
Conventional studies of uncer-
tainty, whether in statistics, eco-
nomics, finance or science have 
largely stayed close to the “bell 
curve”, a symmetrical graph that 
represents a probability distribu-
tion.  If you read a mutual fund 
prospectus, it will supply you with 
some number claiming to measure 
“risk”.  Such measures of future 
uncertainty satisfy our desire to 
simplify by squeezing into one 
number matters that are too rich to 
be described by it.  In addition, 
they provide an illusion of under-
standing the world.3 

 

The bell curve has been presented 
as “normal” for almost two centu-
ries.  The problem is that measures 
of uncertainty using a bell curve 
minimises the possibility of ex-
traordinary events and therefore 
have little meaning or consequence. 
The traditional bell curve way of 
looking at the world begins by fo-
cusing on the ordinary and then 

deals with the exceptions or 
“outliers” as something ancillary to 
what is being measured.  The bell 
curve has “thin tails” in the sense 
that large events are considered 
possible but too rare to be conse-
quential.  In turn, the numbers give 
the users involved a sense of stabil-
ity – an implicitly guaranteed aver-
age.  But many fundamental events 
follow distributions that have “fat 
tails” – namely, a higher probabil-
ity of extreme values that can dis-
tort all things perceived as normal.  
The real world disrupts our compla-
cency with the exceptions.4 

 

Prior to October 1987, for instance, 
who would have thought the stock 
market could plunge 22 per cent in  
a single day?  Or, in another exam-
ple, who could have guessed that 
just ten trading days represent 63 
per cent of the positive returns 
from the stock market for the past 
50 years?5 

 

Before its spectacular collapse, 
most investors, if given half a 
chance, would have jumped on the 
LTCM bandwagon.  Surely if any-
one could make handsome profits it 
would be those who wrote the eco-
nomic theory.  And for a while in-
vestors did profit from the LTCM 
managers’ rare talents.  But the 

“The revolutionary idea that defines the 
boundary between modern times and the 
past is the mastery of risk: the notion 
that the future is more than a whim of 
the gods and that men and women are 
not passive before nature.”1 

 

So begins Peter Bernstein’s masterful 
1998 book about risk, Against the 
Gods.  Unfortunately, it appeared too 
late to caution one organisation. 

 

The American hedge fund, Long-
Term Capital Management (LTCM), 
advised by two Nobel-prize winning 
economists, pegged its maximum risk 
of a single-day loss at US$35 million.  
On 21 August 1998, it lost US$553 
million and almost crippled the 
world’s financial system.  LTCM 
failed to realise that their various 
bets, which seemed quite different 
from one another, were actually 
highly correlated.  The main lesson 
here: expect the unexpected2 

 

We do not know what the future 
holds.  We operate in a world where 
information is incomplete, facts are 
mingled with beliefs, and uncertainty 
- or risk - reigns.  An investor’s goal is 
to understand and to profit from the 
changing expectations of a security’s 
future.  In undertaking that objec-
tive, the investor must be aware of 
the risks involved. 
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from the early Italian risicare: 
“to dare” 



Perhaps risk should be thought of in 
a different way.  One way might be 
to hedge against overconfidence by 
utilising a portfolio that incorpo-
rates a variety of investment strate-
gies, asset classes and markets.  This 
is an attempt to assure the portfo-
lio’s owner that periods of under-
performance in one asset or strategy 
can be offset by the returns of other 
assets and strategies.  In other 
words, if risk cannot be mastered, 
perhaps it can be contained. 

 

In 1987, the American shuttle Chal-
lenger and its crew of seven were 
destroyed in an explosion during 
launch.  A commission discovered a 
severely dysfunctional management 
culture.  Sixteen years and 56 shut-
tle flights later, the shuttle Colum-
bia and its crew of seven disinte-
grated on re-entry.  A subsequent 
investigation revealed many of the 
same organisational problems that 
had doomed Challenger.  The great-
est threat to the shuttle programme 
was not mechanical or technical; it 
was basic human behaviour.9 

To invest is to dare.  However, to 
ignore risk is just plain dumb. 
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investment turned out horribly 
wrong. 

 

If such extraordinary events can and 
do occur, it must all come down to 
plain dumb luck, right? 

 

Therefore, it is not without reason 
academics generally consider inves-
tors with superior results lucky rather 
than skilled and that even trying to 
identify skilful investors is an exercise 
in futility.  If investing is a fair game 
like a coin toss, and you start with a 
sufficiently large sample, some per-
centage of the group will do well by 
virtue of chance.  The key notion is 
that it is impossible to know ahead of 
time which investors will end up as 
the lucky ones.  Since you can’t pre-
dict luck and skills seem irrelevant, 
academics recommend buying passive 
investments such as index funds.6 

 

Warren Buffett, the world’s most suc-
cessful investor, is possibly the single 
greatest refutation of the academics’ 
argument.  His holding company, 
Berkshire Hathaway, has outper-
formed the market for over forty 
years and investors have been well 
rewarded for the risks he has under-
taken.  Lately, Buffett has even wa-
gered that the world’s stock markets 
will not crash for the next 20 years.  
He is believed to have sold US$14 
billion of long-duration index put 
contracts (the right to sell an index at 
a specified price for the next 20 years) 
to pension funds or insurance compa-
nies hoping to keep the premiums 
earned.7 

 

What sets Buffett apart from other 
investors is that he follows a disci-
plined investment process and gives 

considerable weight to all of the risks 
associated with his decisions.  He is 
an expert in “fat-tail” risks and has 
the deep pocket to recover if he is 
wrong.  While many investors try to 
ride or game the market, Buffet care-
fully examines the downside risks. 

 

As former US Treasury Secretary 
Robert Rubin opined, “Any individ-
ual decision can be badly thought 
through, and yet be successful or ex-
ceedingly well thought through, but 
be unsuccessful, because of the recog-
nised possibility of failure in fact oc-
curs.  But over time, more thoughtful 
decision-making will lead to better 
overall results, and more thoughtful 
decision-making can be encouraged 
by evaluating decisions on how well 
they were made rather than on the 
outcome.”8 

 

After an extended period of hand-
some returns, whether from property, 
stocks or alternative investments 
such as commodities, investors be-
come comfortable, complacent and 
even confident.  It is human nature 
to do so.  The past is precursor to the 
future.  Everybody knows that what-
ever has been going up for the past 
five years is going to go up forever. 

 

Right now, millions of investors are 
confidently wagering staggering 
sums, in a manner eerily reminiscent 
of the late ‘90s tech-bubble, that 
property will continue to appreciate.  
Others are betting that the commodi-
ties trend will continue for some time 
yet.  These are all daring investors.  
What about the risks though?  If the 
supremely confident, Nobel-prize 
winning economists of LTCM can get 
it completely wrong, what chance do 
the rest of us mere mortals have? 

Risk ( cont’d) 
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