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The Seven L’s of Good Risk Management 

I decided to write a piece on risk management in 2009. Being very busy I went back and read 
my risk management piece from 1996 that had been published in some periodicals. Some 
things just don’t change and so I realized that I really did not have a lot more to say and not a 
single word from 1996 needed to be changed. Here is that article from 1996 in its entirety.  
 
Sometime prior to the year 2000, a board of a major financial institution will be arguing over 
what has caused a financial loss of nearly 30% of capital when the firm has spent a small 
fortune to build a state of the art risk management function. The board will ask, “How could 
this have happened when we have 120 people in risk management?  What are all these 
people doing anyway?”  The answer will be that most of them are measuring highly complex 
risks with tools that are new and imprecise.  Very few have been asked to manage risk.   
 
It is this distinction of measuring risk versus managing risk that is now creating a new risk of 
complacency in governance.  The drive to produce a single number or group of numbers 
which define the total risk of the firm brings with it the risk that the firm loses sight of the real 
need to manage risk and of all the tools available to do so. 
 
The list of these tools covers every aspect of good business management including, among 
them, the need for accurate measurement.  But only when all of these tools are carefully 
analyzed and fully implemented, can firms have higher levels of control at lower cost. Before 
presenting these tools, the Seven L’s of good risk management, let us look at why 
measurement alone is not the answer to good risk control. 
 

 

Measurement problems 

• Any measurement system is based on the ability to determine price. Prices of complex, 
low grade or over the counter securities require judgments that can substantially affect 
balance sheet valuation.  Someone must decide; how much of the position must one be 
able to sell to call this price the bid?  Where is the bid on a security that is the only one of 
its kind?  These judgments can distort the measuring process. 

• Measuring non-linear instruments, such as options is as much art as science.  Which 
price does one use, the model price, which is right, or the market price, which is also 
right? How does one measure risk of a major market gap?  Stress testing helps one to 
know what could happen in the extreme, but it doesn’t say what to do about it.  Deciding 
what to do is a risk management problem.   

• Next is the challenge of incorporating liquidity, credit and asset liability management into 
the equation. Should one punish securities with low levels of liquidity or credit by adding 
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more capital even though they exhibit low price volatility?  What part do conservative 
asset liability policies play in how much capital to apply to risks?  

• Last and not least is the aggregation problem.  Management wants numbers added up 
that, when added, produce a distorted view.  Can one add the equity risk imbedded in a 
real estate portfolio to that in a stock portfolio?  Can portfolio techniques designed for 
stocks be used to evaluate correlation in portfolios of corporate bonds and swaps?  

 

These measurement difficulties can be partially overcome by a comprehensive risk 
management system that considers other methods of controlling risk. So where does this 
begin? 
 
 
Management Problems 
 
Good risk management examines the organizational problems that can create abnormal 
behaviors and cause risk takers to put the firm at extremes of risk. These organizational 
problems fall into three broad categories, technical administrative problems, agency 
managerial problems and group behavioral problems.  Technical problems are otherwise 
known as incompetence.  Agency problems are defined by academics as moral hazard and 
self-selection.  They are known by risk managers as lying and cheating.  
 
It is here that we get to the root of good risk management.  It starts with the assumption that 
some people are incompetent and some people lie, cheat and steal.  When put under great 
pressure, many people will lose competence or exhibit behavior that is abnormal for them.  
Good risk management also assumes that groups can be dysfunctional, have blind spots, 
and actually contribute to a risk problem.  It is with these assumptions in mind that the Seven 
L’s of good risk management are presented as negative things to watch for.  They are the 
telltale signs of a fire behind the smoke you can smell but can’t yet measure. They are critical 
business management factors that must be considered in a highly efficient broad-based risk 
management system. 
 

 

The Seven L’s 

1. Las Vegas Culture: There is not enough money in the firm to control a culture 
where everyone is betting heavily and there is an extremely wide range of permitted 
behavior.  No matter how much profit someone produces, each person must be kept 
within the behaviors that management expects.  If standards are not imposed, the 
message will be, “If I just make enough money, I can get away with being a jerk too" 
The next stage is “I’m not going to follow the audit committee’s instructions to cut my 
positions”.  This is of course what Nick Leeson decided, according to the BoBS report.   
 
Cultures in trouble exhibit signs beyond rule breaking.  The people will indicate that 
they are invulnerable.  Excessive ego, pride, ambition, and euphoria will be apparent.  
Some people measure this by the types of cars people drive, but it is really easy to 
detect, when you go into the area in question, the people will make you feel sick.  
Have the courage to change the mix of people and therefore the culture. 
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So how does one establish a good culture?  The answer is, every decision the key 
players make sets the culture at the next level down.  Senior management must 
identify the key players and determine what behaviors are desired.  If there is 
uncertainty about who these people are, one can pull out the list of people on the 
bonus committee and identify at least half of them..  Key culture setters become key 
controllers by the judgments they make and the behaviors they exhibit. Once desired 
behaviors are identified, incentives of the key players can be directed toward these. 

