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An analysis of the subprime crisis highlights that numerous fac-
t(')rs and hazards were not exactly unforeseeable. So, why did finan-
cial institutions not act or react much earlier? Why have outdated
valuation and portfolio optimization models not been abandoned?
Have regulatory frameworks such as Basel II been useful? Wha't
was learned from this recent crisis as well as earlier ﬁnanc.ial cri-
ses? This chapter is an attempt to provide qualified answérs to these
questions. The authors demonstrate that a combination of organi-
zation'al and market-driven corrective steps are called for inch;gdin

a re(.)rlentation of incentive systems, truly living up to what is calleg
for in corporate governance, establishing enhanced risk method-

ology, and impeding the use of risk methodological approaches
which have demonstrably been proven wrong,. ’

4.1 INTRODUCTION

A thorough analysis of the subprime crisis triggers and their conseque

tl.al effect on the financial sector and ultimately on the world ec0(r11 "
highlights that numerous factors and hazards were not exactly unfore(:my
able. Hence, inter alia, the following questions can and should be raise(i'e_

1. Why did financial institutions not act or at least react much earlier?

2. Have regulatory frameworks such as
Basel II been useful
they added to the problems at hand? eful or have

3. Why did regulatory agencies not react and act much earlier?

4. Why have valuation and portfolio optimization models that are

INEHELLIVE IS iyt sy~ =

5. Why were corporate governance frameworks effectively ignored?
6. How far has poor risk communication added insult to injury?
7. Were the extensive state guarantees and loans truly necessary?

8. What truly are the lessons learned from this recent crisis as well as
from earlier financial crises?

This chapter is an attempt to provide qualified answers to these questions,
without overemphasizing the theoretical foundation and the extensive
empirical background research in the field, the details of which may be
provided on request to interested patricians and researchers. Some read-
ers may be surprised to learn how long some rather significant defects and
inefficiencies in banks’ risk management systems have remained uncom-
pensated and how far value was hence destroyed irresponsibly by those
who should have known better. Moreover, it is demonstrated that a com-
bination of organizational and market-driven corrective steps are called
for, including but not limited to a reorientation of incentive systems, truly
living up to what is called for in corporate governance, and rendering it
compulsory to use at least those aspects of enhanced risk methodology
that have been established for numerous years, while on the other hand
impeding the use of risk methodological approaches that have demonstra-

bly been proven wrong,

4.2 REVIEW OF CRISIS COVERAGE IN MEDIA
AND BUSINESS JOURNALS

For a more in-depth appreciation of the inherent inefficiencies of risk
management systems in banks, it is appropriate to first briefly reflect on
the recent subprime crisis and the direct and indirect effects it had on the
world economy. To set the stage we should summarize a variety of facts
and interpretations from the recent media coverage, given that the sub-
prime crisis and its consequential effects happened to0o recently to have
enjoyed a sufficiently widespread coverage in academic literature. In fact,
the book in which this chapter is published has a good chance of being one
of the first edited books on the recent banking crisis.

As the media have demonstrated, a few fundamental aspects have been
misinterpreted in North America and elsewhere. Reportedly, the boom
in the United States property market in the early and mid-2000, caused
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overconfidence and rather biased interpretations of property prices. Banks
started to issue mortgage bonds for private and commercial properties for
100% of the purchase price, or even more. Mortgage financiers started
to offer structures such as 100% financing including transfer fees, and in
some cases allowed that the repayment of funds was only going to start
with a delay of several months after having taken occupation of the prop-
erty. Needless to say, this equated the financing of well in excess of 100%
of the original market price of the property.

A distinct misconception was the belief that property investments
are safe and secure, and always on the rise. Historically this may have
been the case, as is evidenced by the fact that neither the burst of the new
economy bubble nor the various energy crises truly affected the prop-
erty market by orders of magnitude. The most recent banking crisis has
shown, however, that property prices are not necessarily uncorrelated.
As the media reported, changing interest rates and certain changes in
the economic climate triggered the increased number of defaulting bor-
rowers. Free-falling property market prices then led to the observation
made by more home owners that it was possibly easier to simply vacate
the property and hand it back to the bank than to pay off a mortgage bond
that by far exceeded the true value on the market. With more and more
home owners copying that pattern, and commercial property becom-
ing more speculative and less profitable due to lower occupation rates, a
downward spiral evolved with a much higher magnitude of impact on the
world economy than would be have been expected from the singular set
of event or stress factors—the mortgage loan crisis—in the United States,
as shown in Figure 4.1.

Falling property prices alone could not have had the ripple effect that
has been observed across the globe in recent months. The problem at
hand was more complex. A fundamental issue, which was discussed quite
openly in the media, related to the fact that banks had started to combine
the traditional mortgage bond financing business with more sophisticated
capital market transactions. This issue of mortgage bond financing, which
has been somewhat simplified for this chapter, was no longer the busi-
ness of simply issuing funds to a borrower, refinancing this on the capital
market with the inherently better rating that a bank possesses, and living
off the difference between the bank’s refinancing rate and the borrower’s
mortgage bond interest conditions. Rather, the lending was repackaged
into longer term asset-backed securitization (ABS). These were sold to
conduits, which were then refinanced through commercial papers. These
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® Initial subprime losses and subsequent decli'nes in world GDP
95 4 and world stock market capitalization (in trillions of U.S. dollars)
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15 1
10
5 4
0 ] Estimate of cumulative Decline in world stock
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losses on loans and
securities by 10/2007

market capitalization
9/07 to 10/08

world GDP loss

FIGURE 4.1 Initial subprime losses and subsequent declines in world GDP and
world stock market in trillions of U.S. dollars. (From Blanchard, O., The CrlSltS.
Basis mechanisms, and appropriate policies. Working Pape?r 09—01: Massachuset sf
Institute of Technology (MIT)—Department of Econor.nlcs; NaFlOTlal Bureau o

Economic Research (NBER), Cambridge, MA, 2008. With permission.)

commercial papers, asset backed, were perceived to be very secure invest}-1
ments, inter alia given that the financial system had earl'ler survived suc
shocks as 9/11. Liquidity risk was at the same time perceived to be close to
zero and was secured by a liquidity line that in most cases was V?'ell u.nde.r—
dimensioned. In some cases, this coincided with a lack of dlYermﬁcatlon in
the business model, as the case of Bear Stearns indicate.s (Flgur.e 4.2). ;
To make things worse, even more financial products (1.'e., c.ertlﬁcates an:
the like) were restructured, in most cases reflecting derivative str.uct.ures%
which, it is fair to say, were not truly understood by the l'arge majority o
investors. Not understanding risk profiles implies that.rlsk managem}(lent
systems become unproductive or even counterproduct.we. In turn, w e'rf
operating without effective risk monitoring and analysis sys.ten?s, orgén}i
sations became overextended, overleveraged, and undercapitalized ‘w1t' -
out even knowing what they are really in for. It is analogous to flying in
without radar.
bat:szlrllirlent intervention, and in some cases the lack of government
intervention, rendered things worse as the case of Lehrr'la.n Br'others may
indicate. The reported financial losses of almost $100 billion in 1 year as
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FIGURE 4.2 Mortgage market flows and risk exposure. A

SIV, structured investment vehicle; SPV, special purpose vehicle. (From

collateralized debt obligations; CDS, credit default swap;

, Washington, DC, 2007, p. 11. With permission.)

