Abstract

Important consequential risks are typically unpetdble and rare.
While predictable risks may be prevented, unpradietrisks test
our resilience and our ability (agility) to respontihe financial
meltdown of 2008 is an example of such risks anthggregate
fate of close to 1000 financial institutions (indiog busts such as
FNMA, Bear Stearns, Northern Rock, Lehman Brothetcs) who
lost over 1 Trillion dollars on a single error, n®than was ever
earned in the history of banking.

To confront this evolving risk reality, N. N. Taleliggested map-
ping randomness and decision making into a quadnatfit two
classes of randomness and decisions. The typeisiaes referred
to as “simple” or "binary" lead to decisions suck &very true or
very false”, “matters or does not matter”. By tekame token, sta-
tistical tests in the control of quality may sté#,product is fit for
use or the product is defective”. Statements eftyipe “true" or
"false" can then be stated with some confideneagvat. A second
type of decisions is more complex, emphasizingibotikelihood of
occurrence and its consequences.

Two layers of randomness, very distinct qualitdyivand quantita-
tively, are suggested by Taleb. A first laydrased on “forecasta-
ble events”, implied in finite variance (and thinnt tail probability
distributions) and a second based on “unforecasgtahlents”, de-
fined by probability distributions of fat tails. the first domain, ex-
ceptions occur without significant consequencesesthey are pre-
dictable and therefore preventable. The traditioreaidom walk,
converging to Gaussian-Poisson processes proviggs an exam-
ple. In the second domain, large consequentiahtsvare experi-
enced which are more difficult to predict. "Fralstaand infinite

variance (Pareto-stable and chaotic) models prowdeh examples.

The seminar will be present the above conceptddeas. It is
based on the paper by Kenett and Tapiero on “QuaRisk and the
Taleb Quadrants” that has been listed in the topapers
downloaded by SSRN in the section for Decision-Mplnder Risk
& Uncertainty. See also a related paper by Kenatt 8hmueli "On
Information Quality".

http://papers.ssrn.com/sol3/papers.cfim?abstract 1433490
http://papers.ssrn.com/sol3/papers.cfm?abstract1i¢4444

For more information contact Prof Corradetti:
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