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AbstractAbstract

Bearing in mind the various analyses of the ongoing crisis and 
the hot debate as to the best way to handle the crisis and lay the 
foundation for a new international financial system and effective 
regulation, the presentation aims at providing a springboard for
discussing the ‘unexpected’,by focusing on Taleb’s best-selling 
book, ‘The Black Swan’.The presentation is structured around  
the questions ‘What is a Black Swan?’, ‘Why are we ‘blind’ to 
Black Swans?’, ‘Are we really using the wrong tools?’, ‘What 
can we do about it at the personal, research, and policy levels, to 
exploit opportunities and anticipate/confront Black Swans?’, 
‘How good a theory is it?’, and few very specific discussion 
questions.
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Preparing for DiscussionPreparing for Discussion

Before we start, please jot down – solely for your own use – one 
or two ways whereby, in your opinion, we may anticipate and 
confront the ‘unexpected’:

– .
– .
– .
– .
– .
– .
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Black Swans are everywhere!Black Swans are everywhere!
e-mail message,  from Petra,  to Elias, January 2009.
Dear Elias!

Today there was a funny story about a black swan in the newspaper (with a 
big heading in our local paper and even a small article in the national part 
of the newspaper):

In Germany we have a quite famous black swan (a real black swan!). It 
became famous three years ago when it fell in love with a white pedal boat in 
the shape of a swan. It always stayed beside the "swan boat" and never left it. 
But in December the black swan suddenly disappeared from the sea where it 
has always been. 

Now it seems as if the swan is found: just here in Xanten, the little town I live 
in! And the name of the swan: Petra!

Should that be a sign to me? (See attached file: BlackSwanPetra.jpg)

Best regards
Petra Münchau
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What is a ‘Black Swan’? IWhat is a ‘Black Swan’? I
• A ‘Black Swan’ is a highly improbable event with three 

principal characteristics: It is unpredictable; it carries a massive 
impact; and, after the fact, we concoct an explanation that makes 
it appear less random, and more predictable, than it was. In 
short, ‘Black Swan’ is an event characterised by

• Rarity
• Extreme (positive/negative) impact
• Retrospective predictability

• Black Swan events include 1914, the Great Crash of 1929, the 
crash of 1987, the sudden demise of the soviet bloc, 9/11, the 
rise of Islamic fundamentalism, as well as many scientific 
discoveries such as the computer, the laser, the PC and the 
spread of the Internet. Fads, epidemics, fashion, ideas, the 
emergence of art genres and schools, just about everything of 
significance around us might qualify as a Black Swan.
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What is a ‘Black Swan’? IIWhat is a ‘Black Swan’? II

• Is the current market crisis a black swan? It is a white swan, but 
very few people saw it coming. Nobody saw the real cost. And 
let me tell you the problem. The system used to analyze risk is 
completely defective, and actually could not keep up with the 
complexity of the financial products that are involved. You have
a geometric or exponential increase in risks. (TIME 24 Oct 2008)

• The highly expected not happening is also a Black Swan.
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What is a ‘Black Swan’? IIIWhat is a ‘Black Swan’? III
There are two different provinces, each with a different type of
uncertainty or randomness:

• In the ‘utopian’ province of Mediocristan,particular events 
don't contribute much individually — only collectively. The 
supreme law of Mediocristan is as follows: When your sample is 
large, no single instance will significantly change the aggregate 
or the total. The largest observation will remain impressive, but 
eventually insignificant, to the sum.

• In Extremistan, inequalities are such that one single observation 
can disproportionately impact the aggregate, or the total.
Extremistan can produce Black Swans, and does, since a few 
occurrences have had huge influences on history. This is the 
main idea of Taleb’s book.
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What is a ‘Black Swan’? IVWhat is a ‘Black Swan’? IV
There are clear differences shaping up between Mediocristan 
and Extremistan.A few examples:

• Matters that seem to belong to Mediocristan (subjected to ‘type 1 
randomness’): height, weight, calorie consumption, income for a baker, a 
small restaurant owner, a prostitute, or an orthodontist; casino gambling 
profits, car accidents, mortality rates, ‘IQ’.