International Monetary Fund, Global Financial Stability Report
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the case of AIG reflects (including the astonishing 2008 fourth quarter
loss in excess of $67 billion that was apparently caused by credit insurance
payments that had been negotiated to secure CDOs) certainly exceeds
the order of magnitude that almost any financial analyst would have ever

expected, or thata risk radar system would have assumed as a shock sce-
ware that these tremendous losses were

nario. And the reader may be a
incurred in spite of the uU.s. government’s cash injections to AIG totaling

some $150 billion throughout 2008.

Incidentally, the abovementioned case example of Lehman Brothers
indicates that even further misconceptions and crisis amalgamating fac-
tors must have prevailed. Some of these have been also identified in com-
mon literature and have been discussed in the media. One such aspect is
related to the level of independence of larger banks and the impact that
their failure might have at home and abroad. The media have speculated

that the U.S. government decided not to intervene in the failure of Lehman

Brothers because a significant part of their involvement and in particular

their liabilities were outside the United States. Reportedly, at least within
the United States, the U.S. economy appears to have been interpreted for
many years as being largely independent, thereby not taking cognizance of
the fact that the U.S. contribution to the worldwide gross domestic prod-
uct had declined to the current level of approximately 27%, as reported by

the World Bank.

Hence a much higher degree of interaction between the U.S. economy

and those of other parts of the world has evolved than had historically been
assumed. Furthermore, investments in certificates and similarly struc-

tured financial products were perceived to be as safe as investments in

other investment vehicles such as mutual funds, stocks, and bonds, this in

spite of the fact that certificates in most cases simply are a structured loan
that is provided to the issuer of the certificate, usually backed and secured
by a minute portion of the investment vehicle. At the same time, savings

deposits were believed to be safe and commodity prices were believed to

be on the increase from now until eternity. And yet another fundamental

error was the belief that very large banks would survive, no matter what
that neither the U.S. real estate price slumps nor the bank-

happens, and
ficant effect on other industry sectors such as

ing crisis would have a signi
automotive, transport, electronics, and retail.

Another severe misconception is related to the United States’ financial
reporting standards, which were for many years believed to be superior t0
those implemented elsewhere because they enabled financial institutions
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to reflect unrealized profits fast, and of course derive attractive personal
bonus payments in upward markets. The rather detrimental and crisis-
accelerating effects of such standards in a downward-oriented market were
ignored or not appreciated. It appears that more than a few of the former
proponents of the current financial reporting standards are now calling
for different solutions, which would enable them to in some regards reflect
the valuation of market values as they will be achievable over the medium
to longer term, in particular when it is clearly not their intention or when
there is no other good reason to have to dispose of a currently undervalued
asset in a hurry.

Recent media coverage provides insight into the fact that shocks to the
financial system have been there before, many times in the last 100 years.
The issue seems to be, however, that in 2008, a combination of two shocks
coincided, the one of a banking bubble triggered in turn by a property
price bubble, and that of a serious deterioration of investor confidence. It
is fair to say that the implications to the financial system are rather far-
reaching because these coincide with other effects that have the tendency to
make things worse, these including but not limited to rating agencies who
tend to overextrapolate upward and downward trends, an international
financial reporting system that tends to drive investors and other players
in the financial market toward short-termism, and significantly overex-
tended and cash-strapped governments. The new liquidity crisis which has
evolved in recent months and weeks is clearly of an extent that most active
players in the financial market and most governments had never expected.
By now, refinancing has become very expensive, and the volume of funds
that is loaned to the private sector has dropped sharply. Banks had to raise
their equity positions in order not to be penalized by business analysts
with a downgrading of the rating, a crisis-enhancing strategy which coin-
cided with the raising of minimum requirements in order to qualify for
financing, and the hesitation or nonpreparedness of bureaucrats to engage

in any decision at all. Governments provided guarantees to the major
players in the financial market, thereby in some cases jeopardizing the
stability and the rating of their own currencies. Speculation on defaulting
governments has recently added to the lack of investor confidence, as the
cases of Iceland, the Baltic States, Hungary, and other countries in Eastern
Europe may indicate. As The Economist reported in its February 29, 2009
edition, the biggest risk in the emerging world today comes not from
sovereign borrowing, but from the debts of firms and banks. As foreign
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If one green bottle should accidentally fall...
Current-account  Short-term debt Banks’ loan/ Overa'll risk
Country as % of GDP* as % of reserves® deposit ratio rankingt
South Africa -10.4 81 1.09 17
Hungary -4.3 79 1.30 16
Poland -8.0 38 1.03 14 =
South Korea 1.3 102 1.30 14 =
Mexico 2.5 39 0.93 12=
Pakistan -7.8 27 0.99 12 =
Brazil ~1.5 22 1.36 10 =
Turkey -2.3 70 0.83 10 =
Russia 15 28 151 9
Argentina 0.2 63 0.74 8
Veneziela 0.8 58 0.75 7
Indonesia 1.2 88 0.62 6
Thailand 0.3 17 0.88 5
India -2.4 9 0.74 4
Taiwan 79 26 087 3
Malaysia 11.3 15 0.72 2
China 5.2 7 5 0.§8 : 1 .
Sources: HSBC; E%):i(t)mist Intelligence ~ *2009 Forecast ngh}fi;;ceorrrei;?Ph%

FIGURE4.3 Current economic liquidity indicators. (From N.N., Domino theory,
The Economist, Feb. 29, 2009. With permission.)

