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Did crisis avoidance create one?
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Playing the odds: Did risk managers outsmart themselves?

RISK, fromPaga1)

sk, which it does by combining the
VaRs of a given company's trading
desks and coming up with a nel num
ber. Top executives usually know their
company s daily VaR within minutes of
the market's close.

Risk manager< use VaR to quantify
their company’'s nisk positions 10 their
board. In the late 1990s, as the use of
derivatives was exploding. the US. Se
cunties and Exchange Commission
ruled that a company had 1o include 2
quantitative disclosure of market risks
in its financial statements for the con-
venience of investors, and VaR became
the main tool lor doing so.

Given the calamity that has since oc-
curred, there has been a greal deal of
talk, even in quant circles, that this
widespread institutional reliance on
VaR was a terrible mistake Al the very
Jeast, the risks that VaR measured did
not include the biggest risk of all: the
possibility of a financial meltdown

A risk consultant named Marc Groz
9ays. “VaR isa very limited tool.” David
Eiohom, who founded Greenlight
Capita), 2 prominent hedge fund.
wrote not long ago that VaR was “rela
lively useless as a nsk-management
tool and potentially catastrophic when
ils use creates a false sense of secunty
among senior managers and watch-
dogs. This is like an air bag that works
all the time, except when you have a
car accident.”

Nassim Nicholas Taleb. the best-
sclling author of “The Black Swan.” has
crusaded against VaR for more than a
decade. He calls it, latly, “a fraud "

The Goldman legend

How then do we account for that sto
1y that madc the rounds in the summer
of 20072 It concerns Goldman Sachs,
the onc Wall Street firm that was not,
a1 thal time, taking a hit for billions of
dollars of suddenly devalued mort
g2gc backed secunties. How had Gold
man largely sidestepped the disaster
that had be(allen cvcryane else?

‘What reportees discovered was that
in December 2006. Goldman's various
indicalors, including VaR and other
risk modeis. had begun suggesting that
something was wrong. Not hugely
wrong, mind you but wrong enough to
warrant a closer look.

“We look at the P&L of our busi-
nesses every day” smd Goldman
Sachs's chief financial officer. David
Viniar. (P&L stands for profit and
loss.) “We have lots of models here that
are importanl, but none are more im-
portant then the P&L, and we check
every day to make sure our P&L is con
sistent with where aur risk models say
it should be. lo Decembet, our mort
gege business lost money for 10 days in
a row. [t wasn't s lor of moncy, but by
the 10th day we thought that we should
sit down and talk about it

So Goldman called a meeting of
about 1S people to examine a thick re
port thay included every trading posi-
tion the firm held For the next three
hours. they pored over everything.
They examined their VaR numbers
and their other risk models. They
talked about how the mortgage-backed
securities market “felt.”

“Our guys said that it felt hke it was
going 1o gel warse before it got better™
Viniar recalled "So we made a de-
cision: Let's get closer to home.”

Lo trading parlaoce, “geiting closer

in

to home™ means 711:5

which 10 (bis case meant either getting
1id of the mortgage-backed secunities
or hedging the positions, so that if they
declined in value, the hedges would
counleract the lass with an equivalent
gain. Goldman did both and saved it
selfl 8 world of hurt

The story wes told and retold in the
business pages. Bul whai did it mean
exactly’ Could VaR and the other risk
models that Wall Street relies on have
helped preveni the crisis if ooly Wall
Street had paid belter attention !0
them? Or did Wall Street's reliance on
them help lead us into the abyss?

Black-swan thinking

One Saturday a few months agn.
Taleb. a (rim. impeccably dressed
middle-aged man walked into a lobby
in the Columbia Business School and
headed for a classroom to give a guest
lecture. Unuil that moment, the lobby
had been filled with students chatting
and eating a quick lunch before the af
ternoon session began, but as soop as
they saw Taleb, they streamed toward
him, surrounding him and moving with
him as he inched his way up the stairs
toward an alrcady-crowded classroom.

