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Momentous Events
Until a Dutch explorer discovered black swans in Australia
in 1697, there was a commonly held belief in the western
world that all swans were white. While interesting enough,
the black swan was then relegated to the realm of zoological
research until 1876 when Pyotr Illyich Tchaikovsky composed
his wonderful ballet Swan Lake. The financial adaptation of
the black swan is generally attributed to Nassim Nicholas
Taleb in his books Fooled By Randomness (2001) and The
Black Swan (2007).
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As I will describe in some detail shortly, a Black Swan is a totally unexpected and unpredictable event
that has significant consequences. While some of this discussion may be a tad dry and academic, it
is particularly relevant today for two reasons. First, we may be experiencing perhaps the ultimate
Black Swan with the Covid-19 pandemic although some, including Dr. Taleb, argue that it was in fact
foreseeable and therefore does not qualify as a Black Swan event (Taleb calls predictable events White
Swans). Frankly, it doesn’t really matter whether it is a Black Swan event because it is highly significant
and consequential. Second, concern about potential Black Swans has always been one component of
our thinking when structuring portfolios.

A Primer on Black Swans
Dr. Taleb defines a Black Swan as an event with the following three characteristics:
• It is extremely rare and unpredictable
• The consequences of the event are very significant and can be catastrophic
• In hindsight, there is widespread belief that the event was in fact obvious and predictable
Black Swans are commonly associated with finance, but they can also occur in other arenas such
as weather, politics, the arts, and publishing. As just one example of a non-financial Black Swan,
the collapse of the Soviet Union in 1991 was basically unforeseen and had significant geopolitical
consequences. Black Swans typically carry a negative connotation but they can in fact be positive
as well. For example, drugs that are designed to treat one disease are sometimes found to have
significant therapeutic impact on other illnesses.
Humans have a very difficult time dealing with Black Swans because of a number of inherent biases
and psychological mechanisms that most of us require to function. They basically boil down to the
fact that we draw comfort and security from the familiar and have a difficult time contemplating the
unimaginable. First, is a concept called Self-Deception in which we believe we know more than we
actually do; this is also sometimes known as Overconfidence Bias. Another important limit on our
ability to comprehend extreme events is Confirmation Bias in which we look for data that confirm
pre-existing beliefs and ignore information that conflicts with those beliefs. A third is Experiential
Bias in which we somewhat blindly extrapolate recent experience and data into the future. And
finally, there is a phenomenon called Herding Mentality in which we tend to be unduly influenced
by others and unable to think and act independently. If you find these concepts interesting, there
is an entire field of economics called Behavioral Finance that includes some readable books such
as Michael Lewis’s The Undoing Project: A Friendship That Changed Our Minds.
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Perhaps the most important implication of Black Swans is that standard statistical techniques
underestimate risk in certain arenas. You are probably familiar with the Bell Shaped Curve that
correctly describes the probabilities associated with the outcomes of coin tosses, roulette wheel
spins, dice throws, and so on. Similarly, the curve accurately describes things like height and weight
for the population as a whole because one extreme outlier does not significantly impact the entire
distribution. But, the bell shaped curve can fail miserably in assessing the probability of random
extremes like stock market crashes, weather events, and pandemics. The key point is that many
of the risk models commonly used by banks, insurance companies, and financial analysts do not
capture the true nature and magnitude of risk because they assign miniscule probabilities to events
that do actually occur. In fact, Taleb argues that these models are very dangerous because they lull
society into a false sense of security. While we do use these statistical models at Diversified Trust,
we view them with appropriate caution and incorporate intuition and other non-quantifiable risk
measures as well. In a later section of this paper, we evaluate various methods for dealing with
Black Swans in investment portfolios.
The existence of Black Swans has a number of interesting and potentially controversial implications
for our current world. First, while there are certainly significant benefits to globalization, we now
know that it also entails acute risks in that problems that would have been local make for a global
crisis due to integration, mutual dependence, international travel, and so on. Second, there may
be a problem with very large entities that are “too big to fail.” A great current example is the meat
packing industry that is highly concentrated in a small number of large producers that are national
in scope and quite efficient. But, the Covid-19 virus has shut down a number of their plants which
has severely strained the food supply. Had meat production been more widely distributed among
small producers or even family farms, there might have been less risk of a national shortage although
such a structure would certainly have been less productive and more expensive. This is akin to
the idea of diversification in investment portfolios. Third, the possibility of a Black Swan certainly
brings into question the widespread use of debt since highly leveraged individuals, companies, or
governments have a much more difficult time surviving a shock. (See my paper Debt: Neither a
Borrower Nor a Lender Be which was published on May 5, 2020) Finally, Taleb argues that rescuing
some of the victims of a Black Swan Event potentially makes the impact of the next one even more
severe because it leads to unpreparedness and excessive risk taking. It will be very interesting to
look back on the current situation as compared to the Great Financial Crisis in 2008-09 to see if
there were lessons learned or simply repetition of the same mistakes. Now, I will describe a couple
of notable Black Swans that are both interesting and quite instructive. I will confine the discussion
to historical examples where we have the benefit of perspective.
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October 19, 1987
Leading up to October of 1987, everything seemed normal in the financial world.

