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Public managers work in a complex and uncertain environment. Despite careful planning,
unexpected events and inaccurate assumptions can prevent governmental activities from producing
the desired results. Managing this "risk," or the likelihood that results will often differ from those
expected, is a key component of effective public management.

A newer way of thinking about risk management is necessary, and fortunately risk management is evolving into
enterprise risk management (ERM), a term that more closely fits the challenges of an event like Hurricane
Katrina.

Risk is a complex matter and is challenging to address in a comprehensive way. The word is often
associated with negative consequences and with results worse than expected, but risky efforts may
also have positive consequences. In the private sector, risk is the foundation of investment return.
Most investments have the potential to produce a range of returns, including loss of the entire
invested amount. The greater the chance of a loss, the higher the potential return on investment
must be to attract investors. So risk plays an integral role in determining investment reward.

The same principle applies in the public sector. Local governments assume risk when they promote
economic development by offering financial incentives for companies to locate in their jurisdictions.
Essentially, the local government "invests" in these incentives, hoping for a return in the form of
more jobs, economic expansion, and greater tax revenue.

If the effort fails, the government loses its investment, so when deciding whether to make an
investment, public managers weigh the expenditures against the gains expected if they achieve
their goals. Noting the presence of both peril and opportunity adds to the manager's challenge, but,
more important, it does offer a different way of thinking about risk management in the public arena.

The awesome destructive force of Hurricane Katrina and the widely debated response illustrate
vividly the web of risk that makes up the public sector environment. Analysts will be dissecting the
negative consequences of this catastrophe for years, and the lessons learned will help us better
understand our own exposure to risk and uncertainty and the constraints on our ability to respond.
As difficult as it may seem, given the loss of life and property inflicted by Hurricane Katrina, the
present authors would argue that a comprehensive effort to learn from it must also consider how
this tragic event may even produce opportunity.

One example is the effect that the historic displacement of hundreds of thousands of New Orleans
residents has had on neighboring communities. Nearby Baton Rouge, as well as other host
communities, did not suffer Katrina's massive storm surge but did experience a large population
surge, composed of rescue workers and displaced New Orleans residents, that challenged their
ability to provide adequate public services, housing, and office space.*

In the short run, delivering more government services and maintaining community equilibrium have
clearly been a challenge for these host communities. But this displacement might also bring
unexpected opportunity. In the short run, the increased population also raised the demand for some
local businesses' goods and services. In the long run, host communities may experience previously
unexpected growth, if displaced persons and businesses remain and invest in their new community.



The host communities' management challenge will be to avoid the negative consequences of
unplanned growth while taking advantage of the opportunities that growth offers.

As traditionally viewed within local government, risk management would play a small role in
addressing a challenge of the scope and complexity of Hurricane Katrina. Some local government
managers think of risk management as a narrow and technical function focused on buying insurance
and managing insurable risks by avoiding, controlling, and financing property and liability losses.

These functions are important, even in the context of Katrina, but this limited view does not address
the interplay of economic, legal, political, social, and other forces, or the point of seeing risk as
opportunity. A newer way of thinking about risk management is necessary, and fortunately risk
management is evolving into enterprise risk management (ERM), a term that more closely fits the
challenges of an event like Katrina.

Enterprise Risk Management

Enterprise risk management expands the focus of risk management to address all aspects of risk
that may affect an organization's ability to achieve its objectives. ERM seeks to develop an
organization that can take advantage of opportunities and can act quickly and effectively to
minimize the adverse consequences of unexpected challenges.

Here are ERM's more important features:

ERM seeks to address all risks. ERM is not just about preventing or controlling bad things but
also about enhancing the prospects of good things. This subtle but significant shift in emphasis
means that issues like investment management and economic development can now form part of
the risk management framework.

Top managers and elected officials set the policies that drive ERM. These leaders are
accountable for risk management effectiveness.

Risk management is practiced throughout the organization, not just by a risk
management department. A risk manager or a risk management department may provide
oversight, but every employee is responsible for managing the risks within the scope of his/her
responsibilities, and employees are accountable for practicing risk management in accordance with
the organization's overall policy.

ERM breaks down the silos in which risk has historically been addressed. In the past, risk
issues have often been addressed in "silos" that correspond to the sources of risk. Workplace health
and safety, for example, might have been addressed separately from risks arising from possible
environmental pollution. ERM seeks to break down these silos, facilitating the consideration of how
sources of risk and the strategies to manage it may interact.

