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The Next Macro Event Could Prove Too Much For 
Structurally Fragile Markets

Another macro event, similar to what was seen surrounding China in August, could break what is already a structurally 
fragile market. Although increased regulation and market structure rules have the intention to prevent another flash 
crash or Black Monday, the combination of quantitative easing, increased structured product flow and the rise of short 
volatility exchange-traded products, among other factors, is driving increased market fragility. As dislocations increase, it 
emphasises the need to have active management of volatility risk to add value to a portfolio. Rob McGlinchey reports.

Pierre de Saab, partner and portfolio manager at Dominicé & 
Co., pointed to events in August that show market fragility due to 
increased regulation, both at banks and exchanges level. As fears 
increased surrounding China’s equity markets on August 24, the 
S&P 500 and global equity markets declined sharply, there was no 
calculation in the VIX for 15 minutes, the VVIX surged above 220, 
and it became difficult to price volatility ETPs.

“The result of market regulation is that on August 24, there 
were 1,200 stops in the U.S. equity markets. While half of these 
stops happened because stocks were falling, more surprisingly, 
the other circa-600 stops were due to stocks rebounding too 
much. As a result, many stock ETFs could not be properly 
valued and their quotes began to widen. This is just a flavour 
of how things can go badly,” said de Saab on the portfolio 
manager discussion panel at the Volatility & Tail Risk Hedging 
Educational Event in London on April 19. “Regulators have been 
trying to prevent specific risks from occurring but in a market 
that is structurally fragile, a succession of minor breaks can 
lead to a market shutdown. All these controls at a regulatory 
and market structure level are supposed to safeguard us from 
extreme events such as the ‘Flash Crash’, but a macro event, such 
as [more] bad news on the state of the Chinese economy, could be 
sufficient to break a market that has become structurally fragile 
and ultimately trigger the next crisis.”

Jacob Weinig, founding partner and portfolio manager at 
Malachite Capital Management, highlighted that although efforts 
are being made by regulators to prevent events such as the ‘Flash 
Crash’ or a repeat of the 1987 stock market crash, they do not 
appear to be concerned with the effects regulations may have on 
the volatility markets. He highlighted the Comprehensive Capital 
Analysis and Review (CCAR) as one example of regulations 
being introduced to prevent such events. The CCAR is the Federal 
Reserve’s primary supervisory mechanism for assessing the capital 
adequacy of large, complex banks.

“I do believe that the Fed has protected against the event they 
truly fear, an event where you have massive forced selling in 
equity markets. What the Fed does not appear concerned with 
is the effect that regulations may have on the volatility markets. 
There are a couple of different stress tests that the banks face and 

one is an overnight 30% decline in U.S. equity markets. In that 
same scenario, the one-month implied volatility shift is 14 vols,” 
said Weinig. “While I’m not anticipating a 30% one-day decline 
in markets, and I don’t know where the VIX would go in that 
circumstance – I think everyone would agree that the VIX would 
go above 27.”

Although liquidity has increased in the VIX, for example, and 
the trend of vol selling has shifted from being driven by bank 
proprietary desks to being driven by end users, investors are 
increasingly participating with shorter horizons, noted de Saab. 
As a result, volatility used to be very reactive 2013 and 2014, 
reflecting sentiment among investors to aggressively sell vol 
following a crisis. However, according to de Saab, that pattern 
changed recently.

“In August, after the VIX went from 13 to 55, the vol sellers 
didn’t come back immediately and in January they were starting 
to get negative. So investors were disappointed with long 
VIX positions to protect portfolios in January, but have been 
nevertheless aggressively buying ever since, despite a high cost 
of carry” said de Saab. “The VIX is now around 13 but vol is 
expensive, which means investors are worried and that’s why 
they pay up for vol. Right now vol is expensive and looking at vol 
products around VIX with our own analysis, that inflow to buy vol 
via retail products is at an all-time high. The level of VIX itself 
should not be an indication that we are in a safe environment, there 
is a bigger trend at work now.”

