Accumulating investors, best market
for, 198
Active risk management strategies,
153-155
cash hedging, 155
combining with passive
strategies, 156
gold and precious metals, 155
hedging, 154
market timing, 153
options hedging, 154
technical analysis, 153
variable annuities, 154
Adversity, risk as potential, 40
Against the Gods: the Remarkable
Story of Risk (Bernstein), 31
Air Force, 169-170
Airplanes, risk management
and safety, 162-167
air traffic delays, 166= 167
history of passeriger dirlines,
162-163
lessons learned from accidents,
165-167
manufacturers and, 165
risk management methods,
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training and safety, 30, 35-36
Air Traffic Control System,
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Alaskan earthquake, 33
Alexander the Great, 20
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Attorneys, 151
Australian risk management
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risk management methods,
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training and safety, 30, 35-36
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164-165

Bacon, Francis, 22
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of, 110-111
Banking crises, 191-192, 195-196
Bank representatives, as financial
advisors, 178
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Baruch, Bernard, 87, 200, 230
Bear markets, 187-188, 196201
estimating/forecasting trap
and, 105
as natural part of business cycle,
196-197
perception/reality gap
and, 199
realistic expectations and,
201-202, 230-231
strategies for managing, 197-201
Bell curve theory, quantitative risk
management a0d, 35-58
Bernoulli, Daniel, 23, 50, 60-61
Bernoulli, Jacob, 23, 50
Bernstein, Peter, 31
Bhopal gas leak, 29
Biases, decision-making patterns
and, 90, 101-103
Black, Fischer, 28, 51
Black/Scholes options pricing
model, 28, 29-30
Black Swan: the Impact of the
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(Taleb), 34, 44-45, 125-126

Bond portfolios:
diversification strategy, 152
market corrections and, 117
risk management, 110-111
Brain, risk management
and, 68-76
decision-making patterns and
biases, 90
enteric nervous system and,
74-76, 214
limbic system and, 70-74,
212-214
summarized, 209-215
upside-down perceptions of risk
and, 84-87, 216-217
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Business cortri.ctions, history
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in histor, 23, 24, 25, 30, 31, 34
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Cash hedging, as active risk
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Categories of risk, managing,
107-118
crisis events and, 114,
115-117, 224
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apply, 111
equity investing, 109-111
fixed-income investing, 110-111
grouping risks with similar
characteristics, 111-112
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can control, 114-115
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112-113
risks you can’t avoid and can’t
control, 114
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manage, 113-114
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summarized, 224-225
volatility and, 108-109
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(CFA), 179
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Certified Public Accountants
(CPA), 179
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179
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29
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51
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Management Analyst), 179-180
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self-monitoring, 218-219
quiz, 91-93
Collins, John Churton, 89
Columbia space shuttlc accident, 33
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management and safety,
162-167
history.ci* a2ssenger airlines,
162103
lessaas learned from accidents,
165-167
1isk management methods,
163-165
training and safety, 30, 35-36
Commissions, of financial advisers,
180-181
Confidence, importance of, 5
Confirming evidence trap, 104, 223
Confucius, 20
Consultants, professional portfolio
management and, 151
CPA (Certified Public Accountant),
179
Crisis events, 187-196
Dow Jones Industrial Average
and, 188-191, 194
realistic expectations and,
201-202, 230-231
risk management and, 114,
115-117, 224
summarized, 229-230
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Decisions, making and
implementing (step 4), 14,
89-105, 130, 156
cognitive reflection, 218-219
crisis events, 192-196
in everyday life, 11
extension/extrapolation bias,
101-103
finding patterns in randomness,
93-96, 219
Greater Fool Theory, 100-101,
222
herd behavior and, 97-99,
220-221
hidden traps, 103-105, 222-223
luck and skill, 97-99, 219-225
patterns and biases, 90
summarized, 218-224
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Deferred annuities: as.passive risk
management stiategy, 153
Defining of risks, 130-146
business contraction history,
132-144
expectations and, 131-132, 144,
146
Descartes, Renée, 22
Disraeli, Benjamin, 51
Diversification strategies:
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risk management strategy, 152
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136-145
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Eendragt Maakt Magt, 23
Efficient frontier mode! ¢f asset
allocation, quanuiative
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74-76, 214
Environmental Protection Agency,
27
Equity investing:
bear markets and, 200-201, 230
common risks of, 109-111
discounting function, 134-144
diversification strategy, 152
market corrections and, 117
recessions and, 193
Estimating and forecasting trap,
104-105, 223
Everyday life-risk risk management
skills, 203-204
listing own skills, 10
skills developed in, 5-7
steps in process, 11-12
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101-103
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Fear system. See Brain, risk
management and
Feather, William, 119
Feddersen, Donley, 47
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Federal Aviation Administration
(FAA), 163
Air Traffic Control System,
164-165
lessons learned from accidents,
165-167
Federal Reserve Bank, 25, 132, 134,
192
Fees, of financial advisers, 180-181
Fermat, Pierre de, 23, 50
Financial advisors, 173-185
cautions about, 184-185
costs of, 180-181
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and, 176-177
evaluating of, 182-184
faux professional advice, 75,
227-228
finding of, 181-182
importance of, 93
need for, 173-174
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179-180
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purpose of advice, 174-175
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97
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services of, 177-178
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true professional advice, 175-176,
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Financial crisis, risk management
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importance of written, 148-149
Financial planners, 178
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Greenspan, Alan, 31
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Guessing, avoiding of, 61, 208-209
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Hammond, John, 103-105
Harvard Business Review, 103-105
Hazard, risk as, 40
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crisis events and, 195
Herd behavior, 99100, 220-221
Hicks, John, 28
Hidden traps, 103-105, 222-223
“Hidden Traps of Decision Making,
The” (Hammond, Keeney, and
Raiffa), 103-105
High impact risks, 123-124
Hippocampus, brain function and
risk management, 71-72, 213
History, of risk and risk
management, 17-37
ancient past, 18-19
early history, 19-20

