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ABSTRACT

The new Basel regulatory initiatives and a burgeoning risk management
literature signify the rise of enterprise risk management (ERM) in the financial
services sector. However, very little is known of the roles that risk management
plays in organizations and how it obtains organizational significance. This study,
utilising case study material from seventy-five in-depth interviews with senior
managers at two large banking groups, is a first step in exploring ERM in action.

Apart from the field material, the study draws on the normative-
practitioner literature of risk management, as well as on a long strand of
organisationally grounded studies of management control.

ERM appears to be an assembly of four risk management ideal types (Risk
Silo Management, Integrated Risk Management, Risk and Value Management,
Strategic Risk Management), all of which aspire to be ‘enterprise-wide’, and
together constituting the ‘risk management mix’ in a given organisation. Three
distinct types of risk managers emerged in both organisations, displaying
characteristic aspirations and alliances (risk silo specialists, risk capital
specialists, senior risk officers).

The case study analysis compared and contrasted the observed two ERM
assemblies, and emphasised the alternative patterns of organizational significance
displayed by the risk management functions. Under the first model (value-based
ERM) risk management was integral to the formal planning and performance
measurement process, while remained neutral in the discussions of discretionary
strategic decisions. Under the second model (strategic ERM) risk management
was incidental to formal planning and control, however, senior risk officers
exercised agenda-setting power to influence the discussion of key strategic
uncertainties.

The study explains the observations in terms of firm-specific factors and
institutional pressures. The politics of risk control and the presence of different
calculative cultures in the organisations were tampered by contemporary
corporate governance imperatives, such as the shareholder-value drive and the

risk-based internal control imperative.

Word count: 80,770
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CHAPTER 1

INTRODUCTION

“Would you please tell me which way to go?” said Alice.
“That depends a good deal on where you want to get to" said the cat.
Lewis Carroll

Recent trends in corporate reporting and governance in the UK and
elsewhere have increased the importance of risk management in business
enterprises. Carey & Turnbull (2001), for example, depict risk management as an
‘integral part’ of sound business management'. Others call attention to ‘the rise
and rise of risk management’ (Hunt, 2001) and to its strategic potential by arguing
that ‘with their specific skills ... risk managers can more easily identify relevant
potential risks and can give focussed advice on controlling them to line
managers’ as well as to chief executives (Butterworth, 2001).

Accordingly, the emerging notion of Enterprise Risk Management (ERM)
operates with a rather wide remit. Moving beyond an initial financial risk agenda,
it concerns itself with strategic and operational issues. Setting an important
milestone on the road of corporate governance developments, the Treadway
Commission defined ERM as ‘... a process, effected by an entity’s bodrd of
directors, management and other personnel, applied in strategy setting and
across the enterprise, designed to identify potential events that may affect the
entity, and manage risks to be within its risk appetite, to provide reasonable
assurance regarding the achievement of entity objectives.” This definition calls
into mind Anthony (1965)’s widely-quoted definition of management control:
‘the process by which managers ensure that resources are obtained and used
effectively and efficiently in the accomplishment of the organization’s objectives ™.
With the emphasis placed on the strategic role of ERM (‘applied in strategy
setting... to provide ... assurance regarding the achievement of entity

objectives’), ERM is being advocated as a strategic management control system.

! Nigel Turnbull was chairman of the corporate governance committee that in 1998
recommended that directors of listed UK companies should apply a risk management
framework to the assessment of the soundness of internal controls.

% Butterworth (2001), p.22.

* COSO (2003), p.6.

“ Anthony (1965)



Still, enterprise risk management remains a rather elusive and under-
specified management control. Its broad definition is an umbrella over diverse
risk management techniques and arrangements, whose users aspire to create an
image of consistent and comprehensive application across an organization.
Normative texts are telling of the diverse practices that all seem to be bundled
under the heading of enterprise risk management. ERM advocates typically
outline a set of risk management tasks and envision a ‘framework’ for the
treatment of these under the auspices of an appointed senior risk officer. This
requires the prioritisation and the ordering of the various elements into a control
cycle with recognisable structural and personnel arrangements. Many
contributions to the development of ERM techniques have been made by
practitioners in specific industries (notably from oil companies, banks and
specialist consulting firms) and are proprietary.

ERM has captured growing academic interest (see for example the edited
collections by Pickford, 2001 and Alexander, 2001, as well as Power, 2003a), but
for the most part, academic contributions focus on financial risk (Jorion, 1997,
Dowd, 1998; Danielsson et al.,, 2001; Medova, 2002). The focus of existing
research is, on balance, normative. Recommendations for new risk management
techniques greatly outnumber actual accounts and explanations of the
implementation of risk management. According to the normative practitioner
literature, ERM faces a promising future. It is being advocated as a panacea to
many modern-day managerial problems.

Risk management as a financial subject is rooted in portfolio theory
(Markovitz, 1952), which directed attention to the inverse relationship between
risk and return, and to the risk-reducing benefits of portfolio diversification. Risk
management was originally applied in managing the insurance portfolio of
business organisations. It was with the invention of new techniques such as credit
rating models and Value-at-Risk (J.P. Morgan Bank, 1995; Jorion, 1997; Dowd,
1998) that risk management could be implicated in the day-to-day trading and
lending activities of financial institutions.

In the mid-nineties, a series of financial disasters, most notably the
collapse of Barings bank in 1995 and other headline-catching losses such as those
suffered by Daiwa Bank, directed attention to the problems posed by complex

financial instruments let out of control (Marshall, 2001). Further, credit crises



across Europe revealed poor lending policies and/or inadequate credit risk
assessments among lenders such as Credit Lyonnais, which suffered credit losses
amounting to $29bn in the 1980s and 1990s. Risk management emerged as a
financial discipline that offered a means of controlling such risks. Risk
management, adopted by financial institutions as a means of strengthening
internal control over their trading and lending activities, soon caught the attention
of corporate governance policy makers.

By the late nineties, corporate governance advocates in the Anglo-Saxon
world looked for a cure to weak internal controls. Inadequate control was quoted
as having led to the demise of the Maxwell empire (Power, 2003a). Lack of
internal control, lack of management oversight and fraud became seen as the
ultimate reasons explaining even the large financial trading losses suffered by
Barings ($1.6bn), Orange County ($1.7bn), and Sumitomo Corp. ($1.7bn)
(Marshall, 2001). '

Thereafter corporate governance advocates prescribed risk management
for firms, be they financial or non-financial, as a pillar of ‘sound internal control’
and serving the interests of shareholders. The Treadway Commission in North
America was one among a number of bodies that promoted the link between risk
management and ‘good management.’

Risk management came to be understood as a strategic control system, as
advocated by the Treadway Commission’s previously quoted definition. In the
UK it was the Turnbull Committee that directed attention to the strategic potential
of risk management as a means of ensuring that the objectives of adherents are
met. Further to the influential Turnbull Report ICAEW, 1998), risk management
has become a governance requirement encrypted in the listing rules of the London
Stock Exchange. Other countries in Europe are likely to follow, with Germany
already in tow with the Control and Transparency Act (Power, 2003a).

Apart from its influence on corporate governance, risk management has
influenced regulatory designs. The international bank regulatory body (the Basel
Committee on Banking Supervision) as well as a number of national regulatory
bodies, in financial and non-financial sectors (e.g. the Financial Services
Authority, the Environmental Agency and the Housing Corporation in the UK, the

nuclear industry regulator in the US) are implementing new regulatory



frameworks applying risk management principles. The rise of risk-based
regulation marks yet another victory for risk management advocates.

However, there are critical voices who sound words of caution about the
‘risk management of everything’ (Power, 2004) and strongly warn aficionados
and the riders of the risk management band wagon against the unintended
consequences of ERM (Hunt, 2004). However, both risk management advocates
and the discordant critics are weakened by the dearth of empirical accounts,
descriptions and explanations of actual risk management arrangements and the
roles risk managers play in organisational life.

This thesis is motivated by the belief that organizationally grounded
accounts of enterprise risk management are needed to inform the risk
management discourse. Currently we have little understanding of how enterprise
risk management works in action. Many questions are unanswered. Given the lack
of synthesis of the burgeoning normative literature and the dearth of detailed case
studies, we have little knowledge of what form(s) ERM takes in organisations.
We are also short of an assessment of the extent to which ERM delivers on
promises of being a panacea to strategic and internal control problems. What roles
does the management of risk come to serve within organisations? Is there
evidence that risk management has effectively moved beyond its original financial
agenda? How does it relate to existing strategic planning and control systems? Is
risk management complementary to the existing practices of financial-
management and control or is it in competition with those for managerial attention
and use?

Risk management is particularly topical in banking — apart from bankers
seeing their business as the intermediation of risks, the international regulatory
framework for risk management in banking is under review (BIS, 2003a). A
major concern of regulators, rating agencies, investors and of the banks
themselves is whether a given bank holds sufficient capital in order to withstand
economic shocks. The Basel Committee (under the auspices of the Bank of
International Settlements) has been issuing capital regulations since 1989 that
attribute an increasing role to enterprise risk management in banking
organizations. The BIS capital regulations challenge the risk management
functions of banks to devise and implement risk measurement methods that can

assess and control the risk profile of the organization. The regulatory definition of



‘capital adequacy’ (the amount of minimum capital a bank should hold) has been
gradually changed to reflect the risk profile of the institutions, the rationale being
that banks with a higher risk profile should hold more capital than their less risky
peers.