capital dries up, they will find it harder to refinance matur'ing debts or to
raise new loans. Figure 4.3 introduces three indicators to judge how Vl:ll-
nerable economies are to the global credit crunch. Among the countries
in the table, Pakistan, South Africa, and Poland are tipped to run cgrren‘f-
account deficits of 8% or more of GDP this year—the size of Thailand’s
it before its crisis in 1997. .
def]iSCazed on the background research that was published by The Economist,
in contrast, the Asian emerging markets generally look the safest, the
main exception being South Korea, which, thanks to its large shor.t—term
foreign debts and highly leveraged banks, is deemed to be as rlsky- as
Poland. Vietnam, though not included in the table, reportedly scores high
on the risk rating too. It is worth mentioning that the overall score in the
table only ranks countries’ relative risks. To assess the absolute risk of a
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Crisis, one needs to estimate external-financing needs (defined as the sum
of the current-account balance and the stock of short-term debt) over the
next 12 months. As reported by The Economist, UBS has reportedly calcu-
lated the gap between this and the stock of foreign-exchange reserves for
45 countries. While only 16 of these countries have a financing “gap,” all
others reflect reserves that are more than sufficient to cover a year’s worth of
payments, even if there were no new capital inflows (Figure 4.4). Virtually
all of those 16 countries are in Central and Eastern Europe. Luckily, most
emerging economies’ large reserves will help to keep them out of danger.
However, the longer the credit crunch continues, the more those reserves
will start to dwindle. Further speculation on what the next shock to the
financial system will be, and when this will likely occur (e.g., a commod-
ity crisis or a significant change in inflation rates) adds insult to injury.
The insurance broker AON reflected in its 2009 political risk map (see
www.aon.com) that sovereign default risk is exceptionally high in numer-
ous countries (ie., the list being topped by Zimbabwe, Kyrgyzstan, and
11 other countries considered rather critical) and that numerous countries
are particularly vulnerable to a commodity crunch.

Reportedly, the financial crisis is now quite clearly visible in other mar-
ket sectors too, and may reach an overall impact that goes well beyond the
losses that were experienced by banks. Beyond financial institutions, the
automotive sector appears to have been the first to experience the shock,
as the recent negotiations between the large automotive manufacturers
and the U.S. government demonstrate. The fast reaction is no surprise
given the level of sophistication that is inherent in the optimized just-in-
time management approaches and the rather complex logistics networks
in that sector. But it appears that cross-sector economic forecasts and in
particular unemployment figures are recognizing now that the impact of
the financial crisis will be far greater than had been assumed just a few
weeks ago.

Of course, the rather significant deterioration of value in the order of
trillions of dollars has provided opportunities too. Governments investing
in financial market participants, while their stock is traded extremely low,
may have found a means to reduce overall government debt by orders of
magnitude in the medium to long term. Investment bankers specialized
in the field of mergers and acquisitions have become busy, given that more
and more organizations are unable to pay their debt (as assessed in con-
formity with the rather counterproductive financial reporting standards),
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Commodity crunch exposure matrix

Volatility in global commodity prices'in‘ the 1?"705‘and earl){)i?i(zs
contributed to political and economic 1§stabllxty ina nun(liit s
countries. What countries are vulnerable in 2009 if com;no vy p
continue to fall, as some forecasters suggest?

Vulnerability indicators

Exposure level
Instability Risk

Crunch

Commodity

Angola
Argentina
Bahrain
Bolivia
Congo

Cote d'lvoire
Ecuador
Guinea

. Very high risk

Iran

Iraq

Kazakhstan

Nigeria

Norway

Pékistan

Papua New Guinea
Peru

Russian Federation
Saudi Arabia
Suriname
Tajikistan
Thailand
Trinidad and Tobago

Venezuela

Zimbabwe . . ‘

FIGURE 44 Commodity crunch matrix. (Extracted from AON’s 2009 political

risk map, see www.aon.com. With permission.)
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or given that for whatever reasons their credit lines have been terminated
now seek a suitable purchaser instead of going into liquidation.

Needless to say, while this chapter was written, the end of the finan-
cial crisis was and is not foreseeable. Some media are speculating whether
investment bankers and those working to support their glory might cur-
rently engage in overly restrictive lending practices in order to overcom-
pensate their loss of reputation in society at large, this being in spite of
their remarkable financial wealth. Certain signs are presently visible,
though, and are discussed in the media that some sectors might have man-
aged themselves out of the crisis, particularly in the United States, as long
as (other) banks and large economically relevant corporate organizations
obtain sufficient guarantees and bridging finance from their governments
to survive the short term. Hence, the U.S. banks may have experienced the
worst parts of the 2008/2009 financial crisis and now have reasons to look

forward to a brighter future; a trend which may have to be proven over
time to be paralleled in other countries.

4.3 A CLOSER LOOK AT MODERN RISK
MANAGEMENT SYSTEMS

It is fair to say that many if not most players in the financial market were
taken by surprise. The severity of impact and the consequential ripple
effects clearly were underestimated by most players in the financial mar-
ket, and beyond. A good test of the true effectiveness of the risk manage-
ment systems that were employed, would be to compare financial market
participants’ forecasts for the year 2008, with the rather significant losses,
in some cases, that were experienced at year-end. Any unexplained gap
reflects a defect or inadequacy of the risk management system that was
employed. A slightly more sophisticated test would be to check whether
the integration of certain additional assumptions and model features, to
reflect the learning results from the 2008/2009 financial crisis, and the
re-simulation of the figures that should have been calculated as the 2008
budget, in combination reflects the impact of what truly happened.

Be this as it may, the objective of the following sections is to provide a
discussion of further factors, beyond media coverage, that can be demon-
strated to have had an effect on organizations performance in the recent
banking crisis. While this discussion is not exhaustive and all-encom-
passing, it does provide food for thought and sensible concepts and ideas
on what to improve in the not so distant future. The reader is advised
to paint his or her own picture of whether the severity of failures of risk
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management systems, and the rather long time which has passed1 since
these effects were first detected, must result in the su.mmary conc usci(in
that some players in the market have been grossly negligent as opposed to

having been just boldly ignorant.

4.3.1 Lending Practices |
Even the superficial coverage that the subprime crisis and 1ti1 C(})ln:iqtlel:)
tial ripple effects have enjoyed in the media, has demonstrated t ad dao i
lending practices have been problematic. Market.s can go up, an - ,
and an upward or downward move can have an 11.np11cat10n‘on prﬁpc X -y
price regimes. The same applies to the field of vehicle ﬁnanc.lng;;v i )
as is visible in the media—pushes car sales by means of offering 1scloun s
and financing mechanisms that, as it appears in some cases cur;ent > are
worse than the practices that had been prevalent in Property 'nancmg.
Some countries reportedly are now stru%gling to provide sufficient spare
rary) storage of repossessed cars. .
forlg}rlje(;: rl;lfr?ks a};)e keengon experiencing similar or even worse ﬁnznc1al
crises again, lending practices need to be scrutinized to bfz hn;lt(te 1tt)(; ra}
realistically achievable residual value of the property, assuming thata ,
rower defaults and that backup pledges or guarantees at that stage canno
i iquidated in the near future. .
. Irte Eil:lif)crllcoeri\lll;llﬁe too that the way in which indivic.luals or compa}rlues
are rated, is in need for improvement. In particular, it is questlona?le ow
good pledged securities depots, personal guarantees, etc:, truly arein p'egll
ods of economic downswing, and whether common ha1r§uts a're senls: y
calibrated. As the discussion below on liquidity risk outlines, 1‘F ha; een
common knowledge for many years that if an asset must be sold in a uzlry%
the realizable market value may be far less than the one to be achieved i
ime i e. ‘
tlm\/e\fl}fiiolzzzlizS:nd regulatory agencies will need to ensure that credit
practices will need to become a little more robust and restrlctu.re, both gov-
ernments and regulatory agencies will need to ensure tha'F lending pract1c.es
will not become as overly restrictive as the case has been in many coun‘;rles
in recent weeks. Refinancing has become rather e.xpenswe', whlc(? ren irz
lending less profitable and ultimately leads.to an increase in 1;13n d1ng ;:i ge
to be passed on to borrowers, a good rec?pe. to e.nforcmg ';( .e 'ov(\;ustr
impact of a recession. At the same time, while jobs in the ban .mg inc " Sy
are being slashed by the thousands, bank branclll staff, credit spetc)la é
and some of the many bureaucrats in the financial systems have becom:
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overly sensitive in order to certainly make no mistake ever, thereby pos-
sibly overcompensating their fear that they might loose their jobs too at
some stage. Needless to say, in the interest of most people and organiza-
tions, this downward spiral needs to be stopped; the sooner the better.