It's not every day thal an options
trader becomes (amous by wnlting a
book, bul that's what Taleb did, first
with “Fooled by Randomness™ in 200). 2
cult classic on Wall Street.and mote re
cently with “The Black Swan The Im
pact of the Highly Improbable™ in 2007

He 250 weni from being pnimarily an
aptions trader to what he always really
wanted 10 be: a public intellectual.
When | made the mistake of asking him
one day whether he was an adjunct pro-
fessor, he corrected me. “I'm the Distin-
Ruished Professor of Risk Engineenng
al NYU," he <aid, teferring to New York
University. “It's the highest title they
give in that department.”

Humility is not among Taleb’s vir
tues. On his Web site he has a link thal
reads, “Quotes from “The Black Swan
thai the imbeciles did not wanl 1o hcar

“How many of you took stalistics at
Columbia?” he asked as he began his
lectute. Most af the hands in the room
shat up. “You wasted your money,” he
9nifled.

“Why do people measure nsks
against evenis that took place in 19877
he asked. refernng to Black Monday,
the October day when the U.S market
lost more than 20 percent of its value
and has been used ever since as the
worsl-cate scenario in many risk mod
els. "Why is that a benchmark? I call it
future-blindness

“If you have a pilot flying a plane
who doesn't understand there can be
storms, what is gaing to happen?” he
asked. “He 1s not Roing 10 have a mag-
nificent Night. Any small ecror is going
10 crash 2 plane This is why the crisis
that happened was predictable.*

Taleb says that Wall Street risk mod-
els. no matter how mathematically so-
phisticated, are bogus; indeed, he is the
leader of the camp that believes that
risk models have done (ar more harm
than gaod.

And the essential reason for this is
thal he greatest nisks are never the
ones you can see and measure, but the
ones you can't see and therefore can
never measure. The ones that seem so
far outside the boundary of normal
probability that you can't imagine they
could happen in your lifetime — even
though, of course. they do happen,
mare often than you care to realize
Devastating  hurricanes, financial

crises, catastrophes that risk mogels
somehow always manage to miss

VaR is Taleb's favorite case in pojnt
The ariginal VaR measured portfolio
visk along what is callcd a “normal dis
tribution curve.” a statistical measyre

that was first ideniified by (arl
Friedrich Gauss in the carly 1800s
(hence the term “Gaussian™) It is g

simple bell curve of the sort we are all
familiar with.

VaR uses this normal disiribution
curve to plot the riskiness of a par(fo-
lio But it makes certain assumplions.
VaR is often measured daily and rarely
extends beyond a few weeks, and be-
cause it is a very shorl-term measure, it
assumes that lomorrow will be mare or
less like today.

Even what's called “historical VaR™
— a vanation of standard VaR thal
measurcs potential portfolio risk @
year or two oul, uses only the previous
few years as its benchmark. As the risk
consultant Marc Groz puts it. “The
years 2005-2006." which were the cul-
mination of the housing bubble. “arcal
a very good universe for prediciog
what happencd in 2007-2008 *

When he talks about furure-bi;nd-|
ness, Taleb is making the same point
but it's not his pnmary concern. What
he cares about, with standard VaR, is
not the number that falls within the 99
percent probability. He cares about
what happens in the other | percent, at
the extreme edge of the curve Thefact
that you are not likely to lose more
than a certain amount 99 percem of
the ime tells you absolulely nothing
about what could happen the otber |
percent of the time. You could lose §51
million instead of $50 million — gobig
deal You could aiso lose billions and
80 out of business. VaR has no wap of
measuring which it would be

What would cause you to lose bil-
lians instead of millions? Something

sh tycoon’s tale

From Page 1
braced forei — ared-

goveroment just did not deal with it™
There are two events thal by wide
in Ireland have come to

ical transformation that gave birth to
the Celtic Tiger and the most opeo and
vibrant economy in Europe
Bu! beyond the glow of this sudden
‘efMorescence that made Jreland the
fourth mos! affluent coum;y in the Or-

jor
and Development — the 30-nation club
that includes the richest democracies
~ — a hausing blbble had begun to form.
Low interes! rates, a wave of immigra-
tion and a bank lending spree drove
“housing's share of the economy 10 14
percent, the highest in Europe, from §
percent.

