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VelocityShares’ Hedged Large Cap Indices

V

elocityShares’ Volatility Hedged Large Cap Index and
Tail Risk Hedged Large Cap Index represent the next
frontier in long equity investment and portfolio
management. Recognizing the need for the long equity investor to
seek a hedge to limit downside and the availability of such a hedge
to enable long investing, these indices reflect exposure to S&P 500
Index-linked ETFs with exposure to volatility as well, specifically
the VelocityShares Volatility Hedged Vol Component Index or the
VelocityShares Tail Risk Hedged Vol Component Index, in an
automatically rebalanced product. 1,2 Volatility reflects how
turbulent the markets are over a specific period of time, and
volatility tends to rise in periods of equity market decline.
Exposure, therefore, to volatility may provide a downside hedge
during equity selloffs. In this paper, we focus our attention on the
Vol Component Indices, which reflect a dynamic exposure to
volatility that seeks to provide a hedge in periods of equity market
declines.

VelocityShares’
Volatility Hedged
Large-Cap Index and
Tail Risk Hedged LargeCap Index are
specifically designed
with sophisticated
portfolio hedging in
mind.

The 3 C’s of Portfolio
Hedging: Correlation,
Convexity and Cost

The key to long equity
investing with downside
hedging is three-fold:
correlation, convexity and
cost. First, the hedging
instrument ought to
generally have a negative
correlation to the equity
portfolio during times of
significant stress. Second,
a hedge ought to deliver
convexity—a nonlinear, outsized payout that grows
disproportionately to the equity market move—so that a portfolio
need not overweight the allocation to the hedge. Without
convexity, the investor could cannibalize positive returns. Finally,
the investor needs a hedge that is cost-effective so that embedded
premiums don’t erode capital to a point where the hedge is
ineffective.
Standard schemes designed to protect equity portfolios in
downturns, such as rolling puts, achieve correlation and convexity
but at far too rich a cost. Rolling puts is a popular method of
hedging equity portfolios from market risks by buying S&P put
1

Here we focus on the Vol Component Index since the long equity
exposure is straightforward. The Vol Component is described in the
Methodology document, which can be found at
www.velocityindices.com/methodology/.
2 By rebalance, we refer to the process of bringing the index back to the
target allocation between equity exposure and volatility exposure.

options and maintaining such positions by selling expiring put
options as they near expiry and buying the next expiry at the same
time. When rolling puts, the investor pays an implied volatility
premium embedded in the option price, which, over the long run,
negatively impacts performance on the entire portfolio. Long
volatility hedges (i.e. holding static long volatility futures
positions) are negatively correlated to equity positions, but suffer
from a lack of convexity and massive costs. While the VIX Index,
which reflects a market expectation of volatility over the following
thirty days, is not a tradeable instrument, the Short-Term VIX
Futures Index (SPVXSP) 3, is, and it lost 53% in 2006, 65% in
2009, 72% in 2010, and 78% in 2012; it has been down five of
seven years since inception. 4
VelocityShares’ Volatility Hedged Large-Cap Index and Tail Risk
Hedged Large-Cap Index are specifically designed with
sophisticated portfolio hedging in mind. Each index is designed to
track an exposure to the S&P 500 with a volatility exposure; this is
reflected by a target allocation of 85% of assets with exposure to
the S&P 500, obtained by an investment in S&P 500 ETFs and 15%
of assets with an exposure to volatility, obtained by an investment
in volatility ETFs and which is represented by each Volatility
Component Index. The combination seeks to reflect how an equity
portfolio is protected by an exposure to volatility in the event of an
equity market downturn. The Tail Risk Hedged Large Cap Index
targets a slightly longer position 5 in volatility relative to the
Volatility Hedged Large Cap Index; it is designed to reflect an
equity portfolio protected by a higher level of exposure to
volatility.
The exposure to volatility in the indices seeks to exhibit




Convexity, thanks to a dynamic allocation to volatility that
takes advantage of volatility’s trending nature
Correlation during times of stress,
Cost-efficiency: the strategy maintains a dynamic allocation to
volatility so that when volatility is very expensive to hold, the
volatility allocation can shorten

For more detail on the volatility allocation, please refer to
www.velocityindices.com.

