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Chapter – XI

Aligning systems, processes and culture to manage risks

“Culture is one of the most precious things a company has, so you must work harder on it than anything else.”
-Herbert Kelleher, CEO, Southwest Airlines.

Understanding the importance of systems, processes and culture

A key objective of Enterprise Risk Management (ERM) is to ingrain risk management into the organisation culture by making it a core value of the organization and building it into day-to-day practices.  The systems and processes of the organization should enable managers to know what risks are being taken, quantify them and assess whether they are within prescribed limits.  They should also facilitate corrective action, where necessary.


The various scams and disasters in recent times (including Barings, Orange County and UBS) have made it clear that general managers cannot let treasurers and other managers operate merrily without being questioned when they are taking huge financial decisions. A system of checks and balances is necessary to keep risks within specified limits.


Good management control systems can protect a company from avoidable risks  by defining performance standards, measuring actual performance and taking corrective action on a regular basis. Systems and processes must be designed in such a way that they align individual goals with corporate objectives and discourage excessive risk taking. The standards against which performance is compared can be decided by the top management. By evaluating, monitoring and controlling the various sub-units, an organisation can ensure that there is effective and efficient allocation and utilisation of resources. Auditing and testing should be undertaken periodically to check the robustness of processes, procedures and controls.


Along with systems and processes, it is also important to shape the culture of the organization and check dysfunctional tendencies. The ‘right’ culture encourages entrepreneurial risk taking but discourages gambling.


This chapter explains the importance of systems, processes and culture in ERM.


Role of the senior management
The board and the senior managers need to send strong signals that they consider risk management a priority.  The board should play an active role in identifying the risks that may have a significant impact on the fulfilment of corporate objectives. It should review information on these significant risks from time to time.  The board should come to a consensus regarding what risks are acceptable, the probability of their occurrence and the type of mechanisms and processes needed to reduce their impact. The board should realise that whatever be the sophistication of the control systems and processes, risks due to poor judgment, human error and unforeseen circumstances can never be completely eliminated. It should be emphasised that the role of the board is not to advocate complete elimination of risk.  In a competitive market place, not taking risks could turn out to be a risk in itself.  In fact, if effective risk management processes are in place, the board may decide that more risks have to be taken to exploit the opportunities available for the business to succeed in the long run. 

Designing management control systems for managing financial risks

Irrespective of the nature of their business, all organizations have to handle financial risks.  The availability of a wide range of sophisticated financial instruments and their potential misuse means that the control systems should be well designed and robust and must address the following issues:

· What are the separate responsibilities of traders, independent risk managers and internal auditors?

· Who are the people authorised to take positions in financial instruments and up to what limit?

· Who is responsible for recording and confirming trades?

· What are the responsibilities of the board, the CEO, the CFO and the treasury staff?

Control systems should make available the information needed to manage risk, smoothly and seamlessly.  Information should  be provided at different levels of detail depending on the level of management.  Scope should exist to drill down and get more details wherever required.  The information system should help managers not only in monitoring VAR on an ongoing basis but also facilitate sensitivity and stress testing under different scenarios. 

The board and the senior management team should play an active role in the following areas:

a) Understanding the Risk Profile: The board members should clearly understand the risks to which the company is exposed. The board should further decide which risks are acceptable and which must be eliminated through the use of hedging techniques.  

b) Setting Policy: The board should prepare policy guidelines, including the corrective action to be taken when things go wrong.  For example there should be guidelines on when and how to unwind an unprofitable position, if rates move unfavourably. The exit strategy should be based on the amount of money the company is willing to put to risk.

c) Establishing Controls: Steps should be taken to ensure effective implementation of policies.  An independent risk management unit is desirable.  Ideally, risk managers should not report to traders.  It is a good practice to make risk managers report to people one level higher than those who execute and approve derivative transactions.

d) Setting up systems: The most expensive but integral part of a comprehensive risk management function is consolidation and integration of data from a number of different systems across the company’s operations.

e) Checking compliance: The risk manager should send reports regularly to the senior management and the board.  These reports should check compliance with policies and procedures and make independent evaluations of the various derivatives positions. The reports should also indicate whether the positions are synchronous with the company’s accounting department and with the disclosures in the company’s financial reports.

f) Periodic Review: The board must make it clear to traders and treasury managers that

any violation of policies, guidelines or controls will be punished. When limits 

are 
violated, the board should not hesitate to take immediate action and send clear 

signals that indiscipline will not be tolerated. 

Aligning control systems with corporate strategy

Many of the risks which organisations assume are man made. Fluctuations in the environment do create uncertainty.  But, how to deal with this uncertainty is in the hands of the organisation. Some companies take disproportionate risks in their endeavour to maximise returns.  Enron, which has recently gone bankrupt is a good example. Others take less risks and are happy with moderate returns. So, it is necessary to quantify as many parameters as possible and lay down guidelines for employees on the amount and type of risk they can assume and how they must manage these risks. An effective management control system provides the necessary checks and balances.  


A well designed organisational structure, effective reporting systems backed by the requisite IT infrastructure and well thought out compensation and incentive plans are integral components of a good control system. A well-designed management control system ensures that there is internal consistency between the company’s long term objectives and day to day operations. 


The starting point in designing the management control system is a good understanding of the company’s strategies.  The following questions should be asked:

1. Is the strategy internally consistent?

2. Is the strategy consistent with the environment?

3. Is the strategy appropriate in view of the available resources?

4. Does the strategy involve an acceptable degree of risk? 

5. Does the strategy have an appropriate time horizon?

6. Is the strategy workable?


A strategy should be consistent both with the environment and with the organisational goals and objectives. Strategy formulation should keep in view the resources available and the risk-taking capabilities of the management. Appropriate criteria should be developed to assess whether the strategy will work given the organisational capabilities.  Since implementation of strategy involves commitment of resources, the management should determine the time frame over which a given strategic choice will have its impact.  This is necessary to understand whether the company has adequate staying power till the strategy is satisfactorily implemented.


Planning and control play a important role while implementing any strategy. The management first decides what the organisation plans to achieve in a given time period.  This is the planning aspect. Next comes the measurement of what is happening. Managers have to decide whether the difference between the desired state and actual state is significant or not.  Accordingly, they need to take corrective action, where necessary.  This is the control aspect.

Control systems in an organization typically involve the following functions:

i) Planning

ii) Coordination

iii) Information sharing and reporting

iv) Deciding the action to be taken based on targets and performance


v)
Influencing people, changing their behaviour and aligning their goals with 


those of the organisation.


Control systems should align individual and corporate objectives and discourage excessive risk taking. For example, the annual bonus of a treasurer should not be based solely on the profits he or she generates.  It should take into account the riskiness of the activities undertaken and the contribution the treasurer has made to non trading activities. The collapse of Barings was due to a divergence between individual and corporate objectives.