4.3.2 Ineffective Operational Risk Management

Widely published case examples such as the recent trading scandal at the
Société Générale have demonstrated that operational risk management
systems can be rather ineffective, in spite of the fact that regulatory regimes
such as the recent transformation of Basel II into European Community
legislative and regulatory frameworks for banking had attempted to
address such organizational defects rather intensely. Needless to say, a
more stringent and robust real-life implementation of corporate gover-

nance is called for, in combination with the enhanced market discipline

and the more proactive involvement of regulatory agencies as is called for
under the second and third pillars of Basel II (Figure 4.5).

And as submitted elsewhere, real-life implementation should start with
the focusing of risk management strategies (Figure 4.6), not like the com-
monly observable “tail wagging the dog” (Kross 2006).

In addition, it appears that known facts and scientific evidence on
risk-taking behavior has not been reflected as boldly as it should have
in the said regulatory framework commonly referred to as Basel IT and
its respective transformations into local-level regulatory frameworks on

banking supervision. To mention an example, Shapira in his 1995 book
on the managerial perspective of risk-taking behavior, demonstrated that
individuals and managers quite consistently deviate in their risk-taking
behavior as a function of perceived success or failure. While the tendency
to take risk is relatively low, as decision makers experience a little success,
alittle failure or simply a break-even, risk-taking behavior increases rather
considerably when considerable or significant success is experienced (i.e.,
decision makers are prepared to bet). Moreover, as things evolve toward
the negative side, that is, considerable failure is experienced, personal risk
taking increases tremendously, far higher than on the positive side. Rather
significant discrepancies evolve between what decision makers believe
they would do, versus what others would do, versus what they should do.
Needless to say, risk management systems and their ability to cope with
subjective estimates and personal judgment need to be sufficiently robust
to be able to compensate the negative extremes. Given that control mecha- ‘
nisms in the banking sector already are rather stringent, and procedural,
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ore elements of control to this environment
t mechanism to achieve the desired results.
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4.3.3 Appropriate Measures of Risk
nized for a long time that risk can be described using a

tors and risk measures (Figure 4.8). Similarly, it has
ning risk as the volatility in future cash flows,
plete reflection of what truly needs to be

It has been recog
diversity of key indica
been recognized that defi
is an inappropriate and incom
addressed in risk management.
While it is recognized that moder
approaches to measuring risk and assessin
is submitted that there is room for improveme
demonstrated in 2006 for German publicly trade
estimating the market risk inherent in securities, for example,

ing the Markowitz approach to asset portfolio optimization,
t risk key indicator while on the other hand certain down-

such as the value-at-risk (VaR), the conditional VaR,
t is commonly referred to as the maximum draw-
fact, such downside risk metrics are easier to
tility is. At the same time, it is submit-
easure risk must take into consider-
risk could best be described. For
propriate to simply reflect
ver the last 250 days, if
n the overall future

W., Integrating management

» Operational Risk Toward Basel I11. John Wiley & Sons: New York, 2009.)
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Quantitative assessment
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volatility is

and finally the Basel H reporting.

ly be. Paralysis by analysis certai
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assessment
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the predominan
side risk indicators
the deviation VaR or wha
down are widely ignored. In
understand intuitively, than vola
ted that sensible key indicators to m
ation what clearly is at risk, and how this
example, for ABS transactions, it likely is inap
| the extrapolated volatility of historic cash flows o
on the other hand credit risk is a predominant factor i

performance.
The earlier
transparency and
of risk factors inheren
some further fundamental
indicators were assessed at a lev
level to serve the truly intended pur
mance indicators used was very small (Figure 4.9).

Allocation/
filter criteria

ear how effective the risk response strategy will ultimatel

- outcome. Through the adoption of a more management oriented
competitive and compl i
mplex corporate environment that quite apparently dominatesthe field of financial servic
es.

iterative step, then quglitat;ive and quantitative analysis follows

Adopting operational risk frameworks that are typical

is uncl
is to some extent reversed. In other words, sele

h a lack of

_ It is also sugpested that risk response strategies vary

notion that banks and investors were faced wit
with rather limited capabilities to assess the true nature
t in structured and exotic financial products raises
concerns. In particular, it appears that key risk
¢l that was far too abstract and too high-
pose. Also, the number of key perfor-
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FIGURE 4.7 Reflecting soft factors in enterprise risk mana

Management in Financial Services Operations. Wiley
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FIGURE 4.8 Risk metrics.

The wealth of funds and hedge funds that evolved in recent years has
further augmented this set of problems. Instead of simply investing in
stocks or bonds, rather significant volumes of money were invested into
intermediary structures. In turn, to assess the level of risk inherent in a
fund, performance analyses and risk valuation approaches were typically
focused on the last 250 days’ performance as opposed to the inherent risk
profiles of those stocks and bonds investments (and synthetic, interme-
diary, or derivative structures), which were the results of asset portfolio
management optimization within the fund. This coincided with perfor-
mance and risk-reporting standards which were minimal compared to
the level of effort that a bank has to engage in. To render things worse,
some funds decided to invest in yet other funds, which in turn made it
nearly impossible for investors to perform drill-down analyses into the
truly underlying risk factors. It has been widely discussed in the media
that most if not all larger players in the investment banking arena, and
beyond, directly or indirectly overinvested in the U.S. property market
which had been performing so well for years—without truly recognizing

the extent of their exposures.
As a “lesson learned” from the recent financial crisis, it is submitted that

in future, risk metrics must take into consideration what truly is at risk,
and what the major risk drivers are and will be. A simple extrapolation
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of the past 250 days’ volatility appears not to have been a good indica-
tor of risk. Additional risk metrics are required including but not limited
to the VaR, or what is commonly referred as the maximum drawdown.
Economic models are required to truly explain what the impact of indi-
al risk factors (with their inherent uncertainty) and their interaction

vidu
an for future performance (Kross and Gleissner 2009).

