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CONFERENCE REPORT

More than 300 financial services participants attended the 30th annual CBOE Risk Management Conference in 
Bonita Springs, Florida from March 17—19, 2014. The attendees ranged from some of the largest pension plans in the 
Americas, to hedge funds and global sellside institutions. The aim of the CBOE RMC report is to shed further light 
on options related strategies as well as to identify the drivers of the current volatility landscape and how market 
participants can react to it. You will also find a wide array of educational pieces within this report covering areas such 
as weekly options, regulation, option rebalancing and volatility as an asset class.
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THE PROLIFERATION of liquidity 
in volatility products didn’t really 
occur until 2012, eight years after the 
launch of VIX futures and four years 
following the beginning of the global 
financial crisis. Volatility demand 
prior to the launch of VIX futures 
was primarily from long/short equity 
hedge funds in short-dated S&P 500 
put options, and from variable annu-
ity insurance companies in longer-
dated S&P 500 index puts and vari-
ance swaps. 

From 2009 in particular, VIX 
futures and the few available VIX 
ETPs drove steady growth in vola-
tility, at a time when retail invest-
ment in the underlying was on an 
upward curve and demand for tail 
risk protection spiked. Pension funds 
and endowments, as well as funds 
of funds, increasingly allocated into 
quantitative investment strategies 
from sellside firms as well tail-risk 
funds offered by asset managers and 
hedge funds. 

Around two years later, cred-
it investors, particularly, 
began using VIX calls in 
increasing volume to hedge 
their portfolios. According 
to Maneesh Deshpande, 
head of Americas equi-
ty derivatives strategy at 
Barclays, those investors 
have primarily been high 
yield bond funds and other 
credit funds such as CMBS 
funds. Before 2011, they 
typically accessed the mar-
ket through S&P 500 and 
forward variance swaps. 
Although demand for VIX 
calls from credit investors 
paused in 2013, Deshpande 
noted that growth has 
resumed in 2014 and will 
increase further, particu-
larly when you consider 
the correlation benefit. 

“As an equity inves-

tor, using VIX options as a hedge 
means you are taking basis risk, in 
the sense that there is a high correla-
tion between equity vol and equi-
ty markets—it’s not 100%—so you 
could have basis risk where VIX may 
not move as you might expect,” says 
Deshpande. “However, for a cred-
it investor, the correlation between 
credit spreads and equity vol is actu-
ally tighter. So, if equity markets were 
to drift down, the VIX may not spike 
and credit spreads may not spike, 
therefore the VIX is a much better 
hedge for a credit portfolio. So the 
open interest in VIX calls has contin-
ued to go up dramatically and it looks 
like it is here to stay, leading to an 
elevated VIX call skew.”

Growth in tail risk solutions, 
however, is unlikely to maintain 
its growth pattern as risks coming 
from the European sovereign crisis, 
US monetary policy and China, for 
example, ease. Such risks were more 
prevalent post the financial crisis 
when real money investors moved 

away from using diversification as the 
main tool to control risk, and instead 
allocated to tail risk strategies when 
the equity sell-off drove a significant 
increase in asset correlations. 

“Correlations in general in assets 
stayed relatively high from 2008 for 
several years and using diversifica-
tion was not as powerful as before. 
There was therefore a tremendous 
amount of interest for investors to 
look at convexity and at automatic 
ways of controlling risk,” says Desh-
pande. “So these investors therefore 
showed a lot of interest in tail-risk 
funds that were set up to address 
the demand, while the banks set up 
quantitative investment products to 
address the needs, with AUM in these 
products subsequently increasing. A 
lot of the tail risk that looked scary 
over the last few years has abated, 
while the correlations have begun to 
normalise. This has led to demand in 
these products to begin declining.”

The growth of exchange-traded 
products is also likely to be stemmed 

The changing sources of volatility demand has led to more vega being traded in VIX futures and VIX 
exchange-traded products over listed S&P 500 and SPDR S&P 500 ETF options. In a presentation 
on the shifting landscape of volatility products, Maneesh Deshpande, head of Americas equity 
derivatives strategy at Barclays, identifies the changing trends in volatility demands and the likely 
market outlook for the VIX and volatility products. Rob McGlinchey reports.

VIX instruments  
experience vega spike

Three stages in growth of VIX Futures Liquidity

Liquidity increase driven by demand for Volatility by new types of investors
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going forward, despite their benefits 
to family office and private wealth 
investors, which are managed by 
registered investment advisors. ETPs 
have the benefit of being familiar 
to investors, VIX ETPs in particu-
lar don’t require specialised option 
mandates and allow easier alloca-
tion across multiple accounts. Desh-
pande noted that ETPs will remain 
a liquid volatility product, however, 
the investors that have wanted to 
switch into such products have done 
so, therefore leaving limited growth 
potential.

For growth in volatility products, 
the focus at the CBOE RMC was on 
the variable annuity industry. VA 
insurers have been switching into 
target volatility funds in aggressive 
fashion, with Deshpande noting that 
some insurers are only doing new 
business on target volatility funds, 
while existing policy holders are 
being encouraged to switch. This 
is in contrast to the hedging opera-
tions of insurance companies up to 
2010, where they would write put 
options on the S&P 500 but are now 
solely writing puts on volatility tar-
get funds. 

“These funds come in different 
varieties and, what they essential-
ly are, is a dynamic portfolio where 
you constantly rebalancing between 
cash and equities. As a simple exam-
ple, you could say my target vol is 
10% and you make a forecast for the 
S&P 500 realised volatility over the 
next few months—you could real-
ise vol or VIX itself, and based on 
that the expectation for realised vol 
is 20. So you go 50% equities 50% 

cash. Therefore, if your expecta-
tion is 10 vol, you go 100% equities,” 
says Deshpande. “It’s a simple way 
of looking at it but it’s essentially 
what those funds do. Now, the end 
result for the insurance company is 
that it is writing a put on this, the 
vol of this portfolio of this product is 
going to be much more range bound 
because intrinsically inside the asset 
itself you are doing the rebalancing. 
So it results in less spikes compared 
to just a regular equity portfolio and, 
in some sense, there is less need to 
hedge the long-dated vega.”

Barclays estimates that between 
15% and 25% of VA assets are now 
in volatility target / CPPI funds, 
although it warns that there is still 
a significant amount of vega from 
legacy positions which is not fully 
hedged. Deshpande adds that the 
phenomenon of the VA industry 
switching to target volatility funds 
is still just beginning, but that the 
eventual demand for long-dated vol-
atility is likely to come down. “What 
this also means is, if this really takes 
off, the actual realised volatility of 
the market will increase.”

Flow in S&P 500 options from 
long/short equity hedge funds is 
also primed for growth. It comes 
after five years of declining hedge 
fund AUM as such participants were 
underweight equities and therefore 
had less risk to hedge in the S&P 
500. 

“What was happening after 2008 
was that AUM dropped, leverage 
came down as such instruments 
became much more expensive. Also, 
given how the broad equity indices 

have performed relative to equity 
markets—they were not as bullish 
about equities in general. So they 
had less risk to hedge which is why 
that open interest has stagnated,” 
says Deshpande. “Of the five sets of 
investors, this is the one that I am 
most optimistic about. As the equity 
market continues to rally and the 
leverage is coming back into the sys-
tem as AUMs grow, you should see 
an uptick in SPX option liquidity.”

Deshpande notes that the demand 
for volatility in VIX products is like-
ly to stabilise and in some cases, 
decline, while at the same time, the 
increase in volatility supply has 
increased leading to a decline in prof-
itability of the majority of volatil-
ity alpha strategies. He warned that 
although trading the VIX range has 
become a consensus trade, risks of its 
spiking above 20 are prevalent.

“VIX products are certainly begin-
ning to dominate in terms of liquid-
ity over the index options market. 
What we are seeing, in terms of vega, 
there is more vega being traded in 
VIX futures and VIX ETPs, relative to 
index options which are one of the 
most liquid markets in the world,” 
he says. “There was a significant 
demand for volatility that has been 
driven by new entrants into the mar-
ket. The supply of vol has increased 
because the world looks less scary 
and selling vol has been profita-
ble for the last few years. With this 
VIX range, however, it is becoming 
a worrying consensus trade and it 
increases the possibility there could 
be an air-pocket spike up in volatil-
ity past 20.” s

In terms of Open Interest Outstanding, SPX continues to dominate
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: It’s the 30th year of 
the RMC. What’s changed? It seems 
to be such a productive forum for 
investors.

Ed Tilly: RMC has always been a ter-
rific opportunity for us to spend time 
with large institutional investors to 
discuss the latest trends in the risk 
management field. Over the last three 
to five years, the concentration and 
the focus has really been the volatil-
ity story. The record growth in VIX 
options and futures trading is spur-
ring tremendous interest in RMC, 
both domestically and internation-
ally. As the US conference contin-
ues to grow, we’ve added a European 
version. This fall, we’ll be hosting our 
third annual RMC Europe in Ireland.  

: So before volatility, 
what was the focus?

ET: The focus was primarily on using 
broad based indexes, such as SPX, and 
basic overlay strategies.  The idea to 
create the CBOE S&P 500 BuyWrite 
Index (BXM), one of the most popu-
lar options based strategy bench-
marks, was born here about 10 years 
ago. So this has always been the con-
ference for institutional education. 
RMC’s agenda continues to evolve.  
We’ve really turned to volatility and 
added specialized tracks. Insurers, for 
instance, are here in a very big way 
and we have sessions designed for 
insurers with exposure to the S&P 500 
primarily.

: What’s the idea behind 
the insurer move? 

ET: We see them as a growing seg-
ment of the options user baser.  
Embedded in much of the insurance 
product in the market place is expo-
sure to the S&P 500.  So hedging that 
exposure using exchange-listed S&P 
500 Index (SPX) options or through 
customisable FLEX options, is a great 
option for them.  It’s a track we added 
a few years ago, and we’ve received 
positive feedback on it.

: Short-term VIX. Last 
time we spoke in January, the 
futures trading was about to start 
and the plan was to launch options. 
How has the futures trading gone?

ET: We’ve had three successful expi-
rations for VXST futures to date. We’ll 
have another in two days.  The strip 
of options in the weeklys set the price 
for the futures settlement. The sys-
tems operated as they were supposed 
to—we’ve had good, solid settlement 
numbers come out. With the futures 
up and running, we felt confident 
announcing April 10 as the start date 
for Short-Term VIX options.  We think 
the next wave of liquidity will come in 
to the market now that we have a date 
for the options. So April 10 we’ll be off 
to the races.

: Is it too early with just 
three expiries to talk about vol-
umes?

ET: I think so.  As we saw in launching 
VIX futures and options, the options 
volume actually drove the futures. 
The futures provide a settlement 
value for the options. We think it will 
be similar with our Short-Term VIX 
products.  Liquidity will come from 
options market makers and custom-
ers. In order to offset the options risk, 
you’ll see the options market makers 
show up in the futures market. Liquid-
ity in the futures will build as options 
volume builds.

: Where are the vol-
umes at with VIX extended trading 
hours? January you were at an aver-
age 3,000-5,000 per day.

ET: It’s much more now. Our average 
daily volume in VIX futures this year 
is about 210,000 contracts, of which 
about 8% comes from trading outside 
of regular U.S. trading hours. What is 
interesting—we saw this March 3, for 
example—are the spikes in the non-
US trading hours driven by uncertain-
ty. We did 14%, or about 37,000 con-
tracts, in those hours on March 3 as 

the Russia-Ukraine crisis escalated, in 
non-US trading hours.

The spike in volume confirmed the 
sense we had—that there was demand 
out there for volatility hedging when 
we were not open. This was the first 
time we experienced major glob-
al uncertainty, and we had an outlet 
for those looking to move volatility 
in the non-US trading day. We could 
not have been more pleased with the 
liquidity. There was not one big trade. 
There were many, many small trades 
and market quality was good through-
out the session.

: Any other product 
developments? What’s in the pipe-
line?