 
For example, if there is a risk taker who comes forward with an unknown loss that was 
a legitimate mistake and he is praised for it in a group meeting, within two days the 
word will be out to uncover one’s own errors.  If next a risk taker is fired for a similar 
loss that was discovered by accounting, there would be no mistaking the message.  
The culture is the sum of these decisions and those of trendsetters before. These 
choices are the cheapest risk management dollars the firm can spend. 

 

2. Lopsided Incentives: Monetary incentives are the most important determinants of 
risks taken by a firm.  People do what they are given incentives to do and big financial 
traders make 99% of their decisions based on their monetary pay.  Obviously, the 
determinants of pay must be perfectly aligned with the goals of the firm.  If they are 
not, people will not be working for the firm.  Perhaps, as in the case of Bankers Trust, 
they will be working against the goals of the firm.  

  

Most people have learned to try to align goals to compensation but the problem comes 
from enforcement.  Human Resources sets a good structure of pay based on customer 
service in addition to profits and when bonus time comes, everyone knows that bad 
customer service didn’t affect the guy in the corner that made all the money.  Without 
enforcement of compensation based on other desired factors, all pay is assumed to be 
profit driven. It follows that all behavior becomes profit driven. 
 
In addition to enforcing alignment of pay to desired behavior, it is critical to understand 
how the compensation structure affects the amount of risk taken.  The steeper the 
incentive scale, the more risks will be taken.  This pitch must be matched to the risk 
appetite of the owners.  If the desire is to take more risk, then pay 20% of profits above 
a 20% return and 15% of profits below.  This structure will attract risk takers like 
flowers attract bees.  
 
Also relative compensation amounts can affect the firms risk structure.  If lower level 
employees are being paid more than top management, they are likely to have a higher 
risk appetite than top management.  This creates a special control problem, risk 
inversion, that is unique to the financial industry.  
 
Investment horizon is also affected by pay.  If traders are paid December 31, then the 
investment horizon on January 1 is one year and on December 1 is one month.  If 
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people have long term pay out structures, they will invest more long term. Pay term 
then can be used to control risk horizon.  
 
One of the new trends is ROE pay.  This not only pushes people to produce revenue; 
it pushes them to reduce equity.  In a derivative environment there is no end to the art 
of reducing equity and further it is easier than producing revenue.  Be in touch with 
these incentives.  They may be adding to risk management costs without adding to 
profits. 

 

3. Loose Management Structure: First one must recognize all the structures in an 
organization; the actual structure on the chart, the power structure, the risk structure, 
the return structure, the communication structure, and the planning structure.  Write 
down names in a hierarchy that shows amount of power top to bottom, amount of risk 
appetite top to bottom, and amount of profit created top to bottom.  It is desirable to 
have consistent hierarchy in all of these.  For example it is a good idea if the top 
manager has the most power, the highest risk tolerance, the biggest P and L, is setting 
the standard for communication and is leading the planning process.  

 

It is risky to have an employee who is down on the organizational chart but has more 
power than the chairman.  If you think this isn’t possible, recall a company called 
Drexel.  More likely is that there will be discrepancies of one or two levels in the 
various structures.  These discrepancies are risk producers.  If your top risk takers are 
above your top risk managers in the power structure, then assume you have little risk 
management coming from that group. 
 
Discrepancies in these structures can also create a breakdown between responsibility 
and authority.  Someone who is supposed to be in control is not but is assumed to be 
by the board.  This will cause a failure to execute plans and when a problem occurs 
you will hear either “it wasn’t my job” or “I couldn’t do my job”  
 
While it is desirable to have some consistency in your structures, it is undesirable to 
have it in your management style within the structure.  The boss’s style of managing 
planning should stress participation while his/her style of managing risk should be to 
command.  The inventors of the modern movement to empowerment, flat structure, 
and teaming have never worked in risk management of a trading room.   Rigid styles 
still have an important role to play in risk management. 

 

4. Leverage Gone Mad: The unique problem created by derivative instruments is that 
they take the power to control leverage away from the company treasurer and put it in 
the hands of the traders and investment managers. This leverage is of course 
imbedded in the instruments rather than being pure debt leverage. The market now 
understands that imbedded leverage must be multiplied, not added, to debt leverage 
to measure total leverage of the firm or portfolio. However the market is still wrestling 
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with the risk management problem of who in the firm is controlling total leverage and 
how it should be done. 
 

The answer is that it must be the same person that is controlling the liquidity through 
the liability management, which is probably the treasurer.  This recognizes that it is 
more important than ever to be able to quickly raise liquidity protection when leverage 
risk rises. This is because when total leverage rises or net capital per asset falls, the 
firm is at greater risk of being under capitalized by a market dislocation.  At these 
times the firm needs the greater staying power afforded by longer-term liabilities. If you 
are not having these discussions, you may be relying too much on the assumption of 
accurate measures of total leverage. 
 