• Matters that seem to belong to Extremistan (subjected to ‘type 2 
randomness’): wealth, income, book sales per author, book citations per 
author, name recognition as a ‘celebrity’, number of references on Google, 
populations of cities, uses of words in a vocabulary, numbers of speakers per 
language, damage caused by earthquakes, deaths in war, deaths from terrorist 
incidents, sizes of planets, sizes of companies, stock ownership, height 
between species (e.g. elephants and mice), financial markets, commodity 
prices, inflation rates, economic data.

• A comparison of the provinces of Mediocristan and Extremistanfollows.
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What is a ‘Black Swan’? VWhat is a ‘Black Swan’? V
Mediocristan Extremistan
Nonscalable Scalable

Mild or type 1 randomness           Wild or type 2 randomness

The most typical member is mediocre    The most ‘typical’ is either giant or 
dwarf, i.e., there is no typical 
member

Winners get a small segment of the Winner-take-almost-all effects
total pie

Example: audience of an opera singer    Today's audience for an artist
before the gramophone

More likely to be found in our                 More likely to be found in our
ancestral environment environment 
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What is a ‘Black Swan’? VIWhat is a ‘Black Swan’? VI
Mediocristan Extremistan

Impervious to the Black Swan        Vulnerable to the Black Swan

Subject to gravity                            There are no physical constraints 
on what a number can be

Corresponds (generally) to Corresponds to numbers, say,
physical quantities, e.g. height wealth

As close to Utopian equality Dominated by extreme winner-take-all 
as reality can spontaneously            inequality
deliver

Total is not determined by a Total will be determined by a small
single instance or observation         number of extreme events
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What is a ‘Black Swan’? VIIWhat is a ‘Black Swan’? VII
Mediocristan Extremistan
When you observe for a while       It takes a long time to know what's
you get to know what’s going       going on
on

Tyranny of the collective               Tyranny of the accidental

Easy to predict from what you       Hard to predict from past information
see and extend to what you do 
not see

History crawls History makes jumps

Events are distributed according   The distribution is either Mandelbrotian
to the ‘bell curve’ or its                 ‘gray’ Swans (tractable scientifically)
variations or totally intractable Black Swans
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What is a ‘Black Swan’? VIIIWhat is a ‘Black Swan’? VIII

• It is extremely convenient for us to assume that we live 
in Mediocristan. Why? Because it allows us to rule out 
these Black Swan surprises! The Black Swan problem 
either does not exist or is of small consequence if we 
live in Mediocristan!

• Wishful thinking! We do not live in Mediocristan, so 
the Black Swan needs a different mentality. As we 
cannot push the problem under the rug, we will have to 
dig deeper into it. This is not a terminal difficulty —
and we can even benefit from it.
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Why are we ‘blind’ to Black Swans? IWhy are we ‘blind’ to Black Swans? I

• The central idea concerns our blindness with respect to 
randomness, particularly the large deviations: Why do 
we, scientists or non-scientists, hotshots or regular 
Joes, tend to see the pennies instead of the dollars? 
Why do we keep focusing on the minutiae, not the 
possible significant large events, in spite of the obvious 
evidence of their huge influence? 

• What is surprising is not the magnitude of our forecast 
errors, but our absence of awareness of it. We can 
easily trigger Black Swans thanks to aggressive 
ignorance — like a child playing with a chemistry kit.
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Why are we ‘blind’ to Black Swans? IIWhy are we ‘blind’ to Black Swans? II

‘Our minds are wired to deceive us’. For example, the human 
mind suffers from three ailments as it comes into contact with 
history — the triplet of opacity:

1. The illusion of understanding, or how everyone thinks he 
knows what is going on in a world that is more complicated (or 
random) than they realize;

2. The retrospective distortion, or how we can assess matters only 
after the fact, as if they were in a rearview mirror; and

3. The overvaluation of factual information and the handicap of 
authoritative and learned people, particularly when they create 
categories — when they ‘Platonify’. Categorizing always 
produces reduction in true complexity.
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Why are we ‘blind’ to Black Swans? IIIWhy are we ‘blind’ to Black Swans? III

Other themes relevant to our ‘blindness’ to Black Swans:
• We focus on pre-selected segments of the seen and generalize 

from it to the unseen: the error of confirmation.
• We fool ourselves with stories and anecdotes that cater to our 

Platonic thirst for distinct patterns: the narrative fallacy.
• We behave as if the Black Swan does not exist: human nature is 

not programmed for Black Swans.
• What we see is not necessarily all that is there. History hides 

Black Swans from us and gives us a mistaken idea about the 
odds of these events: this is the distortion of silent evidence.