ET: In the volatility space, we con-
tinue to set records this year. The first 
three months have been strong.  It 
continues to reinforce itself when we 
have the market disruptions we’ve 
had. We don’t wish for those, but 
when they do occur, having the tool 
that investors come to for hedging 
purposes has been terrific.

In the product pipeline, we think 
by the end of the year our partnership 
with CME will bring the 10-year US 
Treasury note volatility contract to the 
market. And, as mentioned, our trad-
ing hour extension initiative will be a 
major focus throughout 2014, as well. 
We announced here at RMC that we 
plan to start 23 ¾ hour trading in VIX 
futures this June. We’ll close for 15 
minutes to reset; then we’ll start a new 
trading day. We’re also preparing to 
offer extended trading hours for SPX 
and VIX options later this year.    

For us, education goes hand in hand 
with product development   We’ve  
recently finished building new space 
for The Options Institute at CBOE 
which includes two brand new, state-
of-the-art classrooms overlooking our 
trading floor. We have a great deal 
of demand coming from China for 
options education.  Groups of 75-80 
representatives from China’s financial 
industry have been coming to CBOE 
regularly to learn about options.  s

Ed Tilly, CBOE chief executive, sat down with Peter Thompson on Monday March 17 for an 
exclusive Q&A to talk about what stage the exchange is at on new product development, the 
extension of trading hours and how the RMC, in its 30th anniversary, has developed in recent years.

CBOE continues  
to set volatility records
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MARKET OFFICIALS dealing with a 
pension fund, foundation and endow-
ment board with an option strategy 
should follow six simple steps, accord-
ing to Meadows Foundtaion interim 
CIO Ryan Bailey. The first three of 
these six steps involve firms explain-
ing the goal of using options, wheth-
er it be for hedging, speculation or 
income, and how options would solve 
the problem of a portfolio as opposed 
to available alternative investments. 
Firms should also be wary of using 
financial jargon in front of boards, 
particularly around payoffs such as 
butterfly spreads, iron condors and 
calendar spreads. 

“Covered calls you can probably get 
away with but some hedging institu-
tional investors, they are not dealing 
with options regularly and dont have 
experience with the instrument. If 
they don’t have experience with the 
instrument and don’t understand it, 
then they are not going to go with it,” 
says Bailey. “I have the entire world 
to choose from to invest in, but I need 

to make options comparable to other 
investments. So this is the way to do 
it, you have to look at mean, standard 
deviation, skew and kurtosis. That’s 
what we, as investors, have. I can’t 
use the options jargon of gamma and 
vega since that pertains specifically to 
options.”

Other focuses for both firms and 
the senior officials at end-institutional 
investors involves managing expec-
tations by being able to explain the 
behaviour of the strategy, while also 
determining how to benchmark it and 
therefore helping to decide where it 

goes in the portfolio. Infrastructure 
is also another key area, according to 
Bailey. 

“What if you could have a margin 
call how do you react to that in light 
of your staff size? If your staff size is 
big, maybe you can handle it, but if 
your staff size is small then you could 
be on the other end of the world when 
you get this margin call and that could 
be a problem,” notes Bailey. “Some of 
your income strategies, it’s like writ-
ing insurance. You want to be able to 
react quickly and you might need to 
ask the board for some leeway on this 
because sometimes the best time to 
write options or insurance is when the 
house is on fire, not at the next board 
meeting.”

Bailey notes that he has experi-
enced a host of pitches where mar-
ket participants tend to push strate-
gies centred on mean and standard 
deviation. He stressed, however, that 
participants must also consider skew 
and kurtosis as well. With skew, for 
example, income strategies that use 
options, which are typically short vol-
atility, are negatively skewed, while 
hedging or speculation strategies, 
which are typically long volatility, are 
positively skewed. 

“A good example of something that 
is negative skew is when making a 
loan. So let’s say you were in 2006 and 

someone shows up in front of you and 
says, ‘hey I would like to borrow some 
money and I’ll give you 6% a year. 
I am married, have a great job and 
have a house that has been appreci-
ating in value over the last five years.’ 
So you collect 6% that year and 6% 
the following year,” says Bailey. “And 
then, with the beginning of the crisis, 
you have the left tail event. Now, that 
house might be down 20—30%, that 
person has lost their job and is now 
getting a divorce—in that situation, 
you wouldn’t make a loan to them. 
That can happen with the left tail and 
is the negative distribution invest-
ment. On the positive side you have 
the hedging strategies which have 
positive skew are typically long vola-
tility. These are the investments that 
feel good to me.”

He adds that pension funds, foun-
dations and endowments will typical-
ly always prefer an investment with a 
higher mean, a lower standard devia-
tion and lower volatility, as well as 
positive skew. “We would rather lose a 
little but have the chance to hit home 
runs. We additionally like lower kurto-
sis,” said Bailey. “If we have a positive 
skew we actually do want lower kur-
tosis as we don’t want that downside, 
which is the fear of a negative event 
happening more frequently than 
expected.” s

Investment managers and other market participants should drop the financial jargon when dealing 
with pension, foundation and endowment boards and understand the full distribution beyond mean 
and standard deviation when pitching option-based investment programmes, according to Ryan 
Bailey, former investment officer and interim chief investment officer at Meadows Foundation. He 
gave his outline for best practices for firms dealing with allocators on the pension, foundation and 
endowment use of options panel. Rob McGlinchey reports.

Bailey outlines best practice 
options approval processes

The pension, foundation and endowment use of options panel.  
Ryan Bailey, far right

“If they don’t have 
experience with the 
instrument and don’t 
understand it, then they 
are not going to go with it”
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Pensions, managers spar on vol as asset class
Buysiders grappled with the question of whether volatil-
ity can be observed as an asset class in a lively institutional 
investor panel session at the conference.

Dennis Davitt, managing principal, chief investment 
officer at Harvest Volatility Fund, told attendees that 
volatility is tough to assign to a particular asset bucket 
when talking to investors. He reflected that a common 
question from investors in general is what market moves 
do they cheer for, noting if volatility goes up, volatility 
funds do not necessarily increase. “I don’t look at volatil-
ity as an asset class,” he said.

Approaching the question from another angle, one 
pension fund manager said as an in-house manager, his 
team doesn’t need to sell the concept in the same way 
as an external manager. He took the view that while it is 
difficult to assign assets to volatility, the pension fund 
he works at can assign risk exposures to volatility man-
agement. “It really comes down to is there a premium to 
harvest in volatility,”  
he said. 

The panel also wrestled 
with some of the politi-
cal constraints that can 
impact the ability of pen-
sion funds to manage vola-
tility and use derivatives in 
general. The pension fund 
manager said now is a per-
fect time for funds to build 
in-house management 
teams because of the talent 
available given downsizing 
in the broker community. 

Tarik Dalton, investment 
manager at the Depart-
ment of State Treasurer of 
North Carolina, however, 
sketched out how the opportunity can hit political hur-
dles. An in-house state pension team would need states 
to pay staff in line with financial market compensation: 
that would be difficult to sell to some state legislators.

S&P 500 variance futures may get margin boost
A change to the margin calculation for the S&P 500 
exchange-traded variance future, which launched in 
May last year, is being discussed—a move market players 
said should help kick start trading.

Speaking on the sidelines of the conference, Rob 
Hocking, product specialist at DRW Trading in Chicago, 
said the current margining setup has led to negligible 
trading. “It’s cost prohibitive to trade the product. Peo-
ple want to trade it, but it ties up too much capital.”

OTC variance margin is at roughly four times vega, so 
to trade 100,000 vega, margin is $400,000. Under the 
Options Clearing Corp approach, the future was facing 
initial margin of 16-20 times vega. So the OTC vs listed 
margin could be $400,000 against $2m.

The CBOE has had word from OCC that in May it plans 
to release a new margin approach allowing some off-
set between variance trades and other positions, which 
should bring down the margin. A further change later 
this year or early next year could see a margining system 

that utilises a vol surface.
Hocking said there is a lot of interest in the product. 

“Since 2008 a lot of people that were familiar with vari-
ance have gone to smaller shops—some to hedge funds. 
So the interest in trading variance is there and it’s peo-
ple that don’t necessarily want to trade it through the 
big banks as customers. They’d like exchange access,” he 
said.

CBOE to pull trigger on 24 hour VIX trading
CBOE Futures Exchange is set to expand VIX futures trad-
ing hours to nearly 24 hours per day on June 22. The move 
follows a trading expansion by five hours, 45 minutes late 
last year.

“VIX has actually become a proxy for worldwide equity 
volatility,” Ed Tilly, CBOE chief executive, told attendees of 
the conference in a keynote speech.

Tilly underscored the importance of the non-US trad-
ing in overall flows. “Approximately 8% of VIX futures 

trading now takes place 
outside of regular US trad-
ing hours. Some days that 
number is as great as 14%.”

The trading week for 
VIX futures will begin 
each Sunday at 5pm Cen-
tral US time and end on 
Friday at 3.15pm. There 
will be a 15 minute break 
between trading Monday 
through Thursday at 3.15-
3.30pm Central.

“New users in the VIX 
futures arena include 
hedge funds and prop 
firms looking to capture 
vol risk premiums and 
small pricing anomalies 

between VIX futures and options and related instru-
ments. We’re also seeing increased use of VIX futures 
calendar spreads by fixed income traders,” Tilly said in 
the keynote speech on day two of the gathering.

Tilly also revealed Joe Levin, the exchange’s long-time 
chief of product development, is retiring in June. “Joe’s 
work in product innovation is prolific,” Tilly reflected. 
Bill Speth is taking over Levin’s slot. 

Ukraine fears highlight VXST vs VIX moves
The CBOE short-term volatility index is seeing rough-
ly twice as much volatility as the longer-term VIX index, 
Dom Salvino, VIX specialist at Group 1, told attendees at 
the conference.

The twists and turns in the Ukrainian political cri-
sis have helped to highlight the relationship between 
VXST and VIX. As tensions mounted March 14, Salvino 
noted VXST moved roughly 15% through the day, while 
VIX moved 8%. As those tensions eased on the follow-
ing Monday 17, VXST moved roughly 16-17%, while VIX 
moved 10%.

VXST is an index use SPX Weeklys options, captur-
ing 9-day expected vol on SPX. Futures on the index 
launched February 13 and VXST options expected to 
launch next quarter. s

CBOE RMC round-up

Delegates networking on the first day of the CBOE RMC
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WITH ASSET ALLOCATION being a 
key determinant of long term port-
folio performance, rebalancing uti-
lising options is increasingly being 
deployed as it reduces risk, provides 
clarity to portfolio behaviour, and 
enhances risk adjusted returns. 

Generally, portfolio rebalanc-
ing involves buying an asset that is 
below its target allocation and mov-
ing to sell the asset that is above 
its target allocation. An increase 
in asset fluctuations would trig-
ger rebalancing. A US pension plan 
might find it difficult to implement 
a strategy that would buy more of 
the asset that is experiencing losses, 
while selling a proportion of an asset 
that has shown gains without having 
an articulated framework in place 
for doing so.  

“We’ve been in this space imple-
menting strategies that effectively 
look at plan asset behaviour and we 
started out with a very basic prem-
ise, which was the hunt for yield that 
was occurring across global mar-
kets. Many people were looking at 
covered call overwriting strategies, 
vol selling strategies on a standalone 
basis,” says Sethi. “When we met 
with what we thought was a very 
gifted state plan a few years ago, 
we learnt a lot about their portfolio 
allocation methodologies and spent 
a lot of time with their gifted risk 
manager, Michael Ruetz, who really 
educated us.  Our thoughts follow-
ing that meeting were why not look 
at behavioural aspects to what they 
are doing natively. Following that, it 
would be interesting to see whether 
that would be the first place to start 
in terms of looking at options strate-
gies which would actually be mate-
rial to the plan’s return and produce 
something that would move the nee-
dle significantly.”