Develapers like Dunne became mul
timillionsires and — much like the
hedge fund and private equity elite in
the United Siates — they became vis-
ible public and cultural figures, living
Isrge in 8 country just coming o grips
with its ability to show a little swa,

Irish policy makers, like their coun-
terparts in the United States and Bri

_aio, were seduced by record tax in:

flows and @ (ul]-employment economy
‘They pa le heed to the lonely
‘woices that warned of a crash (hat fi-

rates in Eurnpe began to rise. Banks
that had steered more than 60 percent
of Lheir loans towa rd property slopped
lending, and asset values plummeted
"We have repeatedly warned thal the
government's housing policy was ex-
tremely dangerous,” said Jahn Fitz Ger-
ald, an economist at the Economic and
Social Research Institute, 2 leading
policy center in Dublin, who has long
urged that the government stanch
housing demand by raising taxes. “You
will now see unemployment going lo 10
percent and we will experience a sharp
drop in output.” He shakes his head and
sighe “This was prediciable. but the

Off the Charts: Floyd Norris
is on vacation. His column will
resume oext week.

define — both culturally and finan-
cially — the sweep and excess of the Ir
ish real estate boom Both revolve
around Sean Dunne.

In July 2005, Dunne paid €379 mil
lian. or $528 million, for a plot of seven
acres or 2.8 hectares. in the exclusive
Ballsbridge neighborhood of Dublin,
and promptly announced that he
would tear down the two luxury hotels
i ild a high-end commer-
cial and residential development.

That deal amounted to €54 million an
acre, one of the highest amounts ever
paid for land in Europe His subsequent
architecturai plan — a soaning Dubai-like
office tower cut in the shape of a diamond
to anchor a fururistic communiry of ex-
pensive houses 2nd glamorous shops
and its € billion price 1ag shacked Dub.
tipers with its gall and ambition

Hobbled by delsys and vocsl neigh
borhood opposition, the project now sits
before a local planning board that on
Jan. 30 will announce & decision that
will either approve the plan ar scrap it

The second moment occurred in
2004 when Dunne, now 54, memorial
ized his second marriage. 10 Gayle Kil-
liles, a former gossip columnist 20
years his junior, by inviting 44 of his
friends on a 1wo week Mediterranean
wedding cruise on the yacht Christina
O, on which Aristolle Onassis married
Jacqueline Kennedy

Much as the $3 million birthday

arly for Stephen Schwarzman, a
founder of Blacksione Group, came 1o
be seen in the United States as a crass
disploy of private equity riches, the
Dunne wedding fele was viewed in Ire-
land: a conspicuous and garish expres
sion of the man and his business.

That a billion-euro real estate pro-
posal and a gaudy wedding celebration
should be held up as cautionary exem
plars of Ireland’s pursuit of money an-
gers Dunne, 1o his view, it speaks (o
what some call the Irish disease

“Jealousy and begrudgery are slill
alive and well in Ireland and whoever
eradicates them should be prime min-

ratc con-

something you've ncver
sidered a possibility Taleb calls these

events “fat tails” or “black swans,” and
hc is convinced that they take place far
more frequently than most human be-
ings willing to conlemplate. Groz
bas his own way of illustrating the
problem: He shawed me a slide he

made of a curve with the letters “TBD"
at the cxireme ends of the curve. “TBD
stand r‘There Be Dragons,”” he toid
me

And that’s the paint. We don't know
what a deagon or a black swan might
look like or when it might appear. and
therefore we don't plan far it, so it will
always getusin the end

"Any system susceplible 10 a black
swan will eventually blow up,” Taleb
says. The modern system of world fi-
pance, complex and interrelated and
opaque, where whal happened yester-
day can and does affect what happens
tomorrow, and where one wrong tug of
the thread can cause it al) to unravel, is
just such a system

“1have been calling lor the abandon-
ment of certain risk measures sioce
1996 because they cause peaple lo
crass Ihe street blindfolded ™ he said
toward the end of his le The sy
tem wen! busi because nobody listened
(8 S

The limits of the math

“VaR was inevitable.” Gregg Berman
of RiskMetrics said when | went to see
him a few days later. He didn'l sound
like an intellectual charlatan His ex-
planation of the ulility of VaR — and its
limitations — made a certain undeni
ahle sense He did. however. sound like
somebody who had been completely
1aken aback by the amount of blame
placed on risk modeling since the fi
nancial crisis began

of swagger and slump

ister for life,” he said. "'s part of yhe
Irish psyche and it is the result of goo
years of being conirolled by gpher
people, of walchiog everything yhe
master or landlord is dong ™

