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Risk Management is Managing Risk

You have just heard an excellent presentation by Wolfgang as to
how the risk management process shculd work and the proper

E | '
theorles beQind it. Vvirtually all ¢f the points Wolfgang raised
[

" apply not only to property risks but to liability risks as well.

Thus} in order to aveoid the ultimate risk in any presentation
Ilike\tﬁis oq the second speaker being tctally redundant to the
first speakér, it is my intent to give you some practical risk
‘management Eips, from a Risk Manager's perspective rather than
an insuranc% company's perspective, and where possible apply
Itﬂem more téwards liakility risks than property. However, as I
jﬁét mentioned virtually everything Wolfgang said about property
can in some way be applied to liability. Likewise, many if not
ali of the ghings I will be talking to you about regarding

liability cgn be applied back to property.

The first practical thing I am going to do is provide you with

- two exanmples of actual risk management philosophy or policy

s;atements. Many people refer to them but very few people ever

.~ show you one. I borrowed these from Volume I of the Essentials

of Risk Man?gement, which I taught for several years, and I
“figured we @ight as well start with what academia in risk
~management believes to be an example of very good practical

risk management peclicy statements.



The slide is from General Mills, after the presentation you can -
get a copy of this along with a copy of another more detailed

policy statement which is used by a chemical Companﬂ.

Another practical and hot tip I strongly recommend you do which
may seem obvious but so few of us do it, is to make the risk
management policy statement page 1 of your risk management |
manuél. If you don't have a manual you ocught to develop cne
right away. It should outline your program and genekally explain
your coverages. It should explain to your operating people in a
succinct manner what they are covered for, what they should do at

the time of an emergency, outline their emergency response plan

and/or crisis management plans, explain what they should do if

there is an explosion or fire, or what they should do if there is ;

evidence of product tampering, what they should de for virtuallyﬂz‘
any situvation that risk management should get involved. Senior
management should sign off on the manual s0 that when you |
distribute it to plant managers and other operations peqple,‘the:
people that make the money in your company, that it carries a- |
little weight.

|
|

While a property person like Wolfgang is probabkly correct that

the greatest risks for non-U.S. corporations are proberty risks,
: . | . .

I believe that Europe is well on its way towards becoming like

the V.S. in that products liability will become mosticorporations

. ' - {
ultimate risk. There only way you, as a risk manager, are going



tc get a handle on products liabkility is to Know Your Products.

|

That may sound very simple again, but you would be surprised at
how many people out there don't know the products thLir cempany -
makes and how those products can fail or how they can lesad to
damages eventually being awarded against their company. But to

know yvour products well, and thus know your ultimate risks, you

need cooperation.

The very first thing you have to understand as a risk manager'ist.
that no risk manager is smart enough to know even 10% bf'what-'
goes on throughout his company from a risk perspective (which:'
isn't really surprising since we all know that the average CED
knows only about 5% of what's going on within his company.)

Thus, te know what's going on you have to have good %nteractidh
with yvour cperations people. Operations people inclhde net oniy';
manufacturing people but also sales and marketing. ?r, if you'ré
in an industry such ag pharmaceuticals, you alsoc nee? to have ‘a
very clese rappeort with research. One way to build %his rapbortl'
is through establishment of committees that have vaf}ous names
from group products safety committees to product lia%ility
committees, etc., but all with the general purpose o% focusing oﬁ-'

product liability risks. These committees need to méet regularly
} v

“

and they must have representation from varicus disciplines.
However, before I go into the real makeup of one aof these

committees and how they should function, I want to focus on one



of the basic needs in any corporation or any type of organization
at all, the need for incentives to motivate those people whose

cooperation you most need.

Let's face it, as a risk manager you are probably inla staff
function at corporate headgquarters reporting to eith;r the
Treasurer or the Legal Department and are seen by most operations
pecple as corporate overhead. You are an expense ngt'a profit

center. Quite frankly, meost of the pecople out theré don't know

exactly what you do and don't care. You have to make them care.

