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We all learned a lot about risk over the course of 2020. Growing climate risk concerns were overlaid with the 
crystallising risks of the Covid pandemic. The UK - and many other - governments have spent billions of pounds 
supporting citizens and companies as value creation in the economy plummeted. And we know climate risks 
are coming home to roost. Nature keeps sending us invoices, but they are frequently returned Not Known At 
This Address. What can we learn about risk management from Covid and climate, and the role of government? 

Firstly, let us recognise that government has a role as Chief Risk Officer. Governments find it easy to be 
optimistic about the future, the positive stance of the typical CEO. It is much harder politically to promote the 
need to protect citizens and spend money to manage risks, often well before they may crystallise and result in 
negative outcomes. The natural optimism of politics, helped by a government’s ready ability to fund spending 
through taxes and debt issuance – albeit subject to some political and market constraints – raises a 
government’s risk appetite and divorces it from that of the citizens it represents. This suggests governments 
do not carry out their CRO role as well as they might. 

Politics is risk management writ large. Risk managers might describe their craft as Identify, Assess, Mitigate, 
Adapt. The UK government’s reaction to the pandemic was to spend heavily on adaptation. This response to 
the immediate risks to the status quo places the unmanaged externalities centre stage.  Managing such risks - 
notably Covid and climate - poses challenges. This evidences an important issue: might the UK have saved a lot 
of money (and lives) with a stronger focus in prior years on pandemic risk assessment and mitigation? Did 
some countries that have performed better in handling the pandemic have a political economy which offers a 
stronger focus on risk management? Even at this early evaluation point, we can respond with a cautious Yes. 

Turning to climate, the UK Treasury (HMT) published its interim Net Zero Review at the end of 2020. This 
important work is the Treasury’s first significant attempt to address the UK’s commitment to the goals of the 
Paris Agreement, agreed over five years ago. Yet the costs of climate adaptation are out of scope of the 
Review. This may help to explain the growing sense of gloom hanging over some climate adaptation scientists. 
Yes, there is a small team in the HMT which has started to consider Contingent Liabilities and the fiscal risks to 
the UK’s balance sheet. HMT’s Balance Sheet Review published in November 2020 has eleven Next Steps. But 



the fiscal risks of climate change just slip into the list at No. 11. Right now, in managing the UK’s balance sheet, 
the government has shut its eyes to these adaptation costs. 

Last year wise Karlsruhe judges, the highest court in Germany, caused some discomfort by asking the ECB for 
what we can call a Risk Assessment of their monetary operations. The independence of the central bank was 
seen by many to be wrongly challenged. But should democratic governments really be able to delegate 
monetary policy completely, with zero formal oversight of that delegation? No. It is indeed helpful to keep 
politics out of short-term decision making on interest rate levels. But we should understand that the fiscal 
policies of governments and the monetary policies of central banks are joined by the golden thread of risk 
management. Indeed, early in her tenure ECB chair Ms Lagarde caused some market mayhem with her wise 
remark that “it’s not the ECB’s job to narrow spreads”. Markets had fondly believed the ECB did indeed see 
that as its role. The luckless Ms Lagarde was forced to issue a clarification a few days later, speaking now as a 
politician, not an economist. Spreads narrowed. Markets recovered. If the ECB was planning to stabilise the 
financial system today, what future risks and externalities should be identified, assessed and mitigated? 

In the face of such issues, how does the government acting as CRO make this any better? Looking at the state, 
the government, its institutions and its citizens, the golden thread of risk management runs through the whole 
structure. Politics is risk management writ large. Faced with adversity and uncertainty, government needs to 
spend more time and effort on risk identification, assessment and mitigation. The costs of adaptation must not 
only be spent in a crisis. Overall, these costs will be reduced if fiscal and societal risks are managed well. 

All risks are initially borne by citizens, who collectively comprise the state. Risks and uncertainties which are 
not managed by the state or the private sector are borne by citizens, in full. We organise economies so that 
many goods and services are provided by the private sector. With public goods such as defence the 
government decides what is required, even if the private sector is involved in delivery. But sometimes the 
private sector decides that it does not want to take on some risks. After the Bishopsgate bomb in 1993, the 
insurance sector decided it was uncommercial to cover terrorism risk. It started to withdraw from the market. 
Government - keen not to fully take back these risks - helped to establish PoolRe, a public/private sharer of 
risk. Similar conversations are underway following the pandemic about the possible establishment of PanRe.  
An understandable title, but we should ask if “Pan” might better refer to “all”, and not simply be short for 
“pandemic”. What low probability high impact risks could be in scope for sensible public/private risk sharing? 

