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Abstract

Investors need to be aware that rare events with an extreme impact that, afterwards,
we think we could have predicted—in short, black swans—happen in the markets.
Those who are trying to measure risk in the financial markets need to carefully
distinguish risk, with its probabilities, from uncertainty, which cannot be measured.
We have become increasingly vulnerable to black swans because our financial

economy has come to play an ever-larger role in our productive economy.

The 20th anniversary of what came to be known as “Black Monday”—19 October
1987—provides a platform for considering, yet again, the role of risk in the financial
markets. On that single day, the Dow Jones Industrial Average dropped from 2,246 to
1,738, an astonishing decline of almost 25 percent that is nearly twice the largest
previous daily decline of 13 percent (24 October 1929). Black Monday was a black
swan.

In his book The Black Swan: The Impact of the Highly Improbable, Nassim Nicholas
Taleb lists three characteristics of a black swan: raritv (it is an outlier). extremeness (it
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carries an extreme impact), and retrospective predictability (after it happens, human
nature enables us to accept it by concocting explanations that make it seem
predictable). Black Monday demonstrates that not only can anything happen in the

stock market; anything does happen.

In this article, | take advantage of the anniversary of Black Monday to explore risk as
a measurable aspect of investing and as an uncertainty that is always with us. We
speak of “forecasts” and “probabilities,” but the application of the laws of probability

to our financial markets is badly misguided. Black swans do occur.

Black swans remind us of uncertainty. What other black swans are lurking beyond the
horizon, waiting to become part of financial market history? The fact is that the
movements of the stock market exhibit a lot of randomness. So, the knowledge that

black swans can and do occur holds important lessons for how we think about risk.

Black swans are one reason that many theorists warn us to beware of using past
Gaussian stock market return patterns and thinking we have defined the bounds by
which we can predict the future. Furthermore, changes in the nature and structure of
our equity markets—and a radical shift in the participants—are making shocking and
unexpected market aberrations ever more probable. Over the past two centuries, the
United States has moved from an agricultural economy to a manufacturing economy,
to a service economy, and to a financial economy—and a global one at that. The
nation is becoming a country where no business actually makes anything. Our
financial intermediaries merely trade pieces of paper, swap stocks and bonds back
and forth with one another, and pay the financial croupiers a veritable fortune.

Moreover, long before the recent wave of complex financial products, observers noted
that the financial system is particularly prone to innovation. Indeed, the value of these
financial “products”—stock market futures and options—has overwhelmed the total
value of the stock market itself. Now, one of the riskiest of derivatives, credit-default
swaps, alone totals $45 trillion, an amazing ninefold increase over the last three
years. These swaps are five times the size of the U.S. national debt and three times
U.S. GDP. We have become increasingly vulnerable to black swans because our

financial economy has swamped our productive economy.

Note: The opinions expressed in this article do not necessarily represent the views of

the Vanauard Groubp’s present manaaement.
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