How do you do that. You have to incentivize them where they all

understand., That is, in their wallets. {
}
]

One of the very first things any risk manager needs{to do is make
sure he has complete understanding of the budget ané alloéation'
process in his corporation and then structure the rﬂsx management
and insurance budgets such that operations people age
incentivized to turn theoretical risk management an risk control
plans into practical reality. You want to be sure ﬁo structure
the charging out ¢of the claims and insurance costs to rew&rd
tnose people who are following good risk management procedures,
that is, they are making a good product; or are having their auto -
fleet drive safely; or are having their workforce work safely or

whatever. You want to incentivize these people by charging them

less agalinst their budget, which should then put more money.in



their own pocket. Similarly, you want to hammer those people who

refuse to follow good risk management procedures. You want to

make sure that you have worked out with your chief f&nancial

cfficer some sort of process wherein the bad actors gut there,
the people who will not operate their plant safely or who do ﬁot
follow good quality assurance procedures are charged more for
their insurance coverage, or are directly charged back guickly
for their claims costs so that they are incentivized to chaqgé
their habits and institute good risk management controls. ‘

| |
Thus, before actually getting to the operations peogle, we really
need to get the cooperation of another staff functi&n just down :
the hall from you, and that is the notorious account%nts. You
have to convince the controller and his merry band of accountanté
that you understand their budget game. Regardless qf whethgr
your background is that of an engineer, a lawyer or-%hétever, it
is lmportant that you learn how to play tne account%ng game which
will become your tool to get te the more important Jame of risk
management. The idea is to learn the accountant's bu;z words-and_;
their processes and to know that if you can use their terms they
will think you are one of them; and, that you have their same |
priorities in mind and then they will leave you alone so that you

can start deing-risk management. By taking the time to learn a




little bit about what the budgetary process is truly all abéut in
your companhy and what is important to your CFO and Jo the
Controller, you can structure vyour presentations in such a way
that at least you sound like you know what you are talking about

(especially in front of the outside auditors which will then make

the controller and CFQO very happy) and you can then %scape from .
the accountants and get down to your business; but, Fith their |
suppert! Since they now think you are one of them akd unde;stang
their pricorities, you can more easily use that budget and |
allocation procedure to hammer the bad operations people out
there and reward the gocod ones so that you can get your

priorities in place.

Now we are ready to deal with operations. At this peint I am-
going to disagree just a little with what wWolfgang had to say in
the earliier presentation. wolfgang said, and 1 quote, . A
frequent mistake in risk management is to weigh risk: control
measures against short term savings and risk control!costs."
Theoretically, that is true; however, let’s face it,:very few
corporations can see past the end of thelr “quarterly”-nose.

We in the U.S. are always being criticized that Euro?ean and
Japanese corporations have long term geals more in mind and don’'t

think with a guarter to guarter mentality as much as U.S.

corporations do. Well, I have worked for multinaticnal




companies based both in Burope and in the United States, and

quite frankly when yvou brush away the nationalistic %acade that
we all like to talk about, all capitalists are created equal.
Deep down inside we all think alike. We all know thiat each
quarter i{s important but we also all know that the lbng term is
important and somehow we try to do both and probably don't do
either one as well as we can. But, as long as peoplL are paid
every two weeks which is a pretty short-term pericd,'! people are
going to keep thinking very short term; and as long as they get
bonuses based on one yvear's performance, the quarteray and one
year results are going to be important and to some be thought of

i
as long term.

[ ——

However, I have an idea as tco how risk managers can }nstitute

some of what Wolfgang is saying. But we need help, in particular

!

from the insurers. I say to the insurers - put your;money where

]

your mouth is. Too long, whether it be on the prope%ty or
liability side, I have had plant managers or operatiéns people or
research people of one form or another say to me, 'Well, I'll-puﬁ
that loss control measure in but will I get a premium reduction?"
And I always have to say, "Well, now you have to understand we
are part of this blg worildwide program and that overall someﬁow T
am able to reduce the overall costs in the long run lf we do put

a sprinkler system in here or a new guality contreol technigque in

there, new product literature out here or a driver'sftraining



program in there. But candidly folks, plant managers don't think
like that. They think about their current budget. Ah, back to I
the budget. Now wouldn't it be nice if I could figure out sbme
way with my insurer to give this plant manager scome sort of
credit. I say work with your insurer on a higher level and say,
"Look, I know you can't give me a dollar for dollar premium .
reduction for every loss control technigue implemented because
the process doesn't really work that way; but, is there something

more we can do?'" Let me give you an example.

One insurer that I am dealing with is willing to pay the costs
y
|

for me to hire a consultant to help me in developing a crisis

gignificant risk for the pharmaceutical industry. The insurer

management plan for product tampering risks which is a very

will pay the costs of this consultant and also thosJ of a public
relations consultant in an ameount up te 10% of the-cpsts of my
annual premium. Thus, if I had a $200,000 premium %y insurer
will pay up to $20,000 towards a consultant to come in and lessen
my risk. Needless to say this has been very well rﬁceived in mf
company . ‘ .
While we all know that consultants only tell you what you a;ready
know, they are helpful in crystallizing and focusing cﬁrporété
attention on a problem and getting senior management to regét.

