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Mastering risk or...
...how to live with always being wrong
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Dr. Steve Morlidge

Operational roles 1978-2002, including:
 Controller, Unilever Foods UK (US$1 billion turnover)

Performance management leadership
» 2001-2006: Chairman, Beyond Budgeting Roundtable (BBRT)
» 2002-2006: Leader, Global Performance Management Change Project
« 2007: BBRT Associate
» 2006: Founding Director, Satori Partners, Ltd.
« 2007: Visiting Fellow, Cranfield University
» 2010: Published book, Future Ready: How to Master Business Forecasting
» 2010: Founding Director, Catchbull, Ltd.
« 2011: Editorial Board, Foresight magazine
« 2011: Ph.D., Hull University Business School (Management Cybernetics)
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£ It's awful. Why did no one see it coming? 9
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Mastering risk

Why is it always obvious after the event?

What can we do to avoid it in the first place?
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The priorities for chief financial officers (CFQOs)

2011, 2011.
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So what’s new?
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... @ common sense approach

Risk

is the word we use to describe the probability that things will turn out different to the way we expect

It can be ...

egative

KNOWN UNKNOWNS UNKNOWN UNKNOWNS
Predictable in aggregate = “true risk” Whether, when and how much is not
predictable = “uncertainty”
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Problem number one: focusing on the wrong things

High

Probability

Low

“Fat tail”

Gaussian
distribution

Non-Gaussian
distribution

“Fat tail”
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V ~ The future?
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Problem number two: trying to solve the problem mathematically

If the Gaussian curve was correct and 1 in 63 people was a dollar millionaire, then ...
...1in 886 trillion people would have wealth of US$4M or more
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Don’t be scared
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Is it safe to cross the road?

FACTS

Speed of cars

Change in speed
S ASSUMPTI

Stopping distances

U

:
|

Intentions of driver
Eyesight of driver

he margin of err.

..all continuously validated
INFORM DECISIONS

..to cross/speed up/slow
down
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Background: Mastering forecasting
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Mastering Forecasting

. Mastering Purpose

. Mastering Time

. Mastering Models

. Mastering Measurement
. Mastering Risk

. Mastering Process
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Strategic
Planning

PURPOSE

PROCESS

ADAPTATION
How do we structure the
business to compete
most effectively?

Creating Options

ADAPTATION

Freedom of action
Alternative scenarios of the future
environment
Broad brush estimates

L
o]
i
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S .0
S NAVIGATION NAVIGATION

H Q O

Business o = , .
i S & How do we deploy our Choice of response limited
Forecasti ng >0 resources to best effect? Best estimate of what will happen
a © (based on current assumptions)
< d,_’ Decision Making Detailed enough (with ranges)
»w O
Cc <
m - —
| 4
()
. = RESPONSE RESPONSE
Operational
Fo recasting How do we service Highly constrained
demand efficiently? Prediction of what will happen
Detailed forecasts

Execution
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Forecasting is about decCisSion making, because...

...you first need to
work out where you
are heading
(FORECAST)....

differently to get back on track
(TARGET)

..while it is
necessary to have a
plan....

...the world often turns out different to the
way you expected so....
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Key concepts

A target - what we would like to happen
which we achieve by producing

A forecast- what we think will happen
based on:

A set of plans: what we intend to do,
which we change to achieve our target

Specification for a forecast
T = timely
A = actionable
R = reliable
A = aligned
C = cost effective

© 2012 IBM Corporation
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TimMELY <z

...In good time to take action

ACT|QN ABLE ...good forecasts have information

about things we can change...

a iti
as us

positive errors

...unbiased (+ errors = - errors )..

RELIABLE ..with an acceptable (known) level of { I - I I forecast
variation... L. IJ _____ L. L

risk |

not /

ALIGNED

...right first time - no
rework or waste

COST EFFECTIVE
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Mastering risk: The theory
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A forecast about your forecasts
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Aligned
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Unless you are creating them, it is difficult to forecast discontinuities

GBP/EUR
B GBPEUR=X Jul 11, 2011
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So why bother?

Hurricane Ernesto

Approx. Distance Scale ( Gtatufe Hiles ) 1
C

Tropical Storm Ernesto
Prue a0 o0d " - 500 August 26, 2006
11 AM EDT Saturday
NWS TPCiMational Hurricane Center
Advisory 8
Current Center Location 15.1 N 71.2W
Max Sustained Wind 50 mph
Current Movement WNW at 14 mph
@ Current Center Location
@® Forecast Center Positions
H Sustained wind = 73 mph
5 Sustained wind 39-73 mph
C\_‘\. Potential Day 1-3 Track Area
Hurricane Watch
mmm Tropical Storm Warning

t'-‘?j.
ot s
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Mastering risk: The practice
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Estimating risk

+/-10% x 1.25
67% confidence

Average variation +/-10% x 2.0
10% 90% confidence

+/-10% x 2.5
95% confidence

Input A: Volume Scenario A

P Output:
Input B: Price COSt mode| gothj Central Scenario B

Input A: Usage A*((B*C*(1 +D)) forecast forecast

Input B: Wastage Scenario C

¥ :.T.d‘r' [y
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Adding probabilities
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Adding probabilities
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Adding probabilities
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1. Understand trends

© 2012 IBM Corporation




[Jn]
[!:u:
il
@

-
-

IBM Finance Forum 2012

Smarter Analytics. Smarter OQutcomes.

2. Get a feel for how wrong you can be
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3. Plot your forecast

© 2012 IBM Corporation




[Jn]
[!:u:
il
@

IBM Finance Forum 2012

Smarter Analytics. Smarter OQutcomes.

4. Create some “business as usual’ scenarios
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The End Result

Normal Variation Risk and Uncertainty

-4
—====Normal Risk

— 08 NIATTO A — SCenario A Mitigated

EVolume ®Cost Scenario B
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Managing risk
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Risk blindness
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Aligned
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High Reliance Organisations

36

MINDFULNESS

1.Preoccupation with failure
2.Reluctance to simplify
3.Sensitivity to operations
4.Commitment to resilience
5.Deference to expertise

JRERBEETED
= . >
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Awareness test | video
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Awareness Test
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Face in a crowd
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Face in a crowd
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Face in a crowd
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STEVE MORLIDGE & STEVE PLAYER

Future Ready:
How To Master Business Forecasting

A practical guide to help executives navigate through turbulent

e FUTURE
READY

BUSINESS FORECASTING

John Wiley and Sons 2010
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Trademarks and notes

IBM Corporation 2012

. IBM, the IBM logo, ibm.com, and the planet icon are trademarks or registered trademarks of International Business Machines
Corporation in the United States, other countries, or both. If these and other IBM trademarked terms are marked on their first
occurrence in this information with the appropriate symbol (® or ™), these symbols indicate U.S. registered or common law
trademarks owned by IBM at the time this information was published. Such trademarks may also be registered or common law
trademarks in other countries. A current list of IBM trademarks is available on the Web at “Copyright and trademark information” at

www.ibm.com/legal/copytrade.shtml.

. Other company, product, and service names may be trademarks or service marks of others.

. References in this publication to IBM products or services do not imply that IBM intends to make them available in all countries in
which IBM operates.
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