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Summary

e The VIX index is currently demonstrating a complete
absence of fear. In the context of current world affairs and
political instability, we believe this is demonstrating a
worrying complacency amongst investors.

e Shorting the VIX is a dangerously crowded trade. The risk
of market dislocation increases as interest rates rise.

e The VIX and equity valuations are unusually closely
correlated, implying that investors are buying equities
due to their low volatility, and are comfortable with high
valuations as a result. As we believe the VIX is likely
understating risk, this puts equity investors in a
vulnerable position.

Changing course after failure

The VIX index, coined as the fear index, is currently
demonstrating a complete absence of fear. Except for the
occasional spike upwards this year it has been exceptionally
low. The average level of VIX for this year sits in the lowest 5%
in history (since 1991) with the current level being in the lowest
1%. Furthermore, the low of 9.75 this year was the 5th lowest in
history, a level last achieved in late 1993. In the context of
current world affairs and political instability, we believe this is
demonstrating a worrying level of complacency amongst
investors.
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Recent spikes in the VIX highlight how this complacency can
leave investors going short the VIX index vulnerable. The spike
on 17th May is a good example. The VIX rose 46% from 10.6 to

15.6 overnight on the back of revelations that Donald Trump
asked ex FBI Director James Comey to drop the FBI
investigation into Russian involvement in the US Presidential
elections.

From a superficial perspective, the low VIX suggests investors’
perception of future volatility is sanguine. We believe the VIX
is understating risk. Our model of the VIX, which uses a
combination of the Global Financial Stress Index (GFSI) and
the US Economic Policy Uncertainty Index (detailed in VIX &
Tax promises lulling equity investors into a false sense of
security) highlights a widening deviation between our model
results of the VIX and the actual VIX index. Our model
suggests the VIX should be closer to 15, not its current level of
10.6. Thus, our model indicates that market perception of risk
should be much higher. Perversely, we believe this disparity
has been partly due to unstable macro events. A broad rise in
the S&P500 is masking unusually low correlation between
market sectors and individual stocks. This does not fully
explain why the VIX has been deviating from our model, as this
is a more recent phenomenon.

Since 2013 a worrying trend has arisen amongst a group of
investors who are shorting the VIX. The subdued level of the
VIX has likely been driven by investors, on the hunt for yield,
motivated by years of loose monetary policy. The steep term
structure gives these investors who are short the VIX a yield.
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According to the CFTC (Commodity Futures Trading
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Commission), investors are holding record short positions -
over 3x standard deviation from its historical range relative to
long positions - suggesting shorting the VIX is an increasingly
crowded trade.
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We question how long this can last given the VIX is so low. We
also remain concerned that an unwind of this trade will hurt,
potentially prompting a VIX short squeeze and the resultant
higher volatility prompting a risk asset sell-off. Timing a
potential shift in sentiment is difficult although shorting the
VIX will become increasingly less attractive every time the US
Federal Reserve (FED) increases interest rates. The short VIX
yield will therefore look increasingly less attractive as yields in
other assets increase with rising interest rates. Conversely, an
unexpected sharp move in equities or a significant political
event could also precipitate an unwind in short VIX
positioning.

On the other side of this trade are investors who see record
lows in the VIX as an opportunity to buy long positions, fearing
that volatility may rise. As illustrated by the shares outstanding
from a selection of ETFs, short VIX ETF shares have been
falling recently while long VIX ETF shares have risen sharply.
This trend emerged not long after the first FED rate hike in
December 2015.
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The challenge in owning long VIX products is their ability to
track the index. As the term structure is steep, it means as the
products switch from one contract to the next, there is a cost
incurred, meaning over time there is an increasing decay in
relative performance.

The low measures of the VIX does have implications for the
equity market. Historically there has been a poor relationship
between the VIX and price/earnings (PE) valuations in the US,
with a regression between of the two demonstrating an R-
squared of 0.1 since 1990. However, over the last 2 years the R-
squared his risen sharply to 0.58, suggesting a much closer
correlation between the VIX and PEs.
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The worrying aspect in the relationship is that the further the
VIX falls, the higher valuations are, implying that investors are
buying equities due to their low volatility, and are happy paying
higher valuations to do so. As we believe the VIX is likely
understating risk, this puts equity investors in a vulnerable
position.

In short, we believe equity investors are becoming too
complacent, valuations are high at a time when margins are
likely to be squeezed further, whilst many promised corporate
tax cuts may not come to fruition this year. Furthermore, we
believe the VIX is lulling some investors into a false sense of
security when holding equities. These factors leave equity
markets vulnerable to a sell-off in the event of further interest
rate rises and continued lack of clarity from the US political
administration.
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Important Information

General

This communication has been issued and approved for the purpose of section 21 of the Financial Services and Markets Act 2000 by ETF Securities (UK)
Limited (“ETFS UK”) which is authorised and regulated by the United Kingdom Financial Conduct Authority (the “FCA”).

The information contained in this communication is for your general information only and is neither an offer for sale nor a solicitation of an offer to buy
securities. This communication should not be used as the basis for any investment decision. Historical performance is not an indication of future
performance and any investments may go down in value.

This document is not, and under no circumstances is to be construed as, an advertisement or any other step in furtherance of a public offering of shares or
securities in the United States or any province or territory thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed
(directly or indirectly) into the United States.

This communication may contain independent market commentary prepared by ETFS UK based on publicly available information. Although ETFS UK
endeavours to ensure the accuracy of the content in this communication, ETFS UK does not warrant or guarantee its accuracy or correctness. Any third
party data providers used to source the information in this communication make no warranties or representation of any kind relating to such data. Where
ETFS UK has expressed its own opinions related to product or market activity, these views may change. Neither ETFS UK, nor any affiliate, nor any of
their respective officers, directors, partners, or employees accepts any liability whatsoever for any direct or consequential loss arising from any use of this
publication or its contents.

ETFS UK is required by the FCA to clarify that it is not acting for you in any way in relation to the investment or investment activity to which this
communication relates. In particular, ETFS UK will not provide any investment services to you and or advise you on the merits of, or make any
recommendation to you in relation to, the terms of any transaction. No representative of ETFS UK is authorised to behave in any way which would lead
you to believe otherwise. ETFS UK is not, therefore, responsible for providing you with the protections afforded to its clients and you should seek your
own independent legal, investment and tax or other advice as you see fit. 974
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