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What do the Graphs Show me?
The graph below illustrates an idealized distribution curve 
of returns. Most of the time, an investment’s returns occur 
near the center or “peak” of the distribution. When markets 
are doing very well, the returns will fall to the far right of the 
curve. However, at other times, the returns will fall to the left 
or far left of the distribution. Value at Risk is calculated by 
placing a cut-off point on this part of the curve.

There are many different ways to calculate Value at Risk. 
Two major inputs to the calculation are the shape of the 
distribution and where to place the cut-off point. In the 
real world, most return distributions are not as smooth as 
the one shown below. Different mathematical solutions 
accommodate the shape of real world data. Finally, the 
analyst must determine the appropriate location of the VaR 
cut-off point. Usually, cut-offs are set between 95% and 99%.

how is it useful?
Markets experience losses, and occasionally those losses 
are extreme. Investors should be financially and mentally 
prepared to deal with the outcomes of these rare, but 
traumatic, events. Value at Risk describes how much is 
typically lost in a day, month, or quarter when markets 
are at their worst.

What is a Good Number?
Since VaR is a risk metric measuring loss, the smaller 
the VaR, the better. Ideally, the VaR would be 0.0%, but 
no investment carries zero risk. Therefore, it is up to the 
investor to ask what level of occasional loss would be 
acceptable to bear.

What are the limitations?
It is important to remember that VaR does not represent 
the maximum amount one can possibly lose. After 
all, the most one could potentially lose is 100% of an 
investment. VaR is not an absolute number. Rather, VaR 
represents a breakpoint that is exceeded only under 
extreme conditions.

In addition, VaR does not take into account the upside 
potential of an investment. Often times, those asset 
classes or investments with the highest potential for loss, 
also offer the greatest potential for gain.

VaR 

A tail risk metric, Value at Risk  
(VaR) quantifies the amount of  
expected loss under rare-but-extreme 
market conditions. 

Value at Risk

value 
at risk



1-800-789-5323 (U.S. Toll-Free)     (775) 588-0654     Email: sales@informais.com     Visit: www.informais.com
Copyright © 2016 Informa Investment Solutions, Inc. All rights reserved  Informa Investment Solutions

Financial intelligence | 

StatFACtS

Related met-
rics
conditional Value 
at Risk (cVaR): the 
average of the losses 
that fall beyond VaR

pain index: the 
depth, duration, and 
frequency of losses

maximum 
drawdown: the 
largest peak-to-
trough losses

downside Omega: 
the count and scale 
of returns below a 
breakpoint

What are  
typical Values?
Context is all-important 
when analyzing Value 
at Risk. One must take 
the asset class and the 
underlying time period 
into consideration when 
evaluating an investment’s 
VaR. To the right are VaRs 
calculated at a 95% cut-
off level. Not surprisingly, 
equities have had steeper 
VaRs than fixed income, 
with emerging market 
stocks being the worst. In 
addition, the VaRs tended 
to be much worse in the 
2000s. While the 1980s and 
1990s are remembered as 
bull markets, the 2000s 
started and ended with two 
significant bear markets. 
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Value at Risk (95%, monthly): 1986-2012
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Value at Risk (95%, monthly): 1990s
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Value at Risk (95%, monthly): 1980s
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Value at Risk (95%, monthly): 2000s
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Value At Risk

Large Cap US Stocks
Small Cap US Stocks
International Stocks (Developed)
Emerging Markets Stocks
Investment Grade US Bonds
High Yield US Bonds

Created with Zephyr StyleADVISOR. Manager returns supplied by: Morningstar, Inc.

The general equation for  
Value at Risk can be stated as:

Calculating Value at Risk requires different assumptions about the 
variables in the above equation. For example, “c” represents the 
cut-off point along the distribution curve where one sets the VaR 
breakpoint. Values typically fall between 95% to 99%.

The p(x)dx term is the probability density of getting a return with 
value “x”. It addresses the shape of the distribution of returns. 
Zephyr StyleADVISOR provides two options in defining the 
distribution. The first is to use a non-parametric distribution, where 
the historical data is assumed to be representative of all possible 
outcomes. While trivial to calculate, it requires a large amount of 
data in order to be considered robust.

The second option is to use a Cornish-Fisher distribution, which 
assumes the distribution is close to the classic, normal distribution, 
but does have some amount of skewness and kurtosis. Cornish-
Fisher presents a better alternative with smaller data sets. 
However, it does not work well if the data has large degrees of 
skewness or kurtosis.   

January 1986 - December 2012

large cap uS Stocks -4.44% -4.39% -7.43% -7.05%

Small cap uS Stocks -6.25% -7.42% -9.77% -7.48%

international Stocks (developed) -5.60% -5.01% -8.66% -8.06%

Emerging markets Stocks N/a -10.10% -10.09% -9.57%

investment Grade uS bonds -2.58% -1.35% -1.20% -1.21%

high yield uS bonds -3.21% -2.28% -3.20% -2.79%

    
Value at Risk 1980s 1990s 2000s common 

1/86 - 12/12

Note: Emerging market data is incomplete for the 1980s, therefore the value is N/a.
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