
 

 

Investors position for less volatility  

 
Volatility has returned in earnest in 2016, encouraging investors to rush to volatility ETFs. But a 
closer look at fund flows reveals that investors are positioning for volatility to abate over the near 
term. 

 S&P 500 implied 90 implied volatility at 21.3, up from 16 at the start of the year 

 Volatility ETFs manage $4bn of AUM, but one-quarter is in inverse funds 

 Flows into volatility ETFs show that investors use these products in mean reversion trades 
   

While some volatility is to be expected when 
investing in equity markets, investors have 
seen more than their fair share of price 
swings in the opening weeks of 2016. Equity 
volatility in the US market, as tracked by 90 
day at the money options written against the 
S&P 500 index, is up by a third since the start 
of the year to 21.3.  
 

 
 
While some investors are cashing out of 
equities altogether and heading to golden 
hills, it’s worth noting that the current levels 
of volatility have yet to breach those seen in 
2011 during initial ‘Grexit contagion’ fears - let 
alone those seen during the financial crisis. 
 
Another subset of investors is doing the 
opposite and taking the volatility head on in 
the hope of profiting from a return to calmer 
times, using volatility ETFs. While the implied 
volatility of the S&P500 as tracked by the VIX 
index itself is not directly investable, investors 
can mirror its movements by investing in one 
of 59 ETF products that track it. While 
relatively niche, these funds still manage a 

not insignificant $4.3bn that positions for 
volatility on the positive and negative side. In 
fact one of the most popular volatility ETFs is 
an inverse product; the VelocityShares Daily 
Inverse VIX Short Term ETN (XIV). The ETF 
has just over $1.1bn in AUM, just over one-
quarter of all assets managed by volatility 
ETFs.  
 

The purchase of units of inverse volatility 
ETFs implies that the buyer expects recent 
increases in volatility to decrease, reverting 
lower towards its mean level. Thus increased 
volatility in markets induces investors who are 
confident in calmer markets prevailing, to 
direct funds towards products providing 
returns as volatility decreases.   
 

Taking a broad view 
Just five products (out of 59) hold almost 80% 
of AUM categorised under volatility. Using 
Markit’s Exchange Traded Products 
analytics and fund flows across these five 
products reveals that investors are 
increasingly using volatility ETFs to profit from 
mean reversion trades which pay out when 
market volatility subsides. 
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Aggregating out fund flows and combining the 
negative of inverse flows, reveals that the 
‘mean reversion volatility trades’ are 
increasingly driving fund flows in volatility 
ETFs during times of increased volatility. 
 
The above occurs as investors pull funds 
from ‘long’ volatility funds (as those long take 
profits), while ‘short’ volatility funds see 
investors pile in in order to profit from decline 
in market volatility.  
 
This was evidenced over the last volatility 
spike last summer, when the emerging 
market selloff fuelled falling Chinese markets; 
sending shockwaves through equity markets. 
In fact, investors pulled over $50m of net 
exposure out of volatility ETFs during the four 
days following “black Monday” on August 24th 
last year. 

 

 
 
These trades proved well timed given that 
volatility largely settled back in the 
subsequent days and weeks.  
 
The volatility witnessed so far this year has 
seen a return of the mean reversion trend, 
with the net value of expectations of lower 
volatility seeing $208m of notional outflows. In 
fact the most active fund this year in terms of 
inflows has been the previously mentioned 
VelocityShares Daily Inverse VIX Short Term 
ETN, which has seen $325m of inflows in the 
first two weeks of the year. 
 
*To receive more information on Securities 
Finance, Research Signals, Exchange 
Traded Products, Dividend Forecasting or 
our Short Squeeze model please contact us 
 
To read this article on our commentary 
website please click here. 
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