The Basel Committee endorses enterprise risk management as an umbrella
notion that can accommodate the techniques required for bank capital adequacy

[

calculation: °...integrated firm-wide approaches to risk management should
continue to be strongly encouraged by the regulatory and supervisory
community.”> Authors of articles bearing titles such as ‘Will Every Bank
Eventually Have ERM?°® assert that ERM is indeed becoming established in the
banking industry. So much so, that Power (2003a) wonders if ERM might be
emerging as a ‘world model’: ‘If we were to imagine the creation of a new
banking organization, we know that it could not be founded without rapidly
adopting the mission and principles of ERM... "

Taking a wider look across a number of sectors, Hunt (2003) observes that
ERM is spreading outside the banking sector: ‘At the beginning of the 1990s, risk
management was an important, but essentially peripheral, business activity. (...)
By the end of the decade, corporations had institutionalized elaborate frameworks
for managing risk, under the heading of ‘enterprise-wide risk management’.”®

But where do the drivers for the spreading of ERM come from? It can be
argued that bank regulators are setting incentives for the banking sector to adopt
‘the mission and principles of ERM’. Similarly, corporate governance trend-
setters (such as the Treadway Commission or the Turmbull Committee) further
increase ERM’s appeal outside the banking sector by advocating it as a process to
ensure the successful implementation of strategies, and adoptable by any
organization. Further, Power (2003a) proposes that the rise of the shareholder
value imperative, closely related with recent corporate governance trends, also
paves the road of ERM in financial institutions. However, there is virtually no
empirical research that would explain actual ERM practices with reference to
external influences, thus the external origins of ERM still await empirical

scrutiny.

5 BIS (2003b), p.2.

S Gilbert (2004)

7 Power (2003), p.10.
¥ Hunt (2003), p. 83.
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The aims of this Thesis are twofold. Based on extensive fieldwork with
two stock exchange listed large banking organisations, it probes the roles that
ERM has come to play in them. It also sets out to explain the observed practices
of ERM with reference to both internal organizational factors and external
influences.

The choice of listed banking organizations for study allows the researcher
to consider a host of stakeholder pressures on the observed ERM practices. Thus
regulatory, shareholder, rating agency as well as internal managerial influences
will be considered. The focus on banks has a caveat emptor — risk management
here (supposedly) addresses the question of bank capital adequacy, which is a
regulatory requirement not faced by non-financial institutions. However, as the
observed risk managers will be shown to have wider objectives, and try to become
involved in strategic planning, performance management and control, the study
has implications for all risk managers who cast their nets wide and cultivate
strategic ambitions. What can be leamned from these cases is therefore thought to
have implications for not only banking specialists, but also for the theory and
practice of enterprise risk management elsewhere, as a corporate governance and
internal control discipline.

The Thesis is organised as follows. Chapter 2 offers a literature review
that pins down the theoretical reference points of the study. The research project
draws on organisationally grounded studies of calculative practices and
management control, as well as institutional organisational theory. The first body
of literature is rather eclectic; it consists of early theoretical studies of
management control, survey- and field-based contingency research, as well as
more sociologically informed field studies. This diverse research body offers
valuable insights about the roles control systems (might) play in organizational
life. It explains the observable patterns of control system design and use with
reference to organizational characteristics and the micropolitics of control. The
institutional organizational literature further probes the external origins of internal
control practices.

Based on the influence of individual control systems on strategic planning
and performance measurement, Chapter 3 develops six tests for the examination
of the organisational significance of risk management. The differences found in

the case studies, at this stage, will be explained by the micropolitics of risk
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management. Risk management as a control activity appears to be inherently
political. For instance, by assessing the risk profile of business units, risk people
can propose changes to internal capital allocations. This would allow them to
influence planning and control. Nevertheless, risk people may easily land in the
middle of a battlefield where different business units with conflicting profit and
capital interests combat for or against radical changes in the internal definition of
capital adequacy. Whether or not risk managers can influence strategy making
and control depends on their political skills and alliances. It will be shown that
three types of risk managers are emerging with different ambitions, political skills
and alliances. This leads to diverse ways in which ERM can contribute to
strategy and control — in particular, two markedly different patterns of
organizational significance will be explicated.

Given that risk management as a control system has not arrived in
unoccupied territories, Chapter 4 considers ERM as part of a multiple
organizational control package where it may be in competition with (or
complementary to) other planning and control systems, such as managerial
accounting. Chapter 4 examines top management'’s use of risk management and
accounting controls over a period of economic boom, bust and recovery at one of
the case study companies. It addresses how and why certain control systems
become influential, receive managerial attention and set the organizational
agenda, while others get sidelined, ignored or marginalised. The chapter applies
Simons’ (1990, 1991) distinction of interactive vs. diagnostic use of control
systems and shows risk management functioning in both capacity. The observed
patterns of risk management use correspond not only to particular organisational
characteristics (as Simons postulated), but also to institutional pressures. The
study here builds on institutional organizational theory (Powell and DiMaggio,
1991; Meyer and Rowan, 1977) in that it argues that risk management’s visibility
and use by top management can partly be attributed to its perceived institutional
appropriateness - its ability to legitimise the organization.

Chapter 5 develops the argument that the inclusion of risk controls into a
broader organizational control landscape raises questions which have implications
for a more general management control literature. Risk management controls
share a common design feature with many other management control innovations

— they are envisioned in accordance with the cybemetic control ideal. Thus they
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aim to set objectives, measure the process and produce feedback to decision
makers who can take corrective action if needed. However, the management
control literature recognises that today’s complexities present controllers with
rather complex control situations. Under such circumstances more complex (non-
cybemetic) control practices have been anticipated. In particular, the literature
attributes the rise of complex controls to the increased uncertainties in the
operating environments of many firms. Such circumstances might reduce the
ability of control systems to determine and monitor means and ends. The chapter
will investigate how the risk and return objectives were controlled in the case
study firms. It will point to the uncertainties that frustrated the cybernetic ideal in
the risk control practices at the two banks. Specifically, considerable uncertainties
can surround the calculative practice that is espoused the be the tool of cybernetic
control, giving rise to non-cybernetic (‘complex’) control patterns. The study here
suggests that the uncertainties that might frustrate the cybernetic control ideal can
be found within the firm itself, independently of the perceived uncertainty of the
operating environment.

Chapter 6 brings together what the previous chapters have revealed about
the organizational significance of risk management and probes to what extent the
findings can be generalised. Based on the findings of the study, the organisational
significance of risk management will be argued to stem from 1) the micropolitics
of ERM and its relations with planning and control, 2) its institutional
appropriateness and 3) its role in the control of conflicting risk and return
objectives. By relating the findings to the normative literature on ERM, it will be
argued that ERM appears to be an assembly of risk management ideal types,
constituting what could be a ‘risk management mix’ that varied across the
organisations. By linking the observed patterns of organisational significance (and
the differences in the two risk management mixes) to organisational
characteristics as well as wider institutional pressures, the chapter traces out the
implications for the further development of enterprise risk management. The
cases might be indicative of the emergence of alternatives in the development of
enterprise risk management. Before moving on to the second chapter, a

description of the research method is warranted.
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1.1. RESEARCH METHOD

The study was conducted over a period of three years. The first institution,
Fraser Bank’ was visited between December 2001 and June 2003, while the
researcher first made contact with BWT in February 2002 and visited them last in
September 2004. The longer engagement with BWT can be explained by the fact
that at the time of the study its financial situation fluctuated: it underwent the
most severe crisis of its 150-year old history. While in the five years prior to the
study the bank had quadrupled its market value, in the first year of the research
project it saw its market value dwindle. Eventually (by late 2003) it managed to
convince investors that it has drawn a line under its disastrous financial
performance. The researcher stayed in the field until, amidst the signs of recovery
and stabilisation, she became convinced that her observations about the risk
management function were not driven entirely by the fleeting economic crisis but
were likely to have picked up the more lasting patterns within which BWT
operated. Frasers, on the other hand showed no such economic fluctuations,
although at the start of the study a sense of urgency and crisis was present there
too. However, instead of a real financial crisis, this was the result of a top
management initiative to overhaul much of organizational life at Frasers
(including the risk management function) as part of the introduction of a new
managerial ethos, Value-based Management (VBM). Along with (or despite) the
VBM implementation Frasers continued to show a steady, rather even growth
over the period of the research, which was in line with the previous ten-year trend.
Appendix 1 and 2 give a timeline that indicates the research period against the
backdrop of the key organisational developments that occurred in the time
window of the research project.