An individual or a team of individuals addresses technical issues requiring special
knowledge. For instance, setting up a captive insurance company, developing a catastrophe
management program, managing information technology (IT) risks, or addressing financial risk
issues all require specific knowledge. An individual who oversees the management of uncertainty for
the entire organization is often referred to as the chief risk officer, and teams are referred to as
strategic risk teams.

ERM performance is measured by its success in directly improving the satisfaction of
organizational performance objectives. It is not measured solely by such traditional metrics as
loss ratios or a reduced number of employee injuries.

In the private sector, many view ERM as the most significant risk management development in the
past 50 years. Most European and North American countries (plus Australia and New Zealand) now



have a guideline, a standard, a directive, or a rule that lays out the expectations for risk
management, and all of these rely on (or imply) an ERM framework.

In the public sector, the introduction of the ERM approach is occurring at a somewhat slower pace.
In part, this is because the emerging rules and guidelines apply primarily to private sector
organizations. The signs, however, are pointing to an acceleration in the rate of ERM adoption by
local governments and public entities.

ERM in the United Kingdom

The United Kingdom is working to extend ERM into the public sector. In late 2002, the U.K.'s
Cabinet Office Strategy Unit ("Strategy Unit") released a far-reaching report entitled Risk:
Improving Government's Capability to Handle Risk and Uncertainty, which can be found online at
http://www.strategy.gov.uk/downloads/su/risk/report/downloads/su-risk.pdf. This report identifies
three broad roles of government in managing risk and uncertainty: regulation, stewardship, and
management.

Government's regulatory role is its responsibility to address broad public risks like environmental
pollution. The stewardship role is the government's leadership responsibility in addressing
community-based or social risks that are not necessarily specific to the public entity, such as
community health or intergovernmental responses to natural disasters. The management role
involves risks that are specific to the individual public entity (police liability suits, fires in public
facilities), and this role is similar to current public-entity risk management practice in the United
States.

The Strategy Unit's report was developed in the context of the Labour government's "better
government” initiatives, but it was also a response to changes in the risk management field. One
important influence was the emerging framework of private sector risk management, first set
forward by the London Stock Exchange but expanded upon by the Financial Services Authority and
the auditing community.

These private sector initiatives asserted that effective corporate governance required demonstrated
evidence of competent risk management, defined as the integrated management of all
organizational risks. Responsibility was laid squarely at the feet of the chief executive and the
board. Picking up on these themes, the Strategy Unit argued that the public is better served when a
public-entity chief executive (or elected official) and the board (elected or otherwise) effectively
become the top risk managers of the public entity and are responsible for setting and effectively
implementing a broad policy for risk management.

As Carolyn Halpin, immediate past chairman of the Association of Local Authority Risk Managers in
Great Britain, noted in a recent speech, "Risk management has become a top agenda item in U.K.
local authorities. Effective risk management provides evidence to citizens that their communities are
well managed.”

The U.K. is not the only country exploring the adoption of ERM by the public sector. Massive
reorganization of local authorities in Denmark, due to be completed by 2007, has included initiatives
to reframe risk management practices in an ERM context. ERM work is also occurring in Norway,
Sweden, Ireland, Australia, and New Zealand.

Effective emergency and catastrophe mitigation, management, and recovery efforts are simply ERM in an event-
specific form: comprehensive, integrated, and responsive but also forward-looking.

Resources



Here is a list of Web sites that provide more information on enterprise risk management.

2004 Australian Risk Management Standard Set: 4360 Risk Management and Handbook HB 436 Risk
Management Guidelines-Companion to AS/NZS 4360, available from SAI Global at www.riskinbusiness.com.

Risk: Improving Government's Capability to Handle Risk and Uncertainty. Full report of the Prime Minister's
Strategy Unit, November 2002. http://www.strategy.gov.uk/ downloads/su/risk/report/ downloads/su-risk.pdf.

Fire Department Integrated Risk Analysis and Management, Public Entity Risk Institute Internet symposium,
November 7-11, 2005. http://www.riskinstitute.org/; search under "Symposium Center/Symposium Papers."

