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Measuring risk

Controlling the risk of loss is fundamental to success-
ful investment. If you can’t measure risk, you can’t 
control it efficiently. Underestimating it can lead to 
catastrophe as the investors flooding into ‘passive’ 
equity investments will find when the next large cor-
rection occurs.

For decades, the default ‘risk measurement’ has 
been the volatility of returns. But volatility contains no 
information about the probability of loss.

Low Volatility does not mean low risk.

Just like the CAC 40 prior to the French presidential 
elections, the FTSE 100 Index is currently at its low-
est volatility in over two years1. That doesn’t mean 
that there’s little chance of a large market move.

Without an assumption about the distribution of re-
turns there’s no way to translate volatility into predic-
tions of the probability of events.

The standard assumption, even when it is hidden, is 
that returns are normally distributed. There are simple 
statistical tests which show that this assumption is 
totally inconsistent with market data2. 

Common sense says the same: routine events in the 
FTSE 100 Index would only occur once in hundreds 
of years of observations if returns were normally dis-
tributed.

Only a tail model that’s consistent with the data 

can make reliable predictions.

While a one day move up or down may cause some 
alarm, it’s the large multi-day returns that can really 
test the strength of a long or short position. In the 
aftermath of the U.K. referendum last July, the FTSE 
100 ran up over 9% in a week. As of 1 June 2016, 

our tail model for 5-day returns in the FTSE 100 Index 
said that such an event should be expected every 1.5 
years–so the fact that it happened in July was not a 
shock to anyone with the ability to measure risk3.

The tails of the FTSE 100 have been fattening 

steadily for the past 6 months.

The market risk in the FTSE 100 Index is currently 
very high. The tails of the 5-day returns distribution 
for the FTSE 100 Index began fattening back in Feb-
ruary–long before the snap election call. They are 
much fatter than they were a year ago.

The election outcome may well trigger large reactions 
in the U.K. equity market just as we saw in the wake 
of the U.K. referendum last year. In fact our tail model 
now says that a 5-day gain of 9% should be expect-
ed at least once every 9 months.

But it’s not just short sellers who are at greater risk 
than they were a year ago. The worst 5-day draw-
down in the most recent correction in the FTSE 100 
was a loss of over 6% in February 2016. This is an 
event that our tail model now says should be ex-
pected at least once every 8 months. So it would be 
foolhardy to assume a loss at least this large won’t 
happen again.

And the FTSE 100 tail is now so fat that the aver-
age 5-day loss in excess of the February 2016 level 
is 10%. That hasn’t happened since the summer of 
2011. But the fat tail of the low volatility FTSE 100 
5-day returns distribution now says it is an event that 
we should expect every 2 years.

Volatility contains none of this critical information 
about risk in the U.K. equity market in the run up to 
the June 8th election.

What Just Happened?                          2 June 2017
The FTSE 100 Index shows that volatility tells you nothing about risk.

Volatility in the FTSE 100 Index is lower than it has been since June of 2015. But the tails 
of the returns distribution have been fattening dramatically for the past 6 months. With only 
days to the U.K. election, the probability of large multi-day moves, either up or down, is 
much greater than it was two years ago. The fact that volatility is low contains no information 
about the risks to either long or short positions in the Index.

1 Calculated using the 250 days to 1 June 2017 the standard deviation of daily returns was 80 basis points. 
The mean daily return over that period was 7.7 basis points.
2 See A. Cascon and W. F. Shadwick, The CS Character and Limitations of the Sharpe Ratio. IMCA Journal 
of Investment Consulting, Summer 2006, pp 36-52. There is almost no chance of observing a sample of 250 
draws from a normal distribution with a CS Character of 2.88. But that’s the result for the 250 days to 1 June 
2017.
3 Using the normal model, such a 5-day gain should happen only once in over 6,000 years.
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LEGAL NOTICE

Please read this notice carefully:

The contents of this document are for illustrative and informational purposes only. No information in this document should 
be considered a solicitation or offer to buy or sell any financial instrument or to offer any investment advice or opinion 
as to the suitability of any security in any jurisdiction. All information is subject to change and correction due to market 
conditions and other factors.This document has been created without any regard to the specific investment needs and 
objectives of any party in any jurisdiction. Specific instruments are mentioned in this document but this should not be 
construed in any way as a recommendation to invest in them or in funds or other instruments based on them. They are 
used for informational purposes only. Omega Analysis Limited does not provide investment advice. Investors need to 
seek advice regarding suitability of investing in any securities or investment strategies. Any decisions made on the basis 
of information contained herein are at your sole discretion and should be made with your independent investment advisor.


