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Do you know what your risk exposures are?

Ulrich Hommel, Roger King, and Anna Pastwa open the 
debate on risk management in the business school community
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As companies around the globe are 
bracing themselves for a recessionary 
fall-out from Europe’s sovereign debt 
crisis, business schools have also begun 
searching for ways to cushion the negative 
budgetary impact of such a downturn. 

a report in the Financial Times (Delivering 
more with less, 4 December 2011) suggests 
that deans primarily target traditional drivers 
of financial performance such as CRm 
systems, cautious cost management or 
operational efficiency gains. this begs the 
question to what extent business schools  
– and for that matter higher education 
institutions in general – have established 
sound risk management systems, which 
move them credibly beyond the ex-post 
management of risk exposures turned bad. 

One of the very basic principles of risk 
management is that “it is too late to lock  
the barn when the horse has already bolted”. 
It means that business schools should 
actively manage (and ideally reduce) their 
dependency on risk factors outside of their 
area of core competence and they should do 
so well ahead of risk-related losses actually 
materialising. Globalisation has led many 
business schools to adopt entrepreneurial 
internationalisation strategies ranging  
from cross-border marketing of degree 
programmes to the establishment of 
offshore campus operations. additionally, 
the growing importance of accreditations 
and rankings has fostered tournament-style 
competition as seen in professional sports 
– costs are hiked up in an effort to improve 
competitive positioning, while subsequent 
revenue gains are often negligible due to 
competitors pursuing similar strategies. 

evidence from eFmD accreditations 
indicates that many business schools  
still operate in an environment dominated 
by short-term cash-basis accounting. the 
sector has seen the emergence of a risk-
taking culture, without a corresponding risk 
management culture. 

a prolonged recessionary downturn in europe 
promises to change market dynamics in 
fundamental ways. Governments are less 
likely to act as ‘lenders of last resort’ and  
university parents will no longer be able to 
cross-subsidise failing schools. above all, 
we will see a rising number of defensive 
mergers, coupled with for-profit institutions 
significantly extending their mainstream 
market coverage. the on-going process of 
asian business schools developing a global 
presence will gain speed as well. Faculty 
mobility will increasingly be directed toward 
the Far east, and the u.s. trend of shifting 
faculty resources from tenured researchers to 
temporary adjuncts will spill over to europe. 

Proper risk management is the very essence 
of managing organisations well. this applies 
to businesses in general as well as business 
schools. Deans tend to have a tremendous 
influence on organisational performance, 
much more so than typical CeOs. they are 
often also personally responsible for excessive 
risk taking and deficient risk management. 
Following Della Bradshaw’s argument 
(trouble at the top, Ft.com, 4 December  
2011), the coming economic downturn will 
certainly unveil more problems for business 
schools. and, in response, a considerable 
number of institutions may follow the call  
to put non-academic managers in charge  
and reduce faculty influence. the core issue 
is however not the managerial background 
 of the dean, but a lack of managerial 
professionalism supporting senior 
management. Business schools need to 
implement proper checks and balances,  
in particular with respect to the creation 
and management of risk exposures, which 
challenge a dean’s leeway over strategic 
decision-making. ultimately, it is a question 
of properly designing external and internal 
risk governance.
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We see a risk-taking 
culture, without a 
risk management 
culture
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external governance covers two dimensions 
– regulatory oversight as well as the 
strategic and operational control exercised 
by the parent organisation or owners. 
encouraged by international bodies such  
as the OeCD, World Bank, and the european 
Commission, risk-based regulation has 
become diffused across different domains in 
recent years. Increasingly, such risk-based 
regulatory frameworks are beginning to 
colonise higher education as well. In the 
uK, the higher education Funding Council 
for england (heFCe) and the Quality 
assurance agency (Qaa), is working on the 
introduction of risk-based regulation by 
2013. australia, through its new all-purpose 
regulator – the tertiary education Quality 
and standards agency (teQsa) – will do so 
by the end of 2012. Rather than subjecting 
every institution to the same processes of 
monitoring, risk-based regulation is by 
design more discriminatory. It modulates 
levels of institutional scrutiny on the basis 
of regulatory judgements concerning the 
risks posed by the institutions to the sector 
and to the regulator. Rather than a uniform 
approach that applies the same levels of 
audit to all providers, risk-based regulation 
varies the scope and intensity of monitoring 
against explicit calculations of risk.

Risk-based regulation is meant to improve 
the quality of regulation by becoming more 
proportionate, targeted, and explicit. It aims 
to control relevant risks, rather than secure 
compliance with a given set of rules. Partly 
the aim is deregulatory: the lowest risk 
providers should be free to become 
entrepreneurial and competitive globally  
in a context of reduced regulation; high-risk 
providers, however, receive increased 
attention. this occurs in terms of 
‘detection’, but also ‘enforcement’ 
strategies are likely to escalate to a punitive 
and sanctions level more quickly than  
with other providers. Risk assessment  
by regulators of institutions is meant to 
strongly determine the allocation of the 
regulator’s resources. 

