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It is a universal truth that the
existence of risk implies the exis-
tence of failure. Not all types of
risk are the same, however, and
all failures are not created equal.

In fact, failure can occur for sev-
eral reasons, each of which
teaches a different lesson in risk
management.! One involves the
breakdown of management con-
trols. Consider rogue traders such
as Nick Leeson, whose losses
single-handedly brought down
the venerable firm of Barings
Brothers. In such a case, the firm
bears more risk than it had
intended and it suffers the conse-
quences. Perhaps losses by naive
and unsophisticated investors
should also be counted in this
category. There certainly were
investors, among them Gibson
Greetings and Odessa College
(the small Texas school that sank
most of its funds in such risky
derivatives as “inverse floaters”
and “structured principal-only
strips”) who testified in court that
they had been misled.”

The second category comprises
cases in which management
knowingly takes a risk and loses:
It assumes the intended level of
risk but gets a bad draw. Think
of the Hunt brothers, who were
holding 200,000,000 ounces of
silver in 1979, just before the
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price plummeted. Or the many
well-known funds, such as Piper
Jaffray, that were caught unawares
by the interest rate spike of 19943

The third possibility is perhaps a
bit more subtle: The firm bears an
amount of risk that is privately
optimal—that is, management
understands and accepts the extent
of its exposure—but that amount
of risk is not socially optimal. The
prime examples here are the Great
Depression of the 1930s and the
savings and loan crisis of the
1980s. This third possibility is
particularly disconcerting because
it defies standard notions of risk
management. It is not like estimat-
ing a firm’s expected monthly loss
from interest rate movements, a
task which, however difficult, is at
least based on a fairly clear under-
lying concept.

The fact is that distinctions
between the private and social
aspects of risk management
remain murky. The most basic
questions—why firms hedge, or
whether they even should—are
unresolved. And uncertainty about
the private versus the social bene-
fits of risk reduction complicates
the job of sorting out who is man-
aging risk correctly. Admittedly,
researchers have spun stories
about smoothing taxes or avoiding
bankruptcy costs, about differ-
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Some financial failures occur when
people don’t understand the risks
they take. Others are simply bad
luck. But the most important cases
happen when private risks have an

additional social aspect.

ences in the costs of internal and
external funds, and about informa-
tion disparities between managers
and owners.* These stories differ
as to how much hedging takes
place and whether it’s the socially
correct amount. For example,
financial distress can carry high
costs—a long, painful bankruptcy
may entail extensive legal fees,
destroy the manager’s reputation,
and generally eat up the firm’s
value. Prudent managers, wishing
to avoid this cost, would be care-
ful about the amount of risk their
firm undertook. To the extent that
the bankrupt firm loses its value
to society, this is socially prudent
as well. But the picture changes
(particularly from the social
standpoint) if hedging is used
merely to minimize corporate
taxes. This makes it hard to decide
whether a firm is bearing the
socially correct amount of risk.

It is even harder to assess quanti-
tatively how much socially
inappropriate risk the firm bears.




Unfortunately, getting this wrong
can be very expensive, not only for
the firm involved, but also for the
entire economy—witness the Great
Depression and the S&L crisis.

B Sad Examples

I cite these examples because they
are two cases in which there is
some consensus about why the
social cost of the risk exceeded its
private cost. Admittedly, many
details remain controversial, and
economic historians still debate the
exact causes of the Depression and
which S&L crook looted the most.

In the Great Depression, U.S. banks
were made vulnerable by branching
restrictions that forbade them to
diversify geographically. A bank in
Kansas, say, couldn’t lend money to
New York foundries or to farms in
Florida. This lack of geographic
diversification meant that a shock
to the local economy could destroy
a bank when its loans turned sour
and its depositors wanted their
money back. (Canada, whose
depression resembled that of the
United States in many other
respects, differed in this one: It
allowed branch banking and had

no bank failures.)