will me

4.3.4 Meta Risk

As submitted earlier,
regulatory constraints, re
sections have highlighted tha
which risk is identified, analyzed,
Clearly, a failure in quantifying risk ap
assumptions, both relevant factors in the
that can no longer be neglected.
To highlight what the extent of model errors ca
demonstrated that by means of employing a normal dis
hange crash of 1987, one is dealing with an event tha
happen once in 10% years. Empirical observations have demon
however, that such crashes can happen once in 38 years (see Romeike and
Heinecke 2008). Moreover, the recent financial crisis in combination with
the extent of the financial downturn after 9/11 Jeaves room to the interpre-
tation that rather extreme shock events, such as these recent stock market
crashes, might be on the increase. Also, Chopra and Ziemba in 1993 (based
on empirical evidence) found that estimation errors in the expected val-
ues of assets are of approximately 10-fold importance when compared to
the respective variances, which in turn reflect double the effect of errors
in correlations. Implicitly this demonstrates why the expected returns
nvestment portfolio are quite relevant when the investor reflects
low or moderate risk aversion. However, with increasing risk
creasing risk aversion the sensitivity of individual assets

risk should not be ignored if, in spite of the inherent
turn on investment is the main focus. The above
t certain things can go wrong in the way in
quantified, evaluated, and managed.
propriately and reflecting the right
so-called meta risk, are issues

n be, recent analyses
tribution to the
t might only

stock exc
strated,

ofani
a relatively
tolerance and de

within a portfolio increases.
It has been submitted by numerous authors that far too many risk

management systems in practice place too little emphasis on the empirical
evidence that the extent of risk in itself is volatile (i.e., GARCH process)
and that it reflects extreme market readjustments (i.e., crashes), which are
rather poorly incorporated in the standard distribution-based approaches
to measuring risk that are predominant in the financial sector today. It is
submitted that the rather overdue adoption of more enhanced approaches
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Y it ;espect to the various uncertainty factors that should be reflected
m .
mation0 ern r?sk.management system, one usually distinguishes esti-
i €Irors in Input parameters (i.e., regression analyses of historic
» parameter uncertainty (i.e., coeffici i
£, cients of quantitative i
o ' . prognosis
: regression analysis models), and uncertainty inherent in thegpro -
aosets (e, the qualitative assumptions in the prognoses obtained frmgn
sset managers or business anal
. ysts). Of course, only exclusively f
oriented simulation techni i ity the portiolin
ques will suffice to quantify risk i
level while historical si i i ; e crescio ot
al simulation will likely pr in
ove to be i i
equate and misleading. ' eressingly nad
One i i
L fur.tf?er .aspect of meta risks applies to the time horizon for which
quantification models are suitable. It has long been recognized that
comm i i
. }(])Sns}.)raftlce (e.g(gi., the Markowitz approach for Portfolio Optimization)
ingle period models. In other words
. . , usually these were origi
‘ : iginall
honcelved to provide forecasts for a period of maximum 1 year. In plilcticey
owe i ‘ ,
k vei[r:ith.es.e models have been applied to derive recommendations and
o ggolr A ecisions for long-term investment strategies. Whether or not such
ol tehs l.a;(ve been enhanced to include the effect of dividend reinvestments
and the ike plays a minor role in this regard. Much more important is the
ac
at such models usually reflect stable correlations, stable investment

environm ic ci i
ents, and static circumstances, which in the true sense cannot b
extrapolated from now until eternity. )

4.3.5 Compensatin i
g the Inappropriate “Perfect Capit
Market” Hypothesis P
Whi . . .
w Sllz thedabli)ve discussions on the implication for risk management have
idered the environment in which o i i
. perational risk management was
Ererr(fonll:ed, it has ciong been recognized that a number of methodological
rs have existed and have not been corr i
: ected in most real-life i
t : : ife organiza-
tizzs to Ctihlls day. One fundamental issue relates to the fact that theg valua-
: ItILO els th?t are applied in practice rely on the perfect capital market
:.p? esis. This observation is still valid inter alia for the capital asset
pricing model (CAPM), the Markowitz portfolio optimization approach
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the arbitrage pricing theory (APT), and several other established valua-
tion paradigms and approaches. The problem is the capital market is not
perfect. Anomalies exist and these in fact drive financial market partici-
pants’ performance. Information advantages exist, which differentiate the
bearers of such privileged information and those who can benefit from
such information or speculation thereon from other capital market par-
ticipants. Liquidation costs, taxes, transaction costs, and other factors play
a role too, as has been obvious for decades.
At the same time, the recent financial crisis and its consequential effects
are a clear indication that many players in the financial market underes-
timated what is commonly referred to as liquidity risk. This can of course
imply an upside and a downside. The downside is simply explained when
considering the scenario of having to sell a property or an investment in a
private entity at rather short notice. The shorter the permissible time span,
the lower the realizable price, but there can be an upside too. Liquid assets
that are currently valued on a mark-to-market basis to assess the volatil-
ity range over a maximum 24 h, could potentially be valued significantly
higher if the current owner of these liquid assets or financial products
does not intend to sell them within the next 24h.
It has furthermore been known too for years if not decades that one
of the most important factors in financial risk management are the cor-
relations between individual investment targets and their respective risk/
return profiles. Adding to the abovementioned observation on the perfect
capital market hypothesis which in itself has been a problem, it is submit-
ted that the way in which correlations are reflected in today’s valuation
models is largely incorrect. While it is recognized that some players in the
financial market do assess and adjust correlations regularly to reflect cur-
rent knowledge, typically, correlations are reflected in a risk system once
and forever, as a single value between —1 and +1, and are deemed to be
stable from now to eternity. The recent financial crisis is a good case exam-
ple to demonstrate that correlations in real life are unstable and uncer-
tain. Correlations and the portfolio diversion effects that are calculated on
this basis, may of course be more or less stable in stable upward markets.
However, on the other hand, correlations between most securities tend to
approach +1 in shock scenarios similar to the one that was experienced in
the recent financial crisis.
It is submitted that in order to address these problems sensibly and
suitably, it is necessary to recognize that it will no longer be possible
to ignore unsystematic risk all together. Moreover, the risk profiles of
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organizati
Weg,; hizztlons and hence those factors that should be reflected in the
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as a stable and certai
n futuve n parameter
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o m asuring m.arket or credit risk at portfolio level. And of course the
us underlying assumptions in such approaches as Markowitz—"[ype

portfolio optimization, CAPM
, ,and APT must be correc
sated as a matter of urgency. tecand compen-

