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Z/Yen Overview

Special ïthe foremost risk/reward management 
firm ïa commercial ñthinkò & ñdoò tank

Services ïintelligence, research, projects, 
coaching/training, expertise on demand

Sectors ïtechnology, finance, voluntary, 
professional services, outsourcing

Some highlights ïClean Business Cuisine, 
DERA/Qinetiq, Taskforce 2000, Investment 
Banking CCCôs, DTI Smart Award 2003 for 
PropheZy, DTI Foresight Challenge Award for 
Financial Laboratory, IT in for Not-for-Profit 
Sector, Global Financial Centres Index, Global 
Intellectual Property Index, London Accord
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Some Clients

Finance - Reuters, Morgan Stanley, Merrill Lynch, 
HSBC, Citibank, Deutsche Bank, GA Partners, 
Thomas Miller

Voluntary Sector ïUnison, British Red Cross, 
Cancer Research UK, The Childrensô Society, 
Barnardoôs, RNIB, Charityshare

Technology ï3Com, Hitachi, QinetiQ, Scottish 
Universities, Medicsight, Eyebright, Eland, PCU, 
GlaxoSmithKline, European Fertiliser Manufacturersô 
Association

Professional Services ïICAEW, Hill & Knowlton, 
Kroll, Johnson Controls

Government ïCabinet Office, MoD, East Sussex 
CC, Advantage West Midlands, Gambling 
Commission
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Outline

ñGet a detailed grip on the big picture.ò

Chao Kli Ning

Dynamics of risk

Dissonant regulation & 
market excess

Four fundamental 
failures

Six feed-through 
effects

Putting it back together

Discussion
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Scrunch

To crush, crunch, crumple or squeeze é

é and then throw away.

The Case for Fundamental Reform
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REWARD

High

Low

HighLow

Key

Assumptions

Strategic

Decisions
Exploit

Defend, 

Destabilise,

Exit

(avoid/eliminate, 

pool/share/transfer,

mitigate/reduce, accept)

(enhance, keep,

sell, forego)

Traditional Risk/Reward Analysis
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Risk

Reward

Rethink

Restructure

Invest

Divest

LikelihoodCostIgnore

(avoid/eliminate, pool/share/transfer, mitigate/reduce, accept)

(enhance, keep, sell, forego)

Tactical

Strategic

Fundamental

Exploit

Emergency

Ignoring Fundamentals: Fat Tails
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Circular World Of Risk

Macro-economic or 
historical ïñwhat 
analysts write 
about and central 
bankers doò

Ocular or social ï
ñwhat we see; what 
policy-makers 
watchò

Micro-economic or 
process ïñwhat 
goes on day-to-
day; what 
regulators regulateò

Processes

Outcomes
Macro

Micro

Ocular

Feed 

Through

Feed 

Forward

Feed 

Back
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Systemic Drivers:

Human & Mechanistic

Macro

Micro

Ocular

Feed 

Through

Feed 

Forward

Feed 

Back

Connectivity is 

changed by:

ÅRegulation

ÅFinancial 

innovation

ÅTechnological 

innovation

Expectations & aims & 

are changed by

ÅDesires & fears

ÅValues, virtues & 

vices

ÅCultural assumptions

Perceived events are a 

mix of 

ÅWhat happened?

ÅWhat we recorded & 

had access to?

ÅHow we interpreted it?

ÅHow transparent were 

the linkages?

Exogenous factors: Technology, globalisation & 

environmental change

Systemic drivers: Velocity & volatility of events, degree of 

homogenised behaviours, macro constraints & opportunities  
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More Numbers

Pillars of Wisdom ïSeven

Tragic Flaws - Two

Fundamental Failures ïFour

Systemic Exacerbations ïSix
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Seven Pillars Of Wisdom

Risk is not a number

Conservation of risk

Second law of tail risks

Risk uncertainty principle

Misrule of mistrust: caveat emptor

Inefficient market hypothesis

Incompleteness theorem of risk models
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Transaction

Risk Versus Likelihood Of Loss

Risk

Systemic

Environment

Expected 

likelihood of

loss

Risk

Mitigation

Events
Actions

Risk is a function of each 

transaction in its systemic 

context, macro, micro & 

ocular. Risk mitigation 

impacts the likelihood of 

loss under given 

conditions, but doesnôt 

ever change the risk. 
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Hedge

Hedging Reduces Likelihood Of Loss, But 

Increases Complexity & Connectivity

Transaction Likelihood of

Loss

Risk

Risk

Systemic

Environment

Risk

Mitigation

Risk is additive for each transaction. 

Hedging, as risk mitigation, only reduces 

the likelihood of loss under certain 

historical/ macro conditions. Under 

different conditions the hedge will fail.

Conditions
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Conservation Of Risk

Risk

Market RiskCurrency Risk

Credit Risk

Funding 

Liquidity Risk

Operational & 

Systemic Risk

Reputational 

Risk

Market 

Liquidity Risk

Regulatory 

Risk

Estimated ex ante, Assessed ex post
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Human, All Too Human

Alpha seeks to anticipate 

conventional wisdom (Keynes)

Beta relies on the óthundering herdô

So hedge funds & entrepreneurs are 

contrarian and innovative

Yet investment advisors profit by 

sailing close to the wind

So greed, deception & criminal arts 

inevitably thrive where regulatory 

barriers create excessive profits
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Viable Systems Model

Governance

MonitoringFeed-forward Feed-back

Process OutputInput

Feed-through
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Governance

MonitoringFeed-forward Feed-back

Process OutputInput

Barometer Or Thermometer?
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Leptokurtic Fat Tails

People v ersus Random

.000
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.046

.069

.092

18.00 20.50 23.00 25.50 28.00

N orm al D is tribut ion

M ean =  22.76

S td D ev =  2. 21

P eople Values

Ov erlay Chart
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Not A Discrete Number

Current risk measures act like a thermometer, 
they reveal our view of todayôs risks

What we need is a barometer to give early 
warning of tomorrowôs risks

That means we need to focus on the higher 
moments of risk: 

Probability distributions

Variance

Confidence levels

Cross asset correlations

Evolving trends

Source: Claudio Borio, BIS Working Paper 251, 2008
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Seven Pillars Of Wisdom

Risk is not a number

Conservation of risk

Second law of tail risks

Risk uncertainty principle

Misrule of mistrust: caveat emptor

Inefficient market hypothesis

Incompleteness theorem of risk models
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Liquidity: What Went Wrong?


