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What is risk exposure?

Trading is inherently high risk so make no mistake if you are trading you are participating in the risk business, 
understanding and controlling risk are therefore essential.

Risk exposure is the quantified loss potential of capital at stake. Risk exposure is usually calculated by 
multiplying the probability of an incident occurring by its potential losses.

Pure Risk Speculative Risk

Is beyond anyone’s control e.g. Natural 
disasters or untimely death

Taken on voluntarily
Carry an uncertain outcome
Losses / Gains can stem from a variety of 
external factors

Your objective: to ensure overall level of risk matches your risk appetite.



Types of financial risk

Market Risk Credit Risk Liquidity Risk Operational Risk

Directional Credit Event Asset Liquidity Fraud Risk

  Relative Risk Sovereign Risk Funding liquidity People Risk

  Absolute Risk Settlement Risk Model Risk

Non-directional Legal risk

  Basis Risk

  Volatility Risk



Creating a personal risk model

Basic Steps in Risk Managment
Identify – Determine the undesirable things that may 
happen, and the consequences if they do happen.

Analyze – Assign a probability and level of impact for each 
risk. Then use the probability and impact to determine the 
overall exposure for that risk.

Prioritize – Decide which risks you will actively manage 
based on your analysis. Leave some room to factor in your 
professional or personal judgement as well.

Manage – Some of the keys in managing risks are mitigation 
plans, contingency plans, and routine monitoring.  



Calculating risk exposure

Although specific risk involved in trading cannot be predicted and controlled, the risk which is 

predictable and can be managed are calculated with the following formula:

Risk Exposure formula = Probability of Event * Loss Due to Risk (Impact)



Dealing with Risk

Mitigation plans are designed to reduce the likelihood (probability) of a risk occurring, or reduce the impact if it does. In 
other words, a mitigation plan is intended to reduce our overall exposure to the risk. E.g. Position sizing, oco orders and so 
on

Contingency plans are different from mitigation plans in that they account for what we’ll do in case the risk becomes a 
reality. A contingency plan is what we implement if the risk turns into a problem and the bad stuff happens. E.g alternate 
brokerage accounts, write down dealing desk numbers, hedging etc

Both high and low priority risks should be monitored routinely in case anything changes. Once a quarter is sufficient I find.



Common issues

➔ We encounter risks every day and effectively manage them on autopilot e.g crossing the street.

➔ There are, however, many kinds of risks for which we have not developed an automatic habit of 
handling. Those kinds of risks require conscious thought and effort to deal with effectively.

➔ Failing to deal with a risk does not mean we are free from its consequences. It merely means we 
are accepting the risk, either by explicit choice, or implicitly by ignoring it. In such cases we have 
done nothing at all to reduce our exposure to the risk and the consequences it may heap upon us. 
In other words, we’re allowing these risks to manage us.



Conclusion

In any endeavors of significance, the value of risk management 
cannot be overstated. Identifying and managing relevant risks will 

you personally to operate more effectively, better meet your 
goals, and reduce stress!