The case studies are based on seventy-five in-depth interviews with
senior finance, lending, strategy, controlling (management accounting) and risk

staff. Appendix 3 shows the list of interviews. Additional informal exchanges

° The identitiy of the banks is concealed as much as possible, in accordance with their wishes.
It is believed that far from compromising the richness of the data collected, giving the banks
assurance of confidentiality actually enhanced the depth and scope of access granted by them.
Other field researchers have also acknowledged the benefits from granting confidentiality to
their case study companies (see for example Carter and Crowther, 2000; Dambrin et al., 2004).
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took place, especially at BWT, where the researcher was provided with an office
in the central risk management department during her visits. Here the possibility
of participating in informal meetings (lunchtime get-togethers and chats at the
coffee machine) was also given. Within the boundaries of confidentiality, the
banks provided historical and other documentary evidence (annual reports,
presentations, internal reports) as well. Being a relatively new department at
BWT, and undergoing a reorganisation at Frasers, the risk people in both banks
were curious to find out how top management and other staff functions perceived
their activities and they showed a great interest in the study. All in all, the
opportunity to get acquainted with a small, but significant aspect of life at the
banks was there.'®
The organizational significance of risk controls can only be grasped by
appreciating the interactions and possible tensions between risk management and
other organizational control systems. This requires the researcher to get close to
the field. In a paper that gives accounting scholars many helpful suggestions as to
how to realise ‘the richness of field research’, Ahrens and Dent argue that ‘rich
descriptions of accounting should draw out the tensions which develop around its
use in organizations and the interpretive differences that give rise to them.
Concentrating on those tensions offers a practical route into the difficult process
of making sense of the particular functionings of accounting in the field.""'
While all interviews at Frasers were prepared at headquarters, at
BWT the researcher had the opportunity to observe risk management both at the
centre and also at one of the business units, Division X. Division X was a
multinational financial services organisation itself, which (among other factors)
was held responsible for the financial crisis BWT suffered. Interviews at both
organisations and further historic data (from annual reports and the financial
press) allowed the researcher to track divisional control, the way Divisional X had
been controlled by BWT, from the time of its acquisition until the recovery
period. The role of risk management and accounting controls in divisional control

could be explicated from this, giving rise to Chapter 4. Chapter 4 draws out the

'* This sentence paraphrases Mouritsen (1999)’s assessment of his field study set-up, which, I
believe, in many respect, resembles mine.
"1 Ahrens and Dent (1998), p.12.
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tensions between accounting and risk controls and the interpretive differences that
gave rise to these.

It is notable that BWT was more open to the research project than
Frasers, allowing the researcher greater access. In BWT a larger number of
organisational actors agreed to discuss risk management and control issues. This
has inevitably introduced an asymmetry into the study, giving rise to an
‘overflow’ of BWT information. Much of the extra material concerned the (past,
present and future) position of Division X, giving rise to the stand-alone chapter
on the role of risk management in divisional control.

Apart from Chapter 4, all the chapters that present empirics are
narrated through juxtaposing the two banks. Chapter 3 compares and contrasts the
apparent strategic significance of the risk management functions in the two banks,
and complements this with a comparative analysis of the ambitions and alliances
of the risk officer groups found. Chapter 5 compares and contrasts patterns of
dealing with conflicting risk and return objectives at the two banks, as events
unfolded. Finally, Chapter 6, summarising previous findings and adding
observations about the calculative cultures of the banks as well as their wider
institutional contexts, compares and contrasts ‘the risk management mix’ at
Frasers and BWT.

The use of contrasting observations from multiple cases is not alien
to field-based accounting research (Ahrens, 1996). The choice of the two banks,
however, was not based on ‘theoretical sampling’, an a priori assessment of
which organizations would provide a rich source of data (Baxter and Chua, 1998).
Neither was a pre-constructed comparative framework in place. Instead, the
research project relied on ‘the opportunism of field researchers’ (Baxter and
Chua, 1998), and access was indeed opportunistic.'> Nevertheless, the two banks

showed remarkable similarities: they have got a similar market capitalisation

2 The initial plan was to study two oil companies, based on some interesting anecdotal
evidence of the role of risk management in major oil companies. However, in early 2002 |
came across with a senior executive of BWT. It was her who suggested I could do a case study
in BWT, given the then concerns with risk management and control. A fter having secured
access at BWT I looked for another bank. The fact that BWT had agreed to the study made the
idea of a comparative case study attractive to Fraser Bank, famed for its reputation for market
leadership in the risk management area. They welcomed the opportunity to be ‘benchmarked’
against BWT, particularly at a time when the risk function at Fraser Bank was undergoing a
reorganisation. I then settled on a sample of two, hoping that the comparative case adds breadth
(as opposed to a single case study), without compromising on depth.
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(size), a similar spread of activities, international strategic ambitions and a global
reach. It also turned out that their risk management organisations, aspirations and
expectations regarding risk control, and the language they used for risk were
comparable too. At a closer look, however, interesting contrasts emerged between
the banks. In particular, the personal convictions of senior risk officers, the
control styles and the apparent long term strategies differed significantly.
Drawing out similarities and contrasts between ‘matched pairs’ (Ahrens and Dent,
1998) helps the researcher to move systematically from field material through
interpretation to explanation. Although the bancassurance situation was unique to
BWT, it did give rise to the opportunity to investigate the role of risk management
in the divisional control over the insurance unit, leading to a stand-alone chapter
(Chapter 4) that is in effect a ‘case within a case’.

The story that is the result of the patterning of the field material
gradually took shape over the research and writing period. The researcher
examined and re-examined observations and gathered more field material at each
stage of the field work, to ensure, as far as possible, ‘that the patterns adequately
represent the observed world and are not merely a product of [the researcher’s]
imagination® (Ahrens and Dent, 1998)." The point of departure from the field
came when (similarly to Dent’s experience (Dent, 1991)) it became clear that
interviewees’ views were predictable, given a knowledge of their function
(accounting, strategy, risk management etc.). By participating in international
practitioner events the researcher further checked upon her major results and
found that the roles and perceived influence of risk officers from other financial
organisations appeared to echo the lessons learned from the initial cases.'* Most
usefully the researcher participated in the Risk Europe conference including the
specialist pre-conference workshop on risk management in the insurance industry,

which took place in April 2004. The events were attended by senior delegates

'3 Ahrens and Dent (1998), p. 9.

'* However, the study must be cautious in its claim to generality. This is because of the
‘situatedness’ of the initial two stories. The ‘inescapable truth’ is that ‘the reality conveyed,
however carefully researched, is only one of a possible number of explanations.” (Ahrens and
Dent, 1998: 10). Therefore alternative explanations could have been found for the same cases
by a different researcher, with a different background. In the course of the theorizing process
many previous attempts at explanation were discarded, revised and modified. This crafting of
the account led to an explanation that created the best fit between data and theory, among the
various alternatives that were tried. Extending the explanatory framework of the study to other
cases is not likely to produce such a fit. The ‘situatedness’ of the other cases would have to be
accommodated as well by further adjusting and refining the explanations.
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from Europe’s major financial institutions. The organisations whose chief risk
officers the researcher had discussions with included Swiss Re, Aegon UK,
Allianz Combhill and Halifax Bank of Scotland (HBOS). An hour-long interview
was later arranged with each of the CROs of the last three organisations in
London, two of which were allowed to be recorded.

Given that all but four interviews were recorded, field material
primarily consisted of extensive interview notes and transcriptions. Secondly,
documents gathered in the field, such as annual reports, presentations and internal
reports as well as press cuttings, broadened the data set.

Interpretations and pattern making were guided by theoretical
constructs, some of which had to be discarded, some survived and some had to be
developed. Chapter 3 drew on organizationally grounded studies of management
controls to ensemble six tests for assessing and comparing the organizational
significance of risk management in the two banks. Chapter 4 applied one of these
tests, namely Simons’ (1990, 1991) notion of interactive vs. diagnostic use of
management controls, in order to describe the role of risk and accounting controls
in the divisional control over BWT’s troubled business unit. The same chapter
used the new institutionalist concept of ‘institutional appropriateness’ as an
explanatory construct, arguing that management controls’ rise into vogue and
their fall out of top management’s favour depends, in part, on their perceived
ability to legitimise the organisation in the eyes of influential external
stakeholders. Moving on, Chapter 5 dealt with the complex control patterns that
rose in the wake of the simultaneous application of risk and traditional accounting
controls at the two banks. Applying the distinction between practitioners’
espoused vs. in-use-theories (Argyris, 1976), the chapter sought to come up with
an explanation for the actual practices found. Finally, Chapter 6 set out to
synthesise the previous findings with the normative-practitioner literature on
ERM. The construct of the ‘risk management mix’ was created to establish the
case for ERM as an assembly of risk management archetypes, which occurred in
distinct combinations at the two banks. In order to explain the observed ‘risk
management mixes’, they were related to the ‘calculative cultures’ of the
organisations (a recent construct developed by Power, 2004) and two major
institutional pressures: 1. the shareholder value imperative and 2. the rise of the

risk-based internal control thinking in Anglo-Saxon corporate governance.
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The major analytical task was the theoretical appreciation of the
field study patterns. According to Ahrens and Dent (1998), field research does not
yield a unique story, neither does it give rise to unique theoretical interpretations.
A certain amount of subjectivity is the privilege of the field researcher. It is not
granted to survey-based researchers who are armed with sophisticated statistical
packages. However, this interpretive freedom poses the challenge for the
researcher to choose (or develop) theoretical constructs with care, otherwise the
empirics can easily appear to be disjoint from theory. The laboriously carved field
accounts can easily end up saying nothing new, annoying the reader as trivial and
banal. As Ahrens and Dent (1998) constructively put it, ‘the major analytical task
at this point is, thus, to develop a theoretical appreciation of the field study
patterns that will be valuable to the reader: one that extends the reader’s prior
theoretical knowledge, or leads to more complex appreciation of theory.’"