S&P 500 (9/1982-9/1987)

As shown in the above chart, stock prices had been moving upward for five years, but not at an
unsustainable or frenetic pace. Stock valuations were somewhat above normal as measured by
a Shiller P/E of 17.9 versus the long term average up to that point of 15, but such a valuation was
not unreasonable given that inflation had declined from in excess of 12% in the early 1980’s to
4.5% and interest rates likewise fell from 15% to 8.5%. Moreover, the economy was humming along
nicely at a very healthy growth rate of about 4%. In other words, all was well. Then, literally out of
nowhere, the Black Swan occurred.
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DOW JONES (1987-06-19 THROUGH 1988-01-19)

As indicated, the market dropped 22.6% in a single day which was almost twice the size of the
previous largest decline which occurred in October of 1929. The immediate cause of the crash
is generally thought to have been the impact of computerized trading programs that totally
overwhelmed the infrastructure of the stock market although there are other explanations as well.
These various theories are consistent with the third requirement of a Black Swan that there is
widespread belief after the fact that the event can be readily explained and was actually foreseeable.
The truly important point is that standard risk models indicated that the probability of a crash of
this magnitude was one in many billions; but, it occurred nonetheless.
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Long Term Capital Management (LTCM)
LTCM was a hedge fund managed by a number of Wall Street veterans as well as two future Nobel
Laureates. The firm’s strategy was to exploit minor discrepancies in the pricing of related securities
and to magnify returns using significant leverage. For example, Danish mortgage backed securities
typically provided a yield that was 1% in excess of plain vanilla Danish government bonds. Let’s
assume that the current spread was actually 1.5%. LTCM would purchase the mortgage bond and
short an equivalent amount of the government bonds under the assumption that the spread would
return to its normal level and the position could be unwound profitably. Because there were both
long and short positions, the fund was not exposed to changes in the overall level of interest rates.
This strategy was repeated in a wide variety of security types and across many markets throughout
the world. Most striking is the fact that the firm entered 1998 with leverage of 25 to 1; equity of
$4.7 billion and debt of $124.5 billion. During the first three years of operation, LTCM generated
enviable returns of 21%, 43%, and 41%, respectively. Here is what happened next:

The explanation for the collapse is somewhat complicated but a number of geopolitical and financial
factors led to spreads on most types of securities widening rather than returning to normal levels. In
the Danish bond example, rather than regressing from 1.5% to the normal 1% level, the spread actually
approached 5% which was fatal for a highly leveraged position.

continued on next page >

W H I T E PA P E R |

6

Several outside organizations then stepped in to inject funds to facilitate an orderly liquidation which
was ultimately successful, but the management of LTCM and their investors were wiped out. The key
point is that their models did not contemplate previously unthinkable, simultaneous moves in global
markets. But, they occurred. And, a good lesson for those of us who are involved in selecting managers
and funds is that truly understanding the underlying strategy and its risks are much more important
than a seductive track record.

