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The theory…























Weighted MC Approach

• Use a simple model for the dynamics of the single stock relative to its 

ETF
• Model the residual volatility as a fraction of the total implied (ATM) vol

of the stock

• Calibrate this to all options on ETF and to the forward for the stock under
consideration, using Weighted Monte Carlo
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Model Value vs. Market Value
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A Brief History of Volatility 1990 – 2008:
the CBOE VIX Index
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Volatility decreases from 2003 to 2006-2007



S&P 500 Volatility 8/2006-4/2008
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XLF (Financial S&P ETF) vs.
VIX

Volatility drops are 
synchronous to Fed moves

Bear Stearns



Implementation of L/S Strategy
in 2007

• Few ``buy’’ signals in early 2007

• Buying volatility gave poor results 2004-2006

• Theta-neutral portfolios gave poor results in 2004-2006

• Suggested selling volatility on strong signals in small amounts per name

• Hedging with ETFs (sector neutral)

• Hedging with SPY (``globally neutral’’)

• Synthetic insurance company: selling protection (Gamma) on many single names

• Hedging is the key to maintain market neutrality and get desired results
(as we will see)

• In back-testing we use variance swaps instead of options for simplicity



Market-Neutrality matching different Greeks
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Gamma-Neutral/Sector 2007
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