
1 | P a g e  
 

 
Creating Value through 

Integrated Risk Management  
 

(A Financial Crisis Perspective) 
 
 

 
 

 

ARVIND KUCHIBHOTLA 
 

GAURAV AGARWAL 
 

 

 

 

INDIAN INSTITUTE OF MANAGEMENT INDORE 

 
 
 



 
 

 

 

ABSTRACT 

 

 

While risk management practices have been going on for some time now, the process of 

integrating all the business lines and the risks in the organization has assumed greater 

significance considering the financial meltdown across the world. This paper 

comprehensively deals with the goals and benefits of the Integrated Risk Management as a 

means of adding value to the firm. The role of the Senior Management has been identified as 

crucial and an approach has been provided to effectively implement Integrated Risk 

Management through them. Its importance in sustaining a firm through events like the recent 

financial crisis has been proved through some of the examples of Integrated Risk 

Management approach. Through these examples the paper also highlights the key issues that 

the risk managers face and how they can be tackled.  

  



It‟s been more than a year to the Lehman downfall. Lehman‟s downfall on Monday, Sept. 15, 

2008 sparked a run on the $3.6 trillion money market industry, which provides short-term 

loans called commercial paper used by businesses worldwide to cover everyday expenses, 

including payroll and utilities. The panic left companies such as Goodyear Tire & Rubber Co. 

stranded with insufficient cash and ravaged the accounts of millions of people. For Goldman 

Sachs Group Inc. CEO Lloyd C. Blankfein, JPMorgan Chase & Co.‟s Jamie Dimon and the 

rest of the financial chieftains who spent a weekend trying to unwind derivatives trades and 

keep bank-to-bank loans flowing, ignoring the commercial-paper market, the lifeblood of the 

economy, proved a catastrophic oversight. Within a week, the U.S. stepped in to halt 

withdrawals from money market funds, leading to a $1.6 trillion industry backstop, part of 

$13.2 trillion it has committed to beating back the worst financial crisis since the Great 

Depression.  

If at there is any learning from this episode it is how not to manage risk. Experts give reasons 

such as greed and deregulation as reasons for the downfall but the ultimate underlying cause 

is the improper risk management and ignorance of some basic risk management principles. 

Another biggest learning that derives from this crisis is that a catastrophe from risk 

mismanagement can spread across like a fire. 

This calls for the need of a more comprehensive look at risk management where the 

enterprise focuses more on the aggregate risk and its impact on not only itself but those 

linked to it. “Integrated Risk Management” (IRM) is the identification and assessment of the 

collective risks that affect firm value and the implementation of a firm wide strategy to 

manage those risks. The goal of risk management is not to worry about speculations/hedging, 

but to look at a bigger picture of maximizing value by shaping the firm‟s risk profile. In a 

nutshell, this can be done by shedding some risks thereby creating capacity for taking those 

risks which are worth and would add value to the firm. By applying integrated risk 

management principles, management will benefit from new insights about the interplay 

among different types of risk and traditional financial decision areas, connections easily 

missed without a comprehensive framework.  

Companies have three fundamental ways of implementing risk management objectives: 

modifying the firm‟s operations, adjusting its capital structure and employing targeted 

financial instruments. “Integration” refers to the combination of these three techniques, and 

aggregation of all the risks of the firm. While this has been practiced by the managers in the 



past, IRM has become a practical possibility due to the improvements in technology. 

However, the role of the manager cannot be undermined. 

Role of Risk Manager in Integrated Risk Management 

An important question when we talk of integrated risk management is the role of Risk 

Manager.  The role assumes greater importance in light of recent financial turmoil.  As a 

professional group, risk managers need to accommodate the demands of various stakeholder 

groups: regulators, corporate executives, shareholders, debt holders and the general public. 

For this they have to balance three conflicting objectives in risk modeling as shown in Figure 

1. These objectives can be achieved if an Integrated Risk Management Framework is used.  

 

Figure1: Tradeoff triangle in risk modeling 

There is an increasing need for Risk Managers to assume the role of Business Partners and 

view risk management as a high-level strategic activity, contributing to board-level decision 

making, planning, and performance management. Traditionally there has been two roles in 

which the risk managers fit in: strategic controller and strategic advisor. Strategic controllers 

are those who pursue the strategy of quantifying the risk and trying to fit in a framework. 