Another danger to watch for is the temptation to create ROE through leverage.  This 
was fine when it was a board decision but with derivatives and readily available repo, 
traders can decide to lever up when returns are low and therefore to take more risk.  
This is often done in low volatility environments or just before risk rises dramatically. 
This leverage trap is particularly dangerous for those desperately seeking yield.  
Orange County, California is an example. 
 

5. Limits Absent: Looking at what causes a limit to change will help as much as 
having limits at all.  For example, are limits automatically at zero when someone 
resigns? Are limits cut when market volatility doubles or when losses exceed capital 
allocation?  Is the rate of growth of limits monitored?  Is it monitored for new 
employees?  
 

Is anyone checking income attribution (how the money is really being made) against 
how limits are being allocated?  If the attribution says you are making 30% of your 
income by being effectively short option volatility, then someone should have a short 
option volatility limit. This comparison will quickly tell you if you have limits missing. 
 
Limits measurement is surely important. Limits surveillance is even more important. 
Surveillance involves more than comparing the actual position to its limit; it involves 
comparing the actual position times the market move to the day’s P and L and asking 
if it makes sense.  It involves checking to see why you are not losing money when your 
competition is losing money in the same market. It is getting reports on margin calls 
and actually using them to question large margin calls. It is getting to the bottom of the 
answer rather than accepting the answer, “do not worry, it's a mistake”.  Add 
surveillance to your limit system vocabulary and your costs of limits monitoring will fall.  
 

6. Liquidity Unmanaged: We touched on liquidity relating to leverage but this category 
of liquidity has two types, the liquidity of the assets and the liquidity of the balance 
sheet in total. First, the assets are assumed to be liquid by investment people as it 
results in lower risk, lower capital charges and less oversight. Only treasurers are 
trained to worry about a lack of liquidity.   
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However traders do know well that any liquidity gap will be accompanied by a 
widening of the bid offer, or more specifically, a loss of capital. This obviously 
becomes a serious problem when capital is in short supply as in the case of many 
funds that cannot simply call upon additional firm capital. Many independent funds 
have had trouble with liquidity because they are accustomed to the deep pockets of a 
large financial institution. Askin was simply the most famous lately. 
 
Asset liquidity questions cannot be answered by today’s modern value at risk systems 
that rely on short periods of time to generate price volatility information.  By definition, 
liquidity gap problems are not in the recent data. Liquidity gaps should be dealt with by 
defining the factors that make assets illiquid. The most important are asset complexity 
and asset quality. The most effective way to charge costs to liquidity problems is to 
charge higher borrowing costs and longer borrowing terms to these assets in 
recognition that they can only be protected by managing with longer term and more 
costly liabilities. In the absence of this, these activities are being subsidized. 
  
Perhaps the most effective tool of all in managing risk is the old fashioned one of 
having enough staying power to cover up your mistakes. Strong financial firms know 
that they can sell all of their assets into the market in abnormal environments before 
their liabilities expire. They have specific systems to measure how long it would take to 
get liquid and which liabilities would be used to cover which assets. Unfortunately 
there are several now defunct investment banks not in this category. 
 

7. Lax Procedures: A procedure that is sometimes broken is little more than a habit. 
Organizations like to be flexible and rule breaking is a popular new business concept 
but it is better not to have a procedure than to have a procedure that is broken. It 
creates the illusion of control. 
 

Often what leads to procedural breakdowns is the domination of support functions. 
Perhaps the controller or accountant knows there is a violation or a real problem but 
thinks reporting requires 100% certainty and even then may be a career shortening 
move. If the violation is not serious, it is easier to let it slide.  And what incentive is 
there to report it anyway? This kind of thinking suggests a serious lack of control. 
Asking accountants how they feel will reveal this problem. 
 
What you are looking for in procedures is independence and the best way to get it is to 
hire external people to check things, like prices. External people will not care so much 
about the politics of their decisions. Whether internal or external, when a procedural 
violation is suspected, never go to the person who did it for the final answer. Think of 
this as asking the suspected arson how the fire was started. They will always have an 
answer to satisfy you and if they are in real trouble, they may be deluding themselves. 
If they are deluding themselves, it becomes very difficult to detect the problem. 
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Lastly, remember that most fires start small and there is ample time to put them out if 
they are treated like the fire department treats them; assume they can burn down the 
whole town. Stay with them until they are out completely.  If this is done, a minor 
procedural breakdown will not spiral into a huge loss over the following two years. 

 

These Seven L’s represent a practitioner’s view of managing risk in a modern derivative 
laden environment and are rooted in actual experience at managing problems. This 
experience has shown that major risk management problems come from the lack of attention 
to the factors described above even more than from the lack of sophisticated measurement 
techniques. Furthermore, attention to these factors will allow the organization tight control of 
the business when it begins to become cost constrained in its effort to build measurement 
systems for control. 
 
Attention to these factors requires the involvement and input of all senior staff. In this way of 
thinking, risk management becomes everyone’s task alongside the ever present task of 
producing the required shareholder return. 
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