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Recognising ‘Black Swans’:

why preparing for rare events is good
local government risk management

Before Australia was discovered, people thought that all swans were white in colour. But when white Europeans discovered Australia,
people saw black swans, and they revised their beliefs. TONY HARB, Director of InConsult, Enterprise Risk Management advisor and
Local Government Internal Auditor, looks at the properties of a ‘Black Swan’ event and its relevance to leaders in local government.

Nassim Nicholas Taleb's 2007 best-seller titled
“The Black Swan: The Impact of the Highly
Improbable argues that we should never, ever

ignore the possibility or importance of rare,

h-impact, unpredictable events he calls
‘Black Swans’.

The book, while considered as controversial
by some, has many important messages.

In my view, the book encourages people to
think about the unknown and the possible
consequences of the unknown, particularly
those events that are hard to imagine but can
cost you dearly.

This notion is in line with good risk
management practices where we aim to reduce
uncertainty of high risk events h_‘.' uh-n:n:\'ln;_[_
analysing and treating risks.

Taleb treats Black Swan events as extreme
outliers, wild outcomes of fractal geometry (a
branch of mathematics concerned with
irregular patterns) in which anything can
happen overnight.

Another important point made by Taleb is
that whilst we all learn from our mistakes and
life experiences, he highlights a potentially
severe limitation to our learning capabilities if
we just limit our thinking to just observations
and experience.

Whilst I can see Taleb’s point, | still believe
learning form intuition and experience
(including mistakes) is very effective for poten-
tially identifying and dealing with Black
Swans.

Taleb claims that Black Swan events have
been increasing, They started accelerating
during the industrial revolution, as the world
started getting more complicated, while
ordinary events, the ones we study and discuss
and try to predict, have become increasingly
inconsequential.

He cites the rise of the internet, [hv |1§']'~4 nal
computer, laser technology, World War I, and
the September 11, 2001, attacks as Black Swan
events.

Therefore, a Black Swan can be a negative
event like the current global financial crisis or
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technology or making new discoveries.

This article is not a lesson in statistics,
fractal \L’\Lnllluh’}' or decision the wy. I will not
endeavour to predict all Black Swan events.

However, [ will look at some the important
principles behind the Black Swan and align it
to some conventional risk management
Ill'il('[il'l'h.

I want you to start thinking a little outside
the box, the sort of thinking good enterprise
risk management is all about.

Black Swan properties

According to Taleb, a Black Swan event has
three properties:

- It is unpredictable or hard to predict as the
probability of an event based on past
knowledge is low or rare. [t lies outside the

reality of ordinary expectations;

2. When the event happens, it has a massive
impact or consequence; and

. People don't see it coming before the fact.

But after the fact, we think up an explanation
to explain it as less random, Le we ratio-
nalise it.

Starting to look familiar? Councils who have

embraced and effectively adopted Enterprise

Risk Management will recognise terms like
rare, probability and consequences.

One thing needs to be stated very clearly
Black Swan thinking or risk management for
that matter is not about identifying all the
things that could possibly happen.

It is not about predicting the “unknown
unknowns” — the things we do not know we
don’t know.

So put your crystal ball away — it's not
necessary.

Risk

management tools and techniques used to help

management is one of many
orgamsations deal with uncertainty, improve
goal-setting and improve governance practices

o Iu'llx them achieve their |r|1jl'|'t|\ s,

Historical Black Swans
in local government

Betore we look forward, let’s look back.

Have there been Black Swan events in local
government in recent years?

Take a minute or two to think about this
before you read on,

The forced amalgamation of Victorian
councils in 1994, the forced ;l]r|;||_g';|r|];1['|n:| of
Queensland Councils in 2007, the impact of the
failure of HIH on council activities, rising flood
levels, and the significant loss of investment
income from Collateralised Debt Obligations
(CDOs) are a few examples of what could be
considered as Black Swan events,

None of these events were “unknown
unknowns”.

All these events were foresecable but
perhaps considered rare

All these events would have been considered
as potentially significant in consequence,

Before looking to the future, let me also
introduce another complication

;\t':'nnling to Taleh, ill'ﬂJ]ll‘ tend to have
some psychological blindness to Black Swans.

Some people may find it hard to understand
them, because genetically, we did not evolve in






