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Dangerously low volatility 

 

“Stability begets instability.” Those are famous 

words of the American economist Hyman 

Minsky. What did he mean by that? A long 

enduring period of stability in markets or in 

the economy encourages market participants 

to undertake greater and greater risks, so 

much so that this in and of itself causes a state 

of instability which then contributes to a 

substantial drop in the prices of various assets.  

Today, we are in a situation very much of that 

sort. Historically low volatility on equity 

markets is sending out false signals as to the 

level of general risk. Investors have the 

impression that risk is low and they are taking 

more risk into their portfolios than they 

presume. Risk is an inseparable component of 

every investment. If, however, an investor 

uses an erroneous definition of risk (and 

volatility is one such definition) and at the 

same time incorrectly regards its level as low, 

then he or she may be on a collision course 

with trouble. 

What is volatility anyway? It is a statistical 

variable that measures the rate of fluctuation 

in an asset’s price. The more the price of a 

stock or index value fluctuates, the more 

volatile that price or value is. There are two 

kinds of volatilities: implied and realised. 

Implied volatility displays investors’ 

expectations concerning future volatility. It is 

calculated from option prices using the Black–

Scholes model. Realised volatility states an 

actual rate of price fluctuation in the past.  

 

Both of these volatilities have recently been at 

historic lows. Implied volatility (as measured 

by the VIX index) has been calculated since 

1990. Its average value between 1990 and 

2016 was approximately 20. This year’s 

average is close to 10. In all of its 27 years, the 

VIX has slipped below 10 only about 50 times, 

40 of which occurred this year. This year’s 

realised volatility dropped to as low as 7, and 

that makes 2017 the least volatile year for the 

entire time that volatility has been measured. 

Now, two questions come to mind here: Why 

is volatility so low, and why should it matter? I 

have no answer for the first question, but I do 

have one for the second. We can only 

speculate why volatility is at record lows. I 

personally think that there are three main 

reasons. The first is based in the long period of 

rising equity markets. Volatility is usually 

lower when markets are rising. The second, 

relates to the booming popularity of passive 

investing. When fewer and fewer people give 

any thought to what they are buying and at 

what price, this tends to diminish the volatility 

of the individual share prices and of entire 

markets. And third, massive bond purchases 

and interest rate manipulations by central 

banks have decreased volatility in interest 

rates and that is working its way through to 

the volatility of stock prices. 

The question why low volatility should be bad, 

however, is much more crucial. It all relates to 

the definition of risk and its management. The 

vast majority of institutional investors still 
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steadfastly use volatility as a measure of risk. 

This, then, would mean that historically low 

volatility in their sophisticated risk 

management models (such as Value-at-Risk) is 

signalling that their risk is too low and that 

their “capacity for risk” is not being fully 

utilised. Having unfulfilled capacity for risk is a 

terrible thought for many investors. 

Fortunately, there is an easy remedy at hand: 

take on more risk. One can always bring more 

risky assets into one´s portfolio and use more 

leverage.  

That is exactly what we are seeing today. All 

robo-advisers, quant investors, risk parity 

funds, funds targeting a specific level of 

volatility, ETFs shorting volatility directly, and 

the like are taking on more and more risk. 

There are plenty of such products based on 

low volatility, and the sum of money invested 

into them will be not just in the hundreds of 

billions of dollars, but probably by an order of 

magnitude still higher. Shorting volatility is 

hidden from the common investor, but it is 

now a widespread mania. 

All these investors implicitly assume that low 

volatility will remain with us also into the 

future. That, however, is not probable. Even a 

mere return of volatility to its long-term 

average would mean a 100% increase in the 

VIX index. That is by no means unimaginable. 

Moreover, volatility usually jumps up quickly 

and unexpectedly but diminishes gradually. 