As for ‘what theory is not, theorizing is’, Weick’s (1995) view is
instructive. Theory is a continuum rather than dichotomy, and theorising is the
process of approximation, the road to what eventually become established as
‘theories’. The process of theorising consists of abstracting and selecting factors
that are deemed as explanatory (while omitting and discarding others are equally
important steps), relating them to each other, explaining, and synthesizing. These
activities spin out data (or ‘rich accounts’ in Ahrens and Dent, 1998), lists of
variables, diagrams and hypotheses, each advancing closer to ‘full-fledged
theories.” This study attempts to summarise the empirics in tables, arranged
according to a number of variables (that resulted from previous theories or
emerged from the field), thus, represent approximations. The extent to which
these represent theory is difficult to judge if theory is understood as a continuum.

DiMaggio’s (1995) influential response to Weick (1995) helpfully
distinguishes three types of theories. First, ‘theory as covering laws’ is concermed
with explaining variance rather than regularities, and the determination of
variables that best fit the data (statistically), with little regard for the how and
why. By definition, such theory can only be the result of large sample studies.
Field researchers must aim for two other types of theories. ‘Theory as narrative’

requires that hypotheses be accompanied by plausible accounts of how the actions

'3 Ahrens and Dent (1998), p. 30.
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of humans could produce the associations predicted and observed. ‘Theory as
covering laws’ and ‘theory as narrative’ are therefore complementary, allowing
this conception to co-exist comfortably with Weick’s understanding of theories
constituting a continuum, residing in different (though advanced) stages of
approximation. Finally, ‘theory as enlightenment’ suggests that theory can be
complex and rich in paradox, clearing away conventional notions to make room
for artful and exciting insights. Thus theory can result from exploring the
boundaries of accepted or unquestioned theories, as well as from critically
exploring new phenomena that turn out to have unanticipated consequences.

This study primarily aims to produce ‘theory as narrative’ by
accounting for how actions produced the patterns observed (between firm
characteristics, the micropolitics of control, sources of external legitimacy and the
organisational significance and uses of risk management). Secondly, the
theorizing process has resulted in ‘theory as enlightenment’ — in the form of
conclusions and explanations that surprised both the researcher and the
participants of the study. The ‘paradox of getting the politics of risk management
right’ (Chapter 6) and the ‘senior risk officer as the Eminence Gris’ (Chapter 6)
are for example two insights that were tested on the participants concerned. These
interpretations had a surprise effect at the banks and got positive response from
readers (‘this is very interesting’; ‘impressive’; ‘you see things in a way we do
not’ were the responses received in e-mails and on the phone from participants
who read drafts of the empirical chapters).

The process of pattern making, explaining and theorizing was far
from being linear and systematic. As Ahrens and Dent (1998) note, ‘field work is
a constantly evolving dynamic between observation and pattern making’ and
‘theorizing is the product of conscientious, self-critical analysis in which
unsatisfactory theories have been discarded. "

A major challenge of the writing stage was the question of how to
produce a ‘credible and trustworthy story’ (Baxter and Chua, 1998). The writing
strategy aimed for what Baxter and Chua call ‘short stories’ — the narration of a

series of events.'” The narrated events were clustered around analytical themes,

'S Ahrens and Dent, 1998, p. 28 and 24, respectively
' Baxter and Chua distinguish four common ‘genres’ in fieldwork writing: field report (a
depersonalized account with little use of quotes from informants); short stories (narrating a

20



such as the ‘organizational significance’ of risk management, the control of risk-
return objectives, each giving rise to distinct chapters. Within the chapters the
events were presented roughly in chronological order, however, there was a
primary selection of events that were deemed to be key for telling the stories
concerned.

The extensive use of verbatim quotes from the field is deemed
necessary to give credibility to the study. Baxter and Chua (1998) argue that ‘field
research needs to resonate with the many sources of data and voices from the
field. The reader needs to hear the other, not only the authorial voice.’'
However, one has to be careful not to treat verbatim quotes as self-evident.

Therein lies another challenge of the writing and interpretation stage.
The researcher needs to distinguish informants’ literal, unedited statements from
the researcher’s own opinion (Ahrens and Dent, 1998). As Ahrens and Dent
(1998) elaborate: ‘scenes and quotations generally serve as illustrations, rather
than as evidence. [...] It is the story that makes those quotations and scenes

significant to the reader.”

But field research will not yield a unique story — it
yields data that can be analysed in different ways. Therefore, Ahrens and Dent
(1998) argue that the researcher needs to be open to different interpretations of the
field material. This calls for sensitivity to ‘multiple theoretical metaphors.’® The
danger of this, however, is ‘theoretical tourism’, and the possibility of the
eventual fragmentation of the theoretical frame.

This study therefore (similarly to other field-based research projects)
has to make a number of difficult trade-offs. Failing to cut the right balance can
lead to a number of weaknesses. First, the opportunistic selection of a small
number of cases limits any claims to generality. The studied banks are believed to
be typical of large, international financial services organisations. However, they
are atypical in the context of the banking sector as a whole, even in their own
countries of origin. They stand out with their high profile, significant market share

(in almost all business areas where they had ventured), and reputation of having

‘leading edge’ practices. In particular, they both appear to be ‘advanced’ adopters

series of events with the extensive use of verbatim quotes from the field); short histories (of
management accounting change); and autobiographies (that reflect on experience in the field).
'® Baxter and Chua (1998), p. 82.

' Ahrens and Dent (1998), p. 32.

2% Ahrens and Dent (1998), p. 32.
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of risk management techniques as outlined by the regulators, thus having reached
a stage of compliance that most banks can only aspire for (BIS, 2003b). Therefore
the issue of external validity (Atkinson and Shaffir, 1998) arises — ‘instead of
speculating directly about the larger population’', the ambition of the study is to
use field research results to develop a theory (or to illuminate further existing
ones).

Moreover, the story told is likely to be just one possible
interpretation, raising the issue of reliability. Atkinson and Shaffir (1998) pose the
question, ‘how is it that field researchers sometimes offer different
characterisations of the same or presumably similar institutions, organisations,
or communities?’** This criticism points to the importance of presenting data in
sufficient depth so that links from data to theory can be traced. It also highlights
the importance of distinguishing the researcher’s own opinions from those of the
informants (Ahrens and Dent, 1998). However, interview quotes (once deemed to
be illustrative of the story) can be seen as very helpful in advancing the narrative.
The high reliance on interviews was the result of the very binding confidentiality
agreements that limited the use of internal documents (and external reports on the
banks) in the narrative.

As people in organisations interpret problems differently, one has to
cut a fine balance between representing a variety of voices yet distilling a story
out of the cacophony. The dangers of doing this are multiple.

First, the researcher might pay partial attention to a particular
informant or point of view. In the case of this study the level of seniority gave
different levels of overview to the participants. Triangulating between the
recollections of people with different backgrounds, motives and access to
information was warranted, but the possibility of doing so was highly dependent
on the actual access that was granted to the researcher. It has been noted that
BWT gave more open access than Fraser Bank, resulting in a higher degree of
richness in the BWT material.

The other danger of dealing with multiple voices is that
contradictions, ambiguities and loose ends might remain (and indeed, remained)

at the end of the interview stages. Some of these were later resolved (in

2! Atkinson and Shaffir (1998), p. 62.
22 Atkinson and Shaffir (1998), p. 62.
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subsequent interviews), others just remained unsettled to the puzzlement (and
frustration) of the researcher. These puzzles were helpful in giving rise to whole
chapters (e.g. Chapter 5 originated from the puzzle of the mismatch between the
practitioners’ espoused theories and apparently in-use practices). However, their
ultimate resolution (in the form of a story) relies, to a great extent, on the
researcher’s theoretical background, thus cannot be claimed to be unique.

Finally, there is always the danger that the constructed stories appear
to be too tidy. There is a trade-off between one sleek version of a story and the
fragmentation that occurs when complexities, afnbiguities and loose ends are
emphasised. It is only hoped that in this study the links between data presentation
and explanations are not only sufficiently strong, but also sufficiently varied too.
But overall, the stories presented here remain open to criticism for having
underplayed some of the loose ends and complexities, out of the researcher’s lack

of further information or her effort to make sense and to reduce complexity.