However the down side is that evervbody is always complaining




about how much they cost. Thus, wouldn't it be nice to get a

free one now and then, who's advice you could use or because

they are free not use, but which help you then to focus on the
problems and work through those "what if" scenarios that you
would like to do but, because af the enormous staff that you

probably have, you can't find anyone to 4o it.

Another practical example of how you can woerk with-your insurers
to lessen your risks and generate the cooperation and
communication you need with your operations people in crder to
know your risk and do the true "risk management decision makiﬁg-
process" that Wolfgang spoke about; {that is identiﬁying and
analyzing the risk; selecting and impléementing the Sorfect risk
management techniques; and then monitoring your results angd, if
necessary modifying your techniques), is to set up training
seminars for your operaticns pecple. For example, Jc anocher
employer I had all of my plant managers and vice presidents of
manufacturing flown in for three or four day seminars in Boston
held by Arkwright Mutual, which of course Wolfgang hds some
affinity towards. This is not a commercial for Arkwright because
virtually all major insurers can offer similar type% cf progr&mé.
The benefit 1s that it gets all of your people togeﬁher thinking

risk management for a few days. It gets them Kknowing your insurer
!

so that when the insurer shows up at the plant whether to do a

property inspection or to do a gquality assurance review, they are
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welcome, because they have been the host of these fella's for

|

three or four days in Boston or wherever, fed them a couple of

?
1

them their research laboratories etc., Your people hﬁve been

lobster dinners, have presented a few good seminars,' and showed

]
educated that your insurer and you are basically their ally.
instead of just some sort of corporate auditor or young punﬁ

engineer from the insurance company.

What you need to do as a risk manager is to sit dowq at renewal-
time with your insurer and ask what would make your %ompany a
better risk for the insurer to insure; what would reduce your
premium rate if done. Ask them whether a well trained workforce
in risk management techniques would reduce the risks, I am'sure:
they are going to say it would and then say to them, wouldn't it
be in our mutual interests to have a training semina;. And, thus
since it would be in our mutual interests, why don'ﬁ yOu pay for
it. Perhaps they won't pay for it all, but they maﬁ give you a .
premiwn reduction or credit that cculd be applied oﬁly if ydu do
put on a seminar in the coming year. In other words, a seminér'
such as the one I mentioned might cost $30,000 for 30 men to be
in a city for a few days. Perhaps the insurer will waive the
normal ¢osts or will give yvou a credit on your premﬂum if yéu in

fact are willing to foot the bill for the seminar. No seminar,

no premium reduction. But what this does is enable_ ou to build



a rapport with vour people because you are with them for a féw
days, and they will start listening to you when you call because
they now know you better. You're not just someone ffom the ivory
tower of corporate telling them what to de. You arezsomeone who
has interacted with them and been in a training session with them
and worked with your hands with them and also went out to dinner.
and had beers with them, and heard about their problems in Boise{
Idaho which to them are quite different than what you in your -

corporate suite in Manhattan or Paxis perceive.

aAnd, perhaps as good guid pro quo to the insurer for their
willingness to do these things, you explain that a seminar buildé
a better overall rapport between the insured and the' insurer
which then should lead to longer term relationships which insures
love because it provides them a longer pericd of time in which to
recover their money from a loss should cne occur, And,'if the
reinsurance market ever gets its act together again perhaps youi
can even enter into multi-year contracts. Also, it gets your
management to start thinking long term, which is one of the risk

management priorities you want out of it.

Another way to learn your risk, which I mentioned earlier, is to
establish product safety or product liability committees within
your company. These should be formal in structure in the sense
that they must meet at least quarterly and involve high level

people. Basically, they should involve somebody from reseaﬁch,
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manufacturing, marketing, sales, and ideally from 1ﬁga1 and/or
risk management. These committees should review anf new products
to make sure for instance that the marketing and sales peocople ar;
not making assertions about a product that research Fever
intended or tested for; and, also these committees s%ould
pericdically review all products even the most mundane of your
old products. You would be surprised how often through the vears
a product is being touted to do something by the salesforce
which 20 years earlier, when it was originally developed it was
never designed to do. and, cften times the literature hasn't
caught up to it, or perhaps research never did any testing to -
ensure that this product can do what the sales and marketing
people say it can deo. You would also be surprised how often
nanufacturing people are influenced by the sales people to alter
the specs slightly to meet certain sales demands, bﬁt that the
research people are never told about it and thus are not givén
the opportunity to try to stop such changes in the specs even if
they are ever so slight because it might actually affect the
integrity of the product. These round table discussions by a
committee that is forced to meet regularly are very helpful in
preventing problems. Also, they (and their minutes)‘are very
helpful at a time of litigation in showing that you ;re a
conscientious company that has made all the good and'reasonable
decisions at the right time. The committee will enable you on an
ongoing basis to do the risk management decision making process