• We ‘tunnel’: that is, we focus on a few well-defined sources of 
uncertainty, on too specific a list of Black Swans — at the 
expense of the others that do not easily come to mind.
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Why are we ‘blind’ to Black Swans? IVWhy are we ‘blind’ to Black Swans? IV

• Why are we so bad at acknowledging life's 
unpredictability? Things happen, and surprise us. 
Afterwards, we act as if they were explicable all along. 
Then we use those explanations to pretend we can 
control the future.

• We can't get much better at predicting. But we can get 
better by realising how bad we are at predicting.
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Why are we ‘blind’ to Black Swans? VWhy are we ‘blind’ to Black Swans? V

We just can’t predict:
• We are demonstrably arrogant about what we think we know. 

We certainly know a lot, but we have a built-in tendency to 
think that we know a little bit more than we actually do, enough
of that little bit to occasionally get into serious trouble.

• Look at the implications of this arrogance for all the activities 
involving prediction: Why on earth do we predict so much? 
Worse, even, and more interesting: Why don't we talk about our 
record in predicting? Why don't we see how we (almost) always 
miss the big events? This is the ‘scandal of prediction’.
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Why are we ‘blind’ to Black Swans? VIWhy are we ‘blind’ to Black Swans? VI

• The more information you give someone, the more hypotheses 
they will formulate along the way, and the worse off they will 
be. They see more random noise and mistake it for information.

• The problem is that our ideas are sticky: once we produce a 
theory, we are not likely to change our minds — so those who 
delay developing their theories are better off. When you develop
your opinions on the basis of weak evidence, you will have 
difficulty interpreting subsequent information that contradicts 
these opinions, even if this new information is obviously more 
accurate. Two mechanisms are at play here: the confirmation 
bias,  and belief perseverance, the tendency not to reverse 
opinions you already have. We treat ideas like possessions, and 
it will be hard for us to part with them.
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Are we really using the wrong tools? IAre we really using the wrong tools? I

The Fourth Quadrant: A Map of the Limits of Statistics.
• Statistical and applied probabilistic knowledge is the core of 

knowledge; statistics is what tells you if something is true, false, 
or merely anecdotal; it is the ‘logic of science’; it is the 
instrument of risk-taking; it is the applied tools of epistemology; 
you can't be a modern intellectual and not think probabilistically 
— but the problem is much more complicated than it seems to 
the casual, mechanistic user who picked it up in graduate 
school. Statistics can fool you. In fact it is fooling your 
government right now. It can even bankrupt the system (let's 
face it: use of probabilistic methods for the estimation of risks 
did just blow up the banking system).
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Are we really using the wrong tools? IIAre we really using the wrong tools? II

• But, we can identify where the danger zone is located— ‘the fourth 
quadrant’, and show it on a map with more or less clear boundaries. A map is 
a useful thing because you know where you are safe and where your 
knowledge is questionable. So Taleb drew for the Edgereaders a tableau 
showing the boundaries where statistics works well and where it is 
questionable or unreliable. Now once you identify where the danger zone is, 
where your knowledge is no longer valid, you can easily make some policy 
rules: how to conduct yourself in that fourth quadrant; what to avoid.

• There are two distincttypes of decisions (simple payoffs and complex 
payoffs), and two distinctclasses of randomness (thin-tailed and 
heavy/unknown-tailed). So we have a map with 4 quadrants, which appears 
in the next slide.

• In the ‘Fourth Quadrant’ we have complex decisions in Extremistan, the 
Black Swan domain. Here is where our limits are. Do not base your decisions 
on statistically based claims. Or, alternatively, try to move your exposure 
type to make it third-quadrant style.
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Are we really using the wrong tools? IVAre we really using the wrong tools? IV
• Taleb’s ‘ludic fallacy’ (from the Latin ludus, meaning ‘play’) summarises the 

misuse of games to model real-life situations or the belief that the 
unstructured randomness found in life resembles the structured randomness 
found in games. The (wrong) assumption is that the unexpected can be 
predicted by extrapolating from variations in statistics based on past 
observations, especially when these statistics are assumed to represent 
samples from a bell curve. This is often highly relevant to financial markets, 
where major players use Value at Risk models (which imply Gaussian 
normal distributions) but market movements have fat tails. Thus, the ludic 
fallacy refers to mistaking the map (model) for the reality, an inductive side-
effect of human cognition.

