oportunity.
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