of identifying risks, of analyzing risks, of then selecting the

l
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best alternative technique to handle the risk, and then
monitoring your results and modifying anything you need to modify
thereafter. This risk management process decision should not be
limlted to Just products 1liabllity or property risks whicn Qe
talked about earlier, but also for general liability, auto '
liability and for workers compensaticn. Because once you know
the risks you can get into risk and loss control but' you must .
foresee the risks. Let me give you a workers compensation or‘

safety example.

At a previous employer my parent corperatlion was a European
corporation with very high technelogy and considered one of the
foremost leaders in the world in making fiberglass. | They wanted
to come into the U.S. market and they designed a plant similar to
the plants they had in Europe. It was state of the Lrt, and they
built it in Texas. At the end of the assembly line ?arge

5¢ pound spools of fiberglass thread would come off éhé assembl?-
line. These would then ke stacked. Well one of the risks that -
the engineers didn't identify when designing the plant was that
even though this same plant design had been very successful in
Europe, it was designed for the average 150 pound European m;le..
While it can be hard work, if properly trained, a Eurcpean male
of 150 pounds can lift a 50 pound spool of fiberglass thread
relatively safely over a long pericd of time. However, it turns

out that in Texas the workforce that was being hired to do this



rather menial task at the end of the assembly line was mostiy
women or people of Mexican decent whe were of slightfbuild, or
interestingly enough slightly built Cambedians and V}etnamese who
setrled in large numbers in the town after the vietngm War, Wwell
noc longer are you dealing with 150 pound males of European
extraction who are generally bigger, you are now dealing with
people of Mexican and southeast Asian heritage and w?men for whom
also pound welght 1s extremely heavy. Guess what, wE started to
have an enormous amount of back injuries and in the United States
these can average as much as $50,000 a back. In addition claims
increased because these were new employees who were not well
trained. But even if they were well trained, this was perhaps
too heavy a task for them. Well, guess what, this rgally
effected the profitability of this fiberglass plant because it
now had extremely high medical costs. Now eventually we did
through robotics engineer out the problem (l.e. analyze, select,’

i
and implement) by putting small overhead cranes in f@r the people

£o use, but not untill we expended extreme amounts ofimoney in
medical bills. Interesting and as scomewhat ¢f a humorcus side
note, the best laid risk contrel plans can still coften go astray.
Initially, when the overhead cranes were put in they were
manually contrelled by the worker who would walk along with and
somewhat under them. It was almost humorous since the workers
were now walking arocund without hard hats or steel toed shoes

carrying these weights overhead and walking virtually under them.

I ¢onstantly foresaw a more seriocus accident occurring of the
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30 paund weighr 1anding on their feet or thoir hcad and crippling

——— e

or killing them apnd having the cause bha artributed I'n ay
requiring the loss contrel technigque of cranes. However, to the
best of my knowledge that has not yet occurred, but it just goes
to show you what can go wrong even when you are trying to

institute good risk control measures.

Back to products liability. Now that you have your product
liability committee and you've had your seminars wit; your
operations people etc, and you are building a rapport with vour
controllers department (who is constantly alerting you of any
extra expenses that are occurring out there), you need to go to
your operating pecople again and ask them how vou can%help them.
At first they will look at you askance and think, weil, there's
no way you can help me. But I think there is. I think what you
need to do is to appeal to their good common sense and say, 100k,
if money was no object what would you like to have done at your
plant. Then you explain t¢o them that perhaps you co?ld be their
ombudsman or advocate at Corporate to get certain things inté.
their budget that they know deep down inside of them: they neéd
buft they would never as¥ thelr superior for because Fhey kncy he
is constantly telling them to cut expenses. But if Lhey could
put the word in your ear, and vou could be their advocate, tﬁen
you could be the bad gquy who is supposedly spending Lll the money
but yet knowing deep down inside that you are doing the right

thing and the plant manager knows you are doing the right thing
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i
and thus something for the long term gets done. Thiz is how you
make an ally out of them. 1In other words ask them for a wish
list of what they would like to have if they weren't afraid to

ask for it.