• The ludic fallacyis the manifestation of the Platonic fallacy in the study of 
uncertainty. He rejects predictive mathematical models that are used to 
predict the future and attacks the idea of applying naive and simplified 
statistical models in complex domains.
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What can we do about it? IWhat can we do about it? I
Taleb offers advice on a personal, research, and policy level.
He suggests some (modest) tricks. But the more modest they are, the more 
effective they will be.

a. First, make a distinction between positive contingencies and negative 
ones. Learn to distinguish between those human undertakings in which the 
lack of predictability can be (or has been) extremely beneficial and those 
where the failure to understand the future caused harm. There are both 
positive and negative Black Swans.

b. Don't look for the precise and the local.Simply, do not be narrow-minded. 
c. Seize any opportunity, or anything that looks like opportunity. They are 

rare, much rarer than you think.
d. Beware of precise plans by governments.
e. “There are some people who, if they don't already know, you can't tell 

'em.”



28

What can we do about it? IIWhat can we do about it? II
Key ‘Takeaways’ from ‘Fooled by Randomness’:

• Recognize the role of randomness in your life. Err on the side of assuming 
your success is based on randomness, and always work diligently to reduce 
the variability of your strategies.

• Recognize your own biases, and think critically about the conclusions you 
draw, rather than relying on common sense.

• Ignore the noise, chase the signal. Determine what matters to you (in your 
decision making of a particular theme) and don’t pay attention to the 
madness of the markets or the popular opinion.

• Remain skeptical of all of your long-held beliefs, lest you become married to 
a position and ignore its faults (surely to your own future detriment).

• Set up both contingency and prophylactic systems to encourage your rational 
thinking in the face of emotional upset. These will protect you from the 
frustrations associated with making emotional decisions devoid of critical 
thought.

• Conduct your affairs with personal elegance, because the only thing 
randomness cannot control is your behaviour. 
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What can we do about it? IIIWhat can we do about it? III

What is ‘wise to do’ (or ‘not do’) in the Fourth Quadrant:
• Avoid optimization, learn to love redundancy
• Avoid prediction of remote payoffs
• Beware the ‘atypicality’ of remote events
• Time — It takes much, much longer for a times series in the 

Fourth Quadrant to reveal its property. 
• Beware Moral Hazard
• Metrics — Conventional metrics based on type 1 randomness 

don't work. 
• Where is the skewness?
• Do not confuse absence of volatility with absence of risks
• Beware presentations of risk numbers
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What can we do about it? IVWhat can we do about it? IV

• Taleb suggests eliminating many Black Swans, or at least 
mitigating their effects and be protected from them. Fractal 
randomness is a way to reduce these surprises, to make some of 
the swans appear possible, so to speak, to make us aware of 
their consequences, to make them gray. But fractal randomness 
does not yield precise answers.

• He notes that other functions are often more descriptive, such as 
the fractal, power law, or scalable distributions; awareness of 
these might help to temper expectations. Beyond this, Taleb 
emphasizes that many events are simply without precedent, 
undercutting the basis of this sort of reasoning altogether. He 
also argues for the use of counterfactual reasoning when 
considering risk.
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What can we do about it? VWhat can we do about it? V

On a policy level, Taleb suggests ‘Ten principles 
for a Black Swan-proof world’ (see ‘notes’ page):

1. What is fragile should break early while it is still small.
2. No socialization of losses and privatization of gains.
3. People who were driving a school bus blindfolded (and 

crashed it) should never be given a new bus. 
4. Do not let someone making an ‘incentive’ bonus manage a 

nuclear plant — or your financial risks. 

