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ARE MACRO MARKETS SAYING THAT
IMPLIED VOLATILITY IS TOO LOW?

Russell Clark’s
Market Views

“Even before contemplating US –
China relations, or problems in the
Eurozone, markets are sending
signals that market prices of volatility
are too low and about to move
higher.”

Volatility was low at the start of 2007, and then quickly rose through 2007 as the markets fell and stayed
elevated to 2012. While 2018 had two large selloffs, it is noticeable how quickly volatility fell to low levels
again.

VIX in 2018 and so far in 2019 looks to be systematically too low. One way we can see this it to look at the
returns of a put writing strategy on the S&P 500 (WPUT Index). A put writing strategy works well when
investors are bearish and want to buy insurance on the market. This allows the sellers of insurance to make
higher returns, and the WPUT Index shows the returns to investors willing to offer insurance on the market. In
the 2007 to 2009 period the WPUT strategy outperformed the S&P 500. Particularly in 2007 and early 2008, as
high price of VIX in that period meant that puts were sold at an attractive price.
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This is in stark contrast to the performance of WPUT from early 2018 where it has performed much worse than
the S&P 500, even in sell offs. Strong evidence that the market volatility is the wrong price.

With the proliferation of volatility selling and strategies that use volatility targeting, we believe the VIX index
no longer offers a good indicator of future movements in equities. Other lead indicators in the currency and
bond markets still tend to work well and now tend to lead movements in the VIX. They are exhibiting a change
in behaviour, for example high yield bond spreads are beginning to widen again. The Bloomberg Barclay US
Aggregate Corporate Average Option Adjusted Spread (BB US ACA OAS) is beginning to widen again.
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The VIX index has also been highly correlated to movements in the Japanese Yen versus the Korean Won. In a
bull market, Japanese investors are often attracted to higher rates in Korea, while in a bear market, Japanese
investors sell Won to bring capital home. Sharp sell offs in the Korean Won versus the Yen have occurred in
1997, 2007 and 2015. All these periods have seen VIX subsequently move higher. In April and May of 2019,
Korean Won / Japanese Yen (“JPY/KWN”) exchange rates moved from 10.1 to 10.9, not yet a huge move but
maybe a precursor.

The S&P 500 is beginning to underperform versus long dated bonds (TLT Equity). In both 2007 and in 2014,
this marked a period when volatility traded higher.
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Even before contemplating US – China relations, or problems in the Eurozone, markets are sending signals that
market prices of volatility are too low and about to move higher. Market implied volatility looks too low, and
may be the lull before the storm.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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