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Warning these products are for sophisticated investors only. Please read the following disclaimer.

This article is issued by Oxeye Capital Management Limited (Oxeye) and is authorised and regulated by The
Financial Conduct Authority (FCA). Oxeye is entirely independent and has no ownership ties with any other
financial institution or marketing group. References to 'we', 'us' and 'our" in this article shall mean Oxeye unless
otherwise stated.

This article was prepared and distributed by us for information purposes only, and may contain information,
advice, recommendations and/or opinions, which may be used as the basis for trading undertaken by us and our
officers, employees, associated and/or affiliated companies. The description of the investment management
services and process is a general one and this article should not be construed as solicitation, nor as offering
advice for the purposes of the purchase or sale of any derivative, security or investment. The terms and conditions
applicable to individual investors will be set out in the applicable contract or offering document.

The information and opinions contained within this article were considered by us to be valid when published. This
article may also contain information that has been provided to us by third parties. The source of such information
may be disclosed within this article where relevant. Whilst we consider we have taken all reasonable steps to
ensure the information is correct, we do not under any circumstances whatsoever, warrant the accuracy or
completeness of such information.

Any person placing reliance upon this article to undertake trading does so entirely at their own risk and,
accordingly, we do not accept any liability as a result, whether directly or indirectly incurred. Derivatives and
securities markets may be subject to rapid and unexpected price movements, and past performance is not
necessarily a guide to future performance. Currency movements may also have an unfavourable, as well as
favourable effect on the value of the underlying investment and/or assets. Investments and/or strategies
discussed herein may not be suitable for all investors. Accordingly, if any person reading this article has doubts
about their particular suitability, they should consult an independent investment adviser.

Investments may fall as well as rise and investors may not get back the amount invested.

By continuing to the article, the reader agrees to these terms.

Close Gate House, 47 High Street, Salisbury, Wiltshire, SP1 2PB United Kingdom
Tel: 1722 336388 Fax: 1722 339537 Email: info@oxeye.co.uk Website: www.oxeye.co.uk
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The Long Volatility Opportunity - December 2017

Implied Volatility is at historical lows

Figure 1 shows the Implied Volatility (IV) cycle back to 1997.
Option premium levels are below our target comfort level as
denoted by the red line and we have significantly reduced our

“short” volatility exposure. Volatility may continue to fall in
the near-term, but historically it has always risen to the 20%
level within a year. With IV so low, this note examines the
potential fora “long” volatility trade (last recommended in
December 2006).

Figure 1: Leading UK Equities Index IV 1997 to Present
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How far could the UK Index fall?

A decline to the long term line as shown in Figure 2 would
constitute a 15% drop in the index and a rise to 20% in IV.

Figure 2: Monthly UK Index 2000 to date
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The simplest way to profit is to buy Puts

Figure 3 shows an analysis of the cost of Put options at
various levels of IV over four different durations, factoring in a
market drop of 15% .

Figure 3: Cost of Buying Put Options

Duration
3 6 9 12
month month month month
IV Pre-Fall Mar-18 Jun-18 Sep-18 Dec-18
9% 96 199 290 404
IV Post-Fall
15 812 882 951 1027
20 863 963 1056 1150
30 920 1049 1166 1277

Example Trades:
(1) Long Volatility Trade: Buy Puts

The Option used for this example is the 7125 Dec 18 Put which
is 5% out-of-the-money (OTM). This can be purchased for 404
(£4,404) and with IV spiking to 15% the Put may rise to 1027
(£10,270). With a rise to 20% IV and the Put increases to 1150
(£11,500) and at 30% 1V to 1277 (£12,770).

(2) Reducing the Cost: Sell Calls, Buy Puts

The cost of the Put could be financed partly by selling a Call.
For instance selling a December 2018 7800 Call (5.5% higher
than the current market @ 7400) for a premium of 150. If the
index were to remain below 7800 then the cost of the long
volatility trade would be 404-150= 254. This would give a
return profile such that the combined position will lose if the
index rises above 7800, a fall in the index to 6375 would yield a
profit of £5,200. A fall in the index to 5800 and the strategy
realises £10,710.

Figure 4: Risk Profile on Expiry of a Long Put
combined with a Short Call
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Volatility will rise again
Oxeye Capital Management Limited

With Central Bank stimulus still huge, creating imbalances in
demand for and supply of quality assets, bond yields globally
at record low levels and even negative in some cases, the
stock market artificially valued through stock buy-backs, the
global short volatility trade is at record levels and feeding on trading. Oxeye runs both managed accounts and funds for

itself.2 The need to rebalance portfolios in line with rising its clients. It has managed its Option Premium (short

is an award winning absolute return manager specialising in

volatility risk premium harvesting through derivatives

market capitalisations is forcing investors to keep buying to
maintain their target weightings and inevitably a feeling of
complacency is setting in. To the extent that commentators

volatility) Strategy (OPS) since 1997. OPS profits come from

selling short options and holding mainly through to expiry.

are questioning if volatility can ever rise again. Below are listed OPS lifetime performances:
. . . _ 5X Leveraged
Oxeye believes it will occur within a 12 month
] y Annualised return: 20.74%
time frame Total Cumulative Return: 4518.04%
As shown in Figure 1, periods of low volatility have always
Unleveraged

come to an end. Each time volatility rose from below 10% to

at least the 20% level. In our view, some time in the next 12 Annualised return: 7.01%

months volatility will rise sharply again. In this instance, Total Cumulative Return: 393.18%

carefully planned long volatility trades such as the ones
outlined above will be extremely profitable.

J. Moss/H. Pomeroy December 2017

Managed Option Strategies

The examples shown above are quite simplistic. Here at Oxeye we design and manage bespoke strategies for clients who want to
generate absolute returns or to hedge their portfolios against a rise in volatility. There are a number of other strategies which we can
suggest, but these are more complex in nature as the aim is to reduce the cost of the long volatility position to as close to zero as
possible. Please contact us for more information about our services.

Please see Oxeye Traded Options Strategy: Hedging A Fall In UK Equities for our 2006 note: https://staticl.squarespace.com/
static/59e1d4d59f8dce639786d4b8/t/5albe3ddc83025aa86867e69/1511777249230/Thornhill+FTSE+Hedge+%28tampered%29+2006+PDF.pdf

2please see Volatility and the Alchemy of Risk, Artemis Capital Management for further analysis of the global short volatility trade:
https://staticl.squarespace.com/static/5581f17ee4b01f59¢c2b1513a/t/59e8a9b0e9bfdfb287faa3d2/1508420022032/
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