23



CHAPTER 2
ENTERPRISE RISK MANAGEMENT IN ACTION — THE
RELEVANCE OF ACCOUNTING RESEARCH

‘If knowledge can create problems, it is not
through ignorance that we can solve them.’
Isaac Asimov

Studying enterprise risk management in its organizational settings presents
a number of challenges to the academic researcher. First, risk management has a
variety of applications in different sectors: it is present in the running of nuclear
power stations, oil companies, as well as banks and insurance companies.
Depending on its area of application, risk management comes with different
definitions, practices and calculative techniques. This study seeks to explore
enterprise risk management practices in financial institutions; hence risk
management will be understood here in the context of the financial services
industry.

The diversity of research frameworks presents another challenge to
students of risk management — the need to appreciate the contributions made from
various angles, and possibly, to work on the interface of multiple disciplines.
Over the last three decades a substantial sociological research agenda has been
established that concerns itself with risk management both at the organizational
level, in complex socio-technical systems, and at societal level. These studies
have found important linkages between risk management and a number of
disciplines.

Despite the contextual specifics of risk management, some common
themes in risk research prevail and are significant. In particular, research into
man-made disasters, the failures of complex socio-technical systems (Turner,
1976, Turner and Pidgeon, 1997) highlighted patterns of risk emergence that are
widely observable across organizations, independently of their sector

characteristics. Turner’s seminal study established that at the root of risk failures
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there are a number of commonly detectable organizational processes™. For this
reason, there are good reasons for researchers to adopt an organizational
perspective to the study of risk management (Short and Clarke, 1992).

There is also a rapidly expanding normative-technical treatment of the
subject of risk management in the finance literature. In particular, two highly
developed disciplines stand out: insurance and portfolio theory. The former
produced methods of quantifying risk in monetary terms (Bernstein, 1996), while
the latter highlights the calculable trade-offs between risk and reward (Crouhy et
al., 2000). Actuarial science and portfolio theory make the subject of risk liable to
financial management and control. Finance theory provides many of the
techniques that underlie risk management in financial (and an increasing number
of non-financial) organisations (Jorion, 1997). The practical applications of the
financial theory of risk are numerous — insurers use it to determine premiums,
bankers use it to differentiate between borrowers and to calculate capital
adequacy, fund managers use it to determine asset allocation and project
managers use it to gauge the risk aspect of investment decisions.

In response to the first challenge (the need to clarify and narrow one’s
research focus on a specific application of risk management) the researcher chose
to study enterprise risk management in the financial services sector.

Taking on the second challenge of the multitude of disciplines that bear
relevance on risk studies, a technical-normative literature of risk management in
financial institutions can be identified, but it also needs to be complemented by
others. It is suggested that yet another sphere of studies, the literature of
management accounting and control, can usefully contribute to the study of

enterprise risk management. Given that the suggested applications of ERM in

2 Based on the analysis of three disaster case studies Turner brought together a number of
organizational factors that might well provoke a disaster. He argues that in the context of large,
complex sites organizational members recognise and plan for certain hazards, but will neglect
others. Turner highlighted the role of rigid, culturally conditioned beliefs that tilt the accurate
perception of the possibility of disaster and also affect decision making. Events going
unnoticed or misunderstood because of erroneous assumptions create the set for a disaster in
the waiting (risk incubation). A large array of possible information and communication
difficulties compounds the problem of risk incubation, resulting in effective violations of
precautions. These often pass unnoticed because of pressures of work, or a ‘cultural lag’ and a
reluctance to fear the worst outcome, or simply because recognising them and taking action
would call for the investment of time, money and energy which would be difficult to justify
within the organization. Chronicles of recent man-made disasters such as the Challenger launch
decision (Vaughan, 1997) and the Kursk submarine disaster (Moore, 2002) testify for the
validity and timelessness of Turner’s insights.
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financial institutions belong to the realm of financial decision making and
management control, it is somewhat puzzling that accounting researchers have so
far given little attention to the subject. However, there is considerable scope for
discussion on the connections between the literature of accounting and the subject
of enterprise risk management. In particular, studies of accounting as a social and
institutional phenomenon offer insights into the workings and impact of
calculative techniques. These studies from the accounting literature have amassed
a wide array of sociological and organizational perspectives. This literature can
therefore offer a number of reference points that guide one in building a multi-
disciplinary framework for the study of risk management.

This chapter is a literature review that aims to demarcate existing works in
the accounting genre that can be brought to bear relevance on researching risk
management in its organizational settings. The chapter points to three common
areas of interest that characterise both accounting research (be it organizational or
social) and the study of risk management in financial organizations.

The first common area of interest is the roles and organizational significance
of calculative practices. Risk management in the financial services industry has
developed as a calculative practice addressing the issue of capital adequacy and
the allocation of capital to business units. Risk managers also aspire to be more
involved in performance management, control and strategic discussions.
Accounting practitioners have similar aspirations. Twenty years ago accounting
was viewed mostly as a technical subject and little was known of ‘the
organizational processes (...) through which the technical achieves its potential’
(Hopwood, 1983, p.291). Recognising this, a number of important manifestos
called for an organizational, rather than a singularly technical approach to
accounting research (Burchell et al. 1980; Hopwood, 1983). The organizational
view of accounting promised to illuminate the problematic aspects of calculative
practices. By studying the roles that calculative practices play and the
consequences (intended and unintended) they have, researchers investigated
whether or not (and how) calculative practices achieve and maintain a position of
organizational significance. These studies can be called upon in the course of
exploring and scrutinising the roles and organizational significance of risk

management.
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The second area of common concem for researchers of accounting and
risk management is the study of management control systems. Recent advances in
corporate governance and bank regulation have given emphasis to the
management control aspect of risk management. Risk management blueprints
resemble the traditional managerial accounting control cycle of target setting,
measurement, monitoring and corrective action. The origins of this control ideal
can be traced back to cybernetics. Management accounting and control
researchers have long been sceptical about the applicability and usefulness of the
described traditional (cybernetic) control ideal. There is an interest in more
complex control practices, which do not adhere to the cybernetic control pattern.
Otley (1994) for example proposed the dichotomy of traditional (cybernetic) and
complex controls, highlighting a blind spot of the latter in the management
accounting literature. Complex controls still await theorising and empirical
scrutiny.

Risk management differs from other traditional control systems in that its
orientation is containing risk, rather than maximising return. Indeed, the two are
often conflicting objectives in financial institutions. If organizational control is to
encompass both risk control and profit control, it might become a matter of
controlling conflicting objectives. Thus introducing risk management systems
may add complexity to the existing control landscape of banks. Studying risk
management from a management control theory perspective can potentially
enhance our understanding of what might be more complex organizational control
practices.

Thirdly, a common concern to accounting and risk management research
is the study of calculative practices as social phenomena. Hopwood (1983) argued
that accounting ‘can never be seen in purely organizational terms.”** The
‘external origins of internal accounts’® have generated much interest in the last
two decades (Hopwood and Miller, 1994). A similar interest resulted in a couple
of accounts of enterprise risk management that trace its roots to regulatory and
corporate governance trends, outside the host organizations (Power, 2004; Hunt
2004). With various stakeholder agendas surrounding it, risk management

practices are not isolated local phenomena - their origins and impact are to be

* Hopwood (1983), p.302.
25 Hopwood (1983), p. 301.
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traced outside the organizational boundaries. Amidst provocative claims about the
‘institutionalisation’ (Hunt, 2004) of enterprise risk management and its apparent
status as a ‘world model’ (Power, 2004) risk management must be understood as
much a social as an organizational phenomenon. However, the external origins of
risk management practices are still largely unexplored. Among others,
contingency research and new institutionalist studies have addressed the external
origins of accounting. The insights these studies offer help us further understand
how the organizational significance of enterprise risk management is (or is not as
the case may be) obtained.

In sum, the proposed theoretical framework brings together three literature

strands, as summarised in Table 1.

Perspectives Technical Organizational Social
Focus on The tools and techniques of [The roles and organizational | The external origins of
calculative practices significance of calculative | internal accounts;
practices The appropriateness of
calculative practices
Literatures Normative practitioner texts | Organizationally grounded | Contingency theory;
on ERM studies of accounting New institutionalism
exploring
* the roles of accounting in
organizations and
* the management control
theory aspects of
accounting

Table 1. Theoretical framework

First, a burgeoning normative and practitioner literature shows us the
technical aspects of risk management as a calculative practice. There exists a
significant body of literature that could be labelled as the ‘consulting research
genre’, as defined by Lukka and Granlund (2002). Its typical features are a strong
concern with practical problems and applications, supportive empirical evidence
of the case study-type (descriptions of ‘best practices’), and a ‘prescriptive and
propagating style overall.”®® Authors of this genre are not necessarily consultants
per se, they can be academics, regulatory guideline writers and practitioners in
non-consulting organisations. It is their intention (rather than professional

identity) that classifies them as authors in this genre. They sell ideas (concerning

2% Lukka and Granlund (2002), p. 168.
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risk management in this case) to the readers. The source of the ideas is often a risk
management implementation process that the author had participated in.

