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But there are ™

SYSTEMIC &

reasons for the crisis:
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If you give
a mouse a
cookie...




If you give

a mouse a
cookie...
he’s going
to want M\\K

some milk.
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When you give
someone something,

B




it will drive and shape
their behavior.




Bad incentives were everywhere...
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PROFIT

Giving a manager
part of the
’ ///M/ profits may not
sound bad...
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TRANER

RISK

PROFIT

But when they aren’t punished
for taking long-term risks...



TRAIER C_OMPANY

RISK

PROFIT PROFIT

then that’s what they’ll do. And
the company will pay the price.



2

companied didn 't
MANAGE RISK
covnectly







The VaR analysis
tries to give the
firm a look at how
much risk it’s
taking.




It starts with the
analysis of historical
data & statistics



The datais then run
through a bunch of
advanced models
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The finalresultis a
for a certain
percentile & time
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This means that 0
98% of the time, 8 0
your investments

won’t lose over

$20 millionina

one-month
period ONE-MONTH
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VaR causes
problems:




' Keep in mind that

. ALMOST ALL

l financial firms use

'VaR to manage risk:




We’re not very good at
judging extremely rare
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For example, we can guess
the odds of rain tomorrow




But the odds of an
earthquake will be much
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Without the ability to

judge these rare risks,
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Garbage in,
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rbage in, garbage out

Ol

CAnCY|

e

]FL_J

EHE

ol

)

(:D@
AR



VaR ignores the worst-

case scenario

So losses
could be:
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$2) Mo And this loss

é« could wipe the
company out
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Some ENGINEERING
concepts can help
explain the issue




TIGHT COUPLING:

Every component is tightly linked



When something is

TIGHTLY COUPLED,

AND NO OPPORTUNITY
TO INTERVENE.
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INTERACTIVE
COMPLEXITY:

A complex system with
components that interact
in unexpected ways



4 not tlghtly coupled
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~ interact, but not a lot of problems.
There is plenty of slack and time to
fix any issues. |



THE PROBLEM IS WHEN
SOMETHING IS BOTH

INTERACTIVELY
COMPLEX

TIGHTLY
COUPLED




AR airplane
shares both
qualities.



AFTER ALL...

Youeacan’t stop a
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A NUCLEAR REACTOR IS
ANOTHER GOOD EXAMPLE.
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It’s

EXTREMELY COMPLEX.
Any problem E'H'A'I'N
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can cause a REACTION
that

e sysend POISONS

the surrounding area.



SOUND
FAMILIAR




";. FINANCIAL MARKETS
| Q are another perfect

!

example.
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So, as long as these

PROBLEMS
aren’t solved:
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THERE WILL BE
MORE MELTDOWNS
IN THE FUTURE

(They might /ook different, but
the outcome will be similar)
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