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How | will talk about risk.

The good old days of qguant quakes and liquidity crises
Some bedtime stories

Classification for (perhaps) actionable purposes.

Regimes

AGENDA



ABOUT THIS



Let 0s parse the title of t he

RISKS, FAST AND SLOW



Merriam -Webster: possibility of loss or injury

Elroy Dimson: "Risk means more things can happen than will happen.” It is not standard
deviation. It is not variability. It is this sense that the future events are highly variable and
unknowable that gives us the best sense for risk.

common practice- touse sand call 1t ori sko

| will discuss ways to guess s conditional on current information
Which is clearly

o Epistemology
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0 F a 9 using real time data

0S| odwostly not € most)l yeé
NVe know about things like factor exposures that matter
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Fear & Greed Index ...

What emotion is driving the market now?

Now:
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Extreme Extreme
Fear Greed
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Previous Close

Greed

1 Week Ago
Neutral

1 Month Ago
Fear

1 Year Ago
Greed
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5 |postitis easy to identify periods that we can classify into two
or more regimes or states. For example,

NBER Recession
ORIi sk ond vs ORI sk offé

Alpha -seeking vs. liquidity seeking?

o Can we-identify anything (- “that leadsito meaningitl PrediCtions <1
conditioned: on our guess of market State? | -+
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CONTINUED

S {UIRWEICa USHIOOK] WP ] «
Implied Vol (VIX)
Implied correlation (ICJ)
Bloomberg FCON <GO>

IMF toolkit: systematic risk indicators

indicators
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https://sdw.ecb.europa.eu/reports.do?node=1000003268

< > C 558 i@ | sdw.ecb.europa.eu/reports.do

.. ? Help . # Login . & My Settings . € Currency Converter .
Statistical

Data Warehouse Otatistical Data Warehouse

EUROPEAN CEMTRAL BAMNK

Home == Publications = ESREBE Risk Dashboard

4+ Add to my Report
— Publications

+ Statistics Bulletin
*+ Economic Bulletin

* Annexes of statistical press ESRE Risk Dashboard (full report)
releases

— ESRB Risk Dashboard Cover page

1 EsreE Risk Dashboard
(full report)

ESRE Risk Dashboard

Table of contents

T cover page 1. Interlinkages and composite measures of systemic risk

*+ Table of contents

*+ 1. Interlinkages and 2. Macro risk

composite measures of

systemic risk 2. Credit risk

* 2. Macro risk 4. Funding & Liquidity
+ 3. Credit risk
+ 4. Funding & Liquidity 5. Market risk
+ 5. Market risk
2l 6. Profitability and Solvency
+ 5. Profitability and N rty
Solvency 7. Structural risk
+ 7. Structural risk
*+ Reports

+ Full Content

+ ECB/Eurosystem policy and
exchange rates

+ Money, credit and banking
*+ Financial corporations

+ Financial markets and interest
rates

+ Macroeconomic and sectoral
statistics

+ Balance of payments and other
external statistics

* Supervisory and prudential
statistics

+ Payments statistics
+ ECB surveys




CONTINUED

2 HEW 00 WE -map | o) data: tO PeliCy ¥ [« 4

TF does [DATA ITEM] actually mean?
FORMATION
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CONTINUED
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S Vany StudieSEaRUNAredS HINoL o USANESTs H=%

Term spread?
Employment?

Spending?

%
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FRED w — 10-Year Treasury Constant Maturity Minus 3-Month Treasury Constant Maturity
6

o ONSIVispread

o]
o}
o}
o}
o}
a
a
= 1985 1990 1995 2005 2010 2015
a Source: Federal Reserve Bank of St. Louis

fred.stlouisfed.org myf.red/g/dCiS
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TERM SPREAD


http://fred.stlouisfed.org/graph/?g=dCiR

Guess
: Create Policy
causalit
Y :> Act on model

(modeling)
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LATHER, RINSE, REPEAT



Could just be the shreems taltking- wishful thinking, but

Seems like there is potential for regime timing

Considerrthea mfdfwngmng

surance /- Loverhedge -

o False positives -> buy toa-much-i

o False negatives. -> suffer from left; -tail exposure

ECONOMIC CONSEQUENCES



VAt iCan We nTer-Ifom market catal?) (s ¥s

Degrees of freedom / concentration of drivers

Entropy measures
Kr i t z @asorpglien Ratio

| goodness of fit

%
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CONTINUED

NADSOIPU O FaH O ¥
% of variance contained in first N principal components

Compare value over short window to value over long window

E.g. 3 weeks vs 1 year

2 QX components of what,-exactly=, s
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http://rpubs.com/davydd/AR_SP100

» Entropy measure:

Sum(Eigen(cor (X))$values * log(eigen( cor (X))$values))
- VioGetifit] ¢

'Y from e.qg. fit of [your favorite model] over trailing window

- HighY -> ofragiYeo,0rloobbwist O
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MORE IDEAS, SAME SPIRIT
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http://rpubs.com/davydd/sp_dof

CONTINUED

S VIOIMENTUM Crasn 4 &

| refer you to excellent papers by Kent Dani el

We might not be able to predict them OUL|
» 6 outtaffGbimsemmpjde | ead to Oregi meso with specific character

%

REGI MES / MARKET OSTAXEOG
MOMENTUM CRASH

istent with this story




> Co-plafolirees hlekidoidf'sk (Amaranth trigger)

» 13F of peers:.

» Camelationrwithth our longybook s withth owr short bookk
» |f welisligyedhiéyeareismanandiwe are smastywetcansniake infekencesrences
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WHAT ARE THE PLAYERS DOING?



HUH! THAT'S 0DD.
/




CONTINUED

S current marketstate typicals| ¥

> |IS hariie:ircg:e"?
o Are We CRangIng regHmMes? ¥

o Entering or exiting fecession:?

SUMMARY : REGI MES / MARKE 0SS
WHATO0OS THE POI NT?