early modern age to present,
22-36
expectations and, 131-132
lessons from, 204
Middle Ages, 20-21
observations from, 36-37
Renaissance, 21-22
U.S. business contractions,
132-144
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Misperception of Random
Sequences (Gillovich, Vallone,
and Tversky), 94
Hound of the Baskervilles, The
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Hyperinflation, in Frarice, 23
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Impact ot-iisks, assessing, 120-123
Incident Priority Protocol, of
Grefighters, 170-171
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perception and, 82
Instability, as norm, 127, 187, 204,
231
Institute of Chartered Financial
Analysts, 179
Institute of Risk Management,
29
Insurance Institute of America,
27
Internally generated risks, 63-77
applying this knowledge, 76-77
biology and human development,
63-66
brain management of risk, 68-76
crisis events and, 188
non-natural world of investing
and, 66-68, 210-212
risk management and, 112-113
Internet boom, 32
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changes in climate of, 1-2
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reality of quantitative risk
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reality of subjective risk
management approach, 60
Investment advisors. See Financial
advisors
Investors and Markets (Sharpe),
57-58
InvestorWords.com, 48
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91-93
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Kahneman, Daniel, 28, 33
Keeney, Ralph, 103-105
Ketwich, Adriann van, 23
Keynes, John Maynard, 25
Kloman, Felix, 48

Knight, Frank, 25

Lam, James, 30
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Learned, Edmund, 27
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everyday life, 11

LeDoux, Joseph, 68

Leeson, Nick, 30

Leland, Hayne, 28

Lewis, Michael, 30

Liebnitz, Gottfried von, 23

Likelihood of risks, assessing,
120-123

Limbic system, brain function and
risk management and, 70-74,
212-214

Lindberg, Charles, 162

Lloyd, Edward, 23
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Long-Term Capital Management, 28,
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Low impact risks, 124

Luck, randomness and, 97-99,
219-220
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26
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165
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2244225
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Ma-kowitz, Harry, 26, 27, 51
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175, 227-228
Meriwether, John, 31
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Middle Ages, risk and, 20-21
Mild uncertainty, 44, 206
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51-52
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Misperceptions, about risk, 81-83,
216
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management, 159-172
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automobile industry, 159-160
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hard work and, 159
law enforcement officers,
171-172
lessons learned from, 172
summarized, 226227
Moderate impact risks, 124
Moivre, Abraham de, 23, 50
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14, 130, 157
Monte Carlo simulations, 29
Moon landing, 27
Morgenstern, Oskar, 26
Morningstar, 220
Mullins, David W. Jr., 31
Multinational firms, emphasis on
risk management, 3—4
Murphy, James D., 169
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history of, 23, 25-26
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Research (NBER)Y 132-134
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Natural disasters, risk management
and, 115-117

Navy, 168-169
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Net present value concept, 24-25
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New Zealand risk management
standards, 48

Non-natural world of investing,
66-68, 210212

Northeast electric blackout, 33

Occam’s razor, 22
Occupational Safety and Health
Administration (OSHA), 160
October, 1987 Dow Jones crash,
138, 142, 144
Omar Khayyam, 21
One-time investors, best market for,
197-198
OPEC oil embargo, 28
Oppenheimer, Peter, 42, 205, 208
Options hedging, as active risk
management strategy, 154
Options trading, 51
Outrage, risk and, 87-88
Outstanding risk management,
models of, 159-172
airline industry, 762--167
armed services; 157-170
automobile industry, 159-160
bull markets and, 160-161
fire fighiors, 170-171
haza ' work and, 159
ia v enforcement officers,
171-172
lessons learned from, 172
requiring hard work, 159
summarized, 226227