Second, organizationally grounded studies of accounting shed light on the
workings of accounting and other calculative practices. The current Thesis aims to
contribute to this literature, through the examination of risk management
practices. Lukka and Granlund (2002) classify this genre as ‘basic research.” The
intention is a rigorous analysis of the nature, functioning, effects and diffusion of
calculative practices. It is a methodologically diverse corpus, and our focus will
be on case study-based and conceptual studies, given that the Thesis itself will
combine these approaches.27

Third, social studies of accounting illuminate the origins of calculative
practices. Based on Lukka and Granlund (2002), such studies could be classified
to be both ‘basic research’ (e.g. contingency studies that explicate the link
between external conceptual factors and internal practices), as well as a third
research genre — ‘critical research.” As critical studies create an explicit link
between accounting and the promotion of social change (Lukka and Granlund,
2002), sociological theories play a key role in this genre. The Thesis draws on
institutional organizational theory in its attempts at suggesting links between risk
management and wider institutional concerns. However, it is important to
emphasise that the primary focus of the Thesis is to contribute to ‘basic research’
in the management control area, specifically on risk management. The Thesis
does not provide a rigorous analysis of the link between risk management and (the
promotion of) social change. It merely suggests tentative links, given the apparent
influence of external regulatory, corporate governance and performance pressures
on the risk management practices observed. These tentative links will be cast in
the language of institutional organisational theory, hence a review of how
institutional studies explicate such links is warranted.

The chapter is organised as follows. Firstly, an introduction to the
aspirations, tools and techniques of enterprise risk management is offered. From a

technical perspective, based on regulatory and normative practitioner texts (the

%" The typical objective of conceptual research is to clarify the concepts of a new control (or
calculative) practice and to map structural similarities and differences with regard to practices
that have already prevailed. Case studies describe why and how companies have experimented
with, or adopted the researched practice. Based on interview methods and participant
observations, these studies aim to gain in-depth views on the practices of single (or a small
number of) firms (Lukka and Granlund, 2002).

29



‘genre of consulting research’ in risk management), the chapter sketches out four
themes that characterise the genre. These themes will inform the analysis of the
case studies of ERM in action.

Secondly, the chapter attempts to review a body of accounting research
that helps us conceptualise the ‘organizational significance’ of calculative
practices. Drawing on organisationally grounded studies of management
accounting, the chapter will review what we have learned from this subset of
‘basic research’ (Lukka and Granlund, 2002) about the role, uses and impact of
calculative practices in organizations. This will be the basis of a theoretical
framework that allows the study to investigate the organizational roles and uses of
ERM in action.

Thirdly, the offering of the management control perspective will be
outlined. Consisting mainly of conceptual studies, this research body gives us a
looking glass through which risk management, as we know it from normative
texts, will appear to be a traditional cybernetic control system, with a potential to
transform the internal control landscape of organizations. Whether it does, and
how, will be scrutinised in the study later.

Finally, the chapter broadens the focus to consider ‘the external origins’ of
management control systems. Following a brief overview of contingency and new
institutionalist approaches, the chapter postulates that the key insights of both are
relevant to the study. Accordingly, it is argued that the rise and fall of control
systems depend not only upon their fit with the demands of the organization and
the environment that surround them, but also upon their institutional

appropriateness and their capability of legitimising the organization.
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2.1. MAKING SENSE OF ENTERPRISE RISK MANAGEMENT —

FOUR THEMES

According to the Treadway Commission’s recent authoritative definition,
ERM is ‘... a process, effected by an entity’s board of directors, management and
other personnel, applied in strategy setting and across the enterprise, designed to
identify potential events that may affect the entity, and manage risks to be within
its risk appetite, to provide reasonable assurance regarding the achievement of
entity objectives.

Still, enterprise risk management remains a rather elusive and under-
specified concept. Its broad definition is an umbrella for diverse risk management
techniques and arrangements, so long as they create the image of consistent and
comprehensive application. Normative texts are telling of the diverse practices
that all seem to be bundled under the fashionable heading of enterprise risk
management (henceforth also ERM). For example, Lam (2000) is illustrative — his
list of ‘ERM components’ range from risk analytics and risk appetite setting
through risk pricing and risk transfer to the management of stakeholder
perceptions (be they regulatory, analyst or rating agency perceptions). Just like
Lam (2000), ERM advocates typically outline a set of risk management tasks and
envision a ‘framework’ for the treatment of these under the auspices of an
appointed senior risk officer. This requires the prioritisation and the ordering of
the various elements into a control cycle with recognisable structural and
personnel arrangements.

Having studied a number of normative and technical texts, it appears that
four themes have emerged in the literature that help us make sense of enterprise
risk management: 1. risk quantification, 2. risk aggregation, 3. risk-based
performance measurement, 4. the management of non-quantifiable risks. To these

themes we turn next.

8 COSO (2003), p.6.
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2.1.1. THEME I: RiSK QUANTIFICATION

Normative texts assert that over the past decade there have been
significant advances in the risk measurement capabilities of financial institutions
(Garside & Nakada, 1999; Marrison, 2002). Indeed, one recognisable strand in the
development of risk management is the subjecting of more and more types of risk
to quantification, measurement and control. In this vein, a number of specific
techniques have evolved to measure market risk, credit risk and quantifiable (i.e.
recurring) operational risks. Most textbooks focus on describing these techniques
(see for example Marrison, 2002; Alexander, 2001).

Risk quantification gives rise to what the most common perception of risk
management in financial institutions is: the measurement and control of market,
credit and operational risks in ‘silos’, across the institution.”’ The techniques used
in risk quantification have influenced the current reforms to the Basel Accord
(Basel II) and local supervisory regimes. This is because financial regulatory
bodies increasingly require banks to hold capital reserves corresponding to their
measured risk profile.

At the core of risk measurement activities lies the collection of data to
construct loss distributions for each risk type. The reason why risk managers aim
for establishing a loss distribution for each risk category is that such
representations of historic (in some applications: simulated) losses allow
estimations to be made on the ‘tail of these distributions’ — in other words, the
consideration of ‘unanticipated loss’ events. The amount of loss that would be
suffered under such dire conditions is called Value-at-Risk. It represents the level
of ‘maximum probable loss’ against which a bank wishes to cushion by setting
aside adequate capital.

The confidence level, according to which Value-at-Risk can be

determined, could be arbitrary. In case of one-day loss distributions, a 95% VaR

% The following commonly quoted definitions apply for the main risk categories (Drzik et al.,
2004). Market risk arises from changes in the value of financial assets and liabilities (c.f.
trading book) due to volatility in market prices (interest rates, currencies, equities,
commodities). Credit risk arises from changes in the value of assets (c.f. banking book) and
off-balance sheet exposures due to volatility in default rates or credit qualities. Bancassurance
firms and insurers add the additional category of insurance risk, which arises from volatility of
insurance claims around the expected level of claims. Operational risk has long been defined
as a residual category, one that captures all of the risks not covered in the first three categories.
The regulatory definition of operational risk is more specific (BIS, 2003a). For a discussion for
the ‘invention’ of operational risk, see Power (2003b).
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is a loss that is expected to be exceeded only in 5 out of every hundred trading
days; a 99.9% VaR is a loss that is expected to be exceeded only once in thousand
trading days (in effect, four years). Further VaR analyses result from changing the
horizon of the loss data — in general, a long data stream of daily retumns is rarely
available, not even in the most liquid market risk areas. In truth, frequent loss data
collection would require banks to invest heavily in information storing and
processing capabilities, which is not affordable to all. Experts tend to agree that it
is the sheer lack of loss data that poses the greatest challenge for statistics-based
risk quantification. Due to problems with liquidity and data availability, credit and
operational losses are often measured over longer horizons (if at all).

Thus a wide range of VaR analyses can be conducted, resulting in
numbers that are not directly comparable — due to the wide range of assumptions
that underlie statistics-based risk estimates. Even the regulators recommend
different confidence levels for different risk types. For example, in 1996, the BIS
set the requirement for calculating market risk VaR based on ten-day-losses at a
95% confidence level. Thus the market risk minimum capital requirement should
cover a ten-day loss amount that is expected to be exceeded only five times in
thousand trading days (four years). Based on further regulatory standards, risk
managers may assess not only market, but credit and operational risk as well, and
give recommendations for the corresponding minimum regulatory capital amount

for each risk category.*

2.1.2. THEME II: RISK AGGREGATION

A recent and important addition to the strand of risk—quantification is the
development of a common denominator measure for market, credit and
operational risks, enabling firms to aggregate their quantifiable risks into a total
risk estimate.

The emerging common denominator of quantifiable risks is called
Economic Capital. Similarly to Value-at-Risk, it is also a proxy for the amount of

loss a bank could suffer under fairly dire circumstances. While VaR can be

*% Value-at-Risk is currently prescribed by the BIS to be used in the determination of market
risk capital only. The evolving Basel Il framework will recognise credit risk VaR and
operational risk VaR as a basis for capital adequacy calculations in case of banks with
‘advanced’ measurement capabilities. Other banks will have to use a set of scale indicators and
multipliers (as opposed to the statistics-based VaR method) for the determination of their
minimum capital levels in the risk silos.