Traditionally, pension plans have 
participated in physical rebalancing, 
which involves buying and selling 
physical assets directly. It is normally 
done at specific times of the month, 
which can reduce the frequency of 

rebalancing and subsequently add 
another variable dependency. Now, 
however, pension plans are increas-
ingly looking to implement option-
based rebalancing, which involves 
the use of exchange traded options. 
Option-based rebalancing can mon-
etise what is in effect a long volatility 
position and allow the plan to retain 
premium should rebalancing not 
occur, thereby providing a significant 
source of income. 

Gladius, which has been managing 
rebalancing programmes since 2011, 
advises institutional clients to par-
ticipate in a blended approach that 
includes both physical and option 
rebalancing.

“How would you buy an asset that 
is going down quite sharply, ie how 
many people would have been buy-
ers with Lehman happening and the 
market crashing? Putting discipline 
into strategies like this which drives 
portfolio rebalancing and alloca-
tion is quite important. It’s not nec-
essarily something we favor doing 
comprehensively for a client—we 
have never said to a client that it’s a 
good idea that you take your entire 
rebalancing strategy or action and 
allocate it all to options. We think 
having some allocation to options 
makes a lot of sense.” 

Options-based rebalancing typi-
cally involves selling options on an 
equity portfo-
lio with strikes 
corresponding 
to rebalanc-
ing triggers. 
Therefore, if 
the upper trig-
ger is hit, the 
plan would 
in effect sell 
equities and 
buy bonds, 
and vice versa. 
Sethi noted 
that although 
options can 
also be sold on 
bonds, bond 

option premiums are much lower 
than in equities and therefore not as 
compelling. 

“What you are doing is taking some 
proportion of your anticipated port-
folio behaviour and working out the 
strike level targets and saying, ‘okay, 
does the amount of premium that 
I am going to collect in here make 
sense for me to do this and collect it 
upfront’?” notes Sethi. “Theoretical-
ly, if you were going to rebalance at 
those points anyway, you are always 
going to be better off collecting some-
thing.  If the rebalance doesn’t occur, 
you end up collecting and monetis-
ing this premium, and this has there-
fore been quite a significant source 
of income for our clients and serves a 
purpose for yield enhancements.”

Implementation of an option based 
rebalancing strategy can often be dif-
ficult as derivative usage on a plan 
level is not a widespread activity 
yet.  “We were fortunate in our first 
foray in the space as we worked with 
an extremely forward thinking part-
ner who had for the most part done 
much of the conceptualisation of 
option based rebalancing in advance 
of working with us, so this facilitated 
the implementation of the strategy.” 
A comprehensive discussion of all 
aspects of implementation and con-
trol is critical to incorporating the 
strategy successfully into a plan. s

Pension funds and foundation and endowments are increasingly considering plan rebalancing 
utilising options. On the Asset Allocation Rebalancing Using Options panel, Pav Sethi, chief 
investment officer and chief executive officer of Gladius Capital Management, discusses how 
dynamic rebalancing has been accomplished in practice. Rob McGlinchey reports. 

Pensions, foundations looking 
to option rebalancing
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THE ECONOMIC thought behind 
the thesis is simple and empirical-
ly proven; writing options yields a 
premium that can be captured by 
option writers. If a rebalancing of 
exposures back to their pre-defined 
target allocations in the SAA is sup-
posed to be systematically applied 
in the portfolio, the outcome at the 
portfolio allocation level should be 
nearly identical to the option-writ-
ing approach. An investor will buy 
equities in case the price declined 
and he will sell equities in case 
the price increased. But instead of 
a simple wait and see approach, 
investors who apply an option-writ-
ing strategy can earn the option 
premium and increase performance 
over time. Indeed, if no bounda-
ry is hit during a particular period, 
investors collect the option premi-
um while the classic approach lacks 
this additional return. 

The paper’s results indicate that 
a simple rule-based option-writ-
ing strategy to rebalance a portfo-
lio using three months out-of-the-
money options with the S&P 500 
index as an underlying returned 
almost 7% a year net from 1997 to 
the end of 2013. This beats buy-
and-hold as well as calendar- and 
trigger-based benchmarks on both 
absolute and risk-adjusted levels 
after taking costs into account.

The case for option writing
The idea of option writing in order 
to collect a risk premium is hard-
ly new as options have been trad-
ed for many centuries—mostly on 
commodities in the earlier days. 
Today, option writing is regarded as 
another source of expected returns 
under certain assumptions. Antti 
Ilmanen at AQR Capital Manage-
ment describes one compelling 
argument for a positive expected 
return in option-writing with the 
observation that the buyer of an 

option is usually interested in 
hedging and hence willing to pay 
a premium to his counterparty 
who sells the option. This thesis is 
supported by the empirical obser-
vation that the implied volatility 
of options is, more often than not, 
higher than the subsequent real-
ised price volatility of the under-
lying asset price, at least in the 
recent past.

The case for rebalancing
The idea of rebalancing the asset 
allocation in a portfolio is as old as 
investing itself. More than 2,200 
years ago the ancient investing 
prescription in the Talmud advised 
men to split their wealth in three 
equal weighted parts; one third 
each in real estate, business and 
cash. It implicitly assumes regu-
lar rebalancing to keep the expo-
sures more or less constant over 
time. It was in the 1960’s when 
Claude Shannon explained at the 
Massachusetts Institute of Tech-
nology that a rebalancing strategy 
on stock markets can add value, 
while decades later Paul Bouchey 
coined the term “volatility harvest-
ing” to describe the idea of exploit-
ing mean reverting price patterns 
of uncorrelated assets. As investors 
of decent experience will acknowl-
edge, equity markets have indeed 
been prone to large price reversals 
in the last decades. More recently, 
we count three significantly posi-
tive phases including the tech bub-
ble in the late 1990’s, the build-
up of the housing bubble between 
2003 and 2007 and the ongoing 
recovery from the 2009 crisis. 
However, these same equity mar-
kets also experienced three mate-
rial drawdowns: the burst of the 
Tech Bubble from 2000 to 2002, 
the global financial crisis in 2008 
and the turbulence in the fall of 
2011. 

SIGLO’s assemblage
SIGLO’s paper is basically an 
assemblage of those two ideas, 
applied to the practical use-case 
experienced by institutional inves-
tors and their constant proportion 
SAAs. Given that option writing 
strategies can offer an additional 
source of positive returns, and with 
rebalancing at the heart of insti-
tutional asset allocation, it seems 
only natural to assemble them into 
one single effort: rebalancing using 
options.

To keep things simple SIGLO 
uses a base case multi-asset class 
portfolio with a SAA of 30% equi-
ties, 50% bonds and 20% direct real 
estate. The upper and lower bound-
aries for equities are set at 33% and 
27% respectively. Popular market 
indexes like the S&P 500 TR, the 
Citigroup WGBI and the WUPIXF 
(listed Swiss real estate funds) were 
used as asset class proxies. If, for 
example, equities decline in value, 
the lower boundary of 27% might 
be hit and the investor is supposed 
to buy equities in order to restore 
the constant proportion SAA allo-
cation of 30% for equities. If, on 
the other hand, equities continue 
to perform well, the upper bound-
ary of 33% of the portfolio might be 
breached and the investor has to 
sell equities in order to reduce their 
exposure and get back in line with 
the SAA. The base case rebalancing 

Today, most institutional investors define a strategic asset allocation (SAA) that governs their 
investments and exposures across all sorts of asset classes. A typical SAA does not only contain a 
particular percentage point but also an upper and a lower boundary for each asset class. In case 
market prices of those asset classes move significantly, the boundaries serve as trigger points 
to buy or sell assets in order to rebalance the portfolio back to the target SAA. Christoph Gort, 
partner at SIGLO Capital Advisors, provides highlights from a research paper, in association with 
the Chicago Board Options Exchange, as to whether investors can rebalance a multi-asset class 
portfolio with such a SAA more systematically and more efficiently by writing call and put options.

Rebalancing using options

“Apart from higher 
net returns and 

better risk-return 
ratios, there is also 

a psychological 
argument for 

rebalancing using 
options”

Christoph Gort,  
SIGLO Capital 

Advisors
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in the paper then is simply defined 
as writing OTM calls and puts with 
the strike levels corresponding to 
the upper and lower boundaries of 
the equity allocation. 

SIGLO uses three different bench-
marks to compare the results for 
rebalancing using options to other 
more traditional approaches. The 
first one is a purely trigger-based 
benchmark that instantly and 
mechanically rebalances when 
boundaries are hit. The second one 
is a mix of calendar and trigger-
based techniques that rebalance 
mechanically at the end of every 
quarter if needed. The third is a 
pure buy-and-hold benchmark. 

Daily data is used for all asset 
classes and all options in the calcu-
lations. The testing period extends 
from December 31, 1996, up to 
December 31, 2013, with all calcu-
lations in USD. The paper relied 
exclusively on data provided by the 
CBOE and only analysed traditional 
S&P 500 index options. 
To check the robust-
ness of the results and to 
screen for more efficient 
ways to rebalance using 
options, SIGLO moreover 
performed a wide range 
of sensitivity analyses. 
However, it was key to 
remain wary of not over-
engineering the research 
process and never aim-
ing to find optimal strat-
egies that maximise his-
torical returns.

Results  
and comments
The study finds that 
rebalancing using 
options enables inves-

tors to systematise their portfo-
lio rebalancing while at the same 
time enhancing portfolio returns 
and return-risk-ratios. Based on the 
sensitivity tests, the most effec-
tive and efficient rebalancing strat-
egy writes a set of multiple three 
months call and put options with 
different strike levels up to the SAA 
boundaries. Relative to a buy-and-
hold approach, the annual return 
increased by 50 bps while the annu-
alised volatility decreased, lead-
ing to a significantly better return-
risk-ratio. Relative to trigger-based 
and calendar-based benchmarks, 
the annualised returns could be 
enhanced by 8 bps and 17 bps, 
respectively, and the return-risk-
ratio increased as well. At the same 
time this simple set of rules also 
reduced the maximum drawdown 
during the entire observation peri-
od by 100 bps.

For a pension fund managing 
$1bn, such a strategy translates 
into a gain of $5m every year, eas-
ily financing the necessary opera-
tional infrastructure plus the trader 
who professionally executes the 
rebalancing using options. Sounds 
like a pretty good deal, right? Now 
think of a pension fund with $10bn 
assets....

Apart from higher net returns 
and better risk-return-ratios, there 
is also a psychological argument 
for rebalancing using options. Dur-
ing the financial crisis of 2008, one 
observed several cases where the 
execution of the planned rebalanc-
ing approach as defined in the SAA 

was questioned by decision-takers. 
Their main argument was based 
on the fact that financial markets 
faced exceptional times where tra-
ditional strategies were not appli-
cable anymore. With the benefit of 
hindsight, one now knows that a 
mechanical rebalancing approach 
would have significantly outper-
formed the majority of the observed 
discretionary decision-takings in 
the longer run. The observations 
during a crisis do not surprise peo-
ple who are familiar with behavio-
ral finance concepts and theories as 
they know that many investors tend 
to be driven by psychological pat-
terns like fear, greed or overconfi-
dence. Therefore, the paper argues 
that rebalancing using options 
helps systematise the rebalancing 
processes. This can be beneficial 
to investors, in particular during 
periods of significant equity market 
reversals, because it enforces the 
required discipline and hopefully 
avoids panic to take over.