Orange County:  How poor risk measurement can result in a crisis

In December 1994, California’s Orange County shocked the markets when it announced it had incurred a loss of $1.6 billion while managing its investments. Orange, the fifth largest county in the US had a population of nearly 2.6 million and a median household income of $47,774.  It was one of the richest counties in the US at the time of  the crisis.   The County’s treasurer,  Bob Citron had been managing a $7.5 billion portfolio, built by using own funds as well as those raised from schools, cities and districts. Citron leveraged on his $7.5 billion equity base to create a $20.5 billion portfolio.  He soon established a solid reputation as a skilled investor. Throughout the 1980s, the country earned returns of more than 9% a year, which was almost double the average earnings of other California investment pools.  Citron used his securities as collateral and generated cash through reverse repurchase agreements. The cash was invested primarily in five year government notes, which were fetching much higher yields than short term instruments.  At one point of time, Citron even turned down fresh investment proposals.  Such was the level of investor interest in his fund.


Citron’s strategy was quite effective as long as interest rates were going down.  In February, 1994, however, the Federal Reserve started a series of six consecutive interest rate increases.  Consequently, Citron’s portfolio lost value.  (When interest rates go up, bond prices tend to come down).


The county was forced to liquidate the investment in December 1994, resulting in a loss of $1.6 billion.  Ironically enough, shortly after the liquidation, interest rates went down by about 2.5 percent.  The liquidation thus resulted in an additional loss of around  $1.4 billion.  To Citron’s credit, it must be said that few had expected interest rates to come down so sharply in 1995.  The county was on the verge of bankruptcy and just managed to  escape disaster.  It was able to pay back schools and extend its debt over 20 years.  A booming economy helped the county by generating more sales tax receipts.


Looking back, the Orange County crisis might not have taken place if there had been a proper risk management system in place.  One tool which could have been used to advantage is Value at Risk (VAR).  (VAR was discussed in detail in chapter VIII).   It measures the worst expected loss over a given time interval under normal market conditions at a given confidence level.  For example, we could say that the VAR of a trading portfolio is $50 million at 98% confidence level.  That means there is only a 2% chance, under normal market conditions, that the loss will exceed $50 million.  By measuring the exposure to market risk, investors and traders can decide whether they are comfortable with this level of risk.  If VAR had been measured by the Orange County before 1994 and investors informed that there was a 5 percent chance of losing more than $1.1 billion, their enthusiasm would have diminished and the pool would have been kept within manageable proportions.  Moreover, it would have avoided lawsuits by investors on the grounds that they did not know what they were getting into.


While on the subject of strategy formulation and implementation, let us note that an organisation has three broad layers, corporate management, divisional management and operating management. The corporate management is responsible for the performance of the organisation as a whole. The divisional management is responsible for the performance of geographic regions or product divisions. The operating management takes care of day to day activities and is responsible for the accomplishment of specific operational tasks.  The type of risks each layer has to manage is different though there may be overlaps.

Controlling excessive risk taking by hedge funds

In the first half of 2001, almost twice as much money flowed into hedge funds as in the whole of 2000.  Worldwide, there are now an estimated 6,000 such funds, controlling assets worth over $500 billion. Hedge funds, were catering to a wealthy few, not long ago. Now they have become more broad-based.


Hedge funds are quite risky compared to other investment vehicles. Performance fees for hedge-fund managers typically consume 20% of any annual increase in value. There is usually no penalty if a fund’s value falls. A manager can always wind up and start again. (This was what finally happened in case of Long Term Capital Management). Another risk which investors take is that they go by past performance (if it has been good) without asking whether, this will continue in the future. Moreover, the pool of truly talented managers available to manage those investment opportunities is quite limited. So, the prospects of super-normal returns are limited.


Many of the hedge funds are of the Relative Value type. (See LTCM case in Chapter VIII)  On paper they are less risky. They try to arbitrage away differences in the prices of two assets that have essentially identical economic characteristics, e.g., a Treasury bond with 30 years to maturity, against one that matures in 29 years. But there is a limit to the gains from this form of arbitrage.  If money keeps moving based on this strategy, it will reduce the average rate of return to investors.  To compensate for smaller average returns, funds are tempted to improve returns by pursuing more risky strategies.   Indeed, this is what LTCM did.


Many hedge funds do not regularly report performance, while others switch from one hot investment strategy to another.  Even two hedge funds that appear similar may have different risk profiles.  One might be highly leveraged, taking big positions in “growth” stocks, while the other might be taking smaller positions in “value” stocks. Measuring performance without considering the risk involved is obviously not a good way of reporting.  Higher degree of risk taking demands a higher degree of return. A greater degree of transparency, measure of relative performance and a better understanding of how investment decisions are taken, are all necessary to ensure that hedge funds do not end up taking excessive risks. 
UBS: Failure of control and reporting systems

In the late 1990s, the erstwhile Union Bank of Switzerland  (UBS) ran into serious problems due to poor management control systems.  UBS’ global equity derivatives group piled up huge losses and weakened the company so much that it was forced into a reverse take over by Swiss Banking Corporation (SBC).  


Like Nick Leeson at Barings, Ramy Goldstein, the head of derivatives trading at UBS had a free run.  Goldstein’s success helped him to thwart efforts by senior executives to rein him in. His group resisted attempts to integrate its trading systems with the bank’s systems to implement a global value at risk system.  Goldstein  used a sophisticated technology platform called Next which overawed people in other departments.


By the beginning of 1997, UBS’ global equity derivatives group had established its reputation in the financial markets:  UBS CEO Mathis Cabiallavelta himself expressed happiness at the performance of the group.  Soon, Goldstein’s department started assuming risks which other banks would have hesitated to take.  It wrote many long dated call options, some of maturity more than five years.  Even the most complex models could not predict the risks involved.  One complicated deal which UBS entered into with the hedge fund, Long Term Capital Management (LTCM) resulted in a loss estimated to be at least SF 950 million.  UBS wrote seven year call options on LTCM shares and covered them by purchasing $800 million worth of LTCM shares.  UBS also invested  $266 million directly in LTCM.  After taking into account the $300 million  premium it received for writing the options, its net exposure was $766 million.  UBS could not sell the shares for one year.  Moreover, it could not offload the shares directly but only convert it into a loan at LIBOR+ 50 basis points.  According to market sources, a loan to a hedge fund should have been priced at least LIBOR+250 basis points. Top management approved the trade without a full understanding of the risks involved.  