33



restated according to different economic scenarios (different confidence levels),
Economic Capital is defined with only one scenario in mind. This scenario is
related to the bank’s external credit rating. Economic Capital is the measure of the
maximum probable loss that the bank must appear to be able to withstand in order
to justify its target credit rating. Thus Economic Capital is not only a measure of a
possible (though highly unlikely) loss, but it also contains an imperative and a
promise. The imperative is the expectation of rating agencies of a minimum
capital amount that a bank needs to set aside, over and above its regulatory
minimum, in order to justify its target credit rating. The promise is that by
reserving capital in this manner, a bank can live up to expectations about its
capital level coming from both the regulators and the rating agencies.

Given that rating agency opinions concern different banks to different
extent, Economic Capital (or its promise) appeals primarily to banks that wish to
maintain a high credit rating. For example, firms rated AA by S&P have
historically defaulted with a 0.03% probability over a one-year horizon. If a bank
aims for a AA credit rating, then the corresponding capital level (Economic
Capital) is the amount required to keep the firm solvent over a one-year period
with 99.97% confidence (Garside & Nakada, 1999). Given the higher confidence
level applied, the ‘economic’ capital amount is to be higher than the regulatory
minimum.

Economic Capital, as a measurement tool is, in effect, a restatement of
value-at-risk amounts using a set of parameters that corresponds to a solvency
standard (rather than to the regulatory rules). It can be calculated on market, credit
and (measurable) operational risks, with the help of judgment where data is not
sufficient or cannot be simulated (especially in case of operational risk).

Furthermore, Economic Capital is recognised by the new Basel II
framework as a promising tool for financial institutions to allocate capital
internally, across the business units. This is because the ability of the Economic
Capital technique to aggregate risk (measured in risk silos) in a given subsidiary.
While internal capital allocation is a regulatory requirement, doing so via
Economic Capital models is not. The Basel Committee sets its use out merely as
an option for ‘the most sophisticated banks’ (BIS, 2003a). According to the new
capital adequacy accord, at a minimum, banks are required to have a credible and

clearly defined capital allocation methodology. For the most sophisticated banks,
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this is likely to take the form of an internal economic capital allocation model,
defining an institution to be adequately capitalised based on a reasonable
soundness definition, such as target insolvency probability.

Thus Economic Capital, as the common denominator for the measurable
risk types, creates a consistent and comprehensive framework, or at least the
appearance of it, in which risks can be compared and aggregated, enterprise-wide.
Further, risk limits can be set according to the solvency standards (by second-
guessing rating agency expectations), expressed in the form of Economic Capital.
Thus Economic Capital, if applied, can become the new language of risk limit

setting (risk control) too.

2.1.3. THEME III: RISK-BASED PERFORMANCE MANAGEMENT

Risk quantification and risk aggregation are both motivated by capital
adequacy concerns. While Value-at-Risk metrics measure risk with reference to
varying standards (e.g. corresponding to the minimum regulatory requirement or
any other decision-relevant scenarios), Economic Capital is the common
denominator risk measure with reference to a single solvency standard set by an
external rating agency.

Economic Capital, in a given bank, is applied with an agreed set of
assumptions and confidence level that requires a particular way of looking at the
loss distributions in the different risk silos. Agreeing upon these assumptions and
confidence levels is unlikely to be purely a technical matter. There are at least two
reasons for this. First, as Economic Capital corresponds to the target credit rating
of the bank, those who determine it must understand (if not second-guess) the
impact of capital on the bank’s credit rating. However, historic analyses of bank
capital levels and credit ratings show enough inconsistency and anomaly to reveal
that considerable amount of other factors (and judgement) tilt this relationship.’!
Therefore, setting Economic Capital is likely to require judgment as well as
analysis. Secondly, Economic Capital can be calculated not only for the whole
bank, but for its business units as well. As indicated in the previous section, the

BIS already advocates the use of this methodology for internal capital allocations.

*! This result was showed to me at Fraser Bank. It comes from proprietary research conducted
at the bank (possibly by consultants). A similar analysis (with the same conclusion) was
produced at BWT too.
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Economic Capital allocations are supposed to reflect the risk profile of business
units, requiring riskier ventures to carry more capital, and leaving less risky
ventures relatively capital-light.

Recent works in the risk management literature advocate the idea of using
these risk-based internal capital allocations for performance measurement and
control. The possibility of introducing risk-based performance measurement in
banks has emerged as a result of developments in risk quantification and risk
aggregation. It also appears to coincide with the rise of the shareholder value
concept in corporate rhetoric (Armold & Davies, 2000; Hunt, 2003).

Although the concept of shareholder value (or as it was previously
referred to, residual income) dates back to the beginning of the 20™ century, its
wide-spread incorporation into management thinking has only recently gained
momentum. This is largely to do with the renewed efforts of business schools and
consulting firms that are advocating shareholder value and Value Based
Management (the revival of the residual income concept is often associated with
Stern et al.,1995). The principle is simple enough: firms create shareholder value
by earning returns in excess of the cost of capital.

Against the backdrop of the rise of the shareholder value imperative, it is
not surprising that a similar shift took place in the stakeholder concerns
surrounding financial institutions. Here too, the emphasis has moved from growth
to shareholder value creation. As Molyneux (2000) observes, ‘The strategic
priority in banking has shifted away from growth and size alone towards a
greater emphasis on profitability, performance and value creation. 2 The
application of VBM in large financial institutions is advocated as virtually
limitless: it may entail implementation at the level of business units, products and
even transactions (Hall, 2002; Marrison, 2002; Jameson, 2001; Haubenstock &
Morisano, 2000).

There is now a burgeoning practitioner literature also suggesting that
value-based management has taken its own route in banking. Risk aggregation has
led to new definitions of capital charges that differ from those used in the original
value-based management literature (Stern et al., 1995; Amold & Davies, 2000).
The point of departure in this new quest for ‘value’, banking style, is the

*2 Molyneux (2000), p.218.
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calculation of capital charges based on the risk profile of business units (or
products / transactions), expressed either as the minimum regulatory capital, or,
increasingly, Economic Capital allocations.

Theoretically, there are two broad approaches to risk-based performance
measurement in banks. The ratio approach relates risk-adjusted profit to
economic (risk) capital. The second, shareholder value added approach calculates
the residual income left after subtracting a charge on economic (risk) capital from
profit.

Pushing these performance measurements down to business units,
products and even transactions gave rise to ambitious claims as to what risk
management can do in order to enhance shareholder value. Risk pricing, risk
transfer, portfolio risk management (as in Lam, 2000) are the most frequently
advocated possibilities in the literature.

The joint consideration of risk and profitability in a common framework is
an application of value based management that is specific to the financial services
sector. At the same time, it represents an application of risk management that is

equally specific.

2.1.4. THEME IV: MANAGING NON-QUANTIFIABLE RISKS

We have seen how the ascent of the shareholder value concept, coupled
with developments in the quantification and aggregation of risk in financial
institutions, paved the way for risk-based performance measurement. This section
focuses on the impact of another powerful notion, also heralded by corporate
governance advocates, that of risk-based internal control. In the wake of this, a
new theme has emerged in the risk management literature: the management of
non-quantifiable risks.

The reports from the Treadway Commission (COSO, 2004) and the
Turnbull Committee ICAEW, 1999), which are important milestones of Anglo-
Saxon corporate governance, advocate ERM as a framework for capturing risks
that are material from the point of view of the achievement of the strategic
objectives of the enterprise. Apart from the measurable risk silos, this conception
of ERM encompasses risks that cannot be readily quantified or aggregated. These
non-quantifiable risks include, for example, the risks of strategic failure,

environmental risks, reputational risks and operational risks that materialise only
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rarely. Recent developments in corporate governance have emphasized the
importance of monitoring and managing these risks.

As a result, there have been calls for the risk management framework to be
gradually expanded to incorporate non-quantifiable risks in addition to those that
can be quantified (Lam, 2000; COSO, 2004). However, by attempting to render
non-quantifiable risks to control, risk managers have to venture outside the
boundaries of risk quantification, risk aggregation, regulatory capital
determination and internal capital allocation.

However, it is an open question if by doing so risk managers would
become an influential voice in financial institutions. Currently we have no
empirical evidence if risk management practices actually offer a ‘strategic view’

by reaching beyond the realm of measurable risks at all.

2.1.5. SUMMARY

In sum, this section has outlined four topical themes in the ERM literature.
Firstly, risk quantification is relevant due to the imminent changes in the
international bank regulatory framework that will relate the notion of capital
adequacy to the quantified risk profile of the banks. There are considerable
technical and data challenges that make the subject fully accessible only to a
select few. The statistical nature of risk quantification gives it a glow of analytical
mystique. However, risk quantification is no longer the sole concern of risk
management textbooks and commentators. With the invention of the Economic
Capital concept, risk quantification was followed by the theme of risk
aggregation. Economic Capital can be defined in a firm so that it passes for a
common denominator for statistical risk measurements. Economic Capital can
therefore be aggregated (at least in theory) at the level of the whole institution, or
at lower levels, in individual subsidiaries. Despite the technical challenges risk
aggregation poses, Economic Capital has a status of ‘best practice’ with
considerable institutional support behind it. It also emerged at the time of the rise
of the shareholder value tide, resulting in a third powerful theme in the literature:
risk-based performance measurement. The first three themes concern risks that
are measurable. However, corporate governance guidance-setters (such as the
Treadway Commission and the Turnbull Committee) emphasise the need to

manage all material risks that can prevent the achievement of entity objectives, be
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those measurable risks or not. Accordingly, a fourth theme widens the remit of
risk management to encompass the management of non-quantifiable risks as well,
endorsing ERM with the status of a strategic management control system.