The grave danger posed by local
bank problems was the possibility
of contagion, leading to a panic that
damaged banks across the country.
Such a panic, of course, is a classic
case in which the social cost of risk
is higher than the private cost; indi-
vidual banks do not take into
account the effect their failure could
have on others. To help defend
against this, clearing houses often
acted as lender of last resort. In the
Great Depression, however, the
lender-of-last-resort role had been
transferred to the Federal Reserve,
which performed it poorly if at all.®
As Milton Friedman wrote, “This
was precisely the kind of situation
that had led to a banking panic...
One of the major objectives of the
Federal Reserve System was to pre-
vent such a development. In the

event it failed to do so.”” Thus the
risk remained, but banks lost their
incentive to manage it. The social
mechanism designed to handle the
risk malfunctioned.

In the savings and loan crisis,
deposit insurance gave insolvent
thrifts an incentive to “go for
broke.” Because equity is an
option on a firm’s value, a bank-
rupt or nearly bankrupt firm could
maximize its value through specu-
lation rather than hedging—that is,
by increasing risk instead of de-
creasing it. In other words, when a
thrift invested in a risky venture
(an Arizona shopping mall, for
example, or a Houston office
building), the thrift could return to
profitability if the project suc-
ceeded. If the project failed, it was
the FSLIC, not the S&L, that took
the hit. It was a classic “heads I
win, tails you lose” bet. In most
businesses, such a plan would not
work because anyone lending to an
insolvent firm would expect to
receive a high interest rate. For
S&Ls, however, deposit insurance
removed the risk premium that
would otherwise have shown up in
funding costs. Even if an S&L
went bankrupt, its depositors got
their money back (up to $100,000).
Again, the social mechanism
designed to manage the risk did
not operate as planned.

B Lessons Going Forward
How does this bear on more recent
events? Clearly it argues for
exposing perverse incentives that
distort the social and private
incentives to hedge, whether they
reside in the global financial
system or the local school board.
Attempts to explain the Asian cri-
sis or the latest financial failure
overlay a point that relates to
many current events. Once you
start considering incentives, you
cannot view all failures or break-
downs in risk management as con-
sequences of anomalous asset
price movements akin to an

earthquake or 40 days of rain,
though correctly calculating such
events is hard enough. This
arises for several reasons.

The first one is the problem of
correlated risks and the too-
big-to-fail principle: If you are
sure to be rescued because your
failure could take down the
global financial system, then you
have an incentive to get danger-
ously large, a new sort of
debtor’s leverage. If you are res-
cued during a systemic crisis,
when lots of other banks are in
trouble, then you have an incen-
tive to bear the same risk as oth-
ers. Everyone has an incentive to
bet on the same thing.® That is,
instead of taking a chance on the
real estate market in Greenwich,
Connecticut, you bet on mort-
gage rates or emerging markets.
The many cases in which the
guarantees are only implicit
worsen the problem because they
are open ended, lacking any
fixed, defined limit on the size
of the bailout.

A second problem involves repu-
tation effects and managers’
career concerns. Suppose that
managers are rewarded for high
returns in good times but not
punished for poor performance
in bad times. Capable managers
show their stuff in good times by
rolling out the IPO, growing the
business, and so forth. In hard
times, however, everyone does
poorly and no one can tell good
managers from bad. So bad man-
agers take risky bets in the hope
of looking good—and good man-
agers do the same in the hope of
looking even better.” You get
what economists call a “signal-
jamming” equilibrium. Managers
take on too much risk in an effort
to be top dog.



B ¥ Conclusion

Incentive problems have an insidi-
ous danger. They can lead to self-
justifying measures that trap soci-
ety in a downward spiral of
increasing risk. By encouraging
excessive risk, such measures
make risk too easy to find. (Are
the banks failing? We must need
more insurance.) In effect, the sys-
tem evolves to become especially
vulnerable to the risks that are
always present.

Despite the problems, it is possi-
ble get things “roughly right” by
using economic theory to pierce
the veil. For deposit insurance or
in cases where hedging depends
on tax or bankruptcy law, getting
it roughly right means designing a
social program that at least does
not make matters worse. Research
can make its greatest contribution
to solving the problem of risk
management by discovering where
incentives are misaligned and
guiding us in their realignment. In
other cases, say where managers
are working to protect their repu-
tations, there may be no social
program or legislative agenda that
solves the problem. In those cases,
research may help individual firms
mitigate their problems or may
alert policymakers to the
problems’ potential implications.
Neither task is necessarily easy
but, in the words of Thomas Paine,
“we have this consolation with us,
that the harder the conflict, the
more glorious the triumph.”!?
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