3 The Short-Term VIX Futures Index (SPVXSP) tracks a constant maturity
portfolio of VIX Futures by rolling front-month VIX Futures into secondmonth VIX Futures.
4 Source: Bloomberg.
5 The Tail Risk Vol Component Index targets 45% long volatility exposure
whereas the Volatility Hedged Vol Component Index targets 33.33%.
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In Figure 1 below we plot the performance of the VelocityShares
Hedged Large Cap Indices using backtested, historical data from
December 20, 2005 until the indices inception on April 30, 2012
and thereafter using actual data. We compare the performance to
Large-Cap Equities, represented by SPDR S&P 500 ETF Trust
(SPY) with reinvested dividends.
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Based on historical data, on a per annum basis from December
20th, 2005 to April 30th, 2013, the indices’ performance
outstripped Large-Cap Equities by 1.9% and 3.1% respectively,
while decreasing volatility by 5.7% and 7.9%; Figure 2 shows the
volatility and return (annualized) for the VelocityShares Hedged
Volatility Indices and the SPTR during various time periods:
12/20/05 – Present (full sample)
01/01/09 – Present
01/01/08 – 12/31/08

VHI 08
LCE 08

-50%

Large-Cap Equities

Figure 1: Performance of the Volatility Hedged Indices versus
the SPY with Reinvested Dividends. (Data as of April 30th 2013.
Charts and graphs are provided for illustrative purposes only. It is not
possible to invest directly in an index. Past performance is not an
indication of future results. The Indices were launched on April 30th, 2012,
all data presented prior to the inception date is back tested. Please see the
performance disclosure for more information on the Index and the
inherent limitations associated with back-tested index performance.)
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Figure 2: Annualized Index Performance Metrics (TRI is TailRisk Hedged Large Cap Index; VHI is Volatility Hedged LargeCap Index)

Why a Volatility Hedge?
Historical data demonstrates that volatility has tended to spike
during market sell-offs. The VIX Index, a widely recognized
volatility indicator, hit its 10-year high in the fourth quarter of
2008, during the height of the financial crisis. While investors
can’t trade the VIX Index, they can trade strategies based on
constant maturity VIX Futures portfolios. 6 If a strategy is wellconstructed, it can take advantage of VIX Futures properties:




The risk-reward over the full sample (as measured by the return
divided by volatility) is greater than twice the Large-Cap Equities
(“LCE”) benchmark for both Hedged Volatility Indices:

Historically, in normal market environments VIX Futures
have tended to have negative returns due to high cost of
rolling VIX futures contracts (selling shorter-dated contracts
and buying the next month’s contract at a higher cost than the
sale price).
Historically in periods of extreme market stress, VIX Futures
have tended to have positive returns due to the return from
rolling VIX futures contracts (selling the contracts as they
expire and buying the next month’s contract at a lower cost
than the sale price).

See, for example, Figure 3, which shows the average VIX Futures
Curve during the fourth quarter of 2008 versus the third quarter
Constant maturity VIX Futures portfolios hold a basket of contracts,
typically front-month and second-month contracts, whose average expiry
is a fixed number of days, weeks or months in the future. Most popular is
the one-month constant maturity portfolio, which holds a basket of frontand second-month contracts in such a proportion that the average time to
expiry is one month.

6

VelocityShares Volatility Hedged Large Cap Index
VelocityShares Tail Risk Hedged Large Cap Index

of 2012.

3

positive trending behavior in VIX Futures coinciding with tail
events. It is a more suitable underlying for hedging.

Built-in Portfolio Rebalancing