Consider the pension fund trustee when an investment manager reports at a trustee meeting on the 
exceptional returns delivered by the portfolio of care homes where the fund holds a stake. Over recent years, 
the portfolio has produced excellent investment returns on the pension fund’s assets, the beneficiaries’ 
collective savings. Later, the trustee visits her father in a care home, one of the portfolio holdings. She hears a 
sad tale: too few carers, poor food, and reduced facilities. Is this what the trustee, her father, and society really 
want? What if her father is also a pensioner of that fund? 

How might this risk perspective influence asset owners such as the trustees of a pension fund? The risks which 
assail citizens can both inflate and damage capital market returns, the bedrock of support for a pension fund’s 
offering. Asset owners have tended to view investment risk management as an internal activity, relevant to 
the assets they steward. But this view is changing as leading asset owners realise they need to engage more 
with policymakers and regulators on risk, often starting with climate. Asset owners know that these 
externalities will come home to roost. Capital market returns will suffer. The term strategic risk management is 
useful to describe this wider perspective, covering both internal and external asset owner risk activity. Risks 
and uncertainties that fall outside the risk management methods of the private sector are borne by citizens 
and the state. This is especially true of risks that take many years to develop and crystallise.  

Beyond the constrained worldview of standard finance theory: alpha, beta, CAPM, tracking error and efficient 
markets (really?), it is helpful to consider risk through a wider, societal lens. The SDGs are a good set of 
spectacles. They provide simple, reliable ways to identify and measure desirable societal outcomes, both for 
the state and for individuals wishing to invest strategically and manage the financial system’s externalities.  



They do not - yet - fit into the risk and pricing models of the private sector. Yet the SDGs are usable and 
measurable - government as CRO can lead the way by using them.  

Capital markets don’t price non-financial risk reliably, and standard economic theory does not have an 
answer. Digging a little deeper, we can reflect on the pricing of risk in capital markets. Many investors believe 
that markets are not pricing climate risk appropriately. Can this insight be applied more widely? How do we 
explain the outcomes at, to name but three examples, Boohoo, Grenfell Tower and Carillion? Might there be 
risks where market participants look the other way, risks that capital markets price badly, or both? How are the 
incentives around risk pricing and management working? 

Risk pricing in capital markets, and thus the real economy, starts with the risk free short-term rate set by 
central banks. These have been low for much of the past decade as the world recovers from the GFC.  This has 
hindered the monetary policy role of interest rates to manage the ebbs and flows, the cycles, of the real 
economy. There has been risk suppression, and probably not enough Schumpeterian destruction. Many hold 
the view that one effect of the low interest rate regime is an untoward inflation of asset prices. To put it 
another way, the risk appetite of investors has increased. If interest rates are expected to be this low for long 
into the future (really?), the incentives to be cautious are weak.  

The interest rate we describe as risk free is not as free of risk as we might wish. Societal risks have increased, 
and continue to increase. Undesired societal outcomes are more apparent, often centred around inequality. 
How might we rethink the risk free rate? We suggest that the “risk free” rate we observe can be viewed as the 
sum of an implicit, higher, “financial economics” rate reduced by an equally invisible negative societal risk 
premium. This negative societal risk premium arises from the combined actions of governments and central 
banks. The benefits of risk suppression are immediate and known, but the costs are real, uncertain, distant and 
potentially large. Does government’s role as CRO stop at capital markets’ boundary of quantifiable risk? No. 
One institution manages a core quantitative risk via interest rates, but surely government should more broadly 
identify, assess and manage the related risks, externalities and uncertainties. In the financial sector, we are 
moving beyond siloed risk management to a holistic and enterprise perspective. Let us assist government to 
do the same, combining CEO and CRO roles to make the societal risk management function more effective.  

Much of the current framing of the political narrative is rooted in economics. But economics can struggle with 
the treatment of risks and externalities. Capital markets don’t cover all of the risks we face as individuals and 
as society. A stronger risk perspective makes it easier to face up to unfavourable outcomes. The acceptance of 
uncertainty, beyond the quantification of risk, leads to adoption of the wise precautionary principle.  

There is broad agreement that in capitalist economies the private sector is usually better than the public at 
managing companies. The benefits of competition, the stimulus to innovation, and incentives to take risks that 
create value are more readily delivered there. But where should the line be drawn for the ownership of risk, 
and society’s rules that frame it? Governments are delegating - knowingly or not - the management of too 
many risks to capital markets, risks that these markets were not designed to manage and price.  Government 
needs to take stock of the risks in society, assess which risks can be covered by capital markets, and identify 
which risks are being poorly managed and thus pose unprotected threats to individuals and the state.  

We must assist governments to be better Chief Risk Officers. Politics is indeed risk management writ large. 
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