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(uncertainty over exchange rates);
commodity risk (uncertainty over 
the value of holdings) and liquidity
risk (uncertainty over the ability to
buy or sell something quickly at its
fair value)

RESPONDING TO RISKS
Once you’ve identified a risk, you need 
to decide how to respond to it. The main
alternatives are:
� Eliminating risks – getting rid of a

downside risk – if you can – is always
the best option. Any risk with an
unacceptable potential downside,
such as death or bankruptcy, is a
candidate. In other cases the cost 
of elimination can outweigh the
benefit 

� Tolerating risks – if a downside is
very unlikely, or would not have a
huge impact, you may choose to
tolerate it. This means you will do
nothing to stop it happening, but 
will only respond after the event. 
An example would be increasing
product prices to compensate for 
a proportion of manufactured units
being defective

� Diversifying risks – diversification is
about spreading risk around. It can
reduce potential negative impacts,
but normally at a cost. For example,
printers depend on paper suppliers 
to keep their presses running. By
setting up many different suppliers,
they diversify this operational risk,
but must put more time and effort
into contract management. 

� Concentrating risks – deliberately
putting all your eggs in one basket,
normally to save time, reduce cost or
provide better focus. One example
would be appointing a full-time
project manager rather than allowing
a project to be run by committee. In
financial terms, concentration might
mean investing in a single company
you believe will do well.

� Hedging risks  – hedging means
taking additional risks that offset
other risks – a common approach 
to financial risk. We ‘hedge our bets’
in everyday life, for example when we
make more than one tentative plan
for the same night, in case one plan
doesn’t work out

Choosing the right response to risk depends on your own
knowledge and understanding. Some key approaches are:

1 Know your operations. Make sure you know where risks
can arise. Understand the implications of choosing or
creating new processes. If operational risk is
unavoidable, be realistic about the potential impacts

2 Understand strategic risk. Realise when you’re taking a
decision – identify all the alternatives in every situation.
Continuing along your present course is still a choice,
and it isn’t necessarily the best one. Are there risks
inherent in simply remaining in your current market?
What strategic risks might result from future change?

3 Get to grips with probability. We often talk about things
as being ‘quite likely’, ‘unlikely’ or ‘improbable’ without
any shared idea of what we mean. Learn the language of
probability so you can quantify probability  – and
understand when precise quantification is impossible

4 Assess impacts. We often take decisions without thinking
through the potential impacts – positive and negative.
Before you incur a risk, think through the positive
outcomes you hope to realise, and the negative
outcomes you hope to avoid

5 Manage information. Document your responses to risk
and share what you learn. Ensure that those who make
decisions have access to the information they need, in a
format they like

6 Define roles. Work out who ‘owns’ risks by default, then
decide who should ‘own’ them for best results. Ensure
those who will manage risks have enough authority to
do so. Make risk transfer explicit, not implicit or hazy

SIX KEY TIPS FOR SUCCESS

ZEGER DEGRAEVE is Professor of Decision Sciences at London Business
School. He is the editor of Risk: How to Make Decisions in an Uncertain World,
part of the new Decision Makers series, on which this article is based.
Find out more at www.formatpublishing.co.uk
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Every decision managers make takes them – and their
organisations – forward into a future of opportunity and
danger. In order to move forward with confidence, you first
need to get to grips with chance and uncertainty 

IN BUSINESS, MANAGERS OF ALL LEVELS
take decisions at every turn. Some are
hugely significant, while others relate to
day-to-day issues. Each decision has
many possible outcomes: some good,
some bad, some indifferent. A new staff
member may do well or badly. If we join a
project, it may result in extra work as well
as boosting our career. 

To make better decisions, we need to
understand risk. This means getting to
grips with the probability and impact of
the possible outcomes of a decision to
choose the best alternative.

WHY TAKE A RISK?
The word ‘risk’ carries the connotation of
danger, and risk management often
focuses on avoiding problems. But every
cloud has a silver lining, and risks often
have potential upsides too. Taking risks is
the only way to realise opportunities.
When we talk about things being ‘risky’,
we usually mean that we don’t know
what will happen. We often feel that risky
situations are inherently bad, because we
are biologically hardwired to avoid
situations that might involve loss. But to
maximise business opportunities, we
have to be able to work with uncertainty,
rather than trying to avoid it, ignoring it or
going with our gut feelings.

TYPES OF RISK
RISK AFFECTS BUSINESSES AT
SEVERAL LEVELS:
� Operational risks relate to the running

of the business – people’s actions and
decisions, quality control, health and
safety, workflow and capacity,
information systems, technology and
infrastructure

� Strategic risks relate to the big
decisions in business – which markets
to enter, how to obtain key resources,
how much to innovate or go for
growth, how to shape the business’s
culture and values, responding to
competitors and new customer needs

� Project risks relate to specific pieces of
work – uncertainty over timescale,
quality and cost are three key areas 

� Financial risks relate to issues around
financing – credit risk (uncertainty
over repayment), interest-rate risk
(uncertainty over the value of fixed
income obligations), currency risk

These ‘Skills files’ first appeared in Edge, the magazine 
of the Institute of Leadership & Management. Edge is 
delivered nine times a year to members of the Institute 
of Leadership & Management.

To find out how you can become a member of ILM and 
get Edge delivered direct to your door, call o1543 251346, 
e-mail membership@i-l-m.com or go to www.i-l-m.com

WANT TO FIND OUT MORE?

� Transferring risks  – this means
paying someone else to manage a 
risk for you. Household insurance is a
good example. In business, we
transfer risks when we outsource
aspects of our operations, such as IT,
to a third party

WHEN THINGS GO WRONG
If realising opportunities means taking
risks, then sooner or later a downside will
occur. Our response to errors is a key part
of enlightened risk management. By
improving the way we make decisions,
we can minimise the probability of errors.
By improving the way we respond to
errors when they occur, we can minimise
the impact of errors and (crucially) realise
the opportunity for learning.

Positive and beneficial reactions 
to errors include:
� No blame – our decisions don’t just

flow from our own competency. The
tools we use, the information we
have, our psychological make-up and
the organisational context all have a
big part to play. But when things go
wrong, we simplify things. We like to
point the finger, attributing
downsides to an individual. But this
teaches us nothing. We need to
unpack the complexities behind
mistakes, so we can learn from them

� Sharing responsibility – sharing
information about risks means they’re
taken with full understanding of the
implications. If things go wrong, the
responsibility should be shared. No
individual’s reputation should be
endangered if the business has
decided to incur a risk

� Rewarding better decisions – much 
of our culture rewards people on the
results of their actions – profit being
the supreme example. Realising
upsides means reward, while realising
downsides means punishment. But
uncertainty over outcomes means that
good decisions, based on sound
understanding of risks, might still
result in downsides. Conversely, poor
decisions might realise benefits if the
gods are smiling. Enlightened
managers reward those who take
decisions well, regardless of the
outcome, not those who are lucky. �

DESIGNED BY ILM TO
HELP YOU DEVELOP
YOUR PRACTICAL
LEADERSHIP AND
MANAGEMENT SKILLS

WE ARE HARDWIRED
TO AVOID SITUATIONS
THAT MIGHT INVOLVE 
LOSS, BUT WE HAVE TO
WORK WITH UNCERTAINTY
RATHER THAN 
AVOID IT

❝

❞



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 10%)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Sheetfed Coated v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo true
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile (None)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 350
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.28286
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 350
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.28286
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1800
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.33278
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /FRA <>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