Later UBS admitted
, “At no time was this structure justifiable from a risk/return perspective… The report submitted by Group Internal Audit has identified a number of shortcomings, some of them grave.  Most importantly, the situation at the time the exposure was entered into was grossly misjudged.  There was a failure to recognize the inter connections between the various branches of  the transaction.”  
Unlike Credit Suisse, which limited its exposure to $133 million and Swiss Bank Corporation, which turned down the proposal, UBS took a big exposure to LTCM and booked a loss of $694 million. (Cabiallavetta resigned as chairman of UBS shortly after). Goldstein’s group also burnt its fingers, while dealing in convertible bonds purchased from Japanese banks.  The group would sell off the bond piece and write options with five year maturities for the bank to buy the stock. They would immediately book the profits. When Japanese bank stocks fell dramatically in 1996, panic broke out in Goldstein’s department.  By the time UBS woke up to what was happening, it was too late.


There are important lessons from UBS.  Top management in banks cannot allow derivative traders to operate unchecked.  Even if they are making profits, the senior managers should have a grip on the type of risk being taken.  If left unchecked, traders can ruin a bank.

The importance of management information systems

A management control system will be ineffective without relevant information. To monitor and control risk, information should be easily accessible. Management Information Systems (MIS) help in collecting, processing and presenting information to the management to help take better decisions.  A good MIS forms the backbone of any risk management system. 

The US Savings and Loan Crisis

The collapse of the US savings and loan industry in the 1990s offers useful lessons in risk management.   More than one-third of 3000 Savings and Loan institutions (S&Ls) existing in 1987 were no longer in business by the mid 1990s.  Excessive risk taking was encouraged by a combination of circumstances.


Deregulation of the banking and thrift industry in the early 1980s led to the S&L crisis.  Before the 1980s, banking laws had assured a near monopoly for the S&Ls on home mortgage loans.  When the government lifted interest rate ceilings on deposits in banks and thrifts, competition drove up the interest rates on deposits. Many S&Ls had issued fixed rate, long term mortgages at interest rates which were not high enough to maintain and attract deposits. They responded to the changed circumstances by shifting their lending toward riskier commercial, consumer, and real estate loans which earned higher interest rates.


Banks and thrifts paid premia to the FDIC to insure the deposits they held.  In 1980, the Federal government increased deposit insurance from $40,000 to $100,000 per account.  The main purpose of deposit insurance was to prevent “bank panics” – sudden and massive deposit withdrawals by worried customers.  Unfortunately, it also created a moral hazard problem. Financially troubled S&Ls offered extraordinarily high interest rates to attract deposits away from competing institutions.  Knowing that accounts of $100,000 or less were fully insured, savers also nonchalantly directed their funds to these financially shaky  S&Ls.  The result was more high-interest loans to service the expensive, newly acquired funds.


Defaults on many of these risky loans forced several large S&Ls into bankruptcy.  Particularly hard hit were savings and loans in Texas and other “oil patch” states.  Loan defaults in these areas increased rapidly as oil prices fell and economic conditions worsened.  Many speculative loans on office buildings and other real estate also became non-performing. The looser banking regulations also provided a convenient opportunity for some S&L officers to defraud their failing institutions. Federal investigators detected criminal conduct in 40 percent of the failed S&Ls.


The losses at S&Ls eventually plunged the S&L deposit insurance fund into the red, forcing the government to step in.  In August 1989 the Financial Institutions Reform, Recovery, Enforcement Act (FIRREA) became law.  The new law established the Resolution Trust Corporation, which was directed to oversee the closing or sale of all failed S&Ls.


The FIRREA also placed deposit insurance for the thrifts and banks under FDIC control.  It increased the premia paid by banks and thrifts for deposit insurance and raised the thrift’s capital requirements to bring them on par with banks. For the first time, the law also permitted S&Ls to accept deposits from commercial businesses.  Finally, FIRREA directed the Federal Reserve to allow bank holding companies to acquire healthy S&Ls.


The presentation of the information will depend on the managerial level at which it will be used and how the information is generated.  Strategic planning relies heavily on external information. Management control largely uses data generated within the organisation. Operational control uses data generated in the context of specific tasks or activities. Data generated during the process of strategic planning may not be very accurate, because of the uncertainties involved. Data generated in the case of management control and operational control is more accurate and reliable because they relate to events taking place currently or which have taken place in the immediate past. 


A good MIS provides both financial and non financial information in a user-friendly form, highlighting the critical factors.  In general, MIS generates two types of reports – control and information.  Control reports focus on the comparison of actual performance with standard performance.  Information reports give information about the state of affairs at periodic intervals. An effective MIS should be timely, accurate and relevant. It should provide the right information, in the right place, at the right time and at a reasonable cost.

The role of Auditing

Continuous monitoring is necessary to ensure the integrity of risk management controls and systems.  Auditing and testing should be undertaken periodically to check the robustness of the systems, procedures and controls. Audits are used to set standards and assess the effectiveness and efficiency of the system in meeting these standards.  They help managers to identify the scope for improvement and act as a reality check by assessing how organizational processes are working.  Sometimes, audits may identify outdated strategies.


A comprehensive audit reviews all the processes associated with measuring, reporting and managing risk. It verifies the independence and effectiveness of the risk management function and checks the adequacy of the documentation. Audits should be held regularly to take into account changes in the circumstances and to monitor progress.  The frequency of audits would depend on how integral it is to the company’s strategy, the time and expenditure involved, etc.  Audits can be performed in various ways – surveys, questionnaires, focus groups. Audits however cannot mobilize people into action.  Indeed, in some of the classic failures like Barings and Bhopal, audit recommendations were not implemented. 

Integrating risk management with structure, culture and processes

The focus on risk management needs to be reflected in the organization’s structure, culture and processes. The organisational lines of responsibility and authority need to be established and communicated clearly. A single point source of responsibility that acts as a check on risky strategies is desirable. Thus, a Chief Risk Officer’s (CRO) post should be created.  The CRO should be empowered to impose checks and balances wherever appropriate. A clear set of corporate objectives and strategies that indicate the acceptable attitudes to risk taking and the establishment of guidelines within which the various trading and operating units should function is also a must.


The fall of UTI

In mid 2001, India’s leading mutual fund, the government owned Unit Trust of India (UTI) faced a major crisis.  In early July, the UTI Board. made the shocking announcement that repurchase of units of the fund’s flagship unit 64 scheme would be stopped.  UTI chairman, P S Subramanyam was asked to resign by the union Finance Minister.