5. Counter-balance complexity with simplicity.
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What can we do about it? VIWhat can we do about it? VI

6. Do not give children sticks of dynamite, even if they come 
with a warning. 

7. Only Ponzi schemes should depend on confidence. 
Governments should never need to ‘restore confidence’.

8. Do not give an addict more drugs if he has withdrawal pains. 
9. Citizens should not depend on financial assets or fallible 

‘expert’ advice for their retirement. 
10. Make an omelette with the broken eggs. 

Compare the above 10 Principles with the 12 ‘Risk Management 101’ lessons at 
the end of the presentation.
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Summing UpSumming Up

• Our world is dominated by the extreme, the unknown, and the 
very improbable — and all the while we spend our time engaged 
in small talk, focusing on the known, and the repeated. This 
implies the need to use the extreme event as a starting point and 
not treat it as an exception to be pushed under the rug. 

• In spite of our progress and the growth in knowledge, or perhaps
because of such progress and growth, the future will be 
increasingly less predictable, while both human nature and 
social science seem to conspire to hide the idea from us.

• What should we do about it?

• How relevant, sound and practically useful is the Black Swan 
theory? (see next slides)
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How good a theory is it? IHow good a theory is it? I

• The question “How good a theory is it?” stands for “How 
relevant, sound and useful is the Black Swan theory?”

• However, before one attempts to answer this question, one must 
first overlook Taleb’s aggressive and provocative style, which, 
nonetheless, together with his sardonic humour and story-
packed flowing narrative has earned him a best-seller and led to 
an open but heated (rather than hot) debate on various issues. 

• In short, one must stand back and assess the Black Swan theory 
as unemotionally and objectively as possible.
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How good a theory is it? IIHow good a theory is it? II
At the risk of ‘Platonifying’, i.e. categorising, one must first ask 
which discipline are we in and what type of theory is the Black 
Swan, although Taleb refers to it as a narrative, personal essay. 
Although professionals from other disciplines (e.g. Psychology, 
Decision Making, Behavioural Finance, History, Epistemology) 
might disagree, for our own purposes, we might refer to the 
Black Swan as a multi-disciplinary ‘middle-ground/range’ 
(applied) theory of Risk Management that focuses on the 
unexpected.On that assumption, sample questions for 
discussion follow:

• Is uncertainty (as distinct from ‘risk’ and ‘certainty’) the 
appropriate province of Risk Management? If not, should it be? 
How relevant is the Black Swan theory to Risk Management?

• Has the Black Swan theory – concepts, variables, relationships/ 
hypotheses – been stated clearly, succinctly and operationally? 
(Consider at least Taleb’s Fooled by Randomness, The Black 
Swanand his essay on the Fourth Quadrant).
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How good a theory is it? IIIHow good a theory is it? III
• Is the Black Swan theory comprehensive, internally consistent, 

parsimonious (i.e. using a minimal number of simple concepts, 
variables, relationships), balanced, flexible, and robust (i.e. 
tested)?

• Is the Black Swan theory really innovative or simply a set of 
neologisms? Compare Taleb’s approach with that of T.S.Kuhn 
on paradigm shifts or of I.H.Ansoff on strategic management.

• Is the Black Swan more useful (both theoretically and 
practically) to Risk Management than other theories?

• Are the assumptions about History and the workings of the 
human mind comprehensive and supported by appropriate 
research in History, Psychology, Decision Making, and 
Behavioural Finance?
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How good a theory is it? IVHow good a theory is it? IV
• How does Taleb’s specific-tools-for-specific-problems kit 

compare with other such kits?
• How useful have certain qualitative tools (e.g. Technological 

Forecasting, Delphi, Scenario Analysis, Early Warning Signals 
Analysis) been in anticipating and confronting Black Swans? 
Consider Miriam Garnier’s suggested use of more qualitative 
tools.

• What should we do with VaR, portfolio theory, and quantitative 
scenarios?

• What other tools for Black Swans can we suggest? (e.g. 
Extreme Value Theory, Network Theory – see Vance’s RMR
article)

• How practicable and effective are Taleb’s recommendations and 
do they emerge from his Black Swan theory?
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How good a theory is it? VHow good a theory is it? V
• What are the Black Swan theory implications for 

professionalism and regulation (supervisory and other)? 
Compare with Raghuram Rajan’s Economistarticle arguing for 
cycle-proof regulation. 