Such upwards movement in volatility would 

cause massive corrections (i.e. selling) in many 

portfolios, due in part also to margin calls. Risk 

capacity would suddenly be exceeded 

substantially and positions would need to be 

radically reduced. These sales would cause a 

still greater increase in volatility, which would 

cause even larger sales, et cetera. 

Betting on low volatility, whether of the 

explicit or implicit sort, has been paying off 

recently, and it can bring concrete returns. 

Those gains come, however, at the price of 

very high risk. Endeavouring to continue with 

this strategy also requires undertaking 

increasingly large risk. Careful and 

conservative investors who define and value 

risk correctly and hold themselves back may 

now look to many like poor investors. 

Responsible money management is not highly 

valued in times such as these. It is just these 

careful investors, however, who will have the 

last laugh. Today’s risk-takers will run into big 

problems sooner or later, and in hindsight 

they may themselves be surprised how much 

they put at risk. In certain cases, these 

problems will be existential. This is the case 

especially of certain ETFs which are shorting 

volatility, have built-in leverage, or invest into 

illiquid assets. Some of them will perish and 

take their investors’ money with them. 

Keeping a cool head in the midst of a crowd 

that is pursuing quick profits regardless of the 

risk involved is often the hardest thing for 

investors. It always pays off in the end, 

though.  

 

Invest with care! 

 

Daniel Gladiš, 11 December 2017 
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For more informations 

Visit  www.vltavafund.com 

Write us investor@vltavafund.com 

Follow us www.facebook.com/vltavafund 

 

 

__________________________________________________________________________________ 

Disclaimer : 

Our estimates and projections concerning the future can and probably will be 

incorrect. You should not rely upon them solely but use also your own best judgment 

in making your investment decisions. 

This document expresses the opinion of the author as at the time it was written and 

is intended exclusively for educational purposes. 

The information contained in this letter to shareholders may include statements that, 

to the extent they are not recitations of historical fact, constitute “forward-looking 

statements” within the meaning of applicable foreign securities legislation. Forward-

looking statements may include financial and other projections, as well as statements 

regarding our future plans, objectives or financial performance, or the estimates 

underlying any of the foregoing. Any such forward-looking statements are based on 

assumptions and analyses made by the fund in light of its experience and perception 

of historical trends, current conditions and expected future developments, as well as 

other factors we believe are appropriate in the given circumstances. However, 

whether actual results and developments will conform to our expectations and 

predictions is subject to a number of risks, assumptions and uncertainties. In 

evaluating forward-looking statements, readers should specifically consider the 

various factors which could cause actual events or results to differ materially from 

those contained in such forward-looking statements. Unless otherwise required by 

applicable securities laws, we do not intend, nor do we undertake any obligation, to 

update or revise any forward-looking statements to reflect subsequent information, 

events, results or circumstances or otherwise. 

This letter to shareholders does not constitute or form part of, and should not be 

construed as, any offer for sale or subscription of, or any invitation to offer to buy 

or subscribe for, the securities of the fund. 

Before subscribing, prospective investors are urged to seek independent professional 

advice as regards both Maltese and any foreign legislation applicable to the 

acquisition, holding and repurchase of shares in the fund as well as payments to the 

shareholders. 

The shares of the fund have not been and will not be registered under the United 

States Securities Act of 1933, as amended (the “1933 Act”) or under any state 

securities law. The fund is not a registered investment company under the United 

States Investment Company Act of 1940 (the “1940 Act”). 

The shares in the fund shall not be offered to investors in the Czech Republic on the 

basis of a public offer (veřejná nabídka) as defined in Section 34 (1) of Act No. 

256/2004 Coll., on Capital Market Undertakings. 

The Fund is registered in the Czech National Bank´s list in the category Foreign AIFs 

authorised to offer only to qualified investors (without EuSF and EuVECA) managed 

by AIFM. 

Historical performance over any particular period will not necessarily be indicative of 

the results that may be expected in future periods. 

Returns for the individual investments are not audited, are stated in approximate 

amounts, and may include dividends and options. 
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