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benefits in the form of a lower capital allocation for the unit.
But investments of a business unit that have low correlations
with activities of other major business units are not credited
with firm-wide diversification benefits. The rationale for
this policy is that it enables Nationwide’s top management
to take account of the effects of new investments on risk
at the corporate level while at the same time holding the
business managers who make those decisions accountable
for earning returns consistent with their competitive operat-
ing environment.

The Governance of ERM

How does a company know that its ERM is succeeding?
While one outcome of effective ERM should be a better
estimate of expected value and better understanding of
unexpected losses, ERM does not eliminate risk. Thus,
extreme negative outcomes are still a possibility, and the
effectiveness of ERM cannot be judged on whether such
outcomes materialize. The role of ERM is to limit the
probability of such outcomes to an agreed-upon, value-
maximizing, level. But what if the probability of default is
set at one in 1,000 years? Quite apart from whether this is
indeed the value-maximizing choice, such a low probability
means that there will be no obvious way to judge whether
the CRO succeeded in managing risk so as to give the firm
its target probability of default.

To evaluate the job of a CRO, the board and the CEO
must attempt to determine how well the company’s risk is
understood and managed. A company where risk is well
understood and well managed is one that can command the
resources required to invest in the valuable projects available
to it because it is trusted by investors. In such cases, inves-
tors will be able to distinguish bad outcomes that are the
result of bad luck rather than bad management, and that
should give them confidence to keep investing in the firm.
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Conclusion

In this article, we have discussed how enterprise risk
management creates value for shareholders and examined
the practical issues that arise in the implementation of enter-
prise risk management. Although the key principles that
underlie the theory of ERM are well-established, it should
be clear from this article that additional research is needed
to help with the implementation of ERM. In particular,
while much attention has been paid to measures of tail risk
like VaR, it has become clear from attempts to implement
ERM that a more complete understanding of the distribu-
tion of firm value is required. Though correlations between
different types of risks are essential in measuring firm-wide
risk, existing research provides lictle help in how to estimate
these correlations. Companies also find that some of their
most troubling risks—notably, reputational and strategic
risks—are the most difficult to quantify. At this point, there
is little research that helps practitioners in assessing these
risks, but much to gain from having a better understanding
of these risks even if they cannot be quantified reliably.

In sum, there has been considerable progress in the
implementation of ERM, with the promise of major benefits
for corporate shareholders. And, as this implementation
improves with the help of academic research, these benefits
can only be expected to grow.
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