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What Just Happened?
12 September 2016
From ‘Low Volatility’ ETFs to the VIX, on Friday September 9th Market Risk Was
Pretty Much Business as Usual.

Market moves in US equities on Friday generated headlines. If they came as a shock to you,
your risk system needs help.
From the worst loss since June in the S&P 500, to the volatility of ‘Low Volatility’ ETFs, to
the surge in the VIX, there was nothing remarkable given the daily risk levels we observed
before Labour Day.
The S&P 500 had its worst day since June,
but...
The loss of 2.45% in the S&P 500, the biggest daily
drop since June, was not even close to breaching the
99% VaR level. At the end of August that was 3.2%.
So every 100 days, on average, we should expect to
see the Index drop by at least 3.2%.
A loss at least as great as Friday’s is much more commonplace. It should be expected one day in 58 according to our tail fit a week ago. And, in fact, the last
one was 54 trading days ago. In other words a case
of ‘dog bites man’, rather than the newsworthy ‘man
bites dog’.

Low Volatility doesn’t always mean low risk
Volatility is only a primitive indicator of risk. As Cascon and Shadwick showed1, units of standard deviation don’t measure the same thing when returns
come from different distributions.
So even knowing that one asset has higher volatility than another doesn’t necessarily tell you anything
about their relative downside risk exposure. Unless
some assumption is made about the distribution of
returns, there is no way to turn volatility into a probability of loss. And the standard, unacknowledged,
assumption that returns are normally distributed, is
hopelessly at odds with reality.
The Bloomberg article “Low Volatility Stocks Got
Volatile as U.S. Stock Market Sold Off” 2 cited losses
exceeding those in the S&P 500 index Friday. Portfolios intended to have low volatility did indeed have a
rougher ride than the Index. PowerShares S&P 500
Low Volatility portfolio (down 2.95%) and the iShares
Edge MSCI Min Vol USA ETF (down 2.69%) are
formed from ‘low volatility’ US equities.

Both are less risky than the S&P 500 Index as measured by their 99% VaR and Expected Shortfall (ES)
levels. But a breach of the 99% VaR level happens on
average every 100 days. With VaRs of 2.3% the Friday losses in the Low Volatility portfolios were nothing shocking. They were moderate VaR breaches and
far from breaching their ES estimates.

‘Low Volatility’ comes with Different Volatilities
Bloomberg also cited outsize losses in three stocks
which are held by both the PowerShares and iShares
low volatility portfolios. Reynolds American Inc.
(down 5.4%) had its worst day since 2014 while
American Tower Corp. (down over 5.2%) fell the most
since 2013.
While the volatility of these stocks may be low by the
criteria of PowerShares and iShares, both have 99%
VaR levels above those of the S&P 500 itself. Their
Friday losses were VaR breaches, but well within their
ES levels.
The third stock cited by Bloomberg, Sysco Corp. is,
in fact, a much lower risk exemplar of Low Volatility. Its loss of 5.3% was the only mild surprise of the
three. But at current risk levels even this loss should
have been observed once every 345 days.

Finally, the Fear Index took Fright
Friday’s market scares managed to wake up the VIX
which rose almost 40% on the day. But as of the Friday close before Labour Day, the ES for short VIX
was 38.3% so Friday’s jump was, just barely, another
ES breach.
So, for all the resultant sound and fury, nothing very
exciting happened on Friday September 9, 2016, at
least for those with good risk assessment.
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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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