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Risk Control requires realistic estimates of the 
scale and frequency of loss.
Unlike conventional approaches which treat multi-
day returns by applying simplistic formulas to single 
day estimates, Omega Analysis’ risk measurement 
technology for multi-day returns is based on data 
samples of those returns.

Our purely data-driven approach provides accurate 
estimates of 99% Value at Risk (VaR) and Expected 
Shortfall (ES)—the average VaR breach—for Multi-
Day returns in financial markets.
This technology does much more: it allows us to as-
sign realistic probabilities to market losses of any lev-
el. For example, last summer3 we predicted that very 
large losses in the ‘Short VIX’ strategy should have 
been expected within a few months. They material-
ised in February 2018.

Now the 5-day returns data in the S&P 500 Index 
shows that risk has gone from an all time low at the 
end of 2017 to the fattest downside tail ever observed 
(in a history that goes back to 1885).

The risk of a drawdown worse than the one in 
February is now very high.
There is no doubt that equity market volatility is back. 
Many independent analyses from the ‘Buffett indica-
tor’4 to Robert Shiller’s CAPE Index indicate that the 
U.S. equity market is extremely over-valued. Our Un-
stable Expansion Analysis indicates that it will decline 
by more than 50% in the next major downturn.

None of these approaches can predict the timing of 
that collapse, or what event might be the trigger, but 
the recent tech losses have certainly increased mar-
ket jitters. Morgan Stanley’s Chief U.S. Equity analyst 
warned this week: “The selling has just begun and 
this correction will be the biggest since the one we 
experienced in February.”

Our analysis shows that the probability of exceeding 
the February 2018 losses is alarmingly high. Our tail 
model shows that a 5-day drawdown in excess of the 
8.5% lost 6 months ago should be expected once 
every 10 months.

The average such loss is almost 16%–the worst 
5-day loss since October 2008. If that happens the 
long expected equity crash may well be the result.

What Just Happened?                     10 August 2018
There is now a high risk of S&P 500 Index drawdowns much worse than those we 
saw in February 2018.

Amid tech market sell offs and the biggest shift from Growth to Value since the Lehman 
meltdown1 Morgan Stanley’s Chief US Equity Strategist has warned that “The selling has just 
begun. This correction will be the biggest since February”2. This comes at a time when the 
tail of the distribution of 5-day returns in the S&P 500 Index is so fat that a drawdown larger 
than has been experienced since October 2008 is a real danger.
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Figure 1. 5-Day Returns in the S&P 500 Index with the 99% Value at Risk (yellow) and Expected Shortfall 
(red). The ratio of the ES to VaR is a good indicator of the fatness of the tails. It has exploded since Febru-
ary 2018 and the downside tail of 5-Day returns in the S&P 500 Index is fatter than it has ever been before.

1 https://www.zerohedge.com/news/2018-07-31/43-sigma-event-3-day-move-valuegrowth-biggest-lehman-bankruptcy
2 https://www.bloomberg.com/news/articles/2018-07-30/correction-worse-than-february-is-building-morgan-stanley-says
3 What Just Happened Short VIX 14 June 2017 and What Just Happened VIX Again 11 Aug 2017
4 https://www.msn.com/en-us/money/markets/this-favorite-warren-buffett-metric-tells-us-a-stock-market-crash-could-be-coming/ar-BBL7KZy
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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.
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