
options (say covering a 15% market 
drop) tends to be a lot higher than 
that for options nearer the market 
price.  

A high VIX number (say over 20) 
indicates investors are worried; a 
spiking number (say over 80, as in 
2008) suggests the fire exits are too 
few and too small; a low number 
(say under 10) suggests yawn-fest 
complacency. The VIX has closed 
below 10 numerous times this year. 
It could be wilful blindness or igno-
rance, but fear appears to be absent 
from these markets. 

Is this a warning sign? We do not 
know. Something doesn’t feel right 
though. Persistently low volatility 
has set records this year. Low volatil-
ity does not predict higher volatility 
in the immediate future; rather vola-
tility seems to cluster either around  
cheaply or expensively valued mar-
kets. Something else might be going 
on below the surface. 

The 2007/09 financial crisis brought  
the intervention of central bankers 

with their monetary policy experi-
ments (ZIRP, NIRP, QE, etc.). Keep-
ing interest rates low for a decade 
and injecting liquidity at every sign 
of nervousness may have altered in-
vestor behaviour. Fundamental 
analysis and price discovery have 
become largely irrelevant. Yield is 
the only thing that matters today. 

Since the financial crisis, value in-
vesting has been increasingly mar-
ginalised by the price-insensitive, 
passive exchange-traded fund (ETF) 
investing mania as well as by the 
latest strategies in artificial intelli-
gence, machine learning, algorithmic 
trading, and trend following strate-
gies. The problem is that these strate-
gies tend to disregard valuations and 
price signals, and to be backward 
looking. On the other hand, these 
strategies have increased the confi-
dence of investors to ‘buy the dip’. 
Consequently, markets have become 
remarkably stable. 

Out of this stability, some see volatil-
ity as an investment in its own right, 
and one that should be traded. Sell-
ing volatility, broadly defined as any 
trade that relies on the assumption of 
continuing market stability, can also 
generate returns. With interest rates 
at all-time lows shorting volatility 
has become an alternative to fixed 
income for yield-seeking investors.  

Selling volatility can be executed 
explicitly or implicitly. Shorting 
volatility explicitly includes every-
thing from short volatility ETFs to 

“Absence of fluctuations in the market causes 
hidden risks to accumulate with impunity. The 
longer one goes without a market trauma, the 
worse the damage when commotion occurs.” 
                 Antifragile 
           Nassim Nicholas Taleb 

Fear, or degrees of if such as doubt and 
anxiety, is necessary for healthy finan-
cial markets. Otherwise investing 
would be riskless and returns would be 
certain. So what has happened to the 
presence of fear in the markets? 

The industry’s favourite measure of 
fear is the VIX, the Chicago Board 
Options Exchange’s (CBOE) index for 
expectations of near term volatility. 
Options are the right to buy or sell an 
asset, at a specified price, for a speci-
fied period of time. The VIX is con-
structed using the implied volatilities 
on a range of S&P500 index options.  

Think of the VIX as investors’ rolling 
estimate for risk over the next thirty 
days. If the markets have been jittery 
recently, implied volatility will be high 
and nervous investors will be willing to 
pay to insure against market drops. The 
implied volatility for extreme event 
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downturn will probably start from 
unanticipated quarters, perhaps from 
unexpected inflationary pressures or 
from events in the geopolitical space.  

“A dangerous feedback loop now ex-
ists between ultra-low interest rates, 
debt expansion, asset volatility, and 
financial engineering that allocates 
risk based on this same volatility. In 
this self-reflexive loop volatility can 
reinforce itself both lower - and 
higher.”4 

Selling volatility could continue to be 
profitable but, as with the 2008 finan-
cial crisis, volatility can spike unex-
pectedly. When it does, people exer-
cise their options, leaving the writers 
who sold them exposed to losses, 
sometimes catastrophic losses. 

The global multi-trillion dollar short 
volatility trade, in all its forms, is very 
crowded. At this stage, risk-averse 
investors may want to position them-
selves on the other side of the trade, 
and go long in manageable amounts. 
For value investors, buying volatility 
is also reasonably priced.  

Going long volatility will be a waste 
of money if market stability continues 
or if its variance declines further. But 
the same factors that appear so stabi-
lizing can just as easily reverse into a 
contagion of the sudden, synchronous 
and cascading variety.  

Fear is seemingly a thing of the past, 
until it isn’t. 

Sources: 

1. William Koldus, “Be prepared For A Crash, 
The Contrarion, 26 Oct 2017  

2. Christopher Cole, “Volatility and the Alchemy 
of Risk”, Artemis Capital Management, Oct 
2017 

3. Ibid 

4. Ibid 

5. Chart page 1, Federal Reserve Bank of St. 
Lois, CBOE Volatility Index, 13 Nov. 2017 

6. Chart page 2, Guillermo Valencia, MacroWise, 
17 Oct 2017 

 

call and put option writing (selling) 
programmes. You can also buy or sell 
the VIX in the futures market or via an 
ETF. Shorting volatility implicitly in-
volves financial engineering to gener-
ate returns similar to a short option 
portfolio. For instance, corporations 
using debt to buy back shares, improve 
earnings per share and prop up prices. 

Typically, more investors want to pro-
tect themselves against large market 
drops than against small changes in 
prices. Like buying insurance, the 
volatility option purchaser pays a pre-
mium and the seller gets to keep it. 
Yield starved investors have gravitated 
to the trade. 

In fact, a lot of investors seem to be 
betting there will be no future market 
turmoil. As of this past October, there 
was an estimated US$1.5 trillion of 
active short volatility exposure in the 
US equity market alone. Lower volatil-
ity is encouraging even lower volatil-
ity, compressing variance towards the 
zero bound. For some time the 
CBOE’s Skew Ratio, (a statistical 
measure of how popular a trade is), has 
been flashing warning signals because 

volatility trades are now so heavily 
weighed to one side. Skew readings, 
which have previously served as an 
indication of extremely negative mar-
ket outcomes, have stayed elevated for 
so long that these readings may have 
actually numbed investors.1 

To better understand the risk/reward 
asymmetry of shorting volatility, it is 
helpful to be aware of the risks in-
volved. “The investor holding a portfo-
lio of hedged short options receives an 
upfront premium, or yield, in exchange 
for a non-linear risk profile to four key 
exposures 1) Rising Volatility; 2) 
Gamma or Jump Risk; 3) Rising Inter-
est Rates; 4) Unstable Cross-Asset 
Correlations.”2  In other words, you get 
paid for taking on different kinds of 
risk! 

Bear in mind risk “… cannot be de-
stroyed, it can only be shifted through 
time and redistributed in form.”3 

Falling volatility provides the illusion 
of stability but many popular invest-
ment strategies actually contain hidden 
fragilities. These fragilities will be re-
vealed during the next downturn. The 
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