Packaged investment products, 151
Panic, the Story of Modern
Financial Insanity (Lewis), 30
Panic of 1907, 24, 137, 138
Panics, 132
Pascal, Blaise, 23, 50
Passive risk management strategies,
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broad diversification, 152
combining with active strategies,
156
guaranteed and stable
investments, 153
time in the market, 152
Pasteur, Louis, 149
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Past performance, using as
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219
Penicillin, 25
Perception/reality gap, 79-88
bear markets and, 199
crisis events and, 115-117
fluctuating perceptions, 83-84
how we perceive risks, 80
importance of understanding,
79-80, 88
misperceptions and, 81-83, 216
outrage and risk, 87-88
summarized, 215-217
upside-down perceptions, 84-87,
216-217
“Perceptions of Risk Posed by
Extreme Events” (Slovik and
Weber), 40—41
Personal Financial Specialist (PFS),
180
Personal risk assessment (step 1),
14, 120, 130-148, 204
defining risks, 130-146
identifying risks, 146
prioritizing risks, 119-127
understanding risks, 120-123,
146-148
Personal risk managerient
strategies, 149151
PFS (Personal Financial Specialist),
180
Physiology of risk. See Brain, risk
management and
Pilots, training and risk
management
in commercial aviation, 165-166
in U.S. Air Force, 169-170
Plank, Max, ix
Planning process, for “Risk-Wise”
management. See Decisions
(step 4); Monitoring (step 5);

Personal risk assessment (step
1); Risk/reward trade-off (step
3); Strategies for risk
management (step 2)
Plato, 20, 187
Police, 171-172
Polio vaccine, 26, 27
Political crises, 195
Portfolio Insurance (Leland and
Rubenstein), 28
Portfolio-level risk management
strategies, 151-156
active strategies, 153-156
passive strategies, 152-153, 156
Precious metals investing, as active
risk management-strategy, 155
Prioritizing, of risks, 119-127
black swan events, 125-126
instability as.norm, 127
in planning process, 147-148
summozsized, 225-226
und< sianding and, 120-123
Probability, risk as, 40
Protessional risk management
strategies, 151

Qualitative/subjective approach to
risk management, 50, 58-62
basic assumptions, 59-60
investing reality, 60
quantitative approach and, 4950,
61-62, 209
summarized, 208-209
weaknesses, 60
Quantitative risk management
approach, 50-58
basic assumptions, 52
investing reality, 52-57
strengths, 52
subjective or qualitative approach
and, 49-50, 61-62, 209
summarized, 207
weaknesses, 57-58
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Raiffa, Howard, 27, 103-105
Randomness, finding patterns in,
93-96, 219
Rare, unexpected events, 125-126
Reality/perception gap, 79-88
bear markets and, 199
crisis events and, 115-117
fluctuating perceptions, 83—84
how we perceive risks, 80
importance of understanding,
79-80, 88
misperceptions and, 81-83, 216
outrage and risk, 87-88
summarized, 215-217
upside-down perceptions, 84-87,
216-217
Rebalancing, of portfolio, 152
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defined, 132
equity market discounting and,
134
equity markets and, 193
risk management and, 117
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179
Regression to the mean concept:
Galton and, 24
investment histo.v and, 102
quantitative approach and, 50-51
Renaissance, risk and, 21-22
Risk:
best way to understand, 65
empowering definition of, 42—43,
205
identifying and understanding, in
everyday life, 11
importance of defining, 39—40
many meanings of, 40—42
understanding true nature of,
43-45, 205

Risk, Uncertainty, and Profit
(Knight), 25
Risk!—A Practical Guide to What's
Really Safe and What’s Really
Dangerous in the World
Around You (Ropeik), 80
Risk management:
approaches to, 3-5
combining strengths of
approaches, 61-62, 209
definitions of, 47-49, 205
as most important investing
success factor, 3-5
quantitative approach, 50-58, 207
quantitative versus subjective,
49-50
subjective or qualiative
approach, 5C, 98-62, 208-209
Risk Managen.ert: a New Phase
of Cosi“enirol (Gallagher),
2627
Risk/z< vard trade-off (step 3):
evaluating, 14, 130, 156
n everyday life, 11
qualitative approach and, 208
“Risk-wise” investing:
fundamental principles of, 12-14
process, 14-15, 203-204
purpose of, 5, 7
use of term, x—xi
Ropeik, David, 80
Rubinstein, Mark, 28
Ruckelshaus, William, 29

