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Operational Efficiency: Strategic Imperative or
Unrealistic Utopia?
Issues to consider when attempting to implement an effective ERM program.
In recent years, banks have invested in enterprise risk management (ERM), but have these
investments been smart, operationally efficient and effective? The answer to this depends on
whether they believe being operationally efficient is an unrealistic utopia, or whether they see it
as a key building block for best practice ERM, and therefore a strategic imperative.
This article attempts to explain these two positions by outlining current drivers pushing banks
toward more effective ERM investment, presenting key factors to consider when making an
ERM business case, providing a benchmark for returns on ERM investments and detailing best
practices for ERM implementation.
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As a consequence of the recent financial turmoil, banks have been investing in their
management of risk, with a view to improving on what they have already, with better informed
and timelier decision making. The question is, how much does this reflect an investment in best
practice, or is there a higher standard for which banks should reasonably be striving?
The purpose of ERM is being better and more quickly informed about risks, and this is directly
correlated with increasing operational efficiency and effectiveness. Examples of best practice
ERM include the ability to monitor, in near real-time, the impact of day-to-day lending decisions
being made by originators in a branch network or, alternatively, the cumulative effect of trading
decisions being made on the trading floor, in aggregate, each day.

ERM Requires a Holistic Approach to Data Management
ERM is about a holistic approach to data management. Are large deals meeting the hurdle rates
for different risk profiles, or is business for a particular segment meeting its targeted risk-adjusted
returns? Likewise, can unusual, unintended or unacceptable risks be isolated and proactively
managed? Are the right people discussing, monitoring and managing the various risks? How
often is data reviewed and reported? Moreover, are the reports ready for analysis by senior
management and at committee meetings, or do they provide an overwhelming quantity of data
that executives are unlikely to assimilate?
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Sadly, it is organizational design, and therefore operational ineffectiveness, that perpetuates and
accommodates such inefficiencies.
The opposite of the holistic approach is effectively siloed,and one of the key obstacles to sound ERM is the
management of risk in silos. Silos might be defined in terms of geography, line of business (e.g. wholesale
vs. retail vs. corporate, etc.) or by type of risk (e.g. credit, market, operational, etc.). The end result is
that data for the finance function and for risk management is often separated. As a consequence, data
management for each of corporate and retail banking, or for country “A” and country “B,” or for liquidity
management and for credit risk management, happen on systems that do not talk to each other.
One only need look at the recent subprime crisis, which morphed into a liquidity crisis, and then a fullblown economic crisis, to understand how limitations in data availability across the enterprise frustrated
the holistic management of individual firms. If banks had not been so siloed, and if their stress testing and
planning capabilities had been more holistic (and sophisticated), we might have avoided much of the pain
associated with the subprime crisis.
Risk managers and finance managers, and regulators, now realize that it is necessary to analyze the
combined impact of different risks in order to understand the impact of possible scenarios on a bank’s
balance sheet and P&L.
Silos are perhaps inevitable for day-to-day, local operational purposes, but this approach to management
of risks is inadequate for the organization as a whole. So the real, untapped opportunity, when it comes to
operational effectiveness, is to address the separation of the organization’s databases. Once a holistic view
of key risk data has been achieved, banks can deliver material improvements in operational efficiency at
the local level as well.

New Regulations are Driving Banks toward Holistic ERM
New regulations are forcing banks to become more holistic and are breaking down the organizational
culture within many banks that perpetuate silos. For example, under Basel II, credit risk was typically
managed by the risk department, and liquidity risk managed by the ALM/treasury department. Now,
under Basel III, calculation of liquidity ratios requires data from both entities. The old way is no longer
sustainable.
Similarly, the European Banking Authority’s common regulatory reporting framework (COREP) will now be
associated with its financial reporting framework (FINREP). This is a big challenge because of the differing
requirements of COREP and FINREP reports; banks need a system that ensures COREP and FINREP remain
consistent. Furthermore, reports must be fully auditable (drilling down to the granular data) on risk and
finance data. On top of all that, reconciliation is key at each level.
Another example of regulations driving a holistic view of risk and finance data is the IFRS 9 rules on
expected credit losses. Existing incurred loss models delay the recognition of credit losses and therefore
delay the delivery of information to investors through financial statements. This undermined confidence in
financial institutions during the financial crisis.
New standards will now use more “forward-looking” models to reflect expected losses. This means the
accounting department may now need to look at credit risk models and adopt similar calculations, using
similar sources of data and similar reporting tools.
Perhaps the most pressing example is that new requirements for enterprise-wide stress testing cannot
easily be satisfied by the siloed approach, which typically forces banks to throw armies of people and huge
technical resources at satisfying each external reporting obligation. These tactical solutions deliver one-off
results, leaving the underlying problem unresolved.
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Holistic ERM: A Top-down and Bottoms-up Commitment
The heart of a well-functioning, automated stress testing process is a single data repository in which
the relevant risk and finance data required for regulatory stress tests is consolidated and readily available.
With the key data layer element in place, the models, workflow tools and reporting modules can be
layered on top. Once this structure is in place, banks are afforded a scalable and powerful capability
to run and effectively report on a broad array of enterprise-wide stress tests in a timely and costefficient manner.