• What further research is suggested by the theory and us?
• Is the current crisis adequately explained by the Black Swan 

theory? Consider regulatory arbitrage and the mis-application of 
transfer of risk, as well as the doubts recently cast on the self-
adjusting market, continued growth strategy, bonus systems, and 
shareholder value theory (including stock options). 

• Does the theory suggest how to confront the crisis?
• What is the overall contribution of the Black Swan theory? (e.g.

Black Swans are crucial but we are ‘blind’ to them mainly 
because of our human nature; use the right tools; low leverage 
and payoffs as a good strategy etc). 
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Discussion Questions IDiscussion Questions I

On which two or three points do you agree/ disagree 
with Taleb?

• .
• .
• .
• .
• . 
• .
• .
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Discussion Questions IIDiscussion Questions II

What should we do to anticipate and confront Black 
Swans? (tools, research, strategies, other)

• .
• .

• .
• .

• .
• .

• .
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Discussion Questions IIIDiscussion Questions III

What do you think is the next Black Swan?

• .
• .
• .
• .
• .
• .
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Discussion Questions IVDiscussion Questions IV
What do you think Taleb's contribution is?

• .
• .
• .
• .
• .
• .
• .
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TakeawaysTakeaways
What are the few main points – on a personal, research and 
policy level – that you consider as ‘takeaways’from this 
session?

• .
• .
• .
• .
• .
• .
• .
• .
• .
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‘‘ Risk Management 101’ lessons IRisk Management 101’ lessons I

From “Eurobanking 2008 Highlights”:

Although the protracted global economic turmoil, which was triggered by the 
subprime mortgage loan crisis, is still in full swing, perhaps it is not too early 
to come up with a few preliminary ‘Risk Management 101’ lessons learnt. 
Focusing primarily on the task of risk managers and drawing mainly on the 
“Confessions of a risk manager” (“a personal view of the crisis”, reported by 
Gary Neil in ‘The Economist’,7 August 2008), as well as the 58 readers’ 
comments, one may be ‘reminded’ of the following twelve fundamental 
principles, most of which have been reiterated time and again in Eurobanking 
Meetings. 

For ‘The Economist’ article and readers’ comments, see:
http://www.economist.com/finance/displaystory.cfm?story_id=11897037
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‘‘ Risk Management 101’ lessons IIRisk Management 101’ lessons II
1. Sound judgment requires wider/deeper research and vice versa.The world is never, 

ever, riskless, and the unexpected will certainly happen. Decide and act early on 
the basis of wider/deeper research, avoiding group-think-led complacency and 
superficial research that lead to losing sight of the big picture. Paying lip service to 
‘limits’ and other ‘mechanical’ tools is not enough. Models and tools must be used 
to bolster market instinct and judgment, but not as black boxes or an end in 
themselves. Even the most sophisticated reality-simulating models are imperfect 
and judgment is required in looking out for the road ahead. 

2. Short-term profitability is certainly not enough.Be wary of being shown the 
(short-term-focused) profits, but not the (always lurking) risks. Although wider 
profit margins go hand-in-hand with greater risk, a long string of rising (short-
term-focused) profitability is the surest way to neutralise in-depth analysis and 
numb reflexes. Complexity and volume pressure are the two next best excuses.

3. The best things in life are simple.Never surrender to over-sophistication, 
unnecessary jargon and undue complexity that aim to hide zero or doubtful value. 
Anything can be explained in simple, yet not simplistic, terms. Ask whether any 
phenomenon makes sense and make reasonable expectations for the future. Any 
unprecedented and against-any-logic market signs should be researched in depth, 
and ‘opposite-to-reason’ scenarios should be used. Learn from past history and use 
common sense in heeding early warnings of ‘bubbles’, liquidity, systemic and 
other risk. What is needed is more common sense, not more sophistication.
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4. Consider all risks.Certain key risks, such as liquidity and systemic risk, among others, are 

not always taken sufficiently into account. Liquidity risk must be assessed correctly and 
accounted for, adequately. Stress-test liquid as well as illiquid assets and consider the 
possibility of establishing capital charges and reserves for liquidity. One cannot have too 
much effective stress-testing. Similarly, systemic risk (with the conjoint loss of trust among 
banks and the markets’ herd instinct) must be covered adequately, particularly within the 
new structure of our globalised world. Finally, while non-financial risks may not be directly 
‘financial’, they are definitely risks, and the opportunity aspects of risk should not be 
overlooked — although the people aspects might, given that adages like “People are our 
most valuable assets” have long been discredited and replaced by the less sentimental and 
more impersonal ‘talent management’.