Risk assessment by regulators looks 
backward (‘track records’) and forward 
(anticipating risk) and connects the two 
processes by looking at ‘inherent’ risks, on  
the one hand, and management and control  
of risks, on the other. the first refers to the 
intrinsic risks of a particular type of activity 
(commercial franchising with a relatively 
unknown international collaborator, for 
example, offering a high intrinsic risk);  
the second refers to the propensity of the 
organisation’s internal controls to exacerbate 
or mitigate risk exposures.

these regulatory developments underscore 
the need for business schools to 
institutionalise the risk management function 
more explicitly – defining internal risk 
management processes and responsibilities, 
establishing proper reporting standards and 
linking to their external governance. Company 
failures are an integral part of business life 
and they can be dealt with by reallocating 
assets to a better use. the same logic does 
not apply to education, even for-profit 
education. alumni have invested (and current 
students are investing) in the reputation of  
the institution, and economic failure imposes 
an enormous negative externality on these 
individuals. this is one reason why regulators 
are showing a rising interest in monitoring 
risk-taking behaviour of higher education 
institutions. 

the outright and unexpected failure of an 
educational institution is a rare occurrence. 
But risk ignorance in business school 
management may be a slow and often hidden 
process, such as the lowering of admission 
standards and student selectivity, reduction  
of faculty time devoted to non-income 
generating activities (such as non-funded 
research), diversification in search of 
additional funds, moving from high-margin  
to high-volume activities, or top-off courses  
to award executive education participants 
academic degrees. many of these indicators 
rely on self-reporting, and are therefore 
themselves susceptible to operational risk 
failures.

It is a question of properly 
designing external and 
 internal risk governance
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Risk management may not have been a 
high-priority issue in the past. It gains in 
relevance as universities and colleges (and 
notably business schools) are encouraged  
to become more entrepreneurial and to act 
with greater autonomy – implying that school 
budgets become more reliant on proprietary 
revenue sources. Risk-taking is regarded by 
both governmental and university leaders  
as a source of value and innovation, but it  
also offers a multitude of potential hazards  
if not properly planned for and anticipated. 
Reputation, once lost, is difficult to regain.  
the current economic climate, competitive 
market entry and general increases in 
revenue volatility, coupled with operational 
expenses largely consisting of (quasi-)fixed 
costs are worrying ingredients. they will  
leave a growing number of middle-of- 
the-pack and lower-tier business schools  
in a vulnerable position in the coming years. 

Would these business schools be able to  
cope with these challenges in a laissez-faire 
environment? First, organisations 
characterised by risk ignorance tend to 
allocate resources from back to front office 
activities when hitting hard times. hence, they 
are least willing to invest in risk management 
when it is needed the most. second, business 
schools need to focus on how risk exposures 
may ultimately impact institutional reputation, 
which is a fairly fuzzy concept. they will 
display a natural reluctance to invest tangible 
resources in order to achieve ambiguous 
gains. By doing so however, they disregard  
the fact that once the impact of risk ignorance 
on reputation becomes measurable, it is 
typically too late to stem the tide. third, the 
performance of deans is typically measured 
by how much an institution has grown  
in terms of student body and faculty, by 
upgrades of physical facilities, by upward 
moves in the rankings, etc. experts of  
the bull-market game are however not 
necessarily the ones who can successfully 
guide institutions during bear market times.

Designing a risk management system is in 
principle a straightforward conceptual task. 
next to the aforementioned governance 
aspects, it requires developing an explicit 
understanding of its purpose (the ‘objective 
function’) in order to evaluate the benefits 
of managing risks:

–  identifying relevant risk factors and their 
statistical properties,

–  measuring the exposures to these risk 
factors,

–  developing counter measures to hedge, 
mitigate or insure against critical 
exposures,

–  evaluating risk management performance 
and carrying out feedback loops to adjust 
the system.

the key analytical challenge is to understand 
how risks actually interact with each other. 
major crises are always the result of several 
things going wrong at the same time.

eFmD is ideally positioned to raise general 
awareness for the importance of managing 
risk in business schools. We need a debate 
on the extent to which risk management 
principles applied in the corporate world 
should be adopted by business schools  
as well and, if so, what modifications are 
actually needed and desirable. there is also 
scope for shaping the regulatory debate  
on this issue – and the business school 
community is probably more qualified to do 
so than anybody else. We may also need to 
raise the bar for accreditation by becoming 
methodologically more challenging, by 
becoming more probing during reviews  
and by offering more systematic advice  
on embedding risk management in school 
operations and governance. the latter  
is particularly important since risk 
management tends to be a centralised 
activity, which can potentially lead to 
infringements of business school autonomy 
by parent organisations. university 
administrators will present strong arguments 
that risk is managed best at the source, i.e. 
when making strategic choices with respect 
to programmes, faculty, internationalisation, 
etc. Diluting strategic control over business 
school development may help to avoid 
undesirable risk in the short term, but  
is also likely to prevent risk taking where  
it is actually desirable in the long term. 
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