Conclusion
In today’s global market environ-
ment with low interest rates and 
increased challenges to build well 
diversified portfolios, new sourc-
es of returns are scarce but highly 
rewarding. Adding double digit 
basis points of extra return per 
annum while lowering the portfo-
lio volatility and at the same time 
systematising the rebalancing 
should therefore quickly find its 
way into most institutional inves-
tors’ toolbox. s
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“In today’s global 
market environment 
with low interest 
rates and increased 
challenges to build  
well diversified 
portfolios, new sources 
of returns are scarce  
but highly rewarding”
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What Is Volatility? 
“Volatility” can mean different 
things. Portfolio volatility (and vari-
ance) may be discussed in three dif-
ferent contexts:

1. Realised volatility–historical vola-
tility, as observed over a specific 
period; 

2. Implied volatility–typically, the 
volatility that is implied in option 
prices;

3. Expected volatility–an expectation 
of, or a forecast for, volatility over a 
specified future period.

The often cited volatility risk pre-
mium is typically discussed as a dif-
ference between an asset’s implied/
expected and its realised volatility. 
Volatility traders often concentrate 
on: 
• Implied to realised volatility – 

which refers to spread, in annu-
alized volatility points, between 
option-implied volatility and the 
subsequent realised volatility of 
the underlying; 

• Volatility skew — systematic 
changes in implied volatility due to 
changes in option strike value (for 
example, the higher implied vola-
tility typically associated with both 
lower strikes on equity 
index options and high-
er strikes on volatility 
options); 

• Volatility term struc-
ture — the level of vola-
tility across tenor (time 
to expiration) for a 
specific option type or 
futures curve;

• Volatility of implied 
volatility — this refers 
to the option-implied 
volatility of volatility 
options.

After this look at how 
market participants dis-
cuss and approach vola-
tility, our next logical 
questions are: Why does 
a volatility risk premium 
exist and persist? Is vola-

tility an asset class, and what are my 
alternatives for managing portfolio 
volatility? Lastly, we touch on strategy 
construction techniques for harvest-
ing the volatility premium. 

For the remainder of this article, 
we will be communicating from the 
perspective of a volatility-selling pro-
gram on broad-based equity indexes 
and volatility indices. Short index vol-
atility strategies have the potential to 
achieve passively generated returns, 
an appealing diversification and risk-
adjusted return benefit. 

Why does a volatility risk 
premium exist and persist? 
Historically, implied volatility exceeds 
its ex-post realised volatility more 
than 80% of the time, meaning that 
option buyers typically pay too much. 
In general, investors are risk-averse, 
and they will pay more than is “fair” 
for the insurance that an option (or 
a volatility exposure) provides by 
buying the downside economic risk. 
There is a similar dynamic in the 
matter of why insurance companies 
are profitable: they receive more in 
insurance premiums than they are 
required to pay in claims. A diversi-
fied portfolio of volatility strategies 
may provide a similar economic gain 

over the long term. 
The most commonly referenced 

implied volatility measure is the 
CBOE S&P 500 Implied Volatility 
Index (VIX). Exhibit 1 displays the 
VIX in relation to the S&P 500 Index. 
Exhibit 2 displays the implied vola-
tility to realised volatility spread, in 
annualized volatility points, of the 
VIX versus the subsequent realised 
volatility of the S&P 500. This spread 
has persisted over various market 
and volatility environments and has 
exceeded subsequent annualized 
realised volatility by 28%, on average, 
since 1990, and 31% since March 2009. 

Is volatility an asset class? 
There is no consensus on this ques-
tion. And quite honestly, it doesn’t 
matter. The same discussion can be 
had of the broad hedge fund uni-
verse or the securitization of insur-
ance-type investments. Exposure to 
volatility (or variance) is expected 
to generate future payoffs with par-
ticular features. The issue is wheth-
er investors will benefit from add-
ing such exposure to their portfolios. 
The important starting point is to 
acknowledge that buying volatility is 
a hedging activity and that selling vol-
atility, whether in equity, commodity, 

By Scott Maidel, senior portfolio manager at Russell Investments

Considerations  
in volatility trading

0 

200 

400 

600 

800 

1000 

1200 

1400 

1600 

1800 

0 

20 

40 

60 

80 

100 

120 

140 

160 

SPX 
VIX 

S&P US Debt 
Downgrade & Euro 
Debt Crisis     VIX = 

48 

US Recession 
VIX = 35 

Bond 
Market Sell-
o� VIX = 20 

Asian Market 
Risk VIX = 37 

LTCM VIX 
= 45 

Tech Bubble 
VIX = 34 

9/11 
Aftermath 
VIX = 43 

Iraq War 
VIX = 45 

Subprime Credit 
Crisis VIX = 80 

Sovereign Debt 
Crisis VIX = 40 

Black Monday VIX 
= 150 

Ja
n 8

6

Ja
n 8

7

Dec 8
7

Dec 8
8

Dec 8
9

Dec 9
0

Dec 9
1

Dec 9
2

Dec 9
3

Dec 9
4

Dec 9
5

Dec 9
6

Dec 9
7

Dec 9
8

Dec 9
9

Dec 0
0

Dec 0
1

Dec 0
2

Dec 0
3

Dec 0
4

Dec 0
5

Dec 0
6

Dec 0
7

Dec 0
8

Dec 0
9

Dec 10
Dec 11

Dec 12

Exhibit 1: VIX vs. S&P 500

Source: Bloomberg, Russell Investments. January 2, 1986 to December 31, 2013.



VOLATILITY TRADING

The CBOE Risk Management Conference Report     |     April 2014     |                                                      11

rates or FX, is a risk-seeking facilita-
tion of hedging flow that demands 
compensation. Whether the investor 
allocates the exposure among equity, 
alternatives or other investments is 
left to individual or plan preference. 

All this said, there is good rea-
son to think of volatility as being a 
new asset class. VIX-style volatility 
options and futures are now available 
for the Vstoxx and the Russell 2000 
Volatility Index; for gold and oil; and 
for some individual securities. One 
volatility trading framework enables 
investors to understand and trade all 
these instruments, even though the 
underlying assets can be from differ-
ent asset classes. We believe investors 
should think twice before closing the 
door on this opportunity.

What are alternative portfolio 
management techniques?  
While there is conceptual overlap 
among the different approaches to 
managing risk, it is important to 
make the distinction between man-
aging overall portfolio volatility with 
traditional portfolio techniques ver-
sus entering into a specific volatility 
trading strategy. 

The landscape for managing vola-
tility includes: 
• Strategically de-risking — holding 

less-risky assets;
• Diversifying — among additional 

asset classes;
• Changing the driver of return 

sources — pure volatility risk-pre-
mium strategies;

• Changing the shape of the return 
distribution — covered call, put 
write, equity replacement strate-
gies;

• Changing the exposure based on 
risk regime — volatility-responsive 
asset allocation.

Strategy construction 
techniques for harvesting 
volatility premium
A few of the most common exam-
ples of return-seeking short vola-
tility strategies are covered calls; 
cash-secured put writes; short delta-
hedged index options; short equi-
ty index variance swaps; and short 
VIX futures. Some volatility strate-
gies include embedded market beta 
(directional) exposure, while some 
can be considered pure exposures 
to volatility. Covered call and put-
write strategies are examples of those 
with embedded directional expo-
sure. Whether investors are utilising 
options, swaps or futures, common to 
the use of any of these instruments is 
the need to specify trading strategy. 

If a strategy is implemented sys-
tematically, its construction can 
define:
• Tenor selection — such as weekly, 

biweekly and monthly options 
or swaps, and front- or back-
month futures. Under normal 
circumstances, for a volatility 
selling strategy, shorter tenor 
instruments should be consid-
ered, due to the speed of time 
decay for options or the mag-
nitude of the term structure 
roll-down, which is typically 
highest for closest-to-maturity 
instruments.
• Strike selection (if appli-
cable) — such as a prede-
fined strike based on option 
moneyness, or delta. This 
selection depends greatly on 
the trader’s skill and experi-
ence, but a general assump-
tion is that out-of-the-mon-
ey options typically have the 
largest gap between implied 
and subsequent realised vola-
tility. 
• Roll diversification — 
by overlapping the matu-

rity cycle, which has an overall 
smoothing effect on strategy risk 
profile. This strategy is operation-
ally more complex, but it may 
reduce investment risk. 

For those seeking to achieve long-
term favorable results, careful imple-
mentation of volatility strategies is 
critical. 

Operational considerations cannot 
be overlooked. They can include: 
• Frequency of settlement require-

ments;
• Availability of listed option strike 

and tenor versus OTC (specific to 
options);

• Margin requirements for listed 
instruments versus OTC;

• Reporting requirements.

Concluding thoughts 
The volatility strategies described 
here are systematically net short over 
long term rolling horizons. From the 
perspective of a short volatility strat-
egy, we believe in diversifying across 
multiple sources of structural volatil-
ity risk premia. Taken together, the 
results offer a compelling reason for 
adding volatility strategies to a diver-
sified portfolio. Diversifying among 
strategies seeks to balance return 
potential with overall portfolio stand-
ard deviation, risk adjusted return 
and diversification benefits. s
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CBOE RMC: The Volatility Roundtable

: How has the volatility market 
progressed in recent years for us to be at a point 
where we consider volatility as an asset class?

Pierre de Saab, Dominicé & Co: If you think about 
volatility as an asset class, you have to look pre-2008 
and post-2008. Prior to 2008, volatility as an asset 
class was not a theme among institutional investors, 
except for volatility traders and a few sophisticated 
investors. When you would pitch that story in 2007, 
you would get the response that, ‘it’s not an asset class, 
volatility moves between 12 — 18 so why I should 
care.’ And then of course, in 2008, that all changed. 
After 2008, volatility really became the big story and 
the key element to fuel that growth was the VXX and 
the subsequent volatility ETNs that were launched. 
In my view, the VIX is a case in point as to how you 
should design financial products. If you think about 
it, the VIX, from the traders’ perspective, is a very 
complex instrument — it’s linear in volatility and there 
is no static hedge. Any volatility specialist normally 
would not want to trade the VIX prior to 2008. Now 
it’s the biggest volatility product out there and it keeps 

on growing even though option volumes stay constant. 
So every time you design a product that appeals to the 
investor or end user and not necessarily to the market 
maker, you have a chance to be successful, and that is 
what the VIX has been.

Scott Maidel, Russell Investments: We have seen a 
big growth in these types of products simply due to 
the fact that a lot of investors are taking a view outside 
of traditional asset class buckets. Realistically, we 
probably won’t achieve any sort of strong consensus 
that volatility is an asset class today, but that doesn’t 
necessarily mean we won’t see that view adopted in the 
future. Although there are many things that I could say 
that could support that, I think that a lot of folks are 
taking more of an overall risk view of their portfolio 
that has led investors to utilise these products more 
heavily. 

Donald Dale, Derivaguard Advisors: I would 
actually step back a bit before the creation of the VIX. 
Although I agree that the VIX has been instrumental 
in creating a heightened awareness of volatility as a 
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separate asset class, there were several developments 
prior to the VIX that were fairly important to creating 
comfort, and a sense that there was a risk management 
perspective associated with listed derivatives in North 
America. Specifically, the movement towards multiple 
listing of single stock options and the movement from 
the preponderance of index orientation from the S&P 
100 Index (OEX) to a broader based S&P 500 Index 
(SPX) product as a primary liquidity source. A very 
important part within volatility and risk management 
was also the decimalisation and the penny increment 
trading of options that has taken place over the last 10 
years. I think those were very instrumental in laying 
the groundwork for a larger awareness of what could be 
achieved in listed derivatives in North America from a 
volatility perspective and a hedging perspective. 

Paul Stephens, Chicago Board Options Exchange: I 
would second the points that have been made—the SPX, 
to a large degree, is a volatility market that institutional 
players have participated in for many years with 
complicated orders, straddles and put orders that are 
tied to S&P 500 combos, which are ultimately, volatility 
trades. Another important consideration is that trading 
costs have come down so significantly that broader 
participation has been facilitated. 

A smaller investor or hedge fund now can participate 
in volatility trading and be able to manage a position 
at a lower cost. In terms of the bigger picture, the 
educational aspect is also important. 

de Saab, Dominicé & Co: I agree with Paul’s points—
if you try to put a portfolio with options that would 
have the same properties as VIX, then the amount of 
options you would need to trade, and therefore the 
costs and the margin associated with those options, are 
tremendous. So from that perspective, VIX is a very 
efficient instrument.