Dunne's compact paunch, reddich
cheeks and mischievous Rein — which
he occasionally deploys wilh a i
his eye — can give him the air ofa g,
partment storc Santa. Bul his bugige
methods are fat from jolly He is no
torious for taking legal action again.(
all who cross him, from local newy,.
pers to rival property developery

He defcndshlspurrhnsenfm...m
bridge site as cesponsibly commeg;,|
and not as reckless as hig Critieg bave
decmed it. He points oul that hig yz,
ning bid was just slightly mare thyp
second highest offer and tha gy
sequent property <ales far excepge
his submission of €54 million ap gro,

Still, he recognizes that limey pa
changed. Just recently he was roqui

of
e

to prunc the staff at his devel d

company and some of his scniop

tives sgreed to take SO percent paper.
Asked where he would (ind thag

million needed ta tear down thy
tels, dig a huge hole in the gy:..,t:m’.
ecect his vision of a new Dublin hod"”
fully remarked: I is faic 10 gy B
there is nol ¥ Queue of bankers liru.,,".n
10 lend 10 me 1ight now.” g
Bu! he insisted the projeci
ST, P e " be
planning hoard's approval ")f s
wants 10 bel | can't do 1his, | \.ﬁ""“‘
that bet." he says. citing, withoyt sp®**
ics. talks with Asian banks and g 0"
eign wealth fund. “You have 14 \
stecl ina certain part of your bogy 2
this job and as one of my bapyr O #
cently 3id 10 me, ‘Sean, the oply L.
that will take you out is 2 stray byt
The course of Dunne's life
the Irish economy s nse and {,;uu
inloa house without electriciyy Born
ning waler in the small lown of mfU""
outside Dublin, Dunne Sludig:m
struction economics at a tec| 4
lege in the 1970s. Aloog wigy 60
countrymen, he forsook the ), Dy
Irish economy — in his case f

tending 1n New York and wuv“n.:o:

5

ice o

a0 0il 1ig in Canada
With the Irish economy still afMicted
with high unemployment and punitively
high 1a% rates in the 1980s, he began his
real estate catecr in London. He moved
back 10 Ircland in 1990 and began a
string of deals He initially focused on
government sponsored housing pro)
ects But as the Irish economy began its
true takeoff. demand came from the
growing corps of newly wealthy middle
Class Insh. many of whom were recurn
ing 10 Ireland from abroad They were
juincd by a wave of foreign workers
Alter years of emigration and stagna
1ion, the country’s housing siock was
depleted. precipitating a bousing eu
phoria Capital gains taxes were low as
were intercst ratcs. Banks stood ready to
lend, offering morigages with no maoney
down 1o 8 house hungry population.
The projects of Dunne and a small
circle of developers grew in size uniil
the skyline of Dublin, never known for
its height. began 1o fill with cranes and
great shiny buildings
Signs of 4 bubble were everywhere: a
(acoily home in Dublin cost as much as
o similat abode in Beverly Hills, Cali-
(ornia; house prices more than doubled
over 4 10-year period ending last year;
nd household debt as a percentage of
gross domestic product jumped to 160
percent. from 60 percent, Juring the
me petiod
Unlike US.banksin the boom there,
trish banks did not dole out many
subprime 10ans Rather, they leat furi
ously (0 big property develapers who
(hemstlvex were liberated by govern:
ment 142 breaks 1 build pell-mell
Duone. who suid he put 35 pervent
cash down — or about €125 million —
for the Ballsbridge project, insisted that
aven with shrinking assel values, hanks
e willing 10 do business with him.
iThis is the way God made me, with
eavy shouldersand anability to carry a
ceat 10ad." he 3aid, rejecting the rumors
~f his demise buzzing around Dublin.
«failure is not an option for me.” be
id. Others are nat so sure
Irish goveroment recently an-
sounced 3 $75 billion bank bailout and
Look majority stakes in the counlry’s

sal

Obviously, we 2re big proponents of
nsk models,” he said. “But a computer
does not do risk modeling. People doit.
And people got overzealous and they
stopped being careful They took on
too much leverage. And whether they
had models that missed that. or they
weren't paying enough attention, 1
don't know. But [ do think that this was
much more 2 failure of management
than of nsk management *