The US-64 scheme had been one of the most popular investment avenues in the country for both retail and corporate customers.  UTI had rewarded its investors on a sustained basis.  The debt fund had added a lot of cheap stocks to its portfolio during the days of controlled share prices.  In the early 1990s, UTI pursued more risky strategies, deciding to invest heavily in the equity markets.  As per the UTI Act, the fund was not required to disclose details of its portfolio or the Net Asset Value (NAV) of its units.  So, millions of investors felt hunky dory about the fund.  As Business World
 put it: “The opacity in the system ensures that a good portion of the investible funds of India’s largest mutual fund remains virtually untraceable.   It also means that fund managers get that much leeway to invest without fearing the consequences than they would have had the system been transparent.”


UTI made a number of ad hoc investment decisions.  According to some press reports, many managers were pressurized to give favourable reports.  In key departments, inexperienced people were positioned.  The fund made highly questionable investments in companies like Welspun, Global E-commerce and Padmini Polymers.  


In 1998, the first hint of things going wrong came when UTI’s reserves went negative.  A government-appointed committee led by one of India’s most respected finance professionals, Deepak Parekh recommended that UTI should switch to a NAV linked scheme.  The government also bailed out the fund by pumping in Rs. 3000 crores.


In 1999, the government created a special unit scheme US-99 and asked the trust to transfer all its holdings in PSUs to the scheme, paying it Rs. 2,727 crores.  UTI forgot its past mistakes and deployed these funds in a risky way.  Subramanyam not only continued with a random pricing strategy (as opposed to NAV based) but also allowed himself to be influenced by one of India’s leading stock brokers, Ketan Parekh.  This prompted him to invest in fundamentally weak scrips like Cyberspace Infosys, Jain Studio and Shonk Technologies.


By April 2001, US 64’s NAV had probably fallen below par.  UTI however, continued to repurchase units at Rs. 14.25 per unit. Each repurchase made by UTI at this inflated price resulted in mounting losses for the fund’s remaining investors. This was a clear violation of the recommendations made by the Deepak Parekh Committee: “The re-purchase price of the units should not remain delinked from their NAV indefinitely.  If therefore at the end of the three year period the two are not in line, the Trust will be left with no alternative but to seek Government of India (GOI) support once again to provide the difference between NAV and the repurchase price for the units.” Looking back, UTI obviously missed an excellent opportunity to shift to NAV based pricing when the BSE Sensex crossed 6000 in February 2000.  


UTI’s problems in part have been due to poor CEO level succession planning.  In most cases, the UTI chairman has been an outsider with limited knowledge of internal matters.  New entrants often take a year or two to understand the working of the huge US-64 fund, a luxury ill affordable in today’s volatile markets.  Moreover,  UTI’s reward mechanisms have not been designed to attract and retain good talent. Many talented recruits from the prestigious Indian Institutes of Management, frustrated by the ad hoc decision making style, quit.  Between 1992 and 1997,  180 management students were recruited.  By 2001, only about 10 remained.  



Organisational processes and procedures must be designed according to corporate priorities and goals rather than regulatory requirements. While they must provide the necessary checks and balances, they must also empower the staff and facilitate quick but informed decision making instead of entangling them in red tape and bureaucracy.


The Turnbull report prepared by the Institute of Chartered Accountants in England and Wales suggests that control should be embedded in the culture and business processes.  It recommends building appropriate internal controls to safeguard the interests of shareholders.  It emphasises the importance of proper accounting records to ensure that the company is not exposed to unavoidable financial risks.  (See Annexure at the end of the chapter for more details)


A company’s culture is nothing but the shared beliefs, values and perceptions held by its employees.  In a strong culture, these values and beliefs are shared widely by employees and evoke strong commitment.  Culture facilitates control by developing a sense of group loyalty and by reducing dissonance.  Indeed, self control through the acceptance of common values can be a very effective control system. However, strong cultures can also create problems while managing change.  In general, strategy and culture must be consistent. 


For businesses to prosper, entrepreneurial risk taking is necessary.  Yet, too much risk taking can lead to a gambling mentality.  The ‘right’ culture ensures that employees do not put the future of the company at stake in their drive to achieve results. So, when organizations design reward systems for achievers, they also need to have checks and balances to monitor the way in which results are being achieved.

An ideal work culture: The key elements

1. People are willing to take risks in spite of fears about the outcome.

2. People are willing to learn from their experiences, both good and bad

3. People are willing to look at things from new angles

4. People trust and support each other, resulting in a climate of collaboration

5. People look at change as an opportunity rather than as a threat

6. People not only adapt to but also anticipate and create change

7. People are committed and prepared to do what it takes to achieve organisational goals.

8. People, instead of worrying about things over which they have no control, focus on what it takes to control their own thinking, their emotions and their behaviour.

9. People work as a community with common purpose, values and mission.




Source:  AON Risk Services, 1999, aon.com


In cultures, where the ‘boss knows best’ and the top management doesn’t take bad news or constructive criticism in the right spirit, things can go seriously wrong all of a sudden.  If there is a tendency to keep looking at employees who report bad news, as trouble makers and poor team players, problems will remain hidden under the carpet. Over a period of time, such an attitude will have a significant negative impact.  Reputed Fortune 500 companies like General Motors, Kmart and IBM have all run into problems at some point of time or the other because of the shoot-the-messenger syndrome.


When employees perceive their career progression as a zero-sum game  and think it is I or he, unintended consequences often result.  Poor information sharing and lack of coordination are quite common in such situations.  Not only that, in their determination to get ahead of their peers, employees may try to improve their short term performance by indulging in acts which may harm the company in the long run.  


In some cases, wrong signals sent by the top management result in dysfunctional decision making. In the Union Carbide factory in Bhopal, for example, local managers in their efforts to cut costs in a loss making operation, decided to violate even the most elementary safety measures.


Gary Hamel
, emphasises the need to encourage ‘activists’ in an organisation.  Activists are prepared to challenge conventional wisdom and come up with new revolutionary ideas that form the basis for radical innovation.  They do not hesitate to tell the truth.  They are fiercely committed to the whole organisation. They want the organization to benefit from the new idea.  They are courageous and are not afraid to speak for what they stand, even at the risk of offending the top management.  A good example is Sony’s Ken Kutaragi, the architect of Playstation II.  Hamel refers to Kutaragi as a digital bandit.  Activists are pragmatic and want to make things happen by starting on a small scale rather than waiting for grandiose projects to be approved.  Today, the challenge for most organisations is to shape the culture in such a way that a sufficiently large number of activists are around to keep looking at new things or to look at existing things in a different way.


To understand the importance of organisational culture in risk management, it is necessary to appreciate the behavioral issues that influence the decision making processes of individuals. (See Box Item).

Behavioral issues in risk management

Studies have shown that many New York taxi drivers, set themselves a daily income target.  Once they reach their target, they close shop for the day.  This tendency to work less on a busy day when a lot of money is there to be made, defies rational logic.  Indeed, anomalies such as this, drive the point home, that behavioral issues are important while taking decisions with financial implications.