John-Mark Piampiano, Pine River Capital 
Management: But if you look at that replication 
portfolio, the transaction costs associated with creating 
the replication portfolio have dropped precipitously 
for a variety of reasons. The narrowing bid/ask spreads 
are probably the biggest reason and it’s very difficult 
to say whether it’s causal, but it’s concurrent with very 

rapid volume growth in the listed options market. I 
think that volume growth has occurred hand in hand 
with the VIX products. If you thought of VIX futures as 
having a notional underlying value based on how many 
straddles you have to trade for the same vega exposure, 
and then compare that notional to some of the main line 
equity index futures globally, such as the Eurostoxx 50 
and Nikkei 225, then the VIX futures are actually one 
of the most liquid equity indices globally. That level of 
liquidity tends to draw participants in because of the 
low transaction costs.

de Saab, Dominicé & Co: Exactly. If you compare it to 
what is happening in Europe, even a European investor 
who benchmarks against the Eurostoxx would probably 
trade VIX if he/she wanted to have volatility overlay.

: So can we follow on from Pierre’s 
point and delve a bit deeper into the argument of 
whether volatility is an asset class. For those listed 
volatility products, for example, outside of the US, 
which suffer from a lack of liquidity, is that driving 
the perception that volatility isn’t an asset class? 
What other factors also fit into the argument of 
whether volatility is an asset class?

Piampiano, Pine River Capital Management: In some 
ways, if you contrast the Vstoxx product with the VIX 
product, it operates as a microcosm for what I believe is 
the relevant argument. The VIX product is as liquid as it 
is because you have a fairly diverse array of constituents 
using it in a broad set of ways. Some are volatility 
arbitragers, some are long-only managers, some are 
market makers who add liquidity to the market—all 
have a different set of aims. When you look at the bid/
ask spreads, those are compressed down because of 
that broad array of constituents that leads to the bid/
ask spreads becoming minimal relative to the amount of 
risk you can take. You can’t really say that about some 
of the other volatility products that have been launched 
recently globally, which we will discuss in further detail 
later. So, for volatility to be an asset class, an asset class 
implies to me a broad user base and right now there is 
a broad user base within the VIX complex and the S&P 
500 complex. You can’t make the same assertion for 
other volatility instruments globally. 

Maidel, Russell Investments I agree with John-
Mark and, setting the liquidity component aside, or 
instrument usage in developed markets, there are 
other areas that should be considered when talking 
about whether volatility is an asset class. If you look at 
volatility risk premium as a close cousin to equity risk 
premium, equity risk premium embeds a rate of return 
same as the volatility risk premium embedding a rate 
of return from the onset. Then you need to take into 
consideration two different areas. Systematically selling 
vol can be done in a passive way and an allocation 
to pure volatility strategies does offer significant 
diversification for a portfolio. So, if you believe you 
should be paid for something and you can do it in a 
passive way that adds benefits to your portfolio, I think 
that could define volatility as an asset class. It becomes 
more complicated; however, convincing some investors 
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that volatility is an asset class, as the asset class itself is 
still very young. The important point is to not overlook 
the benefits an allocation to volatility may achieve 
because of the conversation of volatility as an asset 
class. 

Piampiano, Pine River Capital Management: And 
following on from Scott’s point, you can draw parallels 
with the VIX. At one point early in the life of the 
product, someone would typically be a huge percentage 
in open interest in VIX futures: When the VIX first 
launched, it didn’t have this very deep liquid market 
that it does now. It took five or six years to develop 
the level of liquidity that made it a very relevant 
institutional product and it may very well be that it’s 
premature to pass judgement on some of these other 
products that would really facilitate volatility as being 
an asset class. 

Dale, Derivaguard Advisors: It could easily be argued 
that volatility could be utilised as a separate asset class, 
but we firstly need to look at it from the perspective as 
an investment tool in a portfolio. You need to recognise 
that it’s an incredibly important tool in every investor’s 
portfolio or potential portfolio. I would actually argue 
that volatility as an investment tool, rather than 
indicating whether you agree with it being a separate 
asset class, is a more important issue. One issue I 
have with arguing that it is a separate asset class is the 
volatility of the asset class itself. By its very nature 
and definition, it is markedly higher than the return 
streams that are normally orientated with traditional 
asset classes. That I think has been an impediment for 
education and for the comfort level for investors when 
they associate it with traditional asset classes. I would 
actually argue that, not that it’s completely premature, 
that I certainly feel confident that it is an irreplaceable 
part of everyone’s portfolio as a tool in the same vein 
that other tools are available in each asset class. 

de Saab, Dominicé & Co: The VIX was the best 
product out there when volatility became a topic 
in asset management. Prior to 2007, investors just 
cared about the direction of the asset and modern 
portfolio theory taught them it made sense to have 
some diversification among asset classes. After 2008, 
however, asset management as an industry became 
more and more sophisticated, with concepts such as 
risk parity gaining traction. Suddenly, the industry isn’t 
caring only about the first moment of the distribution, 
but also about the second moment. It is becoming more 
complex as it tries to control better not only the returns 
on their investments, but also how these returns are 
distributed. Therefore volatility becomes part of the 
portfolio but it’s not really an asset, it’s an additional 
dimension.

Piampiano, Pine River Capital Management: It is 
also worth noting another big impediment from an 
institutional investor’s perspective within this topic. 
Even if they believe that volatility was a viable asset 
class, the impediment is that it really comes down to 
the nature of cyclicality in volatility as an asset class 
relative to other assets. If you have a cyclical downturn 

in the real estate market, for example, the average 
institutional investor has a window to capitalise on that 
cyclical downturn. They can reallocate into real estate 
and, it might take them six months to take a decision 
on it, but once they do the prices haven’t moved that 
much and their ability to allocate and earn incremental 
returns over and above from what they might be able 
to expect from other asset classes is very good because 
of the slow nature of cyclicality in that asset class. 
Volatility isn’t like that because you have a distribution 
that is characterised by a relatively high frequency 
of low volatility states, and then there are infrequent 
spikes in volatility. If you are trying to capitalise on 
frequent spikes in volatility, you either have to be 
long volatility prior to the spike or you need to be 
selling volatility into the spike. Both of those require 
a level of rapid decision making that’s very difficult to 
achieve from any institutional investor. Pension funds, 
for example, haven’t necessarily gone and said, ‘oh 

volatility has spiked, we are going to plough a bunch of 
money into it.’ We are starting to see more of that and 
we are starting to see institutional investors becoming 
more nimble in terms of educating themselves about 
the asset class to be in a position to capitalise on those 
infrequent events, but that’s a new phenomenon. 

Stephens, Chicago Board Options Exchange: What 
I would add to that is, it depends on how you define 
asset class in the first place. If you listen to what Scott 
was saying, and define an asset class as ‘something you 
can invest in and that has a long term positive expected 
return,’ then yes, short volatility should be considered 
an asset class. Like many other carry trades, it is 
something that will have spikes in it. You do have to 
think about the vol of vol, but you can size the trade in 
ways to control the vol of vol. You need to think about 
how much cash you are going to allocate to the position 
in order to size it appropriately. Long term investors 
can be involved with this trade.

Maidel, Russell Investments And you could 
simplify it into two different areas—you have your 
traditional passive and then you have more of an active 
management approach. What we are talking about 
here is traditional passive, systematically selling delta 
hedged strangles on the S&P 500, or systematically 
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selling capped variance swaps. An active approach on 
the other hand would be simply hiring a long/short 
manager or some sort of dedicated volatility manager 
who can take advantage of relative value trades and 
movements in implied volatility. After that, you have to 
ask yourself, ‘do you accept the fact that systematically 
selling volatility or variance in a global approach has 
those characteristics?’ Most people would agree that, 
yes they do.

: So then to delve a bit deeper into 
volatility strategies, what are the implementation 
considerations for investors looking to allocate into 
volatility? 

Maidel, Russell Investments: As a house view, we 
have a pretty firm opinion that, if we do have a public 
or corporate pension fund client interested in adopting 
these types of strategies, then we would advise them 
to create a basket of strategies, rather than have an 
allocation to just one strategy. 

This is something we feel is a more diversified way 
to obtain a systematic short volatility approach. Beyond 
that there are things that a portfolio manager can do 
to embed tail risk mitigation in each of the chosen 
strategies that will help avoid severe drawdowns or 
negative return expectations in the event of a severe 
volatility shock.

de Saab, Dominicé & Co: Implementation is always 
a tricky area. When investors look at some of our 
products and try to figure out how much to allocate, 
we give them various metrics such as expected return 
under various scenarios—strong bull market, medium 
to flat market, in a crash—as well as key risk indicators 
such as value-at-risk and perceived worst case scenario. 
No single indicator alone is sufficient, but collectively 
they allow an investor to size volatility strategies 
appropriately. We find this approach works better than 
traditional measures associated to options strategies 
such as notional or premium. 

: And what about the interaction with 
your clients when considering a pure volatility 
approach versus non-pure volatility as strategies? 

Ie strategies with explicit embedded beta vs. 
others? 

Maidel, Russell Investments: We have conversations 
with our clients frequently that are familiar with the 
CBOE index series. They know the BXM and PUT 
Indices — and most folks look at those indices as some 
form of a volatility strategy. However those strategies 
have embedded beta characteristics as we know. If 
you bucket those strategies as an equity replacement 
with a volatility flavor in them, then you could also 
compare those strategies to an increasingly pure vol 
approach which could include things like systematically 
selling VIX futures, systematically implementing delta-
hedged straddles or strangles, systematically selling VIX 
options, etc. We simply make the point to the client as 
to whether they are looking for something that’s more 
of an equity replacement where you could allocate this 
in your equity bucket, or alternatives bucket if in a 
traditional asset allocation framework. There is also a 
risk premium framework to portfolio allocation, vs a 
traditional asset allocation approach. 

Piampiano, Pine River Capital Management: I think 
most institutional investors are looking for what they 
perceive as sort of mispriced beta and they would frame 
it differently depending on what side of the ledger they 
were on. They would view it as very low risk yield in 
the case of selling options and, in some cases, there also 
is considerable interest for long convexity strategies. 
We get a lot of inquiries from institutions in that vein, 
but when you explain what the carry characteristics of 
these strategies are likely to be, the cost is a significant 
deterrent and there are very few participants in that 
part of the market. But both are ultimately volatility 
beta strategies—you are either systematically long vol or 
systematically short vol. The way the typical volatility 
arbitrager thinks is that you are long the cheap vol and 
short the expensive vol. There will certainly be some 
people who will have interest in investing in those 
types of strategies at the institutional investor level. 
However, until we go further down the education path, 
it’s a much more limited constituent base than the 
broader institutional investor pool. In my experience, 
maybe one out of 50 institutional investors has the 
level of sophistication that this long/short methodology 
would be appropriate for. 

Dale, Derivaguard Advisors: I would have to say that 
the conversations I have had with clients have directly 
echoed that sentiment. They are very comfortable from 
a hedging standpoint utilising volatility instruments, 
specifically derivative instruments that are hedging out 
path dependant exposure. The leap in education from 
path dependant exposure to non-path dependant pure 
vol exposure is something we are getting feedback on. 
We haven’t seen a multitude of volatility regimes since 
the growth level has elevated in the pure volatility 
products. Certainly we did see an awareness of what 
transpired at the height of the turbulence in 2008, but 
post March 2009 the market environment has, the 
majority of the time, led to a more prolonged cycle that 
has resulted in more of a 14-18 range in the VIX. Back 
to John-Mark’s point regarding the pro-activeness that’s 
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required to actively trade in these types of regimes, it 
does require a responsiveness that is not the norm with 
some of the more institutionally large clientele.

de Saab, Dominicé & Co: I find it hard to make 
the distinction between non directional and pure 
volatility—the line is really blurred because, in reality, 
some of these so-called pure vol strategies have 
exhibited some beta with the market, especially when 
things go bad which is not a desirable feature from the 
investor’s perspective. The way I look at it is by asking: 

does the investor want the options to pay out or not? 
If yes, then this is an option overlay: the investor is not 
very concerned with volatility, he/she just wants the 
leverage of derivative instrument that he/she trades. 
However, if you consider the strategy indices that 
Scott mentioned earlier, their betas to the S&P 500 are 
not ‘0’. It means they exhibit some sensitivity to the 
market, so trying to classify them as directional or non-
directional is fairly tricky. In my view, only volatility 
arbitrage funds can reasonably be qualified as “pure 
volatility”, as their managers are going to change the 
strategy and the types of trades they make depending 
on the market situation. But even that is no guarantee. 

