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Volatility as an Asset Class
The Potential of the VIX as a Hedging Tool and the
Shortcomings of VIX Exchange-Traded Notes

By Clifford W. Stanton, CFA®

“.. the only thing we have to fear is fear
itself”
—Franklin D. Roosevelt

hat famous phrase was uttered
l in the midst of a banking crisis

in 1933, a situation not entirely
unlike the one investors faced in 2008.
A recounting of the events of 2008
would be highly redundant at this point,
but the experience of 2008 allows us to
twist President Roosevelt’s statement
into an interesting question. 1f the only
thing to fear is fear itself, can fear in
turn be a good defense against fear?
Enter the VIX.

The Chicago Board Options
Exchange (CBOE) Market Volatility
Index, or VIX, was conceived in 1993
by Professor Robert E. Whaley of
Duke University to provide a bench-
mark of expected short-term volatility.
According to the CBOE: “VIX measures
30-day expected volatility of the S&P
500 Index. The components of VIX
are near- and next-term put and call
options, usually in the first and second
S&P 500 Index (SPX) contract months.’

As will be demonstrated below,
the value of volatility itself lies in the
fact that it is negatively correlated to
the returns of the equity market and
becomes increasingly so as market
declines accelerate. As a result, long
exposure to volatility could provide
increasing levels of portfolio protec-
tion exactly when investors are most in
need of such protection. Another way
to think about this is that because most
investors are net long equities, they are
implicitly short volatility, and therefore
hedging that exposure may be prudent.

The theoretical knowledge and empir-
ical understanding of implied volatility,

as defined by the VIX, was put into play
in 2004 when VIX futures began trad-
ing, followed in 2006 by the creation of
options on the VIX." In 2009, Barclays
Capital launched exchange-traded notes
(ETNs) that track VIX futures contracts.”
The development of ETNs on the VIX
has special relevance for the private
wealth management industry. While
institutional investors regularly use deriv-
ative instruments, the ability of financial
advisors to use futures, options, or swaps
often is greatly limited, if not precluded,
when working with high-net-worth indi-
viduals. The reasons vary but include a
host of operational considerations, a lack
of familiarity with derivatives at the advi-
sor level, and/or reluctance of individual

« Are VIX futures and related ETNs
in turn able to harness the qualities
of the VIX, or is something lost in
translation?

+ What would an allocation to volatil-
ity as an asset class bring to a diversi-
fied portfolio?

But before addressing these ques-
tions, let’s delineate the primary dif-
ference between volatility and other
asset classes. Unlike a share of stock,

a bond, or an ounce of gold, volatility

has no intrinsic value. As such, over

time the expected return to this mean-
reverting measure will be equal to the
cost of attaining exposure. In other
words, long-term exposure to volatility
is simply a cost, a drag on portfolio per-

... The truly long-term investor, who

isn’t negatively impacted by short-term

volatility, has no reason to bear such a cost;

but for the rest of us, volatility may prove a

useful allocation.

investors to allocate capital to exotic
structures. The availability of an ETN
solves these problems, although as we
will see, not without introducing other
issues.

An evaluation of these ETNs and
the volatility index on which they are
based sought answers to the following
questions:

+ What is the nature of equity
volatility?
« What are the characteristics of the

VIX and does it adequately capture

true volatility?

on. Reprint with pe

formance. So the truly long-term inves-
tor, who isn’t negatively impacted by
short-term volatility, has no reason to
bear such a cost; but for the rest of us,
volatility may prove a useful allocation.

The Nature of Equity Volatility

Figure 1 shows a few interesting features
of volatility. For one, the downside is
truncated. Unlike other assets, volatil-
ity cannot go to zero, and over the past
three decades it has spent little time
below 10 percent. In addition, volatil-
ity is not normally distributed; it has
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S RNl A O FIGURE 1: S&P 500-ACTUAL 30-DAY ANNUALIZED VOLATILITY
urtosis (i.e., peakedness of the distribu-

tion). Finally, it is itself highly volatile and
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this distribution is negatively skewed. 33
Further, the maximum daily loss has
been roughly twice the size of the maxi-
mum daily gain, which is something to
keep in mind as we examine the VIX.
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The VIX gets us one step closer to
investing in volatility, but the VIX suf-
fers from the same problem: One can-

not invest directly in the VIX because jod
it is not a tradable index. Before explor- 500
ing products that attempt to generate % ; P.“ﬂ ﬂ feon
returns dependent on the VIX, let’s ) d’
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actual volatility.

To do that, let's consider the trans- FIGURE 3: CBOE VOLATILITY INDEX (VIX)

mission mechanism by which equity

volatility impacts the VIX. Whaley oy o L
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