5. Back to basics.Before embarking on sophisticated research or strategic risk overviews, 
ensure that the basics have been covered using standard tools. Of course, fruitful discussions 
emerge only following wide and deep macro/micro research; crucial financial and other risks 
may be identified, such as the relationship between housing prices and subprime loans and 
the complex relationships that accounted for the fall-out and domino effects of the crisis. 
However, before climbing to the next level of sophistication, make sure that most basic tools, 
such as consumer credit screening, are appropriately implemented in the field.

6. Understand risks.To what extent are risks really ‘understood’? For instance, do we really 
understand precisely how the long chain of subprime mortgage loans is working and what 
items may jeopardize the stream of cash flows? Do we go down to the subprime lending 
procedure and stress-test it? Do we perhaps forego our right and obligation to fully 
understand the situation, using complexity as an alibi?
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7. Nothing is ‘God-given’ or absolute.Specify working assumptions and challenge them 

through worst-case scenarios. Challenge established ‘innovative’ products and ‘givens’ such 
as credit ratings — especially as the latter can change quickly — and never take anything for 
granted. Test everything on a sample basis by drilling right down to the minutest detail. After 
all, challenging ends and means often leads to real innovation.

8. Develop an appropriate risk culture.While Top Management’s core values and exemplary 
actions undoubtedly set the pace and are crucial, professional risk managers need to develop 
communication, selling, and power-politics/survival skills, while risk takers (i.e. traders and 
bankers) must broaden and deepen their knowledge base, abide by codes of ethical conduct 
and learn to live with incentive schemes that do not reward undesirable behaviour. Consider 
job rotation, mixed teams for product development and other specific means to promote 
constructive collaboration between risk managers and risk takers.

9. Make risk management independence work.Although the concept of risk management 
independence is theoretically correct, the question is how this is implemented on a daily 
basis. Having ensured through clear assignments that there are no risk-monitoring gaps, and 
having enabled risk managers by giving them an appropriate prominence and clear 
independence (without any conflicts of interests), Top Management must be willing and 
prepared to objectively apply discipline, whenever this is required. However, lest the concept 
degenerates into useless symbolism, risk managers must develop the ability and temerity to 
boldly, and yet constructively, exercise the clout they are afforded right to the bitter end –
admittedly a most difficult proposition to carry out. Although being independent is not an 
easy job, one must be able to withstand intimidation and inaction. Just identifying an 
unacceptable situation is not enough.
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10. The Customer is still King.To what extent is selling junk instruments to clients, ethical? 
Financial services should be mutually beneficial for both the bank and the customer. To what 
extent is misleading advertising and promoting free-for-all slogans ethical? To what extent is 
overcharging for financial services ethical, when, for instance, the ultimate objective of the 
creation of the ‘single market’ was to lower costs for the benefit of customers/citizens? The 
recent backlash (the second one after Enron and WorldCom) and ex-post regulation confirm 
once again that organisations do not, and cannot, operate in a vacuum, but are constituent 
parts of the wider society.

11. Institutionalized greed.Greed is part of human nature and needs to be channelled properly, 
not encouraged indiscriminately by institutionalizing it through inadequate regulation, 
lopsided reward systems, powerful lobbies, and flagrant toleration of wrongdoing — with or 
without ‘mea culpa’. Arguments such as “This is the price we have to pay for having self-
correcting free markets leading to higher productivity” and “Strong incentives are needed for 
maximum performance” have proved to be painfully wrong.

12. Effective regulation.On the way from de-regulation to re-regulation and over-regulation we 
have somehow seem to have lost sight of (regulatory) effectiveness. At the same time, 
inadequate external regulation must not be treated as an alibi for internal inaction. 
Multiplicity of regulatory authorities (whether internal to an organisation or external) does 
not contribute to effective coordination of regulation. The last couple of fraud cases make us 
ponder what’s next and whether we really know the precise dimensions of what’s at risk.