Stephens, Chicago Board Options Exchange: I 
would echo that the lines get blurry, but institutional 
investors that want to invest in volatility products or 
funds need to make a decision on where they bucket 
these things. My impression from talking to asset 
owners is that, if they are looking at relative value 
volatility arbitrage where they are not really long or 
short, where they are playing one type of volatility 
versus another, or one region versus another, or trading 
single stock volatility versus index volatility, all those 
kinds of strategies will be bucketed into the alternatives 
pool. If someone is placing a long volatility bias or 
a tail risk strategy, I think that is usually bucketed in 
the alternatives portfolio, as well — as the alternatives 
portfolio may be short correlation to start with. When 
you are trading directional, which is not relative value, 
but you are hiring someone that is going to make 
a decision whether you should be long or short, I 
think that again goes into the alternatives. The tricky 
part are the short volatility trades—am I selling the 
variance swap since that can be considered as an equity 

replacement because if long volatility is negatively 
correlated, then short volatility should be positively 
correlated with equities. We do, in fact, see pension 
funds doing that, and some pension funds are selling 
variance swaps, controlling the risk and the vol of vol 
by managing the cash. They view that short volatility 
exposure as an alternative to part of their equity 
allocation. Some Canadian pension funds, however, 
look at it differently. They look at it by risk budgeting 
and have a different framework, but they will look at 
short volatility as something that they want to be in.

Piampiano, Pine River Capital Management: In some 
ways the Canadian pension funds are early adopters 
and, if they see continued success in the area, it really 
bodes well for the concept of volatility as an asset class.

: Can you all give your views on the 
recent trend of investors increasingly accessing 
volatility via the OTC market rather than the listed 
market? Why is that occurring when you consider 
the liquidity if the VIX and the array of listed 
volatility products available to US investors?

Dale, Derivaguard Advisors: I have been aware 
of a movement towards the OTC space in volatility 
derivatives, particularly when the size of the trade 
is one that wishes to be slightly less transparent and 
where the investor prefers some form of anonymity, 
and a little bit of lead time to engage in some hedging 
capabilities. Outside of the extraordinary large block 
trades, there seems to be a comfort level in the shorter 
maturities with decent size trading in the listed market. 
I haven’t really seen what has been considered an 
average size large volatility trade too frequently in the 
OTC arena, although it has a tendency to be a bit larger. 

Piampiano, Pine River Capital Management: I still 
think there are two powerful factors conspiring to drive 
things further into the listed market. There used to be 
a greater disparity from a liquidity perspective between 
what you could achieve in the OTC space and what 
you could achieve in the listed space. Post-2008, banks 
were considerably less aggressive in committing capital 
to trades. As a consequence, that has really narrowed 
the gap between the listed space and the OTC space, 
where, if anything, the listed market is materially more 
liquid now than the OTC market. I would not have 
made that assertion 10 years ago. The other thing is, 
and this really comes down to the utilization as an asset 
class, if you go out and meet investors, there is a great 
degree of scepticism in any business that is founded 
of systematic usage of OTC derivatives as the primary 
source of return generation. It can be a component, 
but it can’t be the primary thing that you rely on. 
So, in that sense, you have had this shift where the 
liquidity really favors the listed space, and, the ultimate 
end users for a variety of reasons tend to prefer listed 
derivatives because there is a lot more transparency. 
The confluence of those two has tipped the scales pretty 
aggressively in favor of listed derivatives. 

de Saab, Dominicé & Co: I agree with the majority of 
what John-Mark says, but I would like to point out two 
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additional things. The latter point John-Mark makes is 
valid on both sides of the Atlantic. In Europe, investors 
we talk to prefer listed, which makes our life easier, 
as any due diligence process we have to go through is 
shorter if you trade only listed. But when it comes to 
liquidity in the market, the incentives to trade OTC are 
stronger in Europe than in the US. The liquidity in the 
European market is fragmented. There is a very active 
structured product and warrants market that attracts 
most of the retail flow, and then there is a listed market 

that is effectively for dealers to hedge and cross risk 
between themselves. As a result, a lot of institutional 
clients and hedge funds prefer the anonymity of trading 
OTC. In the US, most market participants use the listed 
market anyway; therefore, trading OTC has limited 
added value. 

Piampiano, Pine River Capital Management: There 
are also material differences in market micro-structure 
between Asia, Europe and the US The US has a large 
pool of market makers who are obligated to provide 
liquidity. The rules associated with market making 
on most other derivatives outside of the US are not 
as stringent in terms of the obligation of the market 
makers to make markets both continuous and tight. I 
believe if the rules were tightened up to put market 
makers in a position where they had to make tighter 
markets, it would probably bring liquidity in the listed 
option market. 

Maidel, Russell Investments: And therefore it makes 
sense to highlight the benefits of the listed markets, 
including the transparency of daily marks, getting 
that from an exchange vs receiving those daily marks 
from a bank — which at times may be wildly different 
even if it’s on something like the S&P 500. Also, 
quick and easy transactions can be done in the listed 
market vs confined to an OTC transaction with a bank 
counterparty. If markets are volatile and the market is 
busy then you can’t enter or exit positions as quickly 
as you would like, which is why going via the listed 
market can bring benefits. The other obvious one is 
credit mitigation and settling on an exchange, as well 
as operational and settlement issues. From my point of 
view as a portfolio manager at a large institution, I can 
tell you that it is a lot easier utilising listed instruments 

in daily liquidity, daily NAV fund vehicles than any 
variety of OTC. 
 
Stephens, Chicago Board Options Exchange: 
We’ve had customers tell us they have seen some 
movement towards OTC VIX options usage, primarily 
because of a desire to get a strong capital commitment 
in doing big trades. But, what I would point out 
is, during January and February spikes, at CBOE 
we saw some big tickets go up listed, with capital 
commitment, that were much bigger than any we had 
seen in the past. The listed market has actually been 
competing strongly with the OTC market even in the 
area that is commonly perceived as OTC’s biggest 
strength, which is capital commitment in big trades.

Piampiano, Pine River Capital Management: 
When it comes to the issue of anonymity, we do see 
transactions go up OTC in the USto basically screen 
the transaction from the marketplace to give people 
the opportunity to hedge. Typically, though, those 
positions are switched into listed derivatives in fairly 
short order, even if they are longer dated instruments. 
Where it used to be that the entire trade would live 
out its one year life as an OTC instrument, now it’s 
the case where you put the transaction up OTC to give 
everyone the chance to hedge and then a month later 
you switch it to listed so you get cross collateralisation 
vs your hedges, for counterparty credit risk, etc. With 
respect to the VIX, that probably applies to some 
extent even in the index products where, even in the 
situations where you see OTC transactions go up, they 
are often switched into listed exposure at some point 
during the trade rather than being carried to maturity 
in the OTC market. 

Stephens, Chicago Board Options Exchange: We 
have been hearing of some market participants in 
Europe doing more trades that involve trading OTC 
S&P 500 lookalikes in European hours and, in the 
contract, specifying that when the market opens 
in the US they will, that day, flip it into the listed 
market. 

: We have touched upon this to a 
certain extent in this roundtable, but what 
ultimately needs to occur for liquidity and access 
to listed volatility products globally products 
to improve and, subsequently, to increase the 
perception of volatility as an asset class?

Dale, Derivaguard Advisors: If we were to see 
further breaks in correlations with other asset classes 
through a variety of regimes, then that would help 
boost the efforts of the perception that there truly is 
a separate asset class approach in volatility because 
of the differentiation of the return stream. I think 
the similarities of the return stream in pure volatility 
orientations versus an equity replacement actually 
hinders it to some degree, because I feel like they 
may already have that exposure. A flat asset class 
response in equities and a more robust return stream 
associated with the volatility space might create a 
larger level of interest.
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Piampiano, Pine River Capital Management: 
When you look at the disparity between the US, 
Europe, and Asia, it’s not that there are not big flows 
in the volatility market in Europe and Asia: Quite to 
the contrary, one could make the case that the risk 
transfer occurring in those markets through options 
and option-like products is if anything larger than the 
US. It’s just that the nature of those flows is such that 
there is very little transparency from the perspective of 
institutional investors as most of those flows are banks 
selling relatively complicated equity-linked products to 
retail investors where the margins on those products 
are sufficiently high that the banks are dis-incentivised 
to pursue institutional investors who wouldn’t pay 
types premium for volatility products that they are 
issuing to retail investors. Why, as a European bank, 
would you chase after an institution when you can 
turn around and issue a product that is extremely high 
margin to retail investors in such large volumes? So the 
market microstructure is not one that is conducive to 
a migration of institutional investors into the market 
because there is this very robust longer-dated illiquid 
OTC market that is already extremely profitable for 
the banks. If you look at flow desks in Europe, part 
of the reason that the listed options market isn’t well 
developed is that the flow desks can never compete 
with the exotics desk on a P/L basis, since these 
exotics desks are so profitable on a risk adjusted return 
basis. It’s therefore, going to be less likely to entice 
institutional investors and you really need a regime 
shift in terms of the microstructure: You almost need 
a crisis where the nature of the crisis is such that it 
drives institutional investors to consider using volatility 
products in those regions where, up to this point they 
have not. 

de Saab, Dominicé & Co: Or maybe if the market 
became more transparent and the margin in structured 
products started to shrink, we would see more risk 
transfer and that would generate growth in listed 
products.

Piampiano, Pine River Capital Management: The 
other alternative would be to have a slow organic 
growth of the listed derivatives market mirroring 
what happened in the US, where if you saw a gradual 
increase in listed liquidity. I think that would be 
coupled with a gradual increase in institutional 
participation. Then you would start to see some of the 
same types of strategies that are being deployed in 
the US gain more institutional traction in those other 
geographies. 

Stephens, Chicago Board Options Exchange: A lot 
of people are talking about the potential growth of 
volatility products in Asia which is quite interesting, 
particularly as traders in some of those countries are 
actively trading volatility. There is, however, a challenge 
and it’s exactly what we have been talking about—it’s 
a legacy issue. I used to be asked why there wasn’t 
a stronger covered warrant market in the US, and 
the answer is we already have an established options 
market that’s liquid and very transparent. In Australia, 
I’ve been told that investors look at the bid/ask spreads 

in warrants and structured products, which are tighter 
than what you see in the options market, and it’s 
because the banks are making tight bid/ask spreads. 
But, when you add in the fees clients have to pay, 
it’s not such a great deal. It’s hard to change peoples’ 
habits. 

: And if we turn back to implementation, 
how can the market help institutional investors 
globally adopt more volatility strategies? 

Maidel, Russell Investments: As we’ve touched 
upon, when you are talking to a corporate or public 
pension plan one of the first questions that comes up 
is what this return stream looks like versus the rest of 
the portfolio. Ultimately, what they are looking for is a 
less correlated return stream to complement the rest of 
their portfolio. From there, the conversation starts with 
indices such as the BXM or the PUT index, and then 
it starts to go down a more complex path in utilising 
other types of strategies. When you put those strategies 
on the spectrum of what looks more like what I already 
have and what looks less like what I already have, it 
tends to be more of the less understood strategy that 
tends to complement the portfolio better than some of 
the strategies that may be well known or have long-
term published index histories. My point, therefore, is 
that it could be helpful for institutions and consultants 
to have long term index histories of core risk seeking, 
return seeking strategies from reputable index providers 
on some of the strategies that we have discussed in this 
roundtable. Those more complex strategies also which 
tend to be a little more bespoke for some clients. We 
may not like to call them more equity like or less equity 
like, or pure vol versus non-pure vol, but really the 
objective is a much less correlated return stream.