One thing that surprised me. as |
made the rounds of risk experts. was
that if you listened closely, their views
wercn't really that far from Taleb's di
agnosis of VaR. They agreed with him
that VaR didn't measure the risk of a
black swan And they were critical in
other ways as well

Yes. the old way af measuring capit
al requircments necded updating, but

was crazy to base it on a firm’s in
ternal VaR, pertly because that VaR
was not set by regulatars and partly be
cause il nbviously didn't gauge the kind
of extreme cvents that destroy capital
and create a liquidity crisis — precisely
the mament when you need cash on
hand

Indced. Ethan Berman. the chicf ex
ecutive of RiskMetrics (and oo relation
10 Gregg Berman). told me that one of
VaR's flaws. which became obvious
only in this crisis, 1s that it doesn't mea
sure liquidity risk -~ and 3 liquidity
crisis. as opposed o bleeding into in
solvency. is exactly what we are in the
middle of right now

VaR didn't get everything right even
in what it purported 1o measure. All
the iriple-A-rated morrgage-backed se
curities churned out by Wall Strect
firms and that turned out 1o be little
more than junk? VaR didn't see the risk
because il generally relied on 2 two
year data history, and thase two years
were alteady in the bubble

What's more, although i1 100k into
account the increaced risk brought on
by leverage, il (ailed 10 distinguish be
tween leverage that came from long-
term, fized-rate debt — bands and such
that come due at a sel date — and loans
that can be called in at any vime and
can “blow you up in two minutes.” said
Aaron Brown, a former risk manager at
Morgan Stanley who now works at
AQR. 3 big quant-oriented hedge fund
That is, the kind of leverage that disap
pcared the minute something bad
arose

Till Guldimann, an elegant, Swiss
born, former [PMorgan banker who
ran the team that devised VaR, sound-
ed almost mournful when he talked
about what he saw as another of VaR's
shortcomings To him, the big problem
was that it turned out that VaR could be
gamed

That is what happened when banks
began reporting their VaRs. To moti
vale mapagers. the banks began to
compensaste them not just for making
big profits but also for making profits
with low risks. That sounds good in
principle, but managers began to ma
nipulate the VaR by loading up on what
Guldimann calls “asymmetric risk po-
sitions " These are producls or con
tracts that, in general, generate small,
reliable gans and wvery rarely have
losses.

But when they do have losses, they
are huge A good example was a credil-
default swap, which is essentially in
surance that a company won't default
The gaios made from selling credit-de
fault swaps are small and steady — and
the chance of ever having to pay ofl that
insurance was assumed (o be minus
cule. Sadly. not minuscule enough.

Mediterrancan cruise i

largest banks, an action thal followed its
promise to guarantec all bank deposits

Analysts are uncertain that the gov-
ernment will allow the banks to con-
tinue 10 support the type of high-risk.
high-reward projects that have become
the bane of their financial existence

The banks in lreland did not lend
recklessly 1o individuals, they leni
recklessly to developers,” said Ronan
Lyons. aneconomist at Daft, the langest
Irish real esiate Web site. As (or Balls
bridge, he may well take Dunne's bet

“I' would be surprised if it gets built.”
he said.

While the pain is acute in Dublin, the
city at least has the small comfort of
having enjoyed the benefit uf the boom.

Such is not the cuse in Limerick City,
the capital of County Limerick Trudi
tionally ooe of Ireland's more de-
pressed cities, Limenck was a late
comer to the property party. While
there were some good limes, the down-
turn has had a more wrenching effect
there, with unemployment exceeding 14
percent — by (ar the highest in lreland

More serious. hawever, is the condi-
tion of the permanently unemployed in
Limerick's festering ghettos, where ex-
perts say the unemployment rate has
been touching 70 percent. During the
early years of the economic revival. the
government did ils best to spread
money to ravaged areas that are a fea-
ture of urban life all over lreland

1t was through social housiog proj-
ects like these that Dunne got his start
as 8 developer. But s the investment

One number to believe in

Even more critical, VaR did not
properly account for leverage that was
employed through the use af aptions.
And yel, instead of dismissing it as
worthless, most of (he experts I talked
to defended it

The issue. it seemed to me, was less
what VaR did and did not do, but how
you thaugbt about it. Taleb says that be-
cause VaR didn't measure the | percent,
it was worse than uscless - it was
downright harm(ul. But most of the
experts id there was 3 great deal to T
said (or being able to manage nsk 99 per-
cent of the time, however imperfectly.

