Accidents Waiting to Happen - Short VIX
29 April 2019
The April 23rd net short position in VIX futures was the largest ever reported by the
CFTC.
The Short VIX trade is back, with the largest ever recorded net short position in VIX futures1,
15 months after Short VIX ETFs were wiped out as the VIX surged by 115% in a day— its
biggest up day ever. Just 6 months ago, the VIX ran up by 44% in a single day and 59% in
3 days. There’s a very high probability that those events will be repeated in spite of the ‘low
volatility’ in the S&P 500 Index.

Déja Vu All Over Again.
By mid 2017 the fact that the Short VIX trade was becoming dangerously crowded was widely reported,
as was the VIX Index level that would trigger a meltdown. In June and August of 20172 we warned that
the probability of the index rising by that amount was
so high that the catastrophic event was imminent.
In February 2018, the VIX rose by 115% in a single
day and the Short VIX ETFs were largely wiped out.
Resulting lawsuits are still underway3.

What could go wrong this time?

led us to predict that the wipeout which came in February 2018 was imminent.
Now, just as the ‘low volatility’ of the Index has triggered the largest Short VIX futures position of all time,
the fat tails are back and the probability of large losses is high.

How big a drawdown are the VIX Shorts prepared for this time?
As recently as last October, the VIX jumped 43% in a
single day when the S&P 500 Index dropped 3.29%.

Now, with the S&P 500 Index hitting record highs and
volatility damped down, the Short VIX trade has returned. This time the record short exposure is to VIX
futures directly1.

This was, and remains, the worst single day in the Index since February 2018. According to our tail model
we should expect the S&P 500 Index to lose at least
this much once every 5 months.

Volatility is not a reliable measure of risk. It contains
no information whatsoever about how fat the tails of a
returns distribution are. And it’s precisely the fatness
of the tails that answers the question “What could go
wrong this time?”

The same technology applied to the Short VIX returns
shows that exceeding the 43% loss experienced the
last time this happened should be expected once
every 10 months. Are the record holders in the Short
VIX futures position prepared for that?

The extremely fat tailed distribution of returns in the
S&P 500 Index and the Short VIX position were apparent by Q3 2017. The high probability of outsized
moves in fat tailed distributions was precisely what

There’s a very high probability that the VIX shorts will
be wiped out again.
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LEGAL NOTICE
Please read this notice carefully:
The contents of this document are for illustrative and informational purposes only. No information in this document should
be considered a solicitation or offer to buy or sell any financial instrument or to offer any investment advice or opinion
as to the suitability of any security in any jurisdiction. All information is subject to change and correction due to market
conditions and other factors.This document has been created without any regard to the specific investment needs and
objectives of any party in any jurisdiction. Specific instruments are mentioned in this document but this should not be
construed in any way as a recommendation to invest in them or in funds or other instruments based on them. They are
used for informational purposes only. Omega Analysis Limited does not provide investment advice. Investors need to
seek advice regarding suitability of investing in any securities or investment strategies. Any decisions made on the basis
of information contained herein are at your sole discretion and should be made with your independent investment advisor.
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