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Interconnectedness, Risk Perceptions,
and Corporate Success

The relationship between stakeho/ders cap/tal prowders the
psychology of risk, and value creation.
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Our goals today

1. Understand our organizations as complex systems with high
dependencies on other systems

2. Recognize that these dependencies on others are almost
inescapable

3. See that strategic decisions are more likely to create value
when incorporating knowledge from these dependencies

4. Come to know trust as the central element to value-creating
decision-making and that there is a role for actuaries and risk
management in enhancing that trust
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The Decision-Making Environment

1.
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Financial — inflation, rapid reversal of central bank policies, extraordinary
levels of institutional and governmental debt, long-term social obligations
of governments, and explicit and implicit socialization of risk

. Geopolitics — divisiveness, changing of the global political order,

immigration, dramatic electoral changes in political philosophies

. Environment — climate change, drought, flooding, migration, starvation,

emerging right-wing hostility to ESG, exacerbation of Geopolitical Risk

. Technology — Al, data collection and integrity, privacy, vulnerability to cyber

attacks, skill/product/service obsolescence

. Human Capital — generational changes in work and social attitudes, WFH
. Health — uncertainty around the world from pandemic, affordability of care
. Competition — “Oh that.”
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The Origin of Wealth

“A brilliant picce of intellectual history.”
~ Washington Post

_The

@rigin
of

Wealth

ERIC D. BEINHOCKER

* This book will change the way
you see everything

e Complexity Economics

* How value is created through
complex adaptive systems

 These complex systems can also
collapse rapidly
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Basic Influence in Relationships

“Don’t Buy” “Don’t Buy”

Result: Buy Result: Don’t Buy
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More Complex Influence in Relationships
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Kevin Bacon’s Social Network

"""
i
P :g“"!"{ﬁlt\\-h

L - AN

= N"
Rl
Y 2

25 THEDCRO
L7 RISK GOVERNANCE

© David R. Koenig Source: Muckety.com T INSTITUTE



Lessons about our Brains

Our brains exist to do two things:
e 1. Decide when to spend energy
‘ 2. Decide how to find more energy

.\ 4

SRE G e dong BEAU LOTTO

Our brains make quick decisions by
finding the “nearest” memory to the
source of stimulation to make the
best response

- . ABOUT THE
~ BRAIN
“LISA

."* FELDMAN
* . BARRETT

. AUTHOR OF
v
* . How Emotions Are Made

THE SCIENCE OF SEEING DIFFERENTLY

There is much more!
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Value Creation Principles

 VALUE
CREATION

PRINGIPLES

WE FIRM BEGINS WITH

BARTLEY J. MADDEN

WILEY
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PERCEPTIONS
WORLDVIEW CONSEQUENCES
{ )
PURPOSES FEEDBACK
\ KNOWLEDGE /
BASE

Source: Bart Madden
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https://www.amazon.com/Value-Creation-Principles-Sustainable-Capitalism/dp/1119706629/

The Value Equation
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1. What (how much) of something | like will | get?
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2. How many times and/or for how long will | get it?

3. What is the chance that I'll be disappointed?
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Bringing Four Ideas Together

1. Value is created or destroyed through the complex interaction of agents in
systems who each decide when and on what to expend energy.

2. People and organizations need energy in order to continue living. We
need to find it and decide how to use it as our primary actions.

3. Our decisions about spending energy are going to be influenced by our
set of memories and experiences (information) that are already in our
brains (individual brains - which are complex systems, and the collective
brain of a system like an organization).

4. Sharing knowledge (information) in a loop can change how our individual
and collective brains become better at making decisions on how and

when to spend energy AND how and where to find it.
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Framing and the Impact on Decision-Making

Famous choice between two options as the Director of Public Health:

1. One that will surely save 200 people (out of 600)
2. One with a 1/3 chance of saving everyone, 2/3 chance of saving no one

* 70% of people choose option 1
Another choice for that same Director of Public Health:

1. One that means 400 people will die (out of 600)
2. One with 1/3 chance no one will die, and 2/3 chance of saving no one

° 0 1
80% of people choose option 2 22 THE DCRO
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Social Amplification of Risks

Low +—— Risk of the Unknown —— High
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Microwave Ovens ¢ °

eCaffeine

eGenetic Modifications
Pandemic
eSubprime Crisis  (mid)

eNuclear Accidents

 Pandemic

e Mercury (start)

e Skateboards

Swimming Pools

Fireworks e

e Counterparty Failure
Nuclear War e

* Pandemic (current)

e Car Accidents

Low =

Dread Risk » High

Source: Slovic, Paul and Weber,
Elke, Perception of Risk Posed
by Extreme Events, prepared
for discussion at “Risk
Management Strategies in an
Uncertain World,” April 12-13,
2002.

