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Models are everywhere
Eliminating all model risk is not possible

But successfully managing model risk is possible
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Some science...

Q‘Q,ILV\/
Inputs? Stepne”
- Merlot, 2007, Uruguay \(@s/ N0
* Yield <1kg per vine £ U\ﬂ
+ French oak aged for 12 months 1
oST
+ Contains sulphites £ 1c
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What do we mean by model risk?
the possibility that[ a model ]
causes you to not meet your goal
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Familiar model risk events

Federal Reserve Seeks a Rescue for Long-Term Capital Management
- Wall Street Journal

‘London whale’traders charged in US over $6.2bn loss
-BBC

g The error that could subvert George Osborne's austerity programme
g - The Guardian

HM Treasury
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What is a model?
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...a simplified description of reality ff‘??i\
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Models in nature

Tilt Go
wing igher
Eight legs
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Let’s watch...
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An example of models in the animal kingdom...
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Model risk revealed
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Back to our experiment...

Inputs?

+ Merlot, 2007, Uruguay

* Yield <1kg per vine

+ French oak aged for 12 months

+ Contains sulphites
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Anchors influence judgement
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Anchors influence judgement
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Anchors influence judgement

number
00-19 $8.64 $9.55
20 -39 $14.45 $10.64
40 - 59 $12.55 $12.45
60— 79 $15.45 $13.27
80 -99 $27.91 $20.64
Source: “Coherent arbitrariness”: stable demand curves without stable preferences; Ariely, et al ;34595‘ Ln:é't;atiu“y
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Proof that I'm right

Google-Suche
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How can we identify, assess, measure
and manage model risk?
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Implementation Use

Knowledge
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Ctrl
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Managing model risk
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Some simple tools to help

Directional
. . > ~ Visualisation and
Alternative views > o g

\ ) |
Model operating Model risk appetite
limits frameworks
N
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Directional management

“Better a diamond with a flaw than a pebble without”
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Visualisation and communication

Trend Overview — Top [6] Models by [Materiality]
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Conclusions

Models are everywhere
Eliminating all model risk is not possible

But successfully managing model risk is possible
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The views expressed in this presentation are those of the authors and not necessarily those of their employers or the IFoA. The authors’
employers and the IFoA endorse none of the views stated, nor any claims or representations made, and accept no responsibility or
liability to any person for loss or damage suffered as a consequence of their placing reliance upon any view, claim or representation
made. The information and expressions of opinion contained in this publication are provided as background information for illustration
purposes only and are not intended to be a comprehensive study, nor to provide actuarial advice or advice of any nature and should not
be treated as a substitute for specific advice concerning individual situations. On no account may any part of this presentation be

reproduced without the written permission of the authors and the IFoA.
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decoys
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