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February 16, 2018
Investment Batting Average Peril
In baseball, batting average is a useful statistic. It indicates how frequently the batter
gets on base. The downside of not getting on base is waiting for the next turn at bat.
The risk/reward of taking a turn at bat in baseball is good even with a low batting
average. In investing, batting average can be deceptive because risk may be
asymmetric.
In investing, you can have a high batting average. But one losing trade can wipe out all
of the accumulated gains. This would be the equivalent of a baseball batter being
called out on three strikes and then being permanently banned from the game as a
result. The downside is much greater than the upside. This is asymmetric risk.
On November 24, 2017 the CBOE Volatility Index (VIX) reached an all-time low of 8.56.
Of the 20 lowest VIX closes, 18 occurred in 2017 and 2018. Of the 68 times the VIX
has closed below 10 over the past 27 years, 59 of these occurrences were in 2017 and
2018. Volatility has been very, very low over the past year.

Selling volatility is usually a winning trade. It has a high batting average. Most of the
time, volatility does not change much from day to day. But on some days, volatility may
spike. For example, when Lehman Brothers filed for bankruptcy in September 2008
with $600,000,000,000 in assets, volatility spiked from about 20 at the beginning of the
month to a high of 89 by October 24. A volatility seller would have been wiped out by
this 345% volatility rise.

The VIX has only traded to 50 or higher three times in its history (since April 1, 1993).
One of those three times was earlier this month. Normally when the VIX goes above
30, there is some obvious headline news that is causing widespread investor anxiety.
In this case, the macro investment environment was quiet while stocks plunged and
volatility spiked. It appears that hedge funds who operate privately at the institutional
level of the market may have been the leading cause.
LJM Partners is a Chicago-based hedge fund that was short volatility in their LJM
Preservation and Growth Fund. In the scramble to cover their short-volatility trade, LJM
and other institutions in the same position placed significant downside pressure on the
stock market. After posting positive results in every year since the fund launched in
2006, it lost over 80% of its value this month. This is asymmetric risk. This is a high
batting average in a losing investment. LJM is not the only fund to have run into
asymmetric risk this month. Traders/sponsors of inverse VIX securities, including Credit
Suisse, suffered losses and some of these securities are being permanently retired.
Part of our approach to money management is to avoid investments involving negative
asymmetric risk. We start by considering how much money we might lose in an
investment before we think about how much we might make. This is a key ingredient to
how we grow and protect wealth over time.

Give Us a Call Today
We invite you to give us a call at (415) 249-6337, visit www.deltaim.com or email
us at info@deltaim.com if you have questions about how we can assist you in
managing your investment accounts.
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