“If you say that all risk is unknow-
able,” Gregg Berman said, “you doo’t
have the basis of any sort of a bet or a
trade You cannol buy and sell any-
thing unless you have sume idea of the
expectation of how it will move.”

Brown put it this way: “N thatis
how he refers to Taleb — “says that |
percent will domtnate your outcomes. |
think the ather 99 percent does matter
There are things you can do to control
your risk. To nat use VaR is to say that |
won't care about the 99 percent, in
which case you won't have a business.™

Of course, the experts 1 was speak-
ing to were, well, experts. They had a
deep understanding of risk modeling
and all its inhcrent limitatioos, They
thought about it all the time.

“When [ teach it." Christopher
Donohue, the managing director af the
research group at the Global Ass/iS)
ation of Risk Professionals. said, I iar-
mediately go into the shortcomings.
You can’t calculate a VaR number and
think you know everything you need
On a day-to day basis | don't care so
much that the VaR is 42 1 care about
where it was yesterday and where it is
going lomorrow ™ Then he added.
“That is probably another danger: Re-
cause we put a dollar number toit, they
atach a meaning to it.”

Ry “(hey,” Donohue meant everyone
wha wasn't a risk manager or a risk ex-
pert There were the investors, the reg:
ulators. the board directars and chief
execulives — everyone, really, who,
aver time, (orgot that the VaR number
was meant (o describe oply what
happened 99 percent of the time

That $50 million wasn'l jusl the
most you could lase 99 percent of the
time

1t was the least you could lose 1 per-
cent of the time Instead of scrutini-
2ing VaR for signs of impending trou:
ble they took comfort in a number and
doubled dawn

“It has to do with the human condi-
tion,” said one former risk manager.
“People like 10 have one number they
can believe in.”

Brown told me: “You absolutely
could see it coming You could see the
tisks nsing. Howevee, in the two years
before the crisis hit_instead of prepar
ing for i1, the opposile took place 10 an
extreme degree

All the incentives — profits, com-
pensation, glory, even job securily —
went in the direction of taking on more
and more risk, even if you half suspec-
ted it would end badly. After all, it
would end badly for everyone else too,
which meant the blame would be
widely spread And until thal
happened, nobody on Wall Street could
afford to be ieft behind

As the former Citigroup chief execu-
tive Charles Prince 3rd once put it, “As
long as the music is playing. you've got
10 get up and dance

Oered Spans 101 The hea Yore Temmm
Nean Dunnc. barn In 2 hause wilhoul electricity, invited 44 (ticnds 0n 3 1w irweed

MM ta celebrale his marrage (o Gayle Nillikea, right

returns in the private sector became
more lucrative. the attention paid to so-
alled social estates. like Moyross, on
the outskiets of Limetick. wavered

This place missed out entirely on
the moment ” said Stephen Kinsella, an
economist a1 the University of Limer
ick. “There has been no accumulation
of wealth hete *

Ewen where there used 10 be jobs, the
layoffs have sped up within the past
manth or so as construction has
stopped, seemingly on a dime, sending
such s pracession af jobless to seek
sistance that the local welfare office v i)
came one of the busiest in the country.

‘Waiting his turn in Limerick City's
gloomy welfare office, Dale Mc-
Namara, 20, wondered how a profes-
sional life once so charmed had come
to be 50 hopeless. After he graduated as
an electrician, building work in the
area kept him more than busy and
Mush enough to buy a new car, start a
family and consider buying a house.

‘Theo without warning Dec. §, he was
told that would be his Jast day of work,
just six monihs before he would bave re-
ceived his certificate as an independent
electrician Sioce then he has beeo fran-
tically knocking on doors, 10 no eveil.

“1f1 don't get a job in the next two
weeks. | am worried about losing my
house.” be said “We have no money.”

He looked at his number in the un-
employment lines and grimaced — he
had been waitiog four hours and his
name had not beeo called. “There is

just no work here," he said.