They believe in the quantitative aspect of risk management. Strategic controllers preside over 

the close integration of risk and performance measurement, and ensure that risk-adjusted 

metrics are reliable and relied on. They advise top management on the absolute and relative 

risk-return performance of various businesses, and influence how capital and investments are 

committed. Strategic advisors are more of quantitative skeptics who believe in using 

experience and domain/business expertise to take risk management decisions. Their role is to 

bring judgment into high-level risk decisions, challenge the assumptions underlying business 

plans, and use traditional risk controls and lending constraints to alter the risk profile of 



particular businesses.  A more micro look would reveal that strategic advisors are more 

conservative than strategic controllers.  

In view of the recent turmoil, one thing has emerged clear which is that the risk function 

creates strategic value when risk professionals partner with the business lines and help them 

understand the cost of risk taking and the long-term implications of short-term profit-seeking.  

This can be done when the benefits of strategic advisory and controller roles are combined. 

CFO along with the risk managers should develop a system where in strategic controller 

designs framework which defines the risk which the firm is exposed to and the quantified 

results are then combined with the business experience of strategic advisors to come to a 

decision on risk aspects. This hybrid format assures that you get the benefits of models and 

the gaps of the model would be filled in by the business experience of the managers. Another 

model could be to divide the roles where in the strategic controller and advisor look at 

complementary aspects of risks which add value to the firm. A typical framework would look 

like shown in Table 1.  

  



 Strategic Controller Strategic Advisor 

Objective of 

Risk 

Modeling 

Measuring aggregate risk profile 

of business. 

Anticipating changes in risk 

environment. 

Role in Risk 

Modeling 

Identify complex relationship 

between variables. 

Judgment used to identify implications 

of additional complexities. 

Span of Risk 

Control 
Quantifiable Risks Quantifiable & Non-Quantifiable Risks 

Business 

Partner Role 

The integration of risk 

management with planning and 

performance management. 

Influencing discretionary strategic 

decisions and articulating to line 

managers the long-term risk-implications 

of their decisions. 

Philosophy 

1. Risk numbers are deemed 

representative of the 

underlying economic 

reality. 

2. Emphasis on the „robust‟ 

and „hard‟ nature of 

modeling. 

3. Risk-adjusted 

performance measures are 

recognized 

1. Risk numbers are taken as trend 

indicators. 

2. Emphasis on learning about the 

underlying risk profile from the 

trend signals. 

3. Risk adjusted performance 

measures are discussed, but are 

open to challenge. 

 

Another area that the risk managers need to look at is the incentive and reward system. 

Currently, incentive schemes tend to reward bold, short-term risk-taking and do little to 

discourage betting the enterprise with investments that have high probability of superior 

returns and a low probability of causing financial distress. Linking the remuneration of risk 

takers to long-term, risk-adjusted performance is currently not feasible in any single bank 

because a deferred-bonus scheme has little attraction to those who can choose between cash 

offers in a competitive market for deal-origination talent. However, increasing regulatory 

pressure and shareholder activism is likely to bring a systematic change to internal definitions 

of good performance, and ultimately, to the way risk-taking behavior is rewarded. One 



possible solution could be that recognition of revenue for bonus purposes ought to follow 

accrual accounting and take into account the longevity and risk of the deal, rather than 

upfront recognition. 

The Integrated Risk Management processes have come to the forefront in the financial crisis, 

where firms were able to mitigate the crisis by implementing the risk management models. 

These practices reinforce the credentials of Integrated Risk Management as an effective value 

adding strategy to the firm. While most of the companies entered the crisis in a relatively 

sound financial condition and generally with capital above the regulatory requirements, the 

prolonged disruption in market liquidity stressed most firms‟ liquidity and capital. The 

primary source of disruption, as many would agree, had come from the mortgage-related 

credit, particularly in businesses involved in the warehousing, structuring, and trading of 

CDOs backed by such credits. Several firms found that their aggregate exposure to this risk 

was larger than they initially recognized. This was due to some of the decisions made by the 

firms to retain large exposures in the senior tranches of the CDOs, and they could not 

estimate the loss that could have been obtained on the underlying MBSs. The other was with 

the off balance sheet exposures which affected the assets of the firms when the exposures 

defaulted.  