Stephens, Chicago Board Options Exchange: That 
ultimately fits into the point that, when something is 
successful, you end up seeing more – and different — 
variations of the species. Going forward, I think we 
will see more strategy benchmarks being created as a 
basis for various structured products and other things. 
Ultimately, it comes down to whether the market 
is ready, and that is something that we are always 
grappling with.   w

Robert McGlinchey, 
GLOBALCAPITAL DERIVATIVES
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RUSSELL 2000 volatility futures 
and options contracts are now trad-
ing on the CBOE Futures Exchange 
(CFE) and Chicago Board Options 
Exchange (CBOE). The Russell 2000 
volatility futures and options con-
tracts are based on the CBOE Rus-
sell 2000 Volatility Index (RVX 
index). The RVX index is con-
structed in the same manner as the 
CBOE Volatility Index (VIX index), 
which tracks the implied volatility 
of the S&P 500. Both implied vola-
tility indexes infer volatility from 
the prices of index options. The 
RVX index is a proxy for US small 
cap equity expected volatility, just 
as VIX is a proxy for US large cap 
expected volatility. 

Introducing RVX
RVX captures the implied volatil-
ity of the small cap slice of the US 
equity market represented by the 
Russell 2000, just as VIX captures 
the implied volatility of the large 
cap market represented by the 
S&P 500. The top panel of Figure 1 
shows RVX and VIX values from the 
inception of the RVX index on Jan-
uary 2, 2004 until August 26, 2013. 
The bottom panel shows the ratio 
of RVX to VIX over time. The excess 
of this ratio over one is a represen-
tation of the US small cap implied 
volatility spread against large cap. 

The lower panel of Figure 1 
reveals that the RVX/VIX ratio has 
never been lower than one over this 
history, and hence that the small 
cap implied volatility spread has 
always been positive. The top panel 
of Figure 1 shows that the highest 
reported values of both RVX and 
VIX occurred around the period of 
the peak of the financial crisis in 
2008. It can also be seen, from the 
lower panel that the lowest values 
of the RVX/VIX ratio occur around 
the time of the peak. This obser-
vation calls to mind the common 
observation that downside correla-
tions rise to one in times of crisis. 
The practical disappearance of the 
small cap implied volatility spread 
during the onset of the financial 
crisis also implies that the market 

By Barry Feldman, Ph.D., CFA at Russell Indexes Research & Innovation

Russell 2000 volatility  
futures and options

Figure 1. The left panel charts daily RVX and VIX closing values from 
January 2, 2004 to August 26, 2013. The right panel charts the ratio of 
RVX to VIX daily closing values over time. 
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Table 1. Descriptive statistics for RVX, VIX and VSTOXX daily returns,  
January 3, 2004 to August 26, 2013

 RVX returns VIX returns VSTOXX returns
Average daily return 0.14% 0.23% 0.17%

Median daily return -0.36% -0.57% -0.42%

Annualized return -1.97% -2.01% -1.92%

Annualized standard deviation 86.88% 111.03% 95.89%

Skew 1.12 1.34 1.16

Kurtosis 5.25 7.11 4.08

Maximum 43.52% 64.22% 38.77%

Minimum -22.23% -29.57% -22.06%

Source: CBOE and EUREX

Source: CBOE



SPONSORED ARTICLE: RUSSELL INDEXES

The CBOE Risk Management Conference Report     |     April 2014     |                                                      21

made little distinction between the 
levels of equity risk represented by 
the U.S. small cap and US large cap 
equity markets. 

Table 1 on the previous page 
reports descriptive statistics for 
daily RVX, VIX and VSTOXX daily 
returns over the same time period. 
Statistics for VSTOXX are reported 
to provide some additional perspec-

tive. VSTOXX reports implied vola-
tility for the Euro STOXX 50 Index. 
The daily returns for all volatility 
indexes can be seen to have positive 
skew and high excess kurtosis. This 
pattern again indicates many more 
large, positive values (here, for daily 
returns) than would be expected if 
returns were normally distributed. 

Table 2 reports the correlations 

of RVX, VIX and VSTOXX daily 
returns. It can be seen that RVX 
daily correlations with VIX are 
much higher than the correlation 
of either RVX or VIX with VSTOXX. 
The monthly RVX/VSTOXX daily 
return correlation over this time 
period is 86.3%.

Volatility indexes  
& volatility futures
Trading history for VIX futures 
contracts is used here to provide 
some insight into implement-
ing implied volatility investment 
strategies using RVX futures con-
tracts. The S&P 500 VIX Short-Term 
Futures Index reports the invest-
ment performance, before trading 
costs and accounting for imple-
mentation slippages, of maintain-
ing a portfolio based on purchasing 
front-month and next-month VIX 
contracts. The index is constructed 
with the assumption that VIX con-
tracts are rolled on a daily basis, 
such that the notionally weighted 
maturity of the portfolio is a con-
stant one month ahead. Table 3 
shows summary statistics for long 
and short VIX positions and the 
daily roll strategy based on VIX 
futures. For VIX, these statistics 
can be interpreted as the returns of 
hypothetical long and short vola-
tility strategies, were it possible to 
invest directly in spot implied vola-
tility. 

The statistics shown in Table 3 
illustrate the high potential return 
and corresponding high levels of 
risk associated with a simple rolling 
strategy of selling volatility futures. 
These statistics also suggest that 
the futures roll strategy has a limit-
ed ability to capture transitory vola-
tility spikes. 

Figure 2 shows the cumulative 
performance of the short-term roll 
strategy of selling VIX futures and 
illustrates both the return potential 
and the risk of these strategies. 

Conclusions
Russell 2000 volatility futures con-
tracts make it possible for inves-
tors and traders to execute volatil-
ity strategies with payoffs based on 
RVX, the CBOE Russell 2000 Vola-
tility Index. RVX implied volatility 
of the US small capitalisation com-
pany universe is similar to, but dis-
tinct from, VIX implied volatility. s

Table 2. Correlation of RVX, VIX and VSTOXX daily returns:  
January 3, 2004 to August 26, 2013

 RVX returns VIX returns
VIX returns 89.9% 100.0%

VSTOXX returns 54.8% 54.8%

Source: CBOE and EUREX

Figure 2. Cumulative performance of selling VIX futures according  
to a 30 day constant roll strategy, April 4, 2009 to August 26, 2013. 
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Table 3. Descriptive statistics for VIX and 30-day constant daily roll  
futures returns, April 4, 2009 to August 26, 2013

           
 Long Short 
 

  VIX futures   VIX futures
  30-day   30-day
 VIX returns roll returns VIX returns roll returns
Average daily return 0.15% -0.35% -0.15% 0.35%

Annualized return -21.5% -66.1% -67.1% 100.4%

Annualized standard deviation 114.9% 61.8% 114.9% 61.8%

Skew 1.40 0.90 -1.40 -0.90

Excess kurtosis 5.98 2.93 5.98 2.93

Maximum 50.00% 20.58% 29.57% 14.26%

Minimum -29.57% -14.26% -50.00% -20.58%

Maximum drawdown 76.10% 99.18% 99.59% 72.16%

Percent returns < 0 55.06% 59.31% 44.94% 40.69%

Source: CBOE and Thomson- Reuters
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IT IS NOW over a year since the end 
of the original deadline set by the G20 
leaders at their Pittsburgh summit 
in September 2009 for standardised 
derivative contracts to be traded on 
exchanges or electronic trading plat-
forms where appropriate and to be 
cleared through central counterpar-
ties. An additional objective of inter-
national regulators has been to obtain 
greater transparency of the global 
derivatives market through report-
ing of derivative transactions to trade 
repositories.

We focus below on progress in the 
US and Europe. Not surprisingly, 
most of the implementation of the 
G20 objectives has been undertak-
en by regulators and legislators on 
a jurisdiction by jurisdiction basis 
although EU legislation has ensured 
a largely coordinated approach across 
the European economic Area.  Differ-
ences in approaches in adopting the 
G20 objectives have led to concerns 
as to potential overlap, mismatches 
or gaps between the various inter-
national rules and the risk of market 
participants being subject to multi-
ple registration, licensing or reporting 
obligations in different jurisdictions 
or derivative transactions between 
parties in different jurisdictions being 
subject to contradictory require-
ments. The reforms could therefore 
result in increased costs, market dis-
tortions and the potential for regula-
tory arbitrage, some of the very con-
cerns that the G20 objectives sought 
to address.

Overview of legislation  
in EU & US
In the US, regulatory reform in rela-
tion to derivatives has largely been 
effected under Title VII of the Dodd-
Frank Wall Street Reform and Con-
sumer Protection Act, which was 
enacted in July 2010.  Following a 
significant amount of rule-making, 
guidance and no action letters by 
the US Commodity Futures Trading 
Commission, the obligations relat-
ing to clearing and  exchange trad-
ing of many interest rate swaps and 
index credit default swaps are now 
in force and reporting obligations are 

in effect for swaps of numerous asset 
classes (the rulemakings of the Secu-
rities and Exchange Commission for 
“security-based swaps” are signifi-
cantly less advanced than those of 
the CFTC).  Implementation of the 
G20 objectives in the EEA has lagged 
somewhat behind the US The clear-
ing and reporting obligations are 
primarily contained in the Europe-
an Market Infrastructure Regulation 
with the exchange trading obligations 
intended to be included in the Mar-
kets in Financial Instruments Regula-
tion which has not yet been finalised.  
Although EMIR came into force in 
August 2012 and significant rulemak-
ing has been undertaken by the Euro-
pean Securities and Markets Author-
ity, ESMA is yet to make its necessary 
determination of the classes of deriva-
tives to be subject to the clearing obli-
gation. It is, however, expected to do 
so during 2014.  In relation to transac-
tion reporting, ESMA has now author-
ised six trade repositories and the 
reporting obligation came into force 
in the EEA for all major asset classes 
on February 12, 2014.

Both Dodd-Frank and EMIR have 
express extra territorial effect. Under 
EMIR, the clearing obligation applies 
to relevant OTC derivative contracts 
entered into between entities which 
are both established outside the EEA 
if there is a “direct, substantial and 
foreseeable effect” within the EEA.  In 
the US, Title VII applies to activities 
outside the US that have a direct and 
significant connection with activities 
in, or effect on, commerce of the US

The path forward
In July 2013, the European Commis-
sion and the CFTC announced an 
agreement, referred to as the “path 
forward”. It was acknowledged that 
subjecting market participants to 
simultaneous application of EMIR/
MiFIR and Title VII could lead to 
conflicts of law, inconsistencies and 
legal uncertainty. The statements set 
out an intention of regulators in the 
EU and US to seek to mitigate these 
effects and to seek to follow a territo-
rial approach to the extent appropri-
ate.  

The two principal methods by 
which the extra territorial scope of the 
relevant legislation have sought to be 
managed in practice are through spe-
cific relief and guidance to the rules 
by relevant regulators and through a 
process of “substituted compliance” 
or “deemed equivalence” as described 
further below. 

Relief and guidance
In November 2013, ESMA published a 
final draft of its regulatory technical 
standards relating to contracts having 
a direct, substantial and foreseeable 
effect within the EEA for the purpose 
of the EMIR clearing obligation and 
these have now been adopted by the 
European Commission. If at least one 
counterparty is located in a country 
outside the EEA that is determined to 
have rules equivalent to EMIR, EMIR 
can be disapplied through compli-
ance with the other jurisdiction’s 
rules, even if the contract has effect in 
the EEA.  Contracts between two enti-
ties outside the EEA will be regarded 
as having EEA effect if guaranteed by 
an EEA financial counterparty where 
the guaranteed obligations are above 
a specified amount. Also transactions 
between two EEA branches of non 
EEA entities will be regarded as hav-
ing effect in the EEA. 

