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Boards Need to Reassess How They Oversee Risk, 

Work To Comply With Enhanced Risk Disclosures

by John Michael Farrell

KPMG LLP

The intense focus on risk over the past year or so is becoming even more intense, given continuing economic uncertainty, coupled with increasing demands for risk management and oversight—by the SEC, Congress and other stakeholders. As a result, most boards will be reassessing their risk oversight processes in the coming months, and reviewing enhanced risk disclosures prepared by management for the 2010 proxy season. 

New Regulations, Rules
In December, the SEC adopted amendments to its proxy rules that require important new disclosures about risk, including disclosures about risks posed by the company’s compensation structure, the company’s risk management processes generally, and the role of the board in risk oversight. The SEC rules together with recent legislative initiatives in this area, seek to reshape compensation and governance disclosures, as well as strengthen board accountability for risk oversight. 

The SEC’s rules require public companies to expand their compensation disclosures—beyond their named executive officers—to provide information about how the company’s overall compensation policies for employees create incentives that can affect the company’s risk profile and the management of those risks. 

They also require new disclosures about the company’s leadership structure and the board’s role in the risk management process, including:

· Whether the company has elected to combine or split the positions of CEO and chairman of the board—and why this structure is best for the company. 

· The board’s role in risk oversight: 

· Whether the board implements risk oversight through the board as a whole or through a committee, such as the audit committee. 

· Whether the persons who oversee risk management report directly to the full board or to a standing committee.

Focusing on director and nominee experience and qualifications, the rule requires enhanced disclosures, including information about a director’s or nominee’s ”risk assessment skills,” and past experience that would be useful to the company. 

Evaluate An Approach 
These rules are effective for the 2010 proxy season. So boards should be taking a close look at how they oversee risk. Among the questions frequently heard: What role should the full board play in risk management? Should we consider a risk committee? What role is realistic for the audit committee? 

As boards address these questions, they should consider some emerging leading practices for risk oversight. Accordingly, the National Association of Corporate Directors’ (NACD) Blue Ribbon Commission on Risk (BRC) recently issued its report, which offers practical advice and suggestions to boards as to how they might improve their processes for overseeing the company’s risk management activities.

Leading Practices
As the report emphasizes, no single approach to risk oversight will fit every organization, and every board needs to consider what risk oversight framework makes sense for it—given the industry, the unique needs of the business, and how robust the company’s existing risk management processes are. However, as boards assess risk oversight frameworks—and seek to improve their oversight processes—below are four leading practices for consideration:

1. Understand that risk oversight is a “team sport” involving the full board and all of its standing committees. Just as every player on the team needs to understand his or her role, the challenge for every board is to ensure proper alignment and coordination of the risk oversight responsibilities and activities of its various standing committees. 

2. As a general rule, the full board has primary responsibility for risk oversight. One trend is that more and more full boards—as opposed to any one board committee—are taking primary responsibility for risk oversight. In fact, this was a key recommendation of the BRC report, which emphasizes that the board’s oversight of risk must begin with assessing the appropriateness of the company’s strategy and the risk inherent in that strategy. 

As the BRC report states, real board engagement and assessment of risk requires choices and alternatives. “Too often, the strategic engagement of the board boils down to ‘review and concur,’ where the only choice the board has is to accept or reject the proposals of management.” If the board is provided with several strategic alternatives, with management’s assessments of different patterns of risk and return, the board can provide more meaningful input and contribute to the decision-making process.

Of course, every board also needs to understand and closely monitor the critical enterprise risks—the key 10 to 15 risks—that threaten company’s strategy, business model, or viability. For many boards, this is an important agenda item at each board meeting.  

3. Clarify the oversight responsibilities of the board’s standing committees. While the full board has primary responsibility for risk oversight and focuses on the “big picture” of risks facing the company, every board committee is responsible to oversee the risks particular to its area of oversight. 

And a key question for many boards involves the role of the audit committee. In addition to financial reporting risks, audit committees often have responsibility for financial risks—such as risks associated with taxes, environmental claims, litigation, insurance, financial instruments, complex transactions, etc.—and compliance, including FCPA compliance. Does the audit committee realistically have time to oversee other areas of risk such as operational risks and strategic risk? It’s an important question for every board and audit committee. 

In assessing its committee structure, every board should also consider whether there is a need for a separate committee to oversee an area of risk that might pose a particular concern for the business. For example, as the BRC report indicates, some boards have formed finance committees to focus on M&A and financing; many technology companies have technology or science committees to review priorities and investments for R&D; and many banks and insurance companies have formed risk committees whose members have specific knowledge or expertise about the risks inherent in the operations of these institutions.

Despite the benefits of these committees, a complex committee structure with too many committees may pose its own risk: a fragmented committee structure with no one seeing the “big picture.”  

4. Assign a committee to focus on the company’s risk management processes, distinct from the oversight of substantive areas of risk. Understanding the company’s risk management processes can be a significant, time consuming effort, particularly for companies in the early stages of developing their risk management processes. Because it can be such a significant undertaking, some boards are forming risk committees or identifying other committees who are charged with overseeing the many processes by which the organization identifies and assesses risks, manages and monitors the risks, and communicates and reports on the risks. The goal: to help the board ensure that management has in place sustainable and repeatable risk management processes, and that management accountability for these processes has been established.

Only One Step in the Oversight Process
Assessing and clarifying the board’s risk oversight framework—the roles and responsibilities of the board and its committees—is only one step in assessing the adequacy and effectiveness of the board’s risk oversight processes. How the board —through its committee structure and framework— exercises its oversight is critical. The BRC offers important insights and recommendations in the form of “Ten Principles for Effective Risk Oversight”—recommended reading for all directors as their companies prepare to disclose their board’s risk oversight processes.
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