People make subjective judgements about risk every day. Two components of risk influence people’s perceptions – the fear factor and the control factor.  When we are very much afraid of the outcome or feel less in control, we perceive the risk to be more.  On the other hand, when we are not afraid of the outcome or feel more in control, we perceive the risk to be less.


As mentioned earlier in the book, the Prospect Theory of Kahneman and Tversky makes an important point about how people perceive gains and losses.  When looking at a potential gain, people tend to be risk averse and when they look at a potential loss, they are more risk loving.  They gain less utility from winning $1000 than what they would forgo if they lose $1000. This asymmetry is especially relevant in the case of a financial loss or gain but can also apply to other situations.  Prospect theory also mentions that people regularly miscalculate probabilities.  They also tend to view decisions in isolation rather than as part of a bigger picture. 


How people perceive gains and losses also depends on the frame of reference.  For example, managers who have incurred a major loss may be quite happy if the loss is less than what they had expected.  Similarly, the choice of a strategy may depend on the way the possible outcomes are presented.  


One way to resolve the problem of individual biases is to ask employees to operate in teams. The advantage of a collective approach to beliefs about risk and the frame of reference is that individual biases can be minimised and team members can exercise a restraining influence on each other.  However, even while working in teams, individuals who want to take more risk may hide it from their team.  This is exactly what happened in the case of Barings and Sumitomo. (See case on Barings at the end of the chapter)


Cognitive bias in decision making is also an important point to be considered. People tend to give greater weight to information which is more easily available or recalled. The tendency to focus more attention on a particular fact or event, just because it is more visible or fresher in our minds is called availability heuristic. According to Werner De Bondt and Richard Thaler, a significant proportion of market volatility is explained by overreaction to recent news.  


People often hold beliefs which are plainly at odds with the evidence, usually because they have been held and cherished for a long time.  This is referred to as cognitive dissonance or in more common parlance, denial.  Many people also tend to be influenced by outsiders’ suggestions.  This may happen even when it is clearly known that the person making the suggestion is not necessarily well informed.  Evidence indicates that people also tend to take bigger gambles to maintain the status quo.


Poor decisions often result from overconfidence and excessive optimism. We tend to have an exaggerated notion of our ability to control events. Consequently, we do not pay adequate attention to extreme possibilities.  When people think they are in control of circumstances, when they are actually not, they underestimate the risks involved. The tendency to think we have a greater influence on events than is actually the case is called magical thinking. Conditions that encourage illusion of control include stress, too much focus on results (without a periodic reflection of what is going on) and a series of positive outcomes. Barberis, Huang and Santos point out another behavioral factor, the house money effect.  When gamblers are ahead, they are more willing to take risks.  Similarly, investors who have recently earned high returns will be less risk averse. Over confidence leads to reckless risk taking. This certainly seems to have happened in the case of Barings and Long Term Capital Management.


Individual personality also influences the way risk is perceived.  Sensation seeking behaviour which leads to more risk may be the result of thrill and adventure seeking, experience seeking, lack of inhibition and susceptibility to boredom.  People with less sensation seeking tendencies and who experience negative emotions are more cautious as they are more concerned with loss. 


Another behavioural issue which has an adverse impact on risk management is misinterpretation of past events.  People normally tend  to believe that they had attached a much higher probability to an adverse outcome than they actually did before the outcome.  As Borge
 puts it: “This tendency to rewrite history to gloss over our surprises and disappointments makes it difficult for us to recognise the errors produced by our overconfidence and over optimism.  So the habits continue.” Once something happens, we tend to think that we could easily have predicted it.  This is called hindsight bias.  When something happens and we condition ourselves into believing we actually predicted it, when we did not, it is called memory bias. The tendency to believe that past patterns will repeat themselves in the future is another pitfall in risk management.  People are also adept at finding patterns even when they do not exist.  This phenomenon of treating events as representative of some class or pattern is called representativeness heuristic. It is important for managers to accept that some outcomes are accidental and cannot be anticipated or controlled.


Sometimes, a risk mitigation tool may result in an overall increase in risk levels.  Moral hazard is a good example.  If we have insured ourselves, we may drive more rashly.  Thus the original intention of reducing risk, may actually lead to more risk.


Often people feel comfortable when they sit tight and do nothing.  They argue they need more information before taking a decision.  Unfortunately, inertia is often bad for risk management.  Obsession with one scenario or opinion and rejection of all other scenarios/opinions can also be dangerous. Many traders go into a denial mode when  events do not unfold as expected.    Consequently, they persist in their positions and pile up big risks instead of cutting losses and withdrawing from the market.


Thaler points out the role of mental accounting which refers to the way individuals and households keep track of financial transactions.  People tend to evaluate risks separately than in an integrated fashion.  If these risks were evaluated with a broader perspective, investors would be less risk averse. Bernatzl and Thaler have used this concept to explain why equity shares command such a high premium over bonds in the capital markets.  Investors tend to focus more on the short-term volatility of shares than their long-term returns.  Consequently, they demand a premium as compensation.  Instead, if they concentrated on the long term returns offered by shares, they would not perceive them to be much riskier than comparable bonds. In the case of Metallgesellshaft, though the long term position was hedged, the top management became pretty much concerned about short term losses. Which is why, they decided to unwind their futures position even though it was working fine on a long term basis.


Cichdti and Dubin (1994) studied customers who were prepared to pay 45 cents per month as insurance against having to incur a telephone wiring repair cost of $55 with only a .005 profitability.  The expected loss in the event of a repair was only (.005) (55) or approximately 28 cents per month.  Millions of customers in the US have been known to buy similar protection. If utility-maximising customers had rational expectations about the probability of needing repair it is unlikely that they would buy the protection.


Another behavioral issue is the false consensus affect.  We tend to think others are just like us.  Moreover, once we know something, it is hard for us to appreciate that others may not be equally well informed.
Knowledge sharing and Risk Management

Much of the literature on risk management has focussed on strengthening the control systems and modifying incentive programs.  The assumption is that checks and balances combined with the ‘right’ incentives will limit risk to manageable proportions.  Yet, it is very often the way the knowledge of an organisation is shared between traders and the senior management that determines a firm's capacity to deal with risk.  


By its very definition, risk means vulnerability.  Especially in the case of financial risk, much of the vulnerability is due to external fluctuations in commodity prices, interest rates, foreign exchange rates and so on.  A threshold level of knowledge is critical in anticipating and interpreting these events.  Many of the biggest financial disasters in recent times have been partly, if not completely, due to ineffective knowledge management practices.  


