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The VIX hits 42. Where will it land? 

Financial risks moved to the forefront in a volatile week for 

equities.  The VIX is 5 points above our macro-based 

estimate as uniformly high implied vol and correlation 

indicate stocks responding to a common risk factor.  In our 

view, extremes will persist until financial system risks are 

resolved making it nearly impossible to call a near-term path. 

Financial system risks, high realized vol push VIX to 6-year high 

This week was painful for U.S. indices as Financial system risk sparked an 

aggressive and volatile market correction; the SPX had 3 moves greater 

than 4% and 10-day realized vol hit 51%.  The VIX spiked to 42 intra-day, its 

highest level since 2002.  For perspective, we look through the noise and 

hone in on the fundamental and statistical factors driving index implied 

volatility and find key metrics stretched to historical levels. 

The VIX is 5 points above our macro-based estimate 

Our fundamentally-based model for SPX implied vol suggests a short-term 

VIX level of approximately 28%, 5 points below current levels.  In our view, 

the options market is pricing in a large and justifiable risk premium 

triggered by recent distress in capital markets and financial companies, 

which has made predicting a near-term path nearly impossible.  We expect 

this will persist until financial risks are mitigated and the market can 

refocus on fundamental drivers. 

Elevated implied vol and correlation suggest a common risk factor 

Uniformly high implied volatility and correlation, which are at a 1-year 

high across stocks and sectors, indicate markets are trading in response to 

a common risk factor such as instability in the global financial system. 

VIX: Intra-day price graph, 9/18/08 (Source: Bloomberg) 
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VIX still appears high relative to key macro drivers 

No model will tell us how or when volatility will subside given the extreme 
stress in the system but with the intense focus on volatility, we think it is useful 
to examine how S&P 500 implied volatility levels are trading against key macro 
factors in an attempt to look through the noise.   

Our results suggest a short-term VIX level of 28%, a decline of 5 vol points from 
current levels. In our view, this is evidence that option prices currently reflect a 
large risk premium triggered by recent distress in capital markets and financial 
services companies that makes predicting a near-term path nearly impossible. 
However, by incorporating a fundamentally driven short-term VIX estimate 
investors can better quantify and understand the risk/reward of positions in the 
context of their own views of financial system risk. 

Our Equity Trading Strategies team recently launched a Global Index Compass Monitor 

which is designed to quantify how major international indices respond to the equity 

markets outlook for economic growth, interest rates, oil prices, and common global market 

risk.  The Global Index Compass shows that equity indices share a common set of macro 

drivers that explain a substantial part of index returns over time as well as index returns 

relative to one another.  We utilize this toolkit to analyze how S&P 500 implied volatilities 

are trading relative to key macro drivers. For more information on this methodology see 

their October 25, 2007 report, “Introducing our Global Index Compass”.   

Our model includes explanatory building blocks which monitor shifts in the equity 

market’s view of key macroeconomic forces, namely economic growth, interest rates, oil 

prices and shifts in common market risk not picked up by these three major 

macroeconomic drivers.  These factors are extracted daily from US equity prices using our 

Equity Trading Strategy teams Wavefront models. Regressions of changes in implied 

volatility versus these four macro factors suggest a short-term value of 28% for the VIX, a 

decline of 5 vol points from current levels. 

Exhibit 1: The VIX still appears high relative to key macro drivers 

The VIX versus prediction from macro factors; Data as of 09/17/08 market close. 
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Bottom-up analysis shows extremely high volatility and correlation 

While our top-down analysis indicated implied volatility is at premium to 

fundamental drivers, bottom-up metrics show uniformly high volatility and 

correlation across stocks and sectors that are supportive of high short-term implied 

vol.  Elevated realized correlation between Financials and the SPX, as well as versus 

other sectors, is another indicator that the market is trading a Financials theme. 

Realized Volatility- SPX 10-day realized volatility of 51% is at its highest level since 

August 2002 and consistent with levels reached during previous market crisis periods.  At 

the sector level, Energy, Staples and Tech are at 3-year highs while all other sectors are in 

their upper decile over the same period.  The degree of volatility is further shown in intra-

day moves of the VIX, which traded in nearly a 10 point range today, touching 42% and 

closing above 33% for the second consecutive day. 

Implied Volatility- Consistent with the elevated level of the VIX, virtually every S&P 500 

sector had one-month implied volatility levels at multi-year highs as of 9/17 market close.  

Financials is the notable standout with implied volatility of 82%. 

Correlation- A key driver of high realized volatility has been an increasing correlation 

amongst stocks and sectors that was absent during the summer when Energy and 

Financials stocks had a negative correlation.  The average pair-wise correlation of S&P 500 

stocks is 0.51, which is its 95th percentile over the past 3 years and up from 0.25 in the past 

month.  Similar levels of correlation are found at the sector level where 5 of the 10 S&P 

sectors are in their upper decile and Financials and Energy stocks have realized correlation 

above 0.70.  Perhaps most telling is the high correlation of the XLF to both the market and 

other S&P sectors, which confirms the market is trading a financials theme, in our view. 

Exhibit 2:  SPX realized vol is at a 6-year high and 

consistent with previous crisis periods 

S&P 500 10-day realized volatility 

 Exhibit 3: VIX traded in a 10 point range on 18-Sep 

Intra-day VIX pricing for 09/18/08 
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Exhibit 4: Sector correlation and implied volatility levels are uniformly high 

Data as of 09/17/08 market close. 
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Risks 

Investors who sell a variance swap risk unlimited losses if the realized volatility of the 

index exceeds the reference strike of the variance swap at expiration. 

Investors who buy a variance swap risk a maximum loss equal to the square of the 

variance strike times the variance notional (variance units*variance strike^2). 

Investors who sell a variance swap on one index and buy a variance swap on another risk 

unlimited losses if the realized volatility of long goes to zero and the realized volatility of 

the short goes to infinity. 

Buying puts or put spreads: Investors who buy put options risk loss of the entire premium 

paid if the underlying security finishes above the strike price at expiration. Investors who 

buy put spreads (buy a put and sell a further OTM put) also have a maximum loss of the 

upfront premium paid. The maximum gain from buying put spreads is the difference 

between the strike prices, less the upfront premium paid. 

Most spreads and all uncovered strategies must be effected in a margin account. Multiple 

leg strategies, including spreads, straddles, and strangles will incur multiple commission 

charges. Supporting documentation for any claims, comparison, recommendations, 

statistics, or other technical data, will be supplied upon request. Returns cited might be 

achieved only if the parameters described can be duplicated and there is no certainty of 

doing so. 
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