The other thing you need in order to analyze your risks well

is you need good data. And good data means knowing about yohr
losses, having good loss figures so that you can focus on trends
which may help you to spot truly big risks coming down the réad._
Unfortunately, it has been my experience that it is Fery
difficult to get good products liakility loss data ik particular.
from insurance company loss runs. It's sad but safe to say

that I have never gotten a totally correct loss run from a ﬁajor
insurance company in America. Thus, I recommend if ssible you
make an effort, perhaps with your insurer, to develop a good
in-house risk management information system. This may involQe
using the insurers software since some insurers allow you to link
up and go on~line with them directly. Or, get scmebody on your
staff, or yourself, well trained in how to develop your owﬁ iqss
runs s¢ that vou have good data. Only with good daga can yoﬁ
knew where your efforts should be focused. In addition, only
with good accurate data can you strongly negotiate y?ur insu;ance
renewals praparly. Without good data the insurer is‘always going
to be conservative in his unéderwriting and you are going to be
paving mecre at renewal. Speaking of renewals, let's. talk :

financing.



wWolfgang earlier alluded to the fact that vou need as a
cerporation to establish your ultimate risk tolerance., I
couldn't agree more. As a risk manager you need to get to the
CFQO and CEQ along with whoever else those twe might think
necessary and find cut exactly how much your company can afford
to lose in a year without truly adversely affecting the'abiiity '
of your company to meet its goals. This amount may vary
significantly by company and by whether or not your Forporation :
is public or private. If your corporatlon is publici vou need to
get a handle on what is considered "material® by your outside
auditors so that if you had a loss you'd know when a. footnote
would be required in your financial statement. As we all knbw,

most CFO's don't like footnotes. ]

Once you have established your risk tolerance level,! then in a
multi-national corperation I think you need to make the nexrt
giant philesophical leap and say that if we can atfoéd, for
instance, a $10 million loss or self-insured retention or
deductible in the U.S., we can afford one in Europe.j By that I
mean, it seems to be the tendency to buy the lower deductible
local insurance in many countries, and have fairly high
deductibles in the U.S. because the insurance is "ch?aper in
Europe and other places" than it is in the U.S5. while this is

generally true, it still is costing you scomething, and if you are

a multi-natienal, what difference does it make if yoll have your



loss in the U.S. or you have it in France. Ten million decllars

is ten million dollars wherever the loss may oc¢cur. |Now right up

front I want to say that there are exceptions to every rule in
every corporation and you must be flexible to take advantage of
extreme market situations. But however, in general,' I think a
problem companies have is that they don't establish F worldﬁide
risk management program. Everyone treats the U.S. dﬁfferentiy,
{albeit it arguably should be different because it does have
different types of laws, etc.); but still fimancial 9ecisions aré
financial decisions and especially if you have a congolidated
financial statement what the hell difference does is make where
you have the loss. But, so that one can take care gf the
exceptions but still have uniformity somewhat in philescphy 1
would recommend that you have as one option up your sleeve a
captive insurance company. Now, captives are not for everyone, I
realize that. However, by having a captive or some sort of
financial vehicle to fund up to the risk tolerance level I spoke
of earlier, you have the flexibility to tailor a program to your
needs. Remember also that even after a captive is in place you

den't have to use it the same way every year. }
f

Perscnally, I have found that 4 captive has enabled me Lo nave
the peace of mind of knowing that my company is in |egu1atory
compliance in every country worldwide for things such as clinical
trials which are extremely important for pharmaceuticals.

Raegardless of whether you use a captive or not, you as a

|
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risk manager in a worldwide program in liability need to coﬁvincé
the local operating people in the various countries that the
corporate philosophy of risk tolerance is a worldwide philoscphy.
And, thus they need to be made part of that program.] This may
involve having the same high levels of deductibles apply
worldwide which might seem extraordinarily high in certain
countries; but, if the losses can be funded by your corperation
in some sort of way through for instance "artificial premiums
being charged to local subsidiaries and retained in a corpofate
fund, then there should in the long run be a significant saving
for the overall corporation.

|
There I am, sneaking in the term "in the long run" again. I do
believe vou can begin to get your long~term risk management
philosophy and goals in place by looking for allies 'in operétionﬁ
and giving them little incentives that help them lock better in
their shert-term budgets while helping vyou reach your long-term
goals. As the title of the presentation says, risk managemént
is managing risks, but it also surely is managing people,
managing budgets, managiag attitudes, managing your philosoﬁhy

and managing to reach your long-term goals.