Taken together, the various normative elements make ERM resemble an
assembly of practices, which is a noted characteristic of other management
accounting innovations, such as Activity Analysis (Gosselin, 1997) and the
Balanced Scorecard (Speckbacher et al., 2003). From this perspective, although
ERM is unique in the particularities of its technology and its focus, its scope and
development might follow patterns common to other control innovations. Chapter
6 will conceptually and empirically investigate the idea of ERM as an assembly of
normative practices.

The four themes drawn from the literature suggest many possibilities for
the empirical manifestations of risk management in action. Will it be a highly
quantitative practice, shrouded in analytical mystique, the playground of a select
few? Or will it become part of the strategic control practice of the organisation
and a concern to all, with risk calculations feeding routinely into performance
appraisals? In brief, in what way will ERM impact organizational life (if at all)?
The next two sections explore what accounting research has to offer in order to

conceptualise the organisational significance and impact of ERM.
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2.2. THE ORGANISATIONAL SIGNIFICANCE OF CALCULATIVE

PRACTICES

In 1983 Hopwood posed the question: ‘Just how (...) does accounting
achieve and maintain a position of organizational significance?’*® In order to
answer the same question about enterprise risk management, we need to
conceptualise  ‘organisational significance’. Accounting researchers have
identified a number of facets to organizational significance.

Accounting practices are supposed to reflect the economic reality of the
organization in which they are used. However, researchers have argued time and
again that calculative practices are not merely reflective, but also constitutive of
economic life. For example, Hopwood (1983) stresses that accounting ‘has the
power to shape and influence organizational life on its own accord. (...) Whilst in
part reflecting many another parameters of organizational life, accounting also
has played a more active role in constructing the organizational world in which it
is now embedded, shaping views of both the constraints on organized action and

the ends it seeks to serve.”>*

That is, accounting creates particular visibilities to
certain issues (while not for others), directs attention, and influences
organizational actors and actions. As Miller (1994) put it: ‘The calculative devices
of accountancy have shaped and formed possibilities for action in many
organizations.”> Thus calculative practices derive organizational significance not
only from mirroring economic activities, but also from being constitutive of them.

Calculative practices have been argued to be constitutive of various
aspects of organizational life: 1. goal setting and decision making, 2.
organizational action, change and adaptation, 3. strategy making and control, and

4. organizational power.

2.2.1 GOAL SETTING AND DECISION MAKING
Organizational theory has produced two very different perspectives on
action: the deliberate, otherwise also called rational or model-based view and a

contrasting alternative, the emergent, partially-irrational or process-based

** Hopwood (1983), p. 291.
** Hopwood (1983), p. 301.
*3 Miller (1994), p. 2.
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perspective (terminology from Mintzberg, 1989; Dent, 1986; Boland, 1979,
respectively). Similarly, depending on which perspective on action is applicable,
one can demarcate two approaches to goal setting and decision making: deliberate
and emergent.

The first school of thought expresses a belief in the rationality of
organizational actors and their ability to analyse information, choose a desirable
objective (or a set of consistent objectives) and to implement adequate actions.
Goal setting, the formulation of organizational goals, is thus viewed as a rational
process, and goals arise out of deliberation and careful analysis. It is a hierarchical
process, starting with a statement of the goals of the organization, escalating
down into defining lower level goals for the organization (Thompson, 1967). This
deliberate (rational) approach to goal setting is akin to the formulation of
‘deliberate strategies’ (Mintzberg, 1989). Similarly, this perspective on action
gave rise to the traditional rational models of decision making. These describe a
routine, by which information is collected, analysed, alternatives are outlined and
evaluated, and finally one alternative is selected. The linear decision making
process assumes that adequate information systems can be engineered to fulfil its
information need (Kimberley, 1984).

The second approach is the result of many theories that critique the rational
school and claim that in many organizational settings action, goal setting, strategy
formulation and decision making simply do not fit the rational model. Individuals
often lack the information processing abilities that are required for fully rational
action -rationality is bounded (Cyert and March, 1963). Preferences,
opportunities and constraints may be held to be continually redefined through
_ experience — rationality is fluid (Dent, 1987). Goals may not be pre-ordained, on
the contrary: understandings of purpose can be the result of action, not the source
of it (Weick, 1979). Or as March (1976) suggests: ‘Human choice behaviour is at
least as much a process for discovering goals as for acting on them.”® In these
settings organizations may engage in conflicting actions, and decisions reached in
one part of the organization may become constraints for another part. Solutions
may compete for finding problems to be attached to (March and Olsen, 1976) —

the organization may resemble a ‘garbage can’ of competing interests, goals and

3¢ March (1976), p. 72.
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actions. The goals discovered through action are thus not a result of a deliberate,
hierarchical process, but rather stem from lateral interactions, as organizational
actors interact with each other and their environment, and gradually make sense
of their experience. Goals can thus emerge, akin to Mintzberg’s ‘emergent
strategies’ (Mintzberg, 1989). Hence decision making in organizations does not
necessarily fit the linear process model (Mintzberg et al. 1976). Dent (1990) gives
a comprehensive overview of organizationally grounded research that
characterizes decision making ‘as a messy, disorderly, disjointed activity around
which multiple units and sub-groups with often conflicting interests contend.”’
Accounting theory has embraced both the rational and the process-based
perspectives on decision making and argues that accounting can play an active
part in (and be constitutive of) both. The dichotomy was expanded by the
inclusion of Thompson & Tuden (1959)’s model of organizational decision
making (Figure 1). Based on this model, Burchell et al. (1980) in a landmark
paper postulated four ways in which accounting can be constitutive of
organizational decision making. This was a very influential conceptualisation of
the roles that accounting (and calculative practices) might plausibly play in

organizational settings.

] Decision by Decision by
ow COMPUTATION COMPROMISE
Uncertainty of
cause and effect
Decision by Decision by
JUDGEMENT/ INTUITION
h igh LEARNING

low Uncertainty of high

objectives

Figure 1: Styles of decision making
Source: Burchell et al. (1980)

37 Dent (1990), p. 8
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The presumption of the model is that rational decision making (akin to
deliberate goal formulation) requires low levels of the uncertainties that surround
the decision in question. In particular, the decision maker faces two types of
uncertainty. First, there is uncertainty (disagreement) over the objectives for
organizational action. Second, there is uncertainty over the patterns of causation
that determine the consequences of action. The latter is briefly referred to as the
uncertainty of cause and effect. In the presence of low uncertainty of both the
objectives and the causes and effects of action, decisions can be assumed to be
made by deploying a calculative or analytical practice — by computation. Based
on differing levels of uncertainty over objectives and cause and effect, the model
distinguishes three other styles of decision making: First by judgement— when
objectives are clear but the effects of the action are not, therefore computations
are tempered with judgement. Burchell et al. (1980) assume that decision makers
turn the information systems at their disposal into ‘earning machines’ in order to
inform judgement. Secondly, decisions can be made by compromise — this is
likely when objectives are contested and different interest groups and coalitions in
the organization further different goals and claim knowledge of the consequences
of the actions they propose. They use the available information systems as
‘ammunition machines’ - to support their agendas, but selectively. Finally,
decisions can be arrived at by intuition — when uncertainties are looming so high
that the decision maker resorts to gut feel. Burchell et al. (1980) argue that under
these conditions decision makers might use information systems to create a
justification for their intuition once the decision has been made, thereby
rationalising the choice of action that follows.

While decision making by computation is akin to the rational decision
making, the other decision making modes allow rationality to be tampered with
judgement or intuition, and even be compromised by organizational politics.
Burchell et al. (1980) offered a refinement to the rational vs. processual
dichotomy that indeed left a lasting mark on management accounting research.
Ezzamel and Bourn (1990) for example applied the model to frame their study of
the roles of accounting information systems in an organization experiencing
financial crisis. More recently, Abernethy and Brownell (1999) investigated how
accounting is used as a ‘learning machine’ in the formulation and implementation

of strategic change.
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This study will call on Burchell et al. (1980) to frame the discussion of the
roles of enterprise risk management. In the case studies we shall meet risk people
who make various claims to handle risk by computation. Indeed, the practitioner
literature suggests that developments in risk quantification allow risk people to
measure risks while the Economic Capital concept promises a common
denominator for the aggregation of risks. However, the case analysis presented in
chapters to follow will find that many organizational actors consider risk to
belong to the realms of inspiration, lobbying or learning. Chapter 3 shows how
internal capital allocations lead risk people onto a politically dangerous terrain
where they can get mired by the micropolitics of decision making by lobbying.
Further, with senior risk officers claiming access to non-quantifiable risk issues
that clearly lie outside the scope of computational decision making, even risk
people are divided in their r