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Biiwii Commentary

eResearch Corporation is pleased to provide an article, courtesy of Biiwii.com, and written by
Heisenberg, with a link provided to its website.

The article, starting on the next page, is entitled: “Why Is The VIX So Low?”

Biiwii.com was created in mid-2000 solely as a way to help get the message out about
deeply-rooted problems about too much debt and leverage within the financial system.
The concerns were confirmed and the message proved justified 3 to 4 years later as the
system began to purge these distortions, resulting in a climactic washout extending
from October, 2008 to March, 2009.

Along the way, a geek-like interest in technical analysis, a long-time interest in human
psychology, and various unique macro market ratio indicators were added to the mix,
with the result being a financial market newsletter (and dynamic interim updates),
Notes From The Rabbit Hole (NFTRH) that combines these attributes to provide a
service that is engaged and successful in all market environments by employing risk
management first, and opportunity for speculation second.

But It Is What It Is: You can access Biiwii at its website: www.biiwii.com.

Notes From The Rabbit Hole: You can access NFTRH at its website: www.NFTRH.com

eResearch was established in 2000 as Canada's first equity issuer-sponsored research organization. As a
primary source for professional investment research, our Subscribers (subscription is free!!l) benefit by
having written research on a variety of small- and mid-cap, under-covered companies. We also provide
unsponsored research reports on middle and larger-sized companies, using a combination of fundamental
and technical analysis. We complement our corporate research coverage with a diversified selection of
informative, insightful, and thought-provoking research publications from a wide variety of investment
professionals. We provide our professional investment research and analysis directly to our extensive
subscriber network of discerning investors, and electronically through our website: www.eResearch.ca.
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Why Is The VIX So Low?
By Heisenberg

On Wednesday, we brought you the latest from Bloomberg contributor Cameron Crise who
has been batting close to 1.000 lately in terms of “things that HR readers apparently like to
click on.”

Crise looked at credit card spending and suggested that unless consumers start tapping
revolving credit lines, the promised economic renaissance might not materialize after all.

He also noted that paradoxically, consumers will be sowing the seeds of their own demise
should they decide to whip out the plastic again.

Well, on Thursday, Crise is back, and this time he is looking to explain why the VIX has been
persistently low.

Now to be sure, one simple explanation for suppressed volatility goes something like this
(from a post earlier this month):

One burning question this year has been why volatility has remained so stubbornly low.

At a base level, this is kind of a silly question if youre talking about the VIX. That is,
January was the fifth calmest month on record as measured by realized vol and if low
realized vol begets low implied vol, well then...

But one of the important things to note is the extent to which collapsing stock and sector
correlations have contributed. And do you know what’s driven S&P correlation so low?
Here is a hint: the fact that there are clear winners and losers from the Trump agenda.

Recall this from Goldman:

e US stock correlations have plummeted, driven by falling correlation between
sectors. S&P 500 average 3-month realized stock correlation hit 0.09 earlier this
month, the lowest level since the mid-1990s. However, correlations within sectors
have declined less than the correlations between sectors, reflecting the relatively
“macro” potential consequences of the new administration’s proposed policies and
recent economic acceleration as well as the investor use of ETFs to capture those
dynamics.

eResearch Corporation ~ 2~ www.eresearch.ca


http://biiwii.com/wp/
http://biiwii.com/wp/
https://heisenbergreport.com/
https://heisenbergreport.com/2017/03/29/it-would-be-great-if-youd-start-using-your-credit-card-or-would-it/

© Biiwii.com

Exhibit 5: S&P 500 stock correlation fell to 20-year lows Exhibit &: Inter- and intra-sector correlations differ
as of February 9, 20017 as of February 9, 2017
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e From a technical perspective, index volatility is a function of not only average
single-stock volatility, but also of how stocks within the S&P 500 are moving with
respect to one another — a measure of correlation. When the correlation is low, most
stocks move in different directions. With all these individual stock moves, there is no
clear direction to the overall index, and this, in turn, dampens down volatility. The
short term (three month) average pairwise correlation among the S&P 500 sectors
touched its lowest level since 2002, while the 3m realised volatility reached its
lowest level in the past 27 years and is in the 3rd percentile since 1928 (see charts
below). The short-term implied volatility (as measured by the VIX) depends
primarily on realised volatility. If realised volatility is low, and expected to remain
low, especially because of the dampening effect from the low realised correlation
among stocks, the short-term implied volatility is likely to remain subdued, as the
cost of carrying long vol positions is too high, making sure implied vol converges
towards realised.

Average pair-wise comrelation between  3m realised correlation from dispersion  S&P 500 3m realised volatility
S&P 500 sectors on S&F 500 top 50 constituents
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But Crise takes a different approach — which is good because we were sick of repeating the
narrative outlined above anyway — looking at the VIX versus the credit cycle for clues. That
dovetails nicely with yesterday’s piece on credit card usage (the one linked above).
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Below, find Crise’s latest in which he notes that in the simplest possible terms, the VIX is
as low as it is “because it should be.”

Via Bloomberg

The credit cycle is the bedrock of macroeconomic trends. When credit is flowing and default
rates are low, the economy and financial markets tend to perform well. As the cycle matures
and credit quality deteriorates, the conditions fall into place for a recession and a bear
market. And while there is a lot of head-scratching over why the VIX is so low in the face of
apparent uncertainty, it’s hard to argue that it’s too far out of whack when compared to
credit spreads.

e Of course, spreads themselves are a function of market perception that may or may
not reflect current and future economic reality. VIX and spreads are both measures of
current market risk appetite, so it is unsurprising that they convey the same message.
What if we look at economic measures of credit and the cycle? Will they provide the
same conclusion? I decided to find out.

e I modeled the VIX using three simple macro inputs:

e The 6-month moving average of the Chicago Fed National Activity Indicator as a
proxy for the economic cycle

e The U.S. credit card delinquency rate

e The 1-year change in the U.S. nonfinancial corporation asset-to-liability ratio from
the quarterly flow-of-funds data

e Using such low- frequency data, we shouldn’t expect to derive a signal that captures
the high-frequency amplitude of the VIX. Then again, that’s not what we are
interested in. The question we're asking is “where should trend volatility be given the
economic and credit cycle?” The answer appears to be “pretty low.”

o Each of the model inputs has a coefficient pointing in the “correct” direction, and the
output has done a pretty good job of capturing trends in the VIX over the past 15
years or so.

o Interestingly, the model suggests that the VIX should be lower than it was in 2006, a
year famous for its lack of volatility.

e While the VIX is currently lower than the model reading, the magnitude of the
difference is pretty modest in a historical context.

e Until we see a deterioration in credit quality across the broad economy, we can
probably put one burning question to bed. Why is the VIX so low? Because it
should be.
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Biiwii/NFTRH on the Web

NFTRH and Biiwii.com commentary and technical analysis have regularly been published,
highlighted and/or quoted at SeekingAlpha, Investing.com, MarketWatch, Yahoo Finance,
Ino.com, TalkMarkets and many more since 2004.

Biiwii.com is proud to be included in the 50 Blogs Every Serious Trader Should Read
from TraderHQ.com.

Biiwii: But it is what it is

NFTRH: Notes From The Rabbit Hole
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