To tap knowledge effectively and leverage it for the benefit of the organisation, capabilities have to be built in generating, accessing, transferring, representing and embedding (in processes, systems and controls) knowledge.  In sum, what is needed is an organisational culture that values, shares and uses knowledge.


Rapid rates of technological obsolescence, globalisation, deregulation and increasing volatility in the financial markets have increased the vulnerability of companies and put a premium on knowledge. It is not that knowledge does not exist within the organization.  It exists, but within the brains of a few people such as traders and treasurers.  The challenge is to capture this knowledge and make it available to other employees to facilitate the process of organizational learning. As Marshall, Prusak and Shpilberg
 put it, “Fundamentally, risk management is about managing the complexity inherent in the trade off between return and risk, through organisational knowledge, for the benefit of the firm’s stakeholders.”  


Consider a large MNC. For its financial risk management practices to be effective, the senior management and the treasury would need to have shared beliefs about expectations of the future, risk disposition, riskiness of the hedging strategy employed and the acceptable pay back period.  In the case of Metallgesellschaft, the German oil refining and trading company, the headquarters and the US subsidiary were not aware of the different accounting standards in the two countries.  Looking back, a mechanism to share knowledge between headquarters and the subsidiary, might well have averted the crisis.


Traders gain insights as they operate in the markets and interact with other market participants. Such knowledge influences their individual decision making processes.  The challenge for organizations is to capture this knowledge and share it with other managers in the system, so that they have a reasonably good understanding of what is going on at the trading desk.  As Marshal, Prusak and Shpilberg
 put it, “An excess of control systems can also produce an illusion of control, hiding the very real risks that lie in those areas where much that is not quantifiable or constant must be factored into a decision, in which onus is on good contextual knowledge to reduce the inevitable ambiguity.  A plethora of controls will not help a trading operation if traders do not share contextual knowledge about their insights with their managers or if traders operate with assumptions that differ from the equity holders of the firm.”


Many of the quantitative models which treasurers and derivative traders use, incorporate various forms of knowledge. What must be kept in mind here is that knowledge is not static.  It should be frequently upgraded by questioning the assumptions behind the model as conditions in the environment change.  It is the frontline employees, the traders who first come to know what is happening outside.  So systematic efforts must be made to collect their insights and disseminate it so that the senior management has a grip on what is happening. The senior management should also spend some of its time in face to face interaction with the traders.  This helps in transfer of implicit knowledge which is difficult to document and transmit in the form of reports.

Table

Thaler’s rules

As we discussed in the chapter, understanding the personal motivations of people is important when trying to manage risk. Thaler has given some useful tips for good decision making.

1. When estimating something, we must start with the base rate.  The less we know, the less our estimate should differ from the base rate.

2. Before we conclude x causes y we should ask whether y might have used x.

3. Before we conclude that a series of successes is due to skill, we must ask whether it could be due to luck.

4. We must pay as much attention to subtle, quiet events as to vivid, easy to recall events.

5. We must stop thinking that we knew it all along.  While evaluating decisions, we must record predictions.

6. We must remember that losses hurt twice as much as gains feel good.

7. We should appreciate that while saving $100 on the purchase of a big ticket item looks less significant than in the case of a low priced item, it still provides the same benefit.

(Thaler has provided 26 rules on his homepage.  From these, seven which are most relevant to risk management have been selected)



Source: Richard H Thaler’s homepage, gsb.uchicago.edu/fac/richard.thaler

Concluding Notes

In this chapter, we focussed on some of the ‘soft’ issues in risk management.  We tried to understand the role played by systems, processes and culture in encouraging/discouraging employees in an organization to take risks.  While a scientific, rational approach to risk management is desirable, it is equally important to understand the behavioral issues involved.  Ultimately, it is the actions of individual managers, which make or break a company.  A deep understanding of the decision making processes is necessary to put in place the required systems and processes.  Indeed, systems and processes by monitoring risk systematically can actually facilitate more risk taking.  A supportive organizational culture can motivate employees to take calculated risks but without throwing caution to the winds.  Shaping a culture is a long-drawn-out process but time and effort must be invested to align culture with the company’s long-term strategy.  A dysfunctional culture can bring a company to ruin. 

Annexure 11.1 - The Turnbull report
 

Elements of a sound system of internal control

An internal control system consists of the policies, processes, tasks, behaviours and other aspects of a company that, taken together, enable it to respond appropriately to significant business, operational, financial, compliance and other risks. This includes protection of assets from inappropriate use, loss and fraud, and ensuring that liabilities are identified and managed. In turn, this requires the maintenance of proper records and processes that generate a flow of timely, relevant and reliable information from within and outside the organisation.


The system of internal control should be embedded in the operations of the company and form part of its culture. It should be capable of responding quickly to risks arising from various factors and include procedures for reporting immediately to appropriate levels of management, any significant control failures along with details of the corrective action being taken.


A sound system of internal control reduces risk but does not eliminate poor judgement, human error, deliberate circumvention of control processes by employees and unforeseeable circumstances.  Moreover, a system of internal control cannot provide complete protection against a company failing to meet its business objectives or material errors, losses, fraud, or breach of laws or regulations.

Reviewing the effectiveness of internal control 

Reviewing the effectiveness of internal control is an essential part of the board’s responsibilities. The board should assess the effectiveness after due and careful enquiry based on the information and assurances provided to it. Management should be accountable to the board for monitoring the internal control system and for providing assurance to the board that it has done so.


The role of the board and its committees will depend on various factors - its size and composition, the scale, diversity and complexity of the company’s operations and the nature of the significant risks that the company faces. The board should review the work done by the committees and take responsibility for the disclosures on internal control in the annual report and accounts.


Effective monitoring on a continuous basis is an essential component of a sound internal control system. The board cannot, however, rely solely on the embedded monitoring processes within the company to discharge its responsibilities. It should regularly receive and review reports on internal control. In addition, the board should undertake an annual assessment to ensure that it has considered all the significant aspects of internal control for the company for the year under review. 


The board should define the process to be adopted for reviewing the effectiveness of internal control. This should cover the scope and frequency of the reports it receives and reviews during the year, and the process for its annual assessment. The reports from management to the board should, provide a balanced assessment of the significant risks and the effectiveness of the internal control system in managing those risks. Any significant control failings or weaknesses identified should be discussed in the reports, including their impact. Openness of communication by management with the board on matters relating to risk and control is essential.


When reviewing reports during the year, the board should consider what the significant risks are and assess how they have been identified, evaluated and managed.  It  should assess the effectiveness of the control system in managing the significant risks, significant failings or weaknesses and examine whether necessary actions are being taken promptly to remedy any significant failings or weaknesses.  It should also assess whether the findings indicate a need for more extensive monitoring of the system.