4.3.6 Compgnsating the Impact of Rating
Agencies and Financial Reporting

ir;e;eccizrslth :,:Il:hnst’ .t]};e n:iedla have rather clearly highlighted that rating
agendies! ributed strongly .to the financial crisis and in some cases
upwazdn:)lrsrggresentej asse:1 valuations and the extrapolation of historical
V.vm\{ar trends. It has been submitted that rating agenci
n-lust start taking into consideration what truly is at risk in angor ganiczlzS
E(;]I:Salzd vxlf)hat the rar.lge of possible impacts of such risk factors coguld be.
hes fng heen submitted, and was explained in the context of the CAPM
mode e}t{l;tre:;r ilib;(l)(v.e, that mmpl}r using a capital market derived beta fac-
o b s sk lsfa §I0Ss misrepresentation given that unsystematic
be fal Compfnsa:; :);iff&;df; to plﬁay a role. Unsystematic risk cannot
areI what drives extraordinafy re'ltrlil;lsi ocrjltilr(l)\?e’setl;llc;?tahes standinfac
. }tl ;Sﬁselllgzlfl::s rtiae'; iiﬁ?ﬁaig“c;:aes- wi(lil .neelii tlo adopt empirical evidence
' sgainedint i
alia zlldopt more enhanced economgic forecast ;2;2? zce)eaii)cijldt(:;and o,
pha51.zecll and overextended extrapolation of upward and downwa c;) Zerem_
Quallfy}ng statements on risk/return profiles should compleme rt e
;nendathns on historic or future over- and under—perfornfance rlIt rs‘;?;’;(i
meotrellllzirtl into g)mlderation in such qualifying statements that the so-called
o um e. ect often does not exist as a standalone effect. For example
m:leue;cccl)n(imlcfresearch has demor?strated that historical over—performers’
¥y under-perform at some stage in the future, while on the other hand
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historical under-performance is compensated with turnaround strate-
gies that in turn yield considerable over-performance at some stage in the
future.

Needless to say, the above observations for rating agencies are of similar
validity for the development, implementation, and calibration of internal rat-
ing models, as they are applied more and more often in larger banks at this
point in time. Rather than simply extrapolating historic trends, forecasts of
future performance need to be explained on the basis of robust and sensible
economic models as opposed to being assessed on the basis of some historic
figures that bear little if any relevance in future (Kross and Gleissner 2009).

It has been recognized too and was mentioned earlier in this chapter

that the international financial reporting standards (IFRS) are rather
problematic in many regards. Briefly, the IFRS currently are a rather rigid
mixed model which combines a mark-to-market valuation approaches
as prescribed for capital market instruments and liquid assets, with the
amortized residual values for certain illiquid assets such as fixed prop-
erty. This was an attractive model for those who wanted to reflect current
potentials quickly, and reflect the impacts of unrealized profits from cer-
tain capital market instruments as quickly as possible in their quarterly or
annual reports. While this approach does not sound overly problematic at
first sight, it is logical that problems occur when an investment in illiquid
assets such as fixed property (e.g., an office building) is refinanced through
capital market instruments and financial derivatives that have to be valued
mark-to-market. Depending on market trends, a rather volatile balance
sheet can evolve, which in turn might yield the observation by business
analysts who assess organizations’ risk positions based on historic volatil-
ity, that the organization is performing in a more volatile environment
than it truly is. As an interim compensation in the absence of tangible
market data for illiquid assets, it was agreed that hedge accounting rela-
tionships are defined under which the refinancing of certain objects with
derivatives are treated as one unit as long as certain correlation corridors
(i.e., 80%-125%) are demonstrated not to have been exceeded. Needless
to say, such analyses can be rather complicated when structured financial
products are involved, and the compromise is fairly weak.

To add to the above, in recent months, the IFRS have been observed
to have been more problematic than had been recognized earlier on.
In particular it has now been proven that through the mark-to-market
approach, investors and analysts have been driven toward an unhealthy
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level of short-termism. Tremendous asset value write-downs had to be
reflected in financial institutions’ financial statements, which effectively
reflect the assumption for the respective assets that the financial institu-
tions have to dispose of them at short notice. Particularly when assets are
valued lowly, however, it makes very little sense to dispose of them, unless
of course certain liquidity gaps cannot be covered through other means.
These, however, as the media reported, were in contrast resolved via gov-
ernment guarantees. In other words, for financial reporting purposes,
many investments in financial instruments had to be cut down to an
entirely unrealistic value, far below the true value that will ultimately be
realized when they are truly disposed of. It remains to be seen whether
the mark-to-market approach, due to its crisis-enhancing effects, will

be abolished all together or whether yet another set of compromises
will be invented.

4.4 PROBLEMS AND SOLUTIONS

The above discussion has highlighted quite clearly that in the field of
applied risk management in financial institutions, rather significant flaws
remained uncompensated. It is hoped that the following discussion of
methodological approaches and true solutions to the problems at hand
will be used as guidance both by practitioners and academia.

4.4.1 Management on the Basis of Sensible Key Risk Indicators

First and foremost, it is appropriate and well overdue that the over-
all approach to addressing risk is looked at rather critically. A sufficient
number of fatal flaws have been highlighted in this chapter, and further
issues such as the explicit decision not to include strategic risk as a rel-
evant factor under the Basel IT framework have been identified as being
quite problematic. Adding the “management perspective” and rendering
OpRisk initiatives operationally manageable—to if possible generate net
value and competitive advantages from successfully implemented OpRisk
management investments—is not a trivial undertaking, particularly when
the initiative was originally conceived for regulatory compliance or risk-
controlling purposes only. Numerous interlayered aspects need to be taken
into consideration, and a rather complex overall master plan needs to be
followed, which reflects that OpRisk management initiatives must ulti-
mately cope with what is commonly referred to as major-scale, cultural

change in an organization. It is suggested that at least the following topics
need to be addressed:
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« Scope, target, and the generic approach to methodology, limits, and

risk retention

Responsibility allocation, that is, the definition of risk ow.ners/m.an-
agers vs. risk controlling and process models for the line/project

organization

« Implementation of a temporary central risk management function to
enhance envisaged/planned/targeted/anticipated cultural change

« Setting up an OpRisk management implementation project, co.p%ng
with known and unknown implementation challenges, and raising
management effectiveness priorities above documentation priorities

« Moderated interviews to identify the delta between responsibil%-
ties and capabilities and functional authority, to define and negétl-
ate escalation triggers, to provide training as needed, and to design
reporting and escalation mechanisms

« A documented conclusion that risk owner responsibilities can (once
trained and integrated into a reporting and escalation process struc-