This same capability supports more than just stress testing - it also offers substantial insight to
senior management about the bank’s risk profile and potential opportunities. Therefore, it facilitates
(consistently, across the organization) medium-term planning and annual budgeting, capital allocation
and wider enterprise financial management.
Such ERM requires strategic and structural change, which typically requires a top-down commitment
from the bank board. In addition to the board mandate, business units also need to see the benefits, and
not just perceive this initiative as another change-management burden from on high; there has to be
something in it for them.
Ideally, therefore, a major part of the business case will look at the underlying operational efficiency of
the data management systems and processes used to inform the reporting, with a view to re-engineering
those processes in a way that strips out cost, speeds up process and improves performance.
Of course, none of this works without good data, which brings us full circle back to the need to look at
data at the bottom end and for the ERM framework to be underpinned by increasingly accurate, relevant
and timely data.

Corporate Credit Origination: A Great Place to Start Holistic ERM
In most banks, the process for corporate credit origination is highly inefficient. As a result, origination
workflow represents an excellent opportunity to gain both board commitment and business unit
engagement on the topic of holistic data management.
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The benefits of changing origination workflows are significant: one medium-sized bank calculated that for
every $1 invested, they saw a $3 return. This was achieved through more consistent standards of credit
analysis supported by more accurate data, leading to reduced calculation times and limited opportunities
for human error, and accompanied by more efficient deployment of capital (and, therefore, increased
returns on equity, increased shareholder value added and increased economic value added). Transparent
governance and better audit trails were also enabled.
Ultimately, such process reengineering is about delivering centrally accessible data: e.g., risk data, volumes
data, performance data, migration data and point-in-time data and trend analysis. Returns of three times
the original investment are typical and potentially even understate the benefits. Certainly, when thinking
in these terms, process reengineering really does begin to make a compelling business case.

Best Practices for Implementing Holistic ERM
It is easiest to implement a holistic data management system when some kind of existing governance
framework is already up and running, which can be improved through an iterative process that makes the
framework more robust over time. The best practices for implementation include the following:
1. Be programmatic.This sort of project needs the discipline of a change management program, with
route maps, governance, etc., planned out over time.
2. Articulate a risk culture statement. A clear statement shapes the context for the changes required. For
example, “risk” is not just a function, or department, or something for the people with risk in their
title. It is something for which everyone in the organization should have personal responsibility, from
the operational risks run by tellers, to daily credit risk decisions being taken by relationship and credit
teams, to trading activity undertaken by the market facing teams, to the strategic decisions being
taken by the board.
3. Formulate a risk appetite statement.This provides the boundaries, or limits, within which risk across the
enterprise is to be governed and managed.
4. Conduct integrated risk management (“IRM”) training. Addressing the “soft” side of ERM ensures that
employee attitudes, values and behaviors are aligned with the wider framework being developed. For
example, the risk department should not be seen as the enemy by the line of business, but as partners
and enablers, providing checks and balances that help to ensure an environment in which the business
can flourish.

Siloed ERM is Not Sustainable
This article has focused on the benefits of holistic ERM. However, the costs associated with remaining in a
siloed should also be remembered. If a bank continues to leverage information from data in silos - and to
respond to the internal and regulator requests in a tactical manner, reactively, and on an ad hoc basis - it
could face the following problems:
»» Performance of everyday data capture, analysis and reporting tasks will require combining information
from multiple databases and models across different business lines and geographies, while using
different technologies.
»» Each time there is a new regulation or new internal requirement, compliance will require the
development of a solution from scratch; it cannot simply be satisfied “at the click of a button.”
»» Extra effort would be required to check that each group is meeting the spectrum of policies and
adhering equally to the strategies being set by the center, making it much harder to consolidate reports
at an entity level.
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»» The creation of operational inefficiencies due to a lack of risk data-based business intelligence will
lead to disproportionate cost increases, which, in turn, will undermine capacity for growth.
»» The effort required to address all of the above will come at the expense of sustainable growth.

A Strategic Imperative
For banks to sustain desired levels of growth, they must make it a strategic imperative to achieve
operational efficiency within risk, finance and treasury departments, ensuring these teams have the
data, models, tools and analytics that they need to fulfil their responsibilities efficiently and effectively.
This will require consistent, well-informed policies, and governance providing the right checks
and balances.
Holistic ERM, as discussed earlier, aligns these constituents and ensures they are empowered with the
data and analytics they need to report both internally and externally; moreover, it does so in as close to
real time as possible.
Multiple strategic, economic and regulatory drivers are currently forcing change within banks that will
help banks to realize the vision of holistic ERM. Achieving this vision will require considerable planning
and substantial investment, but it is well worth the effort. Raising the standard of the firm’s ERM
framework takes advantage of established advances in risk management practices, particularly by (1)
moving from a siloed to a holistic view of risk; and (2) increasing the focus on data and its management.
The business case for holistic ERM leverages automation and systemization, but is also about enabling
higher standards of governance to mitigate the consequences of black-swan events. Once operations
have been optimized with appropriate automation, total costs of ownership of the new enterprise
risk management system will go down. Striving to be more operationally efficient is entirely realistic
and, indeed, for those organizations with ambitions for maintaining or improving their position, a
strategic imperative.
.

.
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