Source: Adapted from Slovic,
Paul & Weber, Elke, Perception
of Risk Posed

by Extreme Events, prepared for
discussion at “Risk
Management

Strategies in an Uncertain
World,” April 12-13, 2002.
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An Organization’s Social Network

© David R. Koenig

Regulators

Creditors, Liquidity
Providers and Suppliers

Customers,
Competitors and
Analysts

Board of Directors

Employees and
Contract Workers

Retirees
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Freedom

Positive Freedom is that which describes your capacities.
These can be financial, intellectual, physical, political, and
more. It is your ability to do things if you have no other
restrictions on your behavior.

Negative Freedom is a measure of how free you are from
restrictions on your ability to utilize your Positive Freedom

fully.
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Capital Systems and Providers

Begin Here
Value -
. > Value of Capital
Creation Relationship Attraction
L
'~ Feed- ] ]
AntICIpatEd > forward by Capital Effective Risk-
Risk (Trust Capital Utilization .
( ) Provider Takmg

Feedback to
Capital
Provider
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Behavior allowed by corporate

Nested Freedom (Freedom capital)

Behavior allowed by corporate Behavior allowed by laws and others expect of us
i lati

values and what we perceive regulations

others expect of us

Behavior accepted by external
capital providers

Behavior
allowed by
laws and
regulations

Our Pure Positive Freedom

Behavior accepted by
employees

My Nested Freedom

Things we have the capacity to do,
and which are consistent with by
our corporate values, perceived
expectations, employees, external
© David R. Koenig capital providers, and the laws
under which we operate.



Nested Freedom (after breach of trust)

Behavior allowed by corporate
values and what we perceive
others expect of us

Behavior allowed by corporate Behavior allowed by laws and
. regulations

values and what we perceive

others expect of us

Behavior accepted by external
capital providers

Behavior
allowed by
laws and
regulations

Qur Pure Positive Freedom

Behavior accepted by

employees My Nested Freedom
Things we have the capacity to do,
and which are consistent with by
our corporate values, perceived
expectations, employees, external
capital providers, and the laws
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Nested Freedom (increased trust)

Behavior allowed by corporate
values and what we perceive

Behavior allowed by laws and others expect of us

regulations

Behavior accepted by external
capital providers

Our Pure Positive Freedom

Behavior accepted by

employees My Nested Freedom
Things we have the capacity to do,
and which are consistent with by
our corporate values, perceived
expectations, employees, external
© David R. Koenig capital providers, and the laws
under which we operate.



Our Work is Becoming More Difficult

p
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Divergent Nests among generations
Divergent Nests among technology standards
Divergent Nests of'GeopoIitics |

The fog of uncertainty
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Our Work is Becoming More Difficult

1. Framing to communicate accurately to diverse
groups of capital providers ‘

Knowledge of the future when it is very dynamic
Dependencies and complex social networks |

Ali\gned risk pgalitieé = /

2
3.
4.
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The Value Equation

Capital Systems and Providers

Value of ! Capital

Relationship Attraction

Uy | Uy | Us _’ \

Value = U, + + + T
’ Anticipated Feed -
D Rl DRZ D R3 Risk (Trust) 1° (:apitolﬂby Ufili?ati;n

Provider

\ Feedback to /

Capital
Provider

The discount rate is a function of your perceived risk
relative to alternative uses of that capital — how much
are you trusted to meet their expectations?
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How do we signal Trust as an organization?
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. Experience (track record) — feedback

. Transparency — feed forward

. Expertise — feed forward

. Creditworthiness — feed forward

. Continuous innovation — both

. Effective functional response to surprise — both
. Networked and distributive governance — both
. Teams willing to look at themselves — both
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How Your Organization Can Improve Decision-Making

1. Recognize “stakeholders” determine the cost of all forms of capital
2. Understand how complex systems can collapse when trust is violated
3. Create a form of governance that instills high trust internally

4. Focus on how risk-taking impacts the long-term trust capital providers
have in the organization, asking always, “Will this decision build trust?”

5. Transparently and effectively communicate with stakeholders

6. Address the mix of risk profiles and composition of teams to build trust
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Widen the Nest! Enjoy more Freedom!




Our goals today

1. Understand our organizations as complex systems with high
dependencies on other systems

2. Recognize that these dependencies on others are almost
inescapable

3. See that strategic decisions are more likely to create value
when incorporating knowledge from these dependencies

4. Come to know trust as the central element to value-creating
decision-making and that there is a role for actuaries and risk
management in enhancing that trust
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Thank you

David R. Koenig
david.koenig@dcroi.org
+1-612-286-1776
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http://www.dcroi.org/
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