€«1- »
ture) from now on be “lived

Neither of these success-critical factors is explicitly mentioned in the fra.me—
work referred to as Basel I1, or the support documentati'on that was prolvidedl
by the Bank for International Settlements or the r'eglo'nal andlli)ca l-leve
regulatory agencies who worked on the transformatlo.n into loca;f leve a.wli
and regulations. The results in terms of enabled, fiﬂiClent, 'flnd e ec}:we ris
management, with an independent risk-controlling function, furt erm(?rl(-el
needs to be both manageable over the short, medium,' anfi .1ong term wit
respect to the explicit efforts to be undertaken by each.lnd1v1dual and (‘;earrii
and with respect to the data and key indicato.rs, which are col‘lejcte an
analyzed to support risk-based decision makmg.. A horror vision com-
monly voiced by several larger banks in Europ.e hlgh.hghts tbat ca}}l)tur%ng
and collecting several 10,000 data points on a daily basis, quahty—e?n ancing
them and maintaining them over a period of 10-30 years, certainly is not
ealistically.
ma?:l%fr?;i‘:o consider};tion thatanyfinancial institut'io.n has implemente.d
risk management in the one or other way already, it is hence appfoprl—
ate to introduce a graphical flowchart of sensible stePs for the reorienta-
tion and refocusing operational risk management (Figure 4.10)—thereby
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focusing on the management perspective instead of just brainless regula-

tory compliance reporting.
The above discussions on appropriate measures of risk, and on the treat-

ment of meta risk factors, do not need to be repeated here except to say that
volatility as the predominant measure of risk does not suffice. Downside
risk measures such as the VaR, the conditional VaR, the deviation VaR,
or what is commonly referred to as the maximum drawdown, as well as
“safety first” approaches should be used as complementary approaches. Of
course, the perfect capital market assumption and the various abovemen-
tioned features that go along with it must from now onward be treated as
being outdated, wrong, and in the true sense unnecessary given today’s
computing power of enhanced simulation modeling software. At the same
time, parameters need to be identified and assessed to describe the true
risk aversion of an investor in order to derive optimized suggestions and
recommendations for the structuring of investment portfolios and the
reflection of residual risk restrictions (i.e., safety-first approach, guaran-
teed return, and portfolio insurance concepts).

As discussed elsewhere, risk management should conceptually be
shifted from the predominant regulatory compliance focus toward a true
value-based management. Besides the more cultural issues mentioned
above, on the technical level, this calls for risk management practices that
eventually support the management with better risk information. To be
able to fulfill this task, especially the role of risk modeling and aggregation
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with the help of simulation techniques, rather than continuing to rely on
the commonly established approaches such as variance—covariance mod-
els, which are based on normal distributions. Also, correlations between
risk factors have to be analyzed individually, and reflected explicitly.
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FIGURE 4.11  Refocusing the goal and objectives of risk management.
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This calls for economic models to map interrelationships of economic fac-
tors and commonly used key indicators, as a robust prognosis.

The most suitable risk aggregation procedure—and the most flexible
one—is the simulation of individual (and combined) risk factors using
Monte Carlo simulation. Such a simulation technique uses random num-
bers to derive modeling results (and respective inherent sensitivities) such
as the distribution of earnings before taxes, as displayed in Figure 4.12.

A separate discussion that was published elsewhere, furthermore dem-
onstrates thatinsurance coverage had historically been somewhat neglected
in real-life OpRisk initiatives, partially due to the fact that the early ver-
sions of the Basel II framework did not accept insurance as a permissible
means of minimum regulatory capital reduction. Moreover, proponents of

the CAPM to date believe that insurance implies no net value generation,
given that only capital market-related aspects captured in the beta factor
truly count in the description of the risk position of an enterprise. Change
is bound to happen in this regard too, however, for good reasons. Higher
exposures to risk generally reduce the enterprise value due to a higher
need for (expensive) proprietary capital. Hence it is sensible to specifically

DVaR
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FIGURE 4.12  Sample output of a Monte Carlo simulation.
... and to assess the risk adjusted capital (RAC) and the certainty of the planning.

DVaR = deviation value at risk

RAC = risk adjusted capital
(Courtesy of FutureValue Group AG, Leinfelden-Echterdingen, Stetten, Germany.)
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work on risk transfer strategies that reduce the overall risk position effi-
ciently and effectively, for example, as demonstrated through a reduction
of the total cost of risk (TCOR). Insurance and other risk transfer mech-
anisms are, therefore, no longer understood as a cost factor that simply
adds no conceivable value to the value of an enterprise (because it does not
affect the beta factor), but rather as a set of suitable instruments that can
(through a reduction of the proprietary capital required) deliver a positive
net contribution to the enterprise value. In turn, the optimization of the
residual risk position of an enterprise through appropriately designed and
implemented risk transfer mechanisms permits the focusing on the true
core business of the enterprise, and the devotion of proprietary capital to
those initiatives that best enforce the core strategy and the sustained com-
petitive advantages of the enterprise (Kross and Gleissner 2009).

4.4.2 Enhanced Approaches to Asset Portfolio Risk Management

Performance is often defined and measured in a way that does not truly
reflect the risk perception of an investor, as the above confirms. Additional
complementary performance measures are required (e.g., the Modigliani-
Modigliani measure), and further metrics and key risk and performance
indicators will likely prove to be sensible. This in turn yields the com-
parability of alternative portfolio allocations with their respective risk/
return profiles and sensitivities. Moreover, investment portfolios are usu-
ally structured and optimized with the focus of 1 year only. Stochastic,
dynamic models as well as stochastic processes for the description for risk/
return profiles are required. Information on short-term and long-term
investment goals are required as an input in order to derive rules for the
adoption of portfolio planning, in addition to portfolio structure recom-
mendations. Further intelligent portfolio securitization mechanisms such
as time invariant portfolio protection (TIPP) could be used.

Illiquid assets are usually neglected in portfolio optimization, which
in turn leads to a suboptimal allocation of funds in liquid asset classes.
The integration of simulation-based valuation approaches is required, in
which the respective risk/return profiles of illiquid assets are described.
Typically, this would be done by means of calculating a stock vs. bond mix
that reflects the expected value of future cash flows and the expected risk
inherent in future cash flows. Further risk/return key indicators may be
required, in addition to or complementary to market prices. These may
include revenue, capital turnover, EBIT margin, debt ratio, etc. The intro-
duction of the risk/return profiles of illiquid assets in turn yields a better
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FIGURE 4.13 Traditional vs. sensible approaches to quantifyipg enterprise r'1sk
positions. (From Gleissner, W. and Wolfrum, M. Cost of‘capltal and V.aluz?tlon
with imperfect diversification and unsystematic risks, Finexpert pubhcatlonz,
available at http://www.ﬁnexpert.ihfo/ﬁleadmin/user_upload/@ownloads./pd /
notes members/Gleissner_20O9_Cost_of_Capital_and_Valuat10n_an_f1nex—

pert_260109.pdf, 2009.)

understanding of the true value drivers and valuation changes in the over-
all investment portfolio (Figure 4.13). .
Traditionally, correlations have captured the interrelationships between
historic investment returns, but did not explain them economically. A1.1 eco-
nomic model is required to explain the interrelationships of economlc.fac-
tors and commonly used key indicators. Stochastic processes as de.zscrlbed
above need to be defined for future expected performance and 1nt.erest,
share and bond investment, inflation, and economic growth. Causal inter-
dependencies need to be defined. The result is a future-oriented explana-
tion of risk and return profiles of individual assets and asset classes as well
as the (uncertain) correlation of these asset classes. This in turn enables t[he
analysis of the impact of special crisis scenarios, for example, the modeling
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FIGURE 4.14  Reflecting the relevance of economic indicators for asset perfor-

mance. (Courtesy of FutureValue Group AG, Leinfelden-Echterdingen, Stetten
Germany.) , )

f)f a banking crisis in combination with an oil price crisis and a loss of
investor confidence crisis (Figure 4.14).