Weinig concurred, noting that investors are becoming 
increasingly dissatisfied with long VIX positions. He used the 
example that, in the last five years, credit funds have been the 
largest buyers of VIX call spreads, which offers an attractive 
payout ratio and suits scenario models managed by risk managers. 
In August, however, despite VIX spot rocketing VIX futures 
were relatively stable, making it difficult for investors to monetize 
protection strategies. On the short vol flow, meanwhile, although 
systematic sellers have been less active this year, short volatility 
trades through many ETPs are becoming increasingly liquid and 
actively traded.

“Massive creation and buy of XIV and SVXY—the inverse 
VXX ETPs— caused net vega exposure in ETPs to go negative in 
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August and September for the first time in history, meaning that 
investors are actually net short volatility through these products. 
It certainly worked out well for these investors at the end of last 
year but what happens next time if this buy-to-dip mentality shifts 
to increased shorting of volatility? What happens should central 
bank are not be there to calm markets and instead of rallying back 
from the circuit breaker on August 24th, the markets continue to go 
down” said Weinig. “All of these people that have loaded into short 
vol—the first thing they are doing is covering—and we view there 
being a major air pocket in implied volatility from these vol ETFs. It 
won’t happen tomorrow, markets and the world, tend not to end, but 
that doesn’t mean we won’t have a major event in the vol markets in 
the near term.”

Not only are U.S. retail investors impacting volatility but the 
increase in issuance of structured products globally is driving 
distortions in equity parameters. As reported by EQDerivatives in 
early April, Korea autocallable issuance is predicted to hit KRW15 
trillion in Q2, while in Q1, the most popular structure—38% of 
issuance—was in S&P 500, Kospi2, Eurostoxx 50 worst-ofs. In 
Japan, meanwhile, there has been a significant pickup in in worstof 
products featuring the Eurostoxx 50 compared to mono-Nikkei 
products. Issuers or banks have to sell vol to hedge their vega 
exposure at issuance but there becomes an inflexion point when this 
vega profile flips and they have to buy back vol as spot declines. 
This puts pressure on equity parameters and allows relative value 
volatility participants to profit from dislocations.

Flow from institutional investors is also leading to dislocations. 
Weinig noted that, similar to the way structured products act, U.S. 
institutional investors are also active in option selling as the low 
interest rates environment and quantitative easing programs from 
central banks drive a search for yield. Those investors typically 

sell worst of knock-in puts on the S&P 500 and Russell 2000. 
Given that the option selling deriving from structured products and 
institutional investors is becoming larger it is requiring banks to 
become more nimble in the way they hedge.

“Banks become the immediate forced sellers as they structure 
different payouts and because flows are so large the banks are 
structuring their underlying hedges in specific ways based on where 
the market goes. If the market gets to a tipping point then it could 
get very ugly very quickly,” noted Weinig.

Given the increase in regulation, structured product issuance 
and the types of investors active in volatility investing, among other 
factors, de Saab and Weinig highlighted that more inefficiencies 
are occurring in the market for relative value volatility funds to 
take advantage of. Also, with the ever changing volatility landscape 
and range of drivers impacting vol-of-vol, volatility funds are best 
placed to deliver value to institutional investor portfolios.

“The trends in vol are not the same as they were a few years ago. 
You also now see some investors explore risk premium concepts 
as a replacement for hedge fund returns. However, what you need 
to remember is that, with so much retail flow, the landscape is 
always changing and you really need active management in this 
environment. A volatility fund manager won’t necessarily be able 
to predict when the next event will come, but he will be able to 
successfully react and come up with the right implementation. 
That’s what experienced volatility managers do,” added de Saab. 
“Also, instead of investors trying to search for the best vol manager 
there is value in having more than one manager. Sometimes clients 
say we like your strategy but we have already invested with a vol 
manager. Why stop at one, the style of what we are doing is so 
diverse that’s why it makes sense to put together different managers 
and then have the potential to achieve a large return profile.”
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