Fukushima Nuclear Disaster
On March 11, 2011, an earthquake in Japan was detected by the sensors at the Fukushima Daiichi
nuclear plant which immediately resulted in the shutdown of its reactors. However, the earthquake was
followed by a 46 foot tsunami that breached the seawall surrounding the plant flooding the basement
and knocking out the diesel generators that operated the pumps critical to cooling the reactors. The
result was three reactor meltdowns, three hydrogen explosions, and a massive release of contamination
into the sea and surrounding land area. A twenty kilometer area was evacuated displacing more than
one hundred and fifty thousand people.
The long term impacts of the disaster will not be known for some time, but traces of the contamination
have been found as far away as California. There were no immediate casulaties, but the World Health
Organization predicts a 70% increase in the chance of thyroid cancer for those children who were
exposed. The ultimate cost of the cleanup will approach $1 trillion, and perhaps most ominously,
the 30% decrease in generating capacity resulting from the shutdown of Japan’s nuclear reactors
is being replaced with coal fired plants that will contribute to air pollution and increase reliance on
foreign sources of coal. The National Diet of Japan’s official report on the disaster asserted that the
event was foreseeable and resulted from inadequate risk assessment, among other shortcomings.
Remember that the third requirement for a Black Swan event is that hindsight makes the event
predictable and explainable.
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J.K. Rowling
To end this section on a happier note, let’s consider an uplifting Black Swan. While sitting on a delayed
train from Manchster to London, J.K. Rowling had the initial idea for a book about a boy attending a
wizardry school, and immediately began to write upon reaching her flat in London. She continued to
work on her manuscript after moving to Portugal where she met and married her husband and then
gave birth to a daughter. Unfortunately, the marriage did not last so she and her daughter moved to
Edinburgh, Scotland in 1993 with only three chapters of the book completed. For the next two years, she
lived on welfare benefits while working on the book, primarily in coffee shops, which was finished in
1995. A literary agent agreed to represent her and the manuscript was submitted to twelve publishers,
all of whom rejected it. Finally, the London publishing house Bloomsbury agreed to publish it after
receiving a resounding endorsement from the Chairman’s young daughter who read the first chapter.
The initial printing run was 1,000 copies, 500 of which were distributed to libraries. The Harry Potter
series consists of seven books whose sales have exceeded 500 million volumes, the most successful
book series in history. And, the books have been followed by eight blockbuster movies, theme parks,
and merchandise sales. Rowling was named by Forbes as the first billionaire author and is a noted
humanitarian and philanthropist.

Protection From Black Swans
Hopefully, this has all been interesting, but the real question is how can we protect ourselves in a
world in which Black Swans do occur? Before turning to investment portfolios, a broad maxim is to
get insurance coverage where available and appropriate. This would include property, life, disability,
liability, and health. Unfortunately, policies may not cover some Black Swans and coverage can be
expensive, but it is a good place to start.
With respect to investment portfolios, I will provide several alternative approaches, but it is important
to realize that none of them are foolproof and all have pros and cons.
Strategy 1-Invest without consideration to Black Swans under the assumption that you will be able to
react quickly and adjust your portfolio when one occurs. We do not recommend this approach for two
reasons. First, as demonstrated in several of the examples above, Black Swans often occur very quickly.
Second, in the early stages of an event, it is frequently not at all clear what is actually happening nor
is it obvious what the correct portfolio adjustment might be.
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Strategy 2-Dr. Taleb advocates a “Barbell” strategy that calls for investing
the majority of one’s portfolio, say 85-90%, in very safe investments
such as U.S. Treasury securities and the remainder in investments that
might benefit from positive Black Swans. In particular, he favors venture
capital investments that have a chance of generating outsize returns. As
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venture capital and returns can be poor unless a positive Black Swan
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term in nature and illiquid.
Stratgey 3-Hold equities and perhaps some bonds and hedge the
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are uncertain, if not negative. Second, some of them may cancel each
other out. But, most important, because Black Swans are by definition
not foreseeable, the hedges chosen will not cover all eventualities.

continued on next page >

W H I T E PA P E R |

9

At Diversified Trust, our approach is designed to incorporate the best
features of these strategies, but with the proviso that there remains
considerable uncertainty and some downside risk. We:
• Manage highly diversified portfolios that should provide
downside protection in most scenarios. Over time, they have

ATLANTA
400 Galleria Parkway, Suite 1400
Atlanta, GA 30339

Phone: 770.226.5333

experienced materially smaller drawdowns than the equity
markets during periods of negative returns
• Maintain an allocation to bonds which often benefit from the
“flight to quality” that takes place during times of stress
• Use diversifying strategies that also contribute to relative stability

■

GREENSBORO
701 Green Valley Road, Suite 300
Greensboro, NC 27408

Phone: 336.217.0151

• Recommend an allocation where applicable to private equity

■

including venture capital which offers the potential for positive
Black Swans
• Make moderate asset allocation changes as situations unfold
• Are always evaluating new and different strategies that may

MEMPHIS
6075 Poplar Avenue, Suite 900
Memphis, TN 38119

Phone: 901.761.7979

afford protection from unexpected events
■

This approach is designed to provide both reasonable returns and
protection without resorting to hedges that are often expensive and may
not actually provide the expected security. But, once again, neither this
nor any of the other approaches are failsafe which means that we must
all live with some measure of uncertainty. Critically, we do not suffer

NASHVILLE
3102 West End Avenue, Suite 600
Nashville, TN 37203

Phone: 615.386.7302

from Overconfidence Bias being acutely aware of what we do and do not
know and are always worrying about what Black Swan may be lurking
just around the corner. That is what it means to be a fiduciary!
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