While this was the general scenario, there were firms which were able to recognize the risks 

arising and understood the need to mitigate them. Some others identified the risks but 

accepted them. In particular, there were some important differences in the firms‟ approach to 

risk management practices. 

Effective Firm Wide Risk Identification and Analysis 

Through effective channels of communication, firms that were able to mitigate the crisis 

shared the quantitative and qualitative information more effectively across the organization. 

Some firms were consequently able to identify the sources of significant risk as early as mid-

2006; they had as much as a year to evaluate the magnitude of those risks and to implement 

plans to reduce exposures or hedge risks while it was still practical and very expensive. The 

senior managers developed a firm-wide plan to counter the exposures, and did not depend 

only on the business lines to make the decisions individually. The reverse was the case with 

the companies who failed. 



Consistent application of Independent and Rigorous Valuation Practices across the firm 

In late 2007, management had established, before the turmoil began, rigorous internal 

processes requiring critical judgment and discipline in the valuation of holdings of complex 

or potentially illiquid securities. These firms were skeptical of rating agencies‟ assessments 

of complex structured credit securities and consequently had developed in-house expertise to 

conduct independent assessments of the credit quality of assets underlying the complex 

securities to help value their exposures appropriately. Now finally when the valuations were 

made, they were implemented the same across the firm, and not allowing any changes. These 

firms also adopted testing of these valuations, by selling a small percentage of the relevant 

assets to observe the price fluctuations. 

Effective management of funding liquidity capital and balance sheet 

The controls were established very actively across all the functions in these companies, and 

there was a certain kind of coherence in the balance sheet, liquidity and capital positions. 

They were able to align the treasury management processes with the risk management. These 

firms had created internal pricing mechanisms that provided incentives for individual 

business lines to control activities that might otherwise lead to significant balance sheet 

growth or unexpected reductions in capital. In particular, these firms had charged business 

lines appropriately for building contingent liquidity exposures to reflect the cost of obtaining 

liquidity in a more difficult market environment. Moreover, such firms avoided the CDOs 

and SIVs, as they considered them too risky. 

Effective Risk Measurement and Management Reporting Practices 

The better performing firms had adaptive risk management processes that could alter in the 

risk measures to adapt to the current circumstances. Usually, the firms relied on two types of 

risk management tools.  

First, VaR measures formed a key barometer for most firms in understanding their sensitivity 

to changes in market conditions. Some firms identified shortcomings in their assumptions 

about the scale of shocks or degree of market volatility they may face; how their holdings of 

(relatively new forms of) instruments may behave in comparison with more established debt 

products when shocks strike markets; or how the accuracy of their VaR measure is affected 



by the accuracy of price estimates for less liquid or illiquid securities. However, there were a 

lot of firms which expressed their doubts about the veracity of VaR, considering the 

dependence on the historical data, and looked for some alternatives. 

Second, with regard to stress testing and related scenario analyses, the firms surveyed 

experienced more divergent results. Just like VaR, while some had perfect coherence with 

these tests, a lot of them found their results go astray. Many firms plan to refine their stress 

tests to alter, for example, their estimates about the economic benefits of diversification in 

stressed markets. While it should be emphasized that the goal of stress testing cannot be to 

anticipate the scale of every future shock, which would be an unachievable expectation, some 

firms found it challenging before the recent turmoil to persuade senior management and 

business line management to help develop and pay sufficient attention to the results of 

forward-looking stress scenarios that assumed large price movements.  

Conclusion 

Integrated Risk Management advances a more systematic and integrated approach for risk 

management. By focusing on the importance of risk communication and risk tolerance, it 

adds value to the organization. It emphasizes the importance of people and leadership and the 

need for departments and agencies to more clearly define their roles. The Framework 

provides a tool that helps organizations communicate a vision and objectives for management 

of risk based on risk principles & priorities, lessons learnt, best practices and consultation 

with stakeholders. 
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