Business Systems and Controls: Enterprise Risk Management, Halifax Regional Municipality. February 2005.
http://www.halifax.ca/ business_systems/ risk_management.html.

Enterprise Risk Management: Integrated Framework Executive Summary. The Committee of Sponsoring
Organizations of the Treadway Commission. http://www.coso.org/; search under "Publications."

Managing Risks in Public Organizations, Martin Fone and Peter C. Young. Perpetuity Press. 2005.
http://www.perpetuitypress.com/; search under "Book Shop/New Books for 2005."

A Risk Management Standard. Association of Insurance and Risk Managers, Institute of Risk Management, and
Association of Local Authority Risk Managers. 2002. http://airmic.com/; search under "Publications.”

European Institute for Risk Management (EIRM) is providing free access to its membership-only Web site at
www.eirm.net from January 2, 2005, through March 31, 2005. EIRM is an online knowledge center for risk
management and risk leadership, which collects and disseminates knowledge on risk management and risk
leadership in the public and private sectors. To gain access, use the user name "icma" and the password "risk."

ERM in the United States

In the United States, advances have come more slowly. In large part, this is because central
governments in other countries have assumed a leadership role in promoting an ERM view among
local authorities, and this has not yet happened in the United States. Homeland security initiatives,
however, may be compelling public organizations to work together to address risks on a basis
broader than traditional practices could deliver.

Dakota County, Minnesota, is a local government that uses an ERM approach. Although Taud
Hoopingarner, the county's director of operations management, has a background in risk
management, he oversees functions that span the county's operations and interacts closely with
county officials. These functions include risk and homeland security management, which has a
dotted-line reporting channel directly to the county manager.

The county's goal is to create an environment in which everyone in the government-employees,
managers, and elected officials-recognizes risk and makes good decisions. Government officials and
employees are, in effect, responsible for managing day-to-day risk in their areas of operation.
Support includes online training, field visits, and prompt and useful responses to inquiries and
requests for assistance. Risk personnel actively cultivate a reputation for being a value-added
resource to employees, officials, and the public.

Dakota County's program has performed well according to traditional risk management measures,
such as loss ratios. But it measures its performance using a balanced scorecard approach that
better reflects ERM. Operations management measures itself against the achievement of objectives
that are divided into four major categories: learning and growth, financial, internal, and
stakeholders.



Five of the operations-management departmental objectives are included in the overall county-
board objectives. One is to implement an 800-MHz radio system for a single, integrated public-
safety dispatch center that will serve Dakota County and the cities within it, operating at a cost
lower than that of the separate systems it will replace.

Where Are We Headed?

The challenges presented by Hurricane Katrina straddle the regulatory, stewardship, and managerial
roles of public sector risk management, as defined in the U.K. Strategy Unit report. Individual local
governments must address the hurricane's direct impact on public assets and employees
(managerial). Land and waterways polluted by floodwaters must be cleaned, and action taken to
reduce the contamination of floodwaters in future events (regulatory).

The stewardship role (response to community-based or social risks that are not necessarily specific
to the public entity) is perhaps the most challenging aspect of the response and recovery efforts:
can we achieve effective multijurisdictional and multisector responses to complex events like
Hurricane Katrina?

The authors believe that ERM is the best way to approach the disaster hazard. The enterprise
affected is the entire community, the region, or even the nation. Citizens, businesses, and nonprofit
organizations are all components of effective recovery, mitigation, and contingency planning.
Positive concerns like future economic development are inseparable from efforts to mitigate
property damage, loss of life, dislocation, and environmental contamination from future flooding.
Effective emergency and catastrophe mitigation, management, and recovery efforts are simply ERM
in an event-specific form: comprehensive, integrated, and responsive but also forward-looking.

Disasters are just one example of how ERM can be used to improve local government performance.
Its benefits are not limited to disasters. Dakota County exemplifies how ERM spreads the benefits of
the risk management process throughout a government entity, even to operations not traditionally
thought parts of a risk management program. Not every public entity will adopt ERM in the same
way.

ERM can be adapted to the needs of the entity that is using it and can be implemented in phases. It
will always be a work in progress because it is in the nature of risk management to require ongoing
reevaluation and adjustment as needs and activities change. But ERM is the future of risk
management, and as local governments in the United States become more accustomed to thinking
about risk outside the insurance context, it is likely to be the future of public sector risk
management as well.
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