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Expect the Unexpected (Antarctica)

65° 09' S
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Quantitative Models

* Models are naturally appealing
 We learn to like them in school

« Great under normal conditions
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Expect the Unexpected 2 (Penguin Island)
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Quantitative Models 2

* But ... (quotes):

— Even though many economic and financial variables
have approximately normal distributions, the picture
IS never perfect. Resemblance to truth is not the
same thing as truth. Those outliers and
Imperfections are where the wildness lurks.

— The real trouble with this world of ours is not that it
IS an unreasonable world, nor that it IS a reasonable
one. The commonest kind of trouble is that it Is
nearly reasonable, but not quite. Life is not an
llogicality; yet it is a trap for logicians. It looks just a
little more mathematical and regular than it is; its
exactitude is obvious, but its inexactitude is hidden;
Its wildness lies in walit.
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Quantitative Models 3

e Models are weak under extreme or
unusual conditions

— catastrophes are inherently unpredictable
— catastrophes keep happening

— rarely the same thing twice

NO/MNURA



Understanding Model Limitations

» Blased development samples
* Wrong distributions

 Non-stationary processes

— the world is less well-behaved than we
would have it

* Missing variables

— omitting the unquantifiable
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Expect the Unexpected 3 (Chinstrap Penguin)
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Expect the Unexpected 4 (King Penguin)
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Conclusion

« Models remain essential tools for
business

* Models tend to underestimate risk

* Possible solutions:
— Try to make better models

— Use knowledge of models' [imitations in
making business decisions
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