The annual assessment by the board should consider issues dealt with in reports reviewed by it during the year together with necessary additional information where applicable.  The assessment should, consider: 

· the changes since the last annual assessment in the nature and extent of significant risks.

· the company’s ability to respond to changes in its business environment. 

· the scope and quality of management’s ongoing monitoring of risks and of the system of internal control, and, where applicable, the work of its internal audit function. 

· the extent and frequency of the communication of the results of the monitoring to the board (or board committee(s)).


Some questions which the board should raise and discuss with management when reviewing these reports are: 

· Does the company have clear objectives and have they been communicated so as to provide effective direction to employees on risk assessment and control issues? 

· Have the significant internal and external operational, financial, compliance and other risks been identified? Are they being assessed on an ongoing basis? Significant risks may, for example, include those related to market, credit, liquidity, technological, legal, health, safety and environmental, reputation, and business probity issues.

· Does the management have a clear understanding of what risks are acceptable to the board?

· Does the board have clear strategies for dealing with the significant risks that have been identified? Is there a policy on how to manage these risks?

· Do the company’s culture, code of conduct, human resource policies and performance reward systems support the business objectives and risk management and internal control system?

· Does senior management demonstrate, through its actions as well as its policies, the necessary commitment to competence, integrity and fostering a climate of trust within the company? 

· Are authority, responsibility and accountability defined clearly so that decisions are made and actions taken by the appropriate people? Are the decisions and actions of different parts of the company appropriately co-ordinated?

· Does the company communicate to its employees what is expected of them and what is the scope of their freedom to act in areas such as

· customer relations

· service levels for both internal and outsourced activities

· health, safety and environmental protection

· security of tangible and intangible assets

· expenditures

· accounting 

· financial and other reporting.

Case 11.2 – The Collapse of Barings

Introduction
The collapse of Barings Bank in 1995 was one of the most astounding events ever in the history of investment banking. Barings went broke when it could not meet the huge obligations piled up by its trader Nick Leeson. At the time of its bankruptcy, Barings had huge outstanding futures positions of $27 billion on Japanese equity and interest rates; $7 billion on the Nikkei 225 equity contract and $20 billion on Japanese government bond and euro yen contracts. The risk taken by Leeson was huge when we consider that Barings’ capital was only about $615 million.  Leeson was particularly aggressive after the Kobe earthquake on January 17, 1995.
Leeson was betting that the Nikkei would continue to trade in the range 19,000 - 20,000.  Unfortunately for him, the Nikkei started falling after the Kobe earthquake.  Leeson made some desperate moves and single handedly tried to reverse the sentiments on the Osaka Stock Exchange but this had little impact. Barings’ total losses exceeded $1 billion.  The bank went into receivership in February, 1995.

Background Note

Barings Bank, founded in London by Francis Baring in 1763, was the first merchant bank in the world. It provided finance and advice to its clients and also traded on its own account. When it was set up, Barings operated in the London-based commodities markets, selling and buying wood, wool, copper and diamonds. During the Napoleonic wars, the bank helped the British treasury by supplying gold ingots to Britain’s allies. 


In 1818, Barings’ influence was such that the French prime minister of the day, the Duc de Richelieu, declared, “Barings has become the sixth great power in Europe, after England, France, Austria, Prussia and Russia.” It was a party to nearly all the major deals at that time. 


In 1890, the rapidly growing bank made massive losses in Argentina and was  saved only by an intervention from the Bank of England. In the 19th century, Barings spread across the globe, notably buying up holdings in Latin America and the Far East, creating the network that remained its main source of competitive advantage until the 1990s. By the beginning of the 20th century, Barings had become the British royal family’s banker and received five separate peerages as rewards for its services to banking. By 1995, Barings had 55 offices in 25 countries. 

Nick Leeson and the Singapore Operations
Nick Leeson started his career as a settlement clerk in 1985, with one of England’s prominent bankers, Coutts & Company. In June 1987, Leeson joined Morgan Stanley as a trainee in the Settlement Division for Futures and Options.  He quickly realized that dealers held the most remunerative jobs. To fulfil his ambition, Leeson resigned from Morgan Stanley and joined Barings in July 1989 as a clerk in the Settlement Division for Futures and Options. He was transferred to Jakarta where he streamlined the settlement of bearer bonds and reduced Barings’ exposure from £100 million to £10 million. By the time he returned to London in 1991, he had grown in stature and was looking for more challenging assignments.


Barings had acquired a seat on the Singapore International Monetary Exchange  (SIMEX) but had not activated it. The Barings subsidiary in Singapore had around 70 office staff. Although the subsidiary bought and sold shares, researched the local markets and offered fund management and banking facilities, it was not able to deal in futures. As all the requested transactions were routed through another trader, Barings could not charge commission. Leeson felt Barings should activate the seat to take advantage of the growing business and expressed his willingness to be involved in the Singapore operations.


Soon after arriving in Singapore, Leeson passed an examination conducted by SIMEX and started his trading activities. Shortly thereafter, Leeson was named General Manager and head trader of BFS. Initially, Leeson dealt only in arbitrage trades
 of the Nikkei index, where the profit margins were small. In the first year, he acted only as an agent for the Singapore clients. Leeson processed orders from his counterpart, who was in charge of the Tokyo operations.


SIMEX was a very small exchange, handling only 4,000 trades a day. Most of the big dealers dealt in the Nikkei index at the much bigger Osaka exchange. During the summer of 1992, the Osaka exchange imposed stringent regulations on futures and options dealers. The dealers were asked to pay much higher margins on which no interest was paid and a minimum commission was also stipulated. As a result of these restrictions, many dealers started trading on the SIMEX. The number of trades increased from 4,000 to 20,000 a day and Leeson captured a large share of this increase in trading volumes. 

Error Account

In communicating the transactions to the trader, hands were used to signal buy or sell. If the trader misunderstood the signals, wrong transactions took place. Based on the principle of good faith, the firm had to rectify the transaction. But if nothing could be done to rectify the problem, the error was booked in a separate computerised account known as the ‘error account’, and the position was closed. The resulting loss or gain was written off against the firm’s profit. Essentially, error accounts accommodated trades that could not be settled immediately.  A compliance officer normally investigated the trade and examined how it affected the firm’s market risk and profit and loss. When Leeson had started the operations, he had an error account numbered 99905, where all the errors were booked before they were transferred to London. After receiving instructions from London, Leeson started a new error account, which was numbered ‘88888’. Leeson conducted a number of unauthorised trades using this account and asked a colleague to remove this account  from the daily reports which Barings Singapore sent to London.