Hence it is fair to say that asset portfolio management will likely experi-
ence some rather significant changes in the not-so-distant future. Now as
in the future, the objective is to optimize the asset allocation across asset
classes in order to benefit from diversion effects (i.e., reduce the impact of
unsystematic risk factors) and to yield a near-optimum investment strat-
egy based on a given investor’s risk tolerance, which may vary over time
But almost everything else will change. Asset portfolio management wili
need to explicitly identify and compensate the effects of extreme negative
crises and shocks to the system. The predominant key risk indicator will
be the probability and the extent of losses (e.g., expected shortfall). Given
that risk and return are not freely interchangeable; restrictions r;eed to
apply with respect to the maximum risk-bearing capacity and the ability
to cover capital requirements with third party equity or debt.

Robust, context-dependent prognoses suitable for longer term invest-
ment decisions and the respective (uncertain) correlations between
the expected risk and return profiles of individual assets and asset classes
will need to be derived from economic forecasting models. Uncertainty will
need to be reflected to describe the likely inherent extents of estimation
errors, .prognosis errors, model errors, and in particular the impact of
subjective estimates and decisions inherent in each of these. The opti-
mal asset portfolio allocation will also need to reflect the extent and the
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characteristics of illiquid assets and asset classes (e.g., immovable property,
investment holdings in non-listed companies, etc.), which requires specific
risk and return valuation know-how that has historically not been used by
practitioners in the field of asset portfolio management. Portfolio insur-
ance strategies can in some cases be used to (temporarily) optimize risk/
return profiles of investment portfolios, whereby of course a procyclical
investment behavior should be avoided through a thorough observation
of fundamental valuation levels. And capital market anomalies such as
the abovementioned “momentum effect” and short-term value anomalies
exist, and should be explicitly incorporated in the above.

4.5 RECOMMENDATIONS AND OUTLOOK

As described in this chapter, initiating an OpRisk management initiative
without reinventing the wheel is a complex undertaking with numerous
inherent challenges. The far-reaching ripple effects of the recent finan-
cial crisis demonstrate, however, that major change in the positioning,
realization, and operation of risk management systems is urgently called
for (Kross et al. 2009). As the findings presented in this chapter reflect,
however, a rather large body of knowledge and experience has evolved in
recent years, which renders most of the key steps manageable predictably.
Lessons learned have been published to an increasing extent in recent
years, and generic frameworks and fairly capable standard software solutions
are starting to make risk managers’ lives easier.

Implementing risk management systems does not necessarily imply
that a tremendous amount of money is wasted. Of course this would be
the typical expectation of a decision maker, who has historically invested
in risk-reporting systems such as the ones required under Basel I1. To pro-
vide some further insight into the reasons why one would truly be able to
derive net value from such initiatives, an analogy is appropriate, which
refers to a model first put forward by Kerzner (2000), who is often referred
to as one of the leading thinkers and practitioners in the field of project
management. Kerzner’s model introduced the observation that knowledge
workers’ intensive drive for increasing levels of maturity cannot be the
ultimate solution. In the context of products introduced into a market,
maturity may be the stage from which onward everything goes downhill.
Rather, Kerzner submitted, top management should start to recognize
their knowledge workers willingness to change, and provide further direc-
tion to develop their project management competencies beyond maturity,
to excellence. The following graphical representation was modified in that
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FIGURE 4.15  Migrating from maturity to OpRisk management excellence.

Kerzner’s expression “project” was replaced by the word “risk,” which fol-
lows the inherent feeling (in the absence of tangible scientific evidence)
that the same reference model is similarly valid for the evolution of risk
management maturity and the further net benefits and competitive advan-
tages, if risk management excellence were to be established (Figure 4.15).
Kerzner was able to substantiate in his publications and presentations
that working toward project management maturity helps in reducing the
likelihood of failure, which is usually achieved by and large with in a time
period of 1-2 years. Of course this is a value proposition on its own. The
link to strategy crafting and to the development of competitive advantages
through excellent project management would introduce a more complex
set of opportunities, which may not be as easy to capture. It could hence
be an interesting research project at postgraduate level to assess in how
far Kerzner’s model is truly convertible to the field of operational risk
management, and the tracking of which key indicators would best help
to substantiate for deductive thinkers that advanced levels of operational
risk management, evolving far beyond regulatory compliance, have the
potential to add substantial levels of net value to an organization.

Hence reflecting back to the objectives of this chapter, as formulated in
the introduction, it is appropriate to conclude that a thorough analysis of the
subprime crisis triggers and its consequential effect on the financial sector
and ultimately on the world economy highlights that numerous factors and
hazards were not exactly unforeseeable. Financial institutions, and regula-
tory agencies for that matter, could and should have reacted much earlier.
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Commonly practiced valuation and portfolio optimization m(l;delcs1 thac‘;
are based on perfect capital market theories, should have be}:n a ant (t)rnuel
many years ago. Regulatory frameworks.such 'as B'asel III. av;e1 no : thz
helped, and in some regard have been misleading, inter a 1;1 t rou%e1
separate treatment of risk factors that cannot truly be treate separah y.
The much more significant problem seems to .be,. however, that the way
in which the implementation of Basel II and 51m11a.r regulgtory frame}-1
works in real-life organizations has driven the net 1mpact'1nto ;1 muc}:1
more negative spectrum, while on the other hand the promises 01 vs. tbe
net result derived from corporate governance framewgrks left a lot to be
desired. Risk communication strategies were ever.ythxng but well orga-
nized or well implemented, and added to the losses in 1nvest0r. confidence.
A combination of organizational and market-driven cc?rrectn./e steps are
called for, including but not limited to a reorientation of incentive syst.emi
truly living up to what is called for in corporate governa'nce, rer;ldec;lrllg i
compulsory to use at least those aspects of enhance.:d risk metho (;1 ogz
which have been established for numerous years, while on the othzr an
impeding the use of risk methodological approaches, which }%aveh e,;imoz:
strably been proven wrong. And whatever the various plajlyers in the fina
cial market truly learned from this financial crisis remains to be seen.
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