In the US, in July 2013, the CFTC 
published final guidance in relation 
to the cross-border effect of Title VII 
to Dodd-Frank.  It has also issued 
relevant staff advisory notices. One 
of the key issues is the definition of 
“US Person”.  There are differences 
between the CFTC and SEC defini-
tions in this regard, with market par-
ticipants concerned, in particular, 
at the scope of the CFTC definition. 
Although the CFTC guidance pro-
vides that a person does not become 
a US Person solely by virtue of its 
obligations being guaranteed by a US 
affiliate, an entity benefiting from 
such a guarantee may still be regard-
ed as a “guaranteed affiliate” or “affili-
ate conduit” for the purpose of the 
guidance and, in certain circumstanc-
es, subject to many of the CFTC’s 
transaction level requirements. Also, 
to the surprise of the market, in a 

By Peter Green, partner at Morrison & Foerster in London. 

Global derivatives regulation: 
tough going on the path forward
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footnote to its final guidance, the 
CFTC stated that a US branch of a 
non-US swap dealer or major swap 
participant is subject to transac-
tion level requirements of Title VII of 
Dodd-Frank without any possibility 
of substituted compliance. In a staff 
advisory (now subject to a request for 
public comment and temporary no-
action relief), it also indicated that in 
relation to swaps arranged, negotiat-
ed or executed by personnel or agents 
of a non-US swap dealer located in 
the US, the location of the persons 
arranging or negotiating the swap was 
relevant for determining the appli-
cability of certain transaction level 
requirements. This gives rise to the 
possibility of counterparties to a swap 
being subject to transaction level 
requirements, even if both are non-
US and enter into a swap through 
non-US offices if one entity employs 
US based front office personnel or 
agents in relation to the swap. 

Equivalence and  
substituted compliance
Certain provisions in EMIR, in par-
ticular the clearing obligation, con-
template the possibility of compli-
ance with the relevant requirements 
in jurisdictions outside the EEA, sub-
ject an EU Commission determina-
tion that the relevant jurisdiction has 
equivalent requirements to those in 
EMIR and that ESMA has established 
appropriate co-operation and infor-
mation sharing arrangements with 
the competent authority in such juris-
diction and it has reciprocal arrange-
ments in place with the EEA.  

In September 2013 ESMA published 
advice to the European Commission 
that central counterparties in the US 
are subject to effective supervision 
and enforcement in the US and the 
US framework is equivalent to EMIR 
for the supervision of CCPs provid-
ed that the relevant CCP has adopt-
ed internal policies, procedures and 
rules, models and methodologies 
which are equivalent to those apply-
ing to CCPs authorised in accordance 
with EMIR, including in relation to 10 
specified areas where ESMA believes 
that EEA CCPs are subject to more 
stringent requirements under EMIR. 
Significantly, in relation to trade 
repository reporting requirements, 
ESMA’s advice is that the US rules are 
not equivalent as they do not include 
a requirement to report specific data 

on valuation of exposures and collat-
eralisation of exposures. The Euro-
pean Commission has not yet made a 
final determination based on ESMA’s 
advice.

In the US, the approach of the 
CFTC (and the SEC in its proposed 
rules) is to make “substituted compli-
ance” determinations as to whether 
the requirements of a non-US juris-
diction are comparable with and as 
comprehensive as the relevant US 
rules and, where they are, allow mar-
ket participants to comply with the 
foreign jurisdiction’s rules rather than 
the relevant US rules. On 20 Decem-
ber 2013, the CFTC made comparabil-
ity determinations for various juris-
dictions, including the EEA, Canada, 
Japan and Switzerland which covered 
various entity and transaction level 
requirements and largely permit sub-
stituted compliance for the specified 
requirements. Relevant entity level 
requirements include risk manage-
ment and swap data recordkeeping. 
Transaction level requirements for 
which the CFTC made substituted 
compliance determinations in rela-
tion to the EEA include swap con-
firmation, swap portfolio reconcili-
ation and compression, and certain 
elements of swap trading relation-
ship documentation and daily trading 
records (the CFTC made more limited 
transaction-level substituted compli-
ance determinations for Japan and 
none for any jurisdiction other than 
the EEA or Japan).  Significantly, the 
CFTC has not yet made comparability 
determinations in relation to clearing, 
swap execution or real-time public 
reporting and substituted compli-
ance is therefore not yet available in 
respect of these requirements.

Keeping the path clear?
The path forward statement was 
largely welcomed by market par-
ticipants but subsequent action by 
EU and US regulators in seeking 
to achieve its stated aims has been 
regarded by many as inflexible, lim-
ited in scope, inconsistent with its 
objectives and having deference to 
the most rigorous relevant regime in 
relation to clearing obligations (with 
a “stricter rule applies” approach 
applying) – and there are concerns 
this principle could be applied in 
other areas.  Whilst this may limit 
regulatory arbitrage opportunities, 
it could give rise to competitive dis-

advantages and increased costs for 
those firms operating across many 
jurisdictions which could in turn still 
lead to market fragmentation and 
loss of liquidity.

In December 2013 a number of 
industry groups including ISDA, 
SIFMA and the IIB filed a lawsuit in 
the US challenging the CFTC’s imple-
mentation of Title VII of Dodd-Frank 
and its cross border guidance argu-
ing among other things that the CFTC 
failed to engage in the required cost-
benefit analysis, failed to provide 
interested persons sufficient opportu-
nity to participate in rule making and 
adopted a rule applicable to activities 
outside the US without a sufficient 
connection to the US.  That lawsuit is 
pending. 

In February 2014, the CFTC pro-
vided temporary no-action relief for 
MTFs regulated in the EU from the 
requirement to register with the CFTC 
as a swap execution facility.  It also 
provided relief from parties executing 
swaps on MTFs from the trade execu-
tion requirement under the Commod-
ity Exchange Act and for swap dealers 
and MSPs executing swap transac-
tions on MTFs meeting specified con-
ditions from certain requirements 
under the CFTC’s business conduct 
rules.  At the same time the EU Com-
mission and the CFTC released a 
statement affirming the path forward 
objectives but providing little further 
information.  However, although the 
no-action relief was designed to deal 
with concerns raised by market par-
ticipants, concerns have been raised 
that in practice the conditions neces-
sary for the relief to apply may mean 
few MTFs seek to take advantage of it.

With the reporting requirements 
under EMIR having just become 
effective and the clearing obliga-
tion expected to be phased in dur-
ing the course of 2014, the concerns 
of market participants as to some of 
the extraterritorial issues highlight-
ed above are becoming more acute.  
There is therefore a growing urgency 
for the path forward objectives to be 
pursued with more vigour by regula-
tors in the US and the EU and for a 
more flexible approach to be taken 
to equivalence and substituted com-
pliance at least while the new rules 
bed down.  Otherwise there is a risk 
of the reforms failing to meet their 
objectives and in some cases having a 
counterproductive effect. s
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ONE OF MY most memorable 
trades was a time I bought short-
dated out-of-the-money S&P 500 
index calls from a systematic over-
writer. I remember buying the 
short-dated calls every month and 
needing to request a position limit 
exemption from the exchange in 
order to inventory several hun-
dred thousand-index options. I lost 
money on these calls almost every 
month I bought them. It was pain-
ful. That is, until, the time they 
finally paid off.

I estimated the odds of getting 
an eventual payout were ultimate-
ly in my favor, making the trade a 
positive expected value bet over 
time. The problem was time. How 
much time did I have to endure, 
continuously losing money buy-
ing these? The options appeared 
“cheap,” I calculated they had posi-
tive “edge,” but I knew I was likely 
to lose in the short term and did 
not know how long I would suf-
fer. My estimates indicated it could 

take about two years of continu-
ous buying and bleeding premi-
um (pain) prior to the expected 
payoff.

Fortunately, I got lucky and 
it only took about six months 
of consistently buying these 
calls until the options were 
worth about 50 times what I 
paid. I always remember those 
trades when I hear about weekly 
options.

Weekly options are the new, 
most exciting trade in the market 
and much of the commentary is 
around selling them. Recent data 
indicate that more than a third of 
the volume in the S&P 500 options 
market has an expiration of less 
than two weeks. When you con-
sider the sheer size of the S&P 500 
market, which trades hundreds of 
billions of dollars of daily notion-
al volume, you can see just how 
important the weekly contracts are.

Most of the research on weekly 
index options is limited to a few 

short years of backtests that gener-
ally promote naked selling in some 
way, shape or form.  Often, these 
“high Sharpe, low risk” strategies 
start after 2008. Many people mar-
ket these ideas, purporting that 
the blind selling of weekly options 
results in free money.  I disagree.

At current premium levels, these 
strategies could have dangerous 
consequences. Systematically sell-
ing unhedged weekly index options 
is not as safe as it appears. While 
the S&P 500 weekly options have 

By Zem Sternberg, managing partner at Lake Hill Capital Management

The popularity and potential 
pitfalls of weekly options
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only actively traded for a few years, 
we have the benefit of observing 
the underlying index returns for 
decades.

How does selling naked weekly 
strangles in the S&P 500 at cur-
rent option prices perform over 
long periods?

At present, selling a 3% out-of-the-
money strangle on the S&P 500 
with five trading days to maturity 

will generate about $2 in premium 
or 11bps (with the index at $1875). 
How does a strategy of selling 
weekly strangles perform through 
time if the option premiums are 
fixed at current prices?

Since 1950, the S&P 500 has risen 
or declined more than 3% in 5-day 
rolling periods about 12% of the 
time. Most of the time—about 88% 
of the time—the naked strangle 
seller retains the $2.  What happens 
the other 12% of the time when the 
market moves more than 3% in a 
week?

While 88% of the time the seller 
earns his $2 (or 11bps), the average 
loss in the other 12% of the time 
is about $27.45 (or 146 bps of the 
index). The maximum loss was as 
high as $455 (or 24% of the index).

The expected value is therefore 
(88% × 11bps) + (12% × -146bps) = 
-8bps. Translated into dollars, you 
risk losing $1.48 per trade.

Based on this simple exercise, 
the expected loss of selling these 
options at current premium lev-
els is only slightly better than the 
expected (negative) payout a casino 
owner will give you at the roulette 
table. Just like roulette, you may 
show profits over stretches of time. 
Ultimately, however, a negative 
expected value trade repeated over 
time will wipe you out.

The risk of ruin from system-
atically investing in negative 
edge trades over time is ex-
tremely high.

At the current low premiums, the 
math shows the odds favor buy-
ing the weekly options. How high 
must the premiums be on the 
weekly options such that the odds 
favor selling them? An easy exer-
cise is to calculate the breakeven 
point based on the historical 5-day 
movements of the S&P 500.

From the earlier example, the 
5-day 3% out-of-the-money stran-
gle breakeven level is 18.5bps.  If 
the premium collected on the 
strangle exceeds 18.5bps, selling 
it would have a positive expected 
value according to this analysis.

It is important to remember, 
however, that having positive edge 
on any given option trade at a sin-
gle point in time is not a guaran-

tee of future profit. The 
edge can vary widely 
and the time required 
to realize the edge may 
be longer than an inves-
tor’s willingness to wait.

Conclusion
Many investors would 
rather receive “cer-
tain” near-term income 
with the belief that 
the inevitable is far off 
in the future. Trading 
weekly options can be a 
profitable and positive 
expected value business 
if done correctly. This 
involves knowing when 
to sell and buy them, 
how to size the posi-
tions and how to hedge 
them—all processes 
that require tremen-
dous discipline. Being 
married to one side of 
the trade is danger-
ous. s
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Weekly option strangle out-of-the-money strike 

Breakeven Premiums Current Premiums 

Current option premiums and option premiums required to break even by trading  
a 5-day at-the-money straddle or out-of-the-money strangle at different strike prices.

Source: Lake Hill Capital Management

“It is important  
to remember,  
however, that  
having positive  
edge on any given 
option trade at a  
single point in  
time is not a guarantee 
of future profit”

“Trading weekly 
options can be a 
profitable and positive 
expected value business 
if done correctly. This 
involves knowing 
when to sell and buy 
them, how to size the 
positions and how to 
hedge them”
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