The Crisis

Leeson started proprietary trading - that is, trading on the firm’s account. Barings’ management understood that such trading involved arbitrage in Nikkei-225 stock index futures and 10-year Japanese Government Bond (JGB) futures between the SIMEX and the Osaka Securities Exchanges (OSE). However, Leeson soon embarked upon a much riskier trading strategy. Rather than engaging in arbitrage, as the Barings management believed, he began placing bets on the direction of price movements on the Tokyo stock exchange. Leeson’s reported trading profits, were spectacular and accounted for a significant share of Barings’ total profits. The bank’s senior management regarded Leeson as a star performer and did not think it necessary to drill deeper into his activities.


Actually, just a few months after he had begun trading, Leeson had accumulated a loss of ₤2 million. The loss remained hidden and unchanged until October 1993, when it began to rise sharply. Leeson lost another ₤21 million in 1993 and ₤185 million in 1994. Total cumulative losses at the end of 1994 stood at ₤208 million. That amount was slightly larger than the ₤205 million profit (before accounting for taxes and for ₤102 million in scheduled bonuses) reported by the Barings Group as a whole.


As mentioned earlier, Leeson continued to build up his position hoping that the Nikkei would move within a narrow range.  After the Kobe earthquake, the Nikkei crashed making Leeson’s open position worse.  By February 1995, Barings had gone into receivership.  Leeson tried to escape but was later jailed.  Barings was taken over by the Dutch group, ING.


Once the Singapore and Osaka exchanges understood that Barings would not be able to meet its margin calls, they took control of all the bank’s open positions. The Nikkei index fell precipitously when market participants learnt that the exchanges would be liquidating such large positions. The situation became more complicated when SIMEX announced that it would double the margin requirements on its Nikkei stock index futures contract from February 28. Several clearing members feared that their margin money might be used to pay for Barings’ losses and threatened to withhold payment of the additional margin.  To complicate matters further, Japanese and Singaporean regulators were slow to inform market participants of the steps they were taking, to ensure the financial integrity of the exchange clearing houses. This lack of communication exacerbated the fears of market participants.  Later, following an assurance given by Monetary Authority of Singapore, SIMEX’s margin calls were met and a potential crisis was avoided. 


This was not the end of the matter for Barings’ customers. Barings was one of the largest clearing member firms on SIMEX. It handled clearing and settlement for 16 U.S. firms and held approximately $480 million in margin funds on their behalf when it went bankrupt. U.S. futures exchanges typically arranged for the immediate transfer of all customer accounts of a financially troubled clearing member to other firms. Laws in the U.S. facilitated such transfers because they provided for strict segregation of customer accounts. This prevented the creditors of a broker or clearing member firm from attaching the assets of customers. The fact that Japanese laws contained no such provisions was not well known before the collapse of Barings. Although laws in Singapore recognized the segregation of accounts, SIMEX had never before dealt with the insolvency of a clearing member firm. Since most of Barings’ customer accounts had been booked through Barings Securities in London, SIMEX did not have detailed information on individual customer positions. It had records pertaining to only a single aggregated account for Barings Securities. Moreover, much of the information that Leeson had provided to the exchange, as well as to Barings’ other offices, was incorrect. These circumstances made the task of sorting out the positions of individual customers extremely difficult.


During the next week, Barings’ U.S. customers scrambled to reproduce documentation of their transactions with the bank and supplied this information to SIMEX and The Osaka Exchange. While this information made it possible for the exchanges to identify customer positions, Barings’ bankruptcy administrator in London asked the exchanges to block access to all Barings’ margin deposits. The administrator also raised questions about the U.K. laws on the segregation of customer accounts.


It was not until ING took over Barings on March 9 that the bank’s customers were assured of access to their funds. Even then, access was delayed in many cases. By one account, several major clients waited for more than three weeks before their funds were returned. 

Concluding Notes 

Looking back, it is clear that the Barings management failed to institute adequate managerial, financial and operational control systems. Consequently, it did not understand the implications of  Leeson’s actions.  Checks and balances failed at a number of operational as well as senior levels resulting in Leeson’s free run. On paper, Leeson had many supervisors but really none exercised any control. Barings’ senior colleagues in Singapore later explained that they had never felt operationally responsible for Leeson’s activities.

Barings broke a very important rule of any trading operation i.e., separation of the dealing desk and the back office.  The back office, which recorded, confirmed and settled trades transacted by the front office, should have provided the necessary checks to prevent unauthorised trading, fraud and embezzlement. But by putting himself in charge of the back office, Leeson could relay false information, to Barings’ London headquarters. Market risk reports submitted by Leeson were later found to be manipulated and inaccurate. An internal audit team had concluded that Leeson’s dual responsibility for both the front and back office was an excessive concentration of powers. It had recommended that Leeson be relieved of four responsibilities, back office supervision, cheque signing, signing SIMEX reconciliations and bank reconciliations. This recommendation was not implemented. 



Barings’ senior management did not invest adequate time and effort in understanding the use of derivatives.  On the other hand, they were very enthusiastic and happy about the substantial trading profits earned by the Singapore office. They did not make any serious effort to analyse the way profits had been booked.  Investigations later revealed that Leeson had engaged himself in unauthorised trades almost from the time he started trading in Singapore.  He made losses on many of these trades.  In 1994, he lost $296 million but his bosses actually thought he had made a profit of $46 million and proposed a bonus of $720,000.


One of the techniques used by Leeson to deceive his UK bosses was cross trade, a transaction in which the same member of the exchange was both buyer and seller.  If a member had matching buy and sell orders from two different customer accounts for the same contract and at the same price, he could execute the transaction by matching the two client accounts.  However, he could do this only after declaring the bid and offer price in the pit.  Also, a cross trade had to be done at the market price.  Leeson, did not follow these guidelines.  He broke down the total number of contracts into several different trades and changed the trade prices to manipulate profits.  Leeson also recorded some fictitious transactions to jack up profits.


Barings had not asked  Leeson to separate the proprietary and client trades.  It also did not have a system to reconcile the funds Leeson requested from time to time with his reported positions.  By 1995, Leeson had requested and received almost $1.2 billion.  The management continued to fund Leeson’s activities, thinking they were paying margins on hedged positions. Actually, losses were being incurred on outright positions on the Tokyo stock market. There was no system in place to reconcile the funds, Leeson had requested for his reported positions and the clients’ positions. Only later did the management realize that Barings was exposed to significant market risk due to the naked positions. 


Another point to be noted is that although Leeson was supposedly arbitraging between the Osaka and Singapore exchanges, no gross position limit was prescribed. Though arbitrage trades are not affected by adverse market movements, they are still vulnerable to basis risk. Moreover, prices in different markets may not move in tandem.  Also, different markets may have different settlement systems, creating liquidity risk. So, an important lesson from the collapse of Barings is that gross limits are relevant even in the case of arbitrage trade.
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