The Black Swan Model

Idea In Short

Black Swan Events are extremely rare events, often with large negative consequences.
These events cannot be predicted beforehand, but may seem obvious in hindsight. Reliance
on standard forecasting tools and models can both, fail to predict and potentially increase
vulnerability to black swans by propagating risk and offering false security.

This type of event is something which can bring a lot to the market or can make a big
change in the way the world looks. It is impossible to predict the occurrence of such an
event at any given time or place

Origin

Nassim Nicolas Taleb, in his book, The Black Swan, first introduced the black swan model as
an idea that demonstrated how impossible it is to predict black swan events, unless one has
knowledge about every single entity that exists in a certain time and place. According to
Wikipedia:

The black swan Theory or theory of black swan events is a metaphor that describes
an event that comes as a surprise, has a major effect, and is often inappropriately
rationalised after the fact with the benefit of hindsight.

Taleb wrote about the idea of Black swan in 2007 prior to the financial crisis of 2008.
However, in 1697, Dutch explorers led by Willem de Flamin became the first Europeans to
see black swans in Western Australia. The term later changed to the idea that what was
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perceived as impossible would later be disproved.

Characteristics Of Black Swan Events

Taleb argued that black swan events are so rare that they are impossible to foresee. Hence,
it is important to always assume that black swan events are a possibility and try to plan
accordingly. Yet, black swan events will still result in devastating consequences. Using the
ideas of the 2008 financial crisis and the black swan concept, Taleb later argued that
allowing broken systems to fail actually strengthens them against future black swan event
cataclysms. He also argued, conversely, that systems that are supported and insulated from
risk are ultimately more vulnerable to catastrophic losses when faced with rare and
unpredictable events. Based on Taleb criteria:

1. This event is a surprise (to the observer) as so rare that even the possibility that it
might occur is unknown;

2. The impact of the event is significant in both macro and micro level

3. After the first instance of the event is recorded, it is rationalized in hindsight as if it
had been expected. That is, relevant data were available but were not considered in
risk mitigation programs. The same applies to the individual's personal perception

According to Taleb the standard tools of probability and prediction, such as the normal
distribution, do not apply since they depend on a large population and past sample sizes
that are never available for rare events by definition. Extrapolating, or utilizing statistics
based on past occurrences, is not useful to predict black swan events; such predictions may
potentially make us more vulnerable to such random events with devastating consequences.

Description

The black swan Theory refers to large-scale unanticipated occurrences that are difficult to
forecast. There is no scientific model that can forecast these occurrences. These
occurrences occur not just in business, politics, and nature, but also in financial markets.
The occurrences are of significant scale and can be characterized as either positive or
negative black swan events. A positive black swan occurrence is one that has a beneficial
consequence. For example, the Internet enabled us to communicate with nearly everyone
on the planet. Nobody considered it, yet the advantages are enormous and growing by the
day. A negative black swan event is one with a negative consequence or a big size. Such as
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the September 11th World Trade Center attack or the Lehman Brothers collapse. Both
incidents prompted a global financial market crisis. Another distinguishing feature of black
swan occurrences is that they do not repeat again, making modeling them challenging. The
2008 Lehman Brothers bankruptcy was one such incident that caught the financial markets
off guard. It caused a rippling effect not only in US markets, but in financial markets all
around the world. There is no doubt that the risk of another Lehman is significant, but the
standards for lending or borrowing are more severe now extending credit to customers
which could well help in stopping such an event across the world. Although black swan
incidents appear to have a negative connotation, the notion is not limited to unpleasant
events. The individual's viewpoint determines whether the incident is favourable or
negative. A horrible day in the stock market, for example, may be viewed as a favorable
event by an investor with aggressive short positions but as a bad one by an investor who

has significantly invested in the market.

Dynamics Of Black Swan Events

When the gap between what we know and what we think we know grows dangerously large,
a "black swan" occurs. This idea is linked to uncertainty and learning. A black swan incident
frequently takes the spectator by surprise. The black swan occurrence, on the other hand, is
very much dependent on the observer. What is a black swan surprise to a turkey is not a
black swan surprise to its butcher; hence, the essential goal is to avoid becoming the
turkey by studying and finding areas of weakness in order to prevent surprises. All kinds of
events have an impact on the stock and other financial markets. Black Monday, the 1987
stock market meltdown, and the dotcom boom of 2000 were all relatively "model-able,"
while the September 11 attacks and the COVID-19 pandemic were not. One may claim that
there were red signals in the Bernie Madoff Ponzi scam. The idea is that we all want to know
what will happen in the future, but we can't. We can model and forecast certain things, but
not black swan events, which cause psychological and practical issues:

* |s it possible to predict black swan or is it just luck or fate that determines which
organization will survive and which will fail?

e |Is there a way to do well in a black swan event? Different researchers have
suggested different approaches for managing the black swan event

The KPMG white paper (2013) states that by ensuring the flow of independent and
transparent information within the project, management and project stakeholders will have
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the opportunity to obtain independent project information and avoid catastrophic project
failure no matter how complex or challenging a project is. It is a potentially fatal incident if
not handled appropriately. The following is a summary of some of the traits that have been
shared by many of the black swan incidents that have happened.

e Emergency response and scenario resolution are two very distinct things. It is not
only about responding to the crisis; it is also about seeking solutions to the problem
e Problems should be solved on a regular basis. They are unique solutions that cannot
be replicated using established practices. The root reason of an issue is not always
clear, and it may take extra work on the part of the leadership to identify the
underlying source. Furthermore, the firm may need to try out numerous options

before settling on the ideal one

Employees may be less productive if they are apprehensive, unsure, or preoccupied. As
previously said, a black swan event is a game changer for those who experience it or are
influenced by it. The world will never be the same for them, or for the audience who may
have observed this tragedy unfold. Taleb argues that the 9/11 attack was a black swan
occurrence. Other black swan occurrences include the 2008 credit crisis, the 2008 collapse
of Lehman Brothers, the 2010 BP gulf oil leak, and the 2011 Japanese earthquake and

tsunami.

Notable Black Swan Events

Throughout history, there have been several notable black swan events. Here are five
prominent ones from the finance world:

The 1997 Asian Financial Crisis

The Asian financial crisis of 1997 was a series of currency devaluations that swept
throughout numerous Asian economies, beginning with Thailand's depreciation of the baht
against the US dollar. As a result of the subsequent crisis, Asian currencies fell by up to
38% and worldwide equities fell by over 60%.

The "Dotcom" Crash

Many online enterprises were founded as a result of the significant development in internet
usage in the 1980s and 1990s. However, many of these businesses collapsed after a while.

Think Insights - thinkinsights.net -4-



Furthermore, many of those that were successful were grossly overpriced. Several internet
firms failed between 2000 and 2002, resulting in considerable losses for investors. The
dotcom crash destroyed roughly a trillion dollars in stock value. During the dotcom crash,
the NASDAQ Composite lost 78% of its value.

September 11 Attacks

On September 11, 2001, the NYSE and NASDAQ were closed due to the attack on the Twin
Towers of New York's World Trade Center. Stocks fell during the first trading week
following 9/11, with the stock market losing $1.4 trillion in a week.

The 2008 Global Financial Crisis

Lehman Brothers declared bankruptcy in 2008 as a result of the global financial crisis, the
biggest bankruptcy filing in US history. Over 25,000 Lehman employees were laid off, and
the firm's market worth was reduced by more than $46 billion. Over $10 trillion was
eventually lost in the global equities markets.

Brexit

Many people were taken aback in June 2016 when the United Kingdom voted to exit the
European Union in a referendum. The British pound fell to a 31-year low versus the US dollar
as a result. The Brexit vote wiped out nearly $2 trillion of value in global markets.

Case Study

Hard Seltzer's meteoric rise to $5 billion in revenues in less than five years has been nothing
short of astounding, but could it have been predicted? And what's next in the fast-growing
category's rapid evolution? These are the questions we set out to address in the analysis
that follows. Hard Seltzers are a drink that combines sparkling water, fruit flavors, and
alcohol. They've taken the market by storm, achieving triple-digit sales gains year on year
and causing major supply shortages in the summers of 2018 and 2019. They're appealing to
a younger generation of drinkers and bolstered by social media stardom. Despite a recent
sales slump and growing competition from established Alcohol brands joining the sector, the
White Claw and Truly brands maintain a 75% market share. Both were new to the scene
when they debuted in 2016, but they quickly established a significant competitive edge by
being the first to capitalise on increasing customer requirements and becoming synonymous
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with the category's ascent. When the approach was taken to analyze the data, Trendscope,
a consumer intelligence technology that employs artificial intelligence to absorb, analyze,
and link the discussion topics that millions of people are actively discussing online. With an
89% trend prediction accuracy rating, it transforms this research into a sophisticated
longitudinal understanding of customer behavior and forecasts what's next. To put it to the
test, we examined data from 2016, when White Claw was originally released, to examine
talks around alcoholic beverages. By analyzing the key drivers of online conversation prior
to 2017, it's easy to see that the Hard Seltzer category was ready to take-off. The needs
were present and rapidly growing.

Managing Black Swan Events

A black swan is an unlikely event with three distinct features. It is unexpected, has a
significant impact, and we provide persuasive reasons for how it occurred. Notable black
swan occurrences include Google's phenomenal success, the 9/11 terrorist attacks, and the
1987 stock market crisis. Black swan events dominate our lives. We face them both at a
societal level, such as the rise of religions and in our personal lives, such as the death of
loved ones. There are several reasons why we don't recognise black swan occurrences
before they happen. One part of the explanation is that we are all humans. We concentrate
on learning specifics rather than individual experiences. We frequently harm ourselves by
focusing on what we know. We all have prejudices that we frequently ignore. As a result, we
undervalue possibilities and hazards. We have a tendency to simplify, classify, and explain
occurrences. We sometimes dismiss some circumstances as impossible. Our fixation on
insignificant and unimportant occurrences is dangerous. We do not comprehend everything.
Significant occurrences continue to surprise and frustrate our efforts to achieve specific
goals. There are several easy techniques for dealing with black swan incidents. To avoid
unpleasant shocks in life, plan for the worst-case situation. In the Choiceology podcast,
titted The Power of Negative Thinking, Annie Duke shares a perspective on negative
thinking to reasonably identify risks that could result in black swan events.

Where positive thinking and negative thinking actually diverge is in thinking about
the route that you get there. So with positive thinking, you're imagining this positive
goal and saying, "I'm going to succeed along the way." And you're sort of imagining
successfully making it to the goal and how that's going to feel and conquering the
world. With negative thinking, what you do is you imagine the exact same goal, but
you say to yourself, "Let me imagine that | failed to reach this goal. So | was trying to
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reach the same goal, but let me imagine that | actually failed to do so. Why did that
happen?" Gabriele Oettingen at NYU really has a lot of very deep work on this,
showing that you're actually much more likely to succeed if you imagine that you
failed to reach this positive goal than if you just imagine that you succeed at that
positive goal. And part of the reason for that probably is that you just identify the
obstacles that are going to stand in your way, and then having done that, you can
actually do something about them to reduce the chance that they actually trip you
up, or cause you to quit, or derail you on your way to the goal that you're trying to
reach. The other thing | think it does is it prepares you to not get derailed when the
bad thing happens, because you can make a plan in advance for what you're going
to do if something goes wrong. So the biggest advice that | have for people to
improve their decision-making by using the power of negative thinking is to realize
that imagining failure is not really a bad thing. It might cause you a little distress right
now, but what it's going to do is be very protective of the future version of you
because the future version of you is really going to increase the chances that that
future version of you succeeds. What you know from Gary Klein's work on pre-
mortems where you imagine failure in advance, it's a similar concept, is that when
people are sort of generating ideas about what the obstacles are that might stand in
the path of success, that when you do a pre-mortem, you actually generate about
30% more content, like ideas about what might stand in the way of success. And the
more of that future landscape that you can identify, obviously the better you're
going to be able to navigate it, the better you're going to be able to prepare for it,
the better you're going to be able to avoid those obstacles or react to those
obstacles more rationally when they happen to appear. And that's all going to really

increase the chances that you succeed.

Bookmark this

Summary

A Black Swan event is an event in human history that was unprecedented and unexpected at
the point in time it occurred. They are random, unexpected, but high-impact events. These
events are considered outliers, because there is no past data which can point towards its
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occurrence in the foreseeable future. However, after evaluating the surrounding context,
domain experts (and in some cases even laymen) can usually conclude that it was bound to
happen. Even though some parameters may differ (such as the event's time, location, or
specific type), it is likely that similar incidents have had similar effects in the past. Taleb
outlined the three defining attributes of a black swan event:

1. An event that is unpredictable

2. A black swan event results in severe and widespread consequences

3. After the occurrence of a black swan event, people will rationalize the event as
having been predictable (known as the hindsight bias)

The black swan events are of high magnitude and can be classified as positive or negative.
A positive black swan event would be the one which has a positive outcome, whilst a
negative black swan event would be the one which has a negative outcome or large
magnitude. Another important characteristic of black swan events is that they do not repeat
themselves, hence it is difficult to model them.
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