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Is risk management important in the Financial Sector?:  Banks

It would be a mistake to conclude that the only 
way to succeed in banking is through ever-
greater size and diversity.  Indeed, better risk 
management may be the only truly necessary 
element of success in banking.

Alan Greenspan, Chairman, US Federal Reserve

October 5, 2004

Banks that wish to remain competitive must 
keep up with the latest developments in risk 
measurement and management ... one of the 
most important sound practices for a banking 
organisation is the tying of risk exposure to 
capital ... by more clearly defining risk exposures 
and identifying the causes and controls for their 
losses, bank management can more effectively 
integrate decisions about risk-taking into their 
strategic and tactical decision-making.

Governor Bies, US Federal Reserve

March 29, 2006
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Is risk management important in the Financial Sector? :  Insurance

Management problems appear to be the root cause of every failure or near failure, so more focus on 
underlying causes is needed.

firms ... need to anticipate how risks can interact in complex ways, including casual links between 
different types of risk .... and unexpected correlations.....

moving  to a risk-based (supervisory) approach brings benefits ....

it is important to strike the right balance between prescriptive rules, principles, incentives and 
diagnostic tools

FSA occasion paper 20:  Practical lessons from recent failures of EU Insurers.
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Risk Management is one of the most important concepts in early 
21st Century Culture

But .....

in reality there is little agreement (in general) as to

what risk management really is/means

what one should be trying to achieve with it

Dr Andrew s approach to this illness

understand diagnose propose a

the symptoms the cause treatment
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Agenda

Understand the symptoms
Diagnosis

Propose a treatment

What does success look like
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Example (1):  UK Banking Groups

1.021.19

0.771.87

1.151.17

0.640.96

0.781.03

0.271.05

Total Provisions/Assets (%)PBT/Assets (%)2001

Who has the best risk management?
Who has the worst?
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Example (2): Safety disasters

Jilin chemical plant: explosions, five dead, 70 injured
100 tonnes of toxic chemicals contaminate Songhua River affecting water supply of entire Harbin area and into Russia
US major pension funds dump PetroChina stock and threaten legal action

2005PetroChina

Fuxin, Liaoning cola mine: gas explosion, February 2005; 214 dead
Shenlong Coal Mine Ltd, Xinjiang, coal mine: gas explosion, July 2005; 83 dead
Longmei Group, Dongfen mine, Heilongjiang, coal mine: gas explosion, Nov 2005. 134 dead
Daxing mine, Meizhou, Guandong: flooding, January 2006: 102 dead

State and 
privately owned 
mines, People s 
Republic of China

Nicoll Highway collapse, Singapore.  Four dead, others injured
Mass transit railway (MTR) Circle Line project delayed by two years
Nishimatsu and others heavily censured with possible prosecutions

2004
Nishimatsu-Lum
Chang Joint 
Venture

Fires at Grangemouth refinery, Scotland in 1988; three dead, £750,000 fine
Three major accidents including large fire at Grangemouth in May-June 2000; £1m fine
Pipeline rupture at Texas City, Texas refinery, September 2004; two dead, one serious injured
Explosion at Texas City refinery, March 2005; 15 dead, 170+ injured BP Amoco fined $21.4m
Explosion at Texas City refinery, July 2005; damage only.

19802-2005BP Amoco

Southall train crash 1997; seven dead, 160 inured; Great Western Trains fined £1.5m
Ladbroke Grove train crash 1999; 31 dead, 259 injured; Thames Trains fined £2m; Railtrack heavily censured
Hatfield train derailment 2000; four dead, 102 injured; Railtrack forced into liquidation by cumulative effects on share values of 
several rail disasters and poor management; Balfour Beatty fined £10m, Network Rail £3.5m
Potters Bar train derailment 2002; seven dead, 76 injured; Network Rail and Jarvis heavily censured; Jarvis share values crash, 
company quits rail business

1990s-2005

Railtrack, Great 
Western Trains, 
Network Rail, 
Jarvis, Balfour 
Beatty and others

Piper Alpha offshore installation, North Sea: explosion and fire, 167 deaths
Cash flow losses to Occidental and other operators exceed £800m
Occidental quits North Sea and sells local assets to Elf

1988
Occidential
Petroleum

Bhopal chemicals plant, India:  toxic release.  40,000 injured, 2000 immediate deaths
$470m settlement plus incalculable consequential and collateral losses to many parties
Union Carbide s reputation permanently damaged, eventually taken over by Dow

1984Union Carbide

Disaster Example
Year/

Period
Organisation
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Example (3):  TMT/Dotcom Credit Issues

Acceptance of optimistic business projections with insufficient challenge

Weak stress tests of key lending criteria

Weak appreciation that the amounts involved changed the business models of the 
borrowers

Application of historic lending norms when the industries were clearly in a period of 
rapid change

Weak understanding of the impact of economic cycle

Weak understanding of the borrowers business model and/or strategic position 
(particularly at sectoral level)

Failure to add risk premium for untested large future cashflows critical to repay loan

Acceptance of management strength from historical experience when industry in 
dynamic state of change
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Why is there a problem (1)

Risk management ~ controls ~ governance ~ Internal Audit ~ Compliance~ governance?

Risk management ~ business management?

Risk management ~ costly insurance rather than value added activity?

Risk management ~ Risk Analysis?
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Why is there a problem (2)

Risk management often lacks alignment and objectives to support business plan

Too much focus on technical matters so that different areas of RM appear more different 
than they are and RM appears different to business management

Insufficient measures of the value of RM

Few firms have a clear and consistent view of risk across the organisation or meaningful 
risk aggregation a single view
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Embedding Risk Management is a widespread problem

People / Organisations

Will Wont

Do what is important to them
Do things which demonstrably and 
measurable add value

Take seriously regulatory initiatives that 
they don t believe in

Keep doing things unless the value 
arising is evident

Can only achieve an effective risk management when 
- there is alignment between the goals of risk management and the Goals of the  

organisation
- tools, techniques and infrastructure are customised to the specific circumstances

of the organisation and its business mix
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The nature of risk is poorly understood

Objectives risk uncertainty probability statistics forecasts

big Small Single Portfolio Trends
impact impact Risks Risks

Occur Don t Anticipated Potential
occur outcome outcome

Analysis Actions

Trends mathematics

Portfolio statistics

Single risks probability

Greed
Optimisation
Fear
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Risk is rarely seen as a core part of business model

A business

Strategy

Products & markets

Operations

Financial Outcomes

The Solution

Risk Management

Risk Management

Risk Management

Risk Management

what business should we be in?  
what should we do?

what can we sell, to whom,  at what 
price to achieve target financials?

how can we deliver a consistent, low 
cost, service compatible with the
selling proposition

how can we ensure that we 
achieve target financials

Anticipated Cost

Acqn cost
operations costs
expected risk costs

?

Unanticipated cost

Profit
Volume & margin

+
trading profit

-

Key Challenges

= -
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Separate, but link analysis, management and clean up of risk

Controls

Process elements which establish levels of consistency, or 
quality 

Rules which set acceptable tolerances

Governance

The collection of policies, infrastructure, limits, controls, risk 
reports, reporting lines, plans, delegated powers, committees, 
and resources which establish tolerance for acceptable activity in 
a firm overall

Identification

Execute 
agreed 
actions

Assessment 
and
reporting

Planning 
actions

Analysis and 
reporting

of risk

Management
of risk

Risk appetite

The collection of policies, standards, limits, reporting within the 
governance framework

Risk taking powers delegated to the executive to carry out the 
business plan

Risk
 C

lea
nu

p

Economic capital

A judgement assessment of the level of financial resources 
required to support the (risk taking implied by the) business plan
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Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
actions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
actions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
actions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
actions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Real organisation risk management concepts

Information

Aggregation

Objectivity, relevance and 
accuracy

Prioritisation

Economic capital

Optimisation

Leverage risk capacity

Etc

Etc

Infrastructure
& resource

Governance
& Controls

Risk 
appetite

Strategy

Business 
plan

Risk analysis and re
portin

g

Stress and scenario

Capital management

Audit

Compliance

Valuation and resourcing

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed

Identification

Execute 
agreed 
actions

Assessment 

Planning 
act ions reviewed
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Governance Structures

Have things taken place 
within the internal and 
external rule sets?

Quality review

Objective, relevant 
accurate risk analysis and 
reporting

Formulation of policy, 
governance and controls 
framework

Debate and prioritisation

Optimise overall 
performance

Actions which transform 
the risk profile

Actions consistent with 
policy & regulation

Actions to generate profit

Task 3

Assurance

Task 2
Assessment, Analysis 

& Appetite

Task 1
Action

Three lines governance concept developed by William Higgins and presenter 
at KPMG in mid 1990 s
Three lines governance models now the most common in financial service
industry
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Value of Risk Management

Colleagues

Capital

IT

Investment money

Risk measurement tools

Reporting tools

Training to develop judgement

Resource acquisition

Transform business processes

Risk data warehouse

Other infrastructure

Revenue

(better risk discrimination, risk 
confidence, risk pricing, reduced 
attrition, optimal pricing, etc)

Costs

(eliminate control processes which 
don t contribute, better use of scar 
resources)

Profit stability
(management of whole cycle)

Volume

(more effective and faster risk 
management processes)

Scarce ResourcesExpendituresSources
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The business case for Risk Management change

Profit and balance sheet

Volume x margin

+

Trading profit

Expected costs

Selling 

Operations

People

Expected risk

etc

Cost potential

Unexpected credit

Unexpected ALM, market risk

Unexpected operational risk

Unexpected insurance risk

etc

=

Efficiency (cost reduction) Risks and profit driver Value creation

........ link to the 3 key risk management levers .......
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Use the 3 key risk levers to transform performance:  KPMG TERMsm

Scorecard

+72Per annum benefit

+1
New operational risk 
approach (reduced losses 
and duplication)

+20
New governance model 
(better focus and 
management)

+2Reduced supervision costs

+10
Integrated risk, controls 
and governance

+20
Eliminate non VA/process 
(risk, controls, etc)

+10
Risk based compliance 
and IA

Cost reduction (millions)

+ 770Per annum benefit

+ 100
Customer propensity 
scorecard (esp direct 
channels)

+ 100
Better ALM (not 5bp spread 
inc on rate moves)

+ 100
Risk pricing and optimisation 
(2.5% volume increase)

+ 50
Risk based, automated 
collection and recoveries

+ 20
Fraud and credit abuse 
enhancement

+ 50
Better risk discrimination (5% 
reduction in charge off)

+ 100
ABC, cross-sale based cut 
off management (2.5% 
volume increase)

+ 50
Reduce attrition through 
scorecard targetting

+ 100
Better risk discrimination 
(2.5% volume increase)

Profit Increase (millions)

* Includes targeting of new to bank customers

+ 700Per annum benefit

+ 50
EC/SVR based Pillar 2 
(further 50bp capital 
release)

+ 50
Basic Pillar 2 (50bp 
regulatory reduction)

+00
Economic cycle 
management (10bp charge 
off/benefit)

+ 440

Understand profit 
breakdown by business 
mix, segment and risk 
(10% net margin increase)

Value creation (millions)



8

21© 2005 KPMG LLP, the U.K. member firm of KPMG International, a Swiss cooperative. All rights reserved. This document is confidential and its circulation and use are restricted. 
KPMG and the KPMG logo are registered trademarks of KPMG International, a Swiss cooperative.

DF020

KPMG TERMSM concept, incorporating TRM and Risk oversight

Business 
models

Risk 
tools

Consolidated risk picture

Risk Oversight (objective risk analysis and reporting)

T
o

ta
l R

is
k 

M
an

ag
em

en
t

LOB LOB LOB

Performance Senior Management Forum

Reduce cost
Increase profit
Value creation

.....holistic focus on all key risk issues and developing appropriate actions in relation to them.....

Strategic Risk Management
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Three dimensions to KPMG TERM sm

Total Risk Management Risk oversight Strategic Risk Management

Senior management

Governance

LOB 2 LOB 3LOB 1

Risk oversight

Product 1 Product 2

LOB 1 LOB 2

Economic cycle
Competitive 
environment

Performance 
information Risk information

Senior 
manager

TRM is:

The collection of actions, controls and 
governance applied to all important risks to 
reduce cost, improve profit and / or reduce 
variability

Risk oversight is:

Objective risk analysis and reporting at all 
levels of the organisation to ensure a cost 
effective understanding of all key issues and 
the development of Risk Management 
strategy

Strategic Risk Management:

The management of risk and reward, 
including risk appetite, diverse selection, 
resource allocation, economic cycle and other 
environment cross directions
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TERMSM in summary

Business 
models

Risk 
tools

Consolidated risk picture

STRATEGIC RISK MANAGEMENT

Risk Oversight (objective risk analysis and reporting)

T
o

ta
l R

is
k 

M
an

ag
em

en
t

LOB LOB LOB

Performance

Senior Management Forum

Reduce cost
Increase profit 
manage cycle 

Optimise capital

TERMsm is:
... The integration of governance, controls,

compliance, audit and technical risk areas
to bring together actions and information
on all important risks (at Line of 
Business and group levels) within a 
strong business case framework to add
real measurable value to the
objectives of the organisation.
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What does success look like?

Strategy, Infrastructure and processes which encourage colleagues to

Think

effectively consistently

commercially efficiently

When accepting or maintaining risk on behalf of the organisation
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The actuary of the Future?

Actuarial science/action = Risk Management
Risk Management = More/Better Profit