S&P 500 index, recessions and,
134-136

Sabin, Dr. Albert, 27

Salk, Dr. Jonas, 26

San Francisco earthquake, 24

Scenario-based exercises, 150

Scholes, Myron, 28, 31, 51

Second brain, 74-76, 214

Securities Acts of 1933 and 1934, 26



Index

Chapter = EIBINDEX Date: July 15, 2009 Time: 3:3 pm

253

Self-managed investing, resources

for, 151
Self-monitoring, 218-219
quiz, 91-93
September 11 attacks, 32, 116, 125,
126

Sharpe, Bill, 27, 57-58
Sharpe ratio, 51
Silent Spring (Carson), 27
Simon, Herbert, 26
Skiles, Jeffrey, 35-36
Skill, randomness and, 97-99,
219-220
Slovic, Paul, 40-41
Slow uncertainty, 45, 206
Society of Risk Analysis, 28-29
South Seas Bubble, 23
Space shuttles, 29, 33
Speculators, 67
SSLEEVES (firefighter’s mnemonic),
171
Stable value investments, 153
State Street Investors Trust, 25
Statistics. See Uncertainty,
decision-making under
Status quo trap, 104, 222
Stockbrokers, 178
Stock exchange, in Amsterdan:, 22
Stock market crashes:
1929, 25-26
1987, 29
Stocks. See Equity investing
Strategies for risk management
(step 2), 14, 130, 148-156
personal strategies, 149-151
portfolio-level strategies, 151-156
professional strategies, 151
written financial plan and,
148-149
Subjective/qualitative approach to
risk management, 50, 58-62
basic assumptions, 59-60
investing reality, 60

quantitative approach and, 49-50,
61-62, 209
summarized, 208-209
weaknesses, 60
Subprime mortgage crisis, 34-35,
125, 144, 145, 194
Sullenberger, Chesley “Sully,”
35-36, 159
Sunk cost trap, 104, 222
SWOT analysis, 27
Synaptic Self (LeDoux), 68

Taleb, Nassam Nicholas, 32-33, 34,
44,95, 125-126
Tax advisers, 151
Technical analysis, as-zciive risk
management s'rafegy, 153
Templeton, John, 87, 102, 217, 223
Terrorist crises, 195
Thalamus, /inain function and risk
maragement, 72-74
Theory o/ Games and Economic
Sehavior, The (Neumann and
Morgenstern), 26
Thoreau, Henry David, 107
Time in the market strategy, as
passive risk management
strategy, 152
Trade-off, of risk and reward
(step 3)
evaluating, 14, 130, 156
in everyday life, 11
qualitative approach, 208
Traders, contrasted with investors,
67
Training, to minimize risk:
of commercial aviation
personnel, 30, 35-36, 162-167
of firefighters, 170-171
of law enforcement, 171-172
of U.S. Air Force personnel,
169-170
of U.S. Navy personnel, 168-169
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103-105
anchoring trap, 103-104, 222
confirming evidence trap, 104,
223
estimating and forecasting trap,
104-105, 223
status quo trap, 104, 222
sunk cost trap, 104, 222
Treatise on Probability, A (Keynes),
25
Trump, Donald, 3-5
Tversky, Amos, 28, 94

Uncertainty, decision-making under,

89-105

cognitive reflection and, 218-219

crisis events and, 192-196

extension/extrapolation bias,
101-103, 219

finding patterns in randomness,
93-96

Greater Fool Theory, 100-101,
222

herd behavior and, 97-99,
220-221

hidden traps, 103-105, 222-222

luck, skill and, 97-99, 21¢-220

patterns and biases, 90

summarized, 218-2%4

three-question adiz, 11-93

Understanding risks, 119-127

black swan events, 125-126

instability as norm, 127, 187, 204,
231

in planning process, 146-148
prioritizing and, 123-125
United Airlines flight #232, 30
Unsafe at Any Speed (Nader), 27
Upside-down perceptions of risk,
84-87, 216-217
U.S. Air flight #1549, 35-36
U.S. Air Force, 169-170
U.S. Navy, 168-169
Utility theory, 23, 60-61

Vallone, Robert, 94

Value/growth investment strategy,
152

Variable annuities, as active risk
management strziegy, 154

Volatility, 108-109

Waitley, Denn.s, 129
Weber, Elke U., 40-41
Weimar 2¢public, 25
Wellingron Fund, 25
WilG uncertainty, 44—45, 206
quantitative approach and, 52,
58, 207
Wilhelm I, King of Netherlands, 23
World War I, aviation and, 162
World War II:
aviation and, 163
Dow Jones Industrial Average in,
139
Wriston, Walter, 12
Written financial plan:
financial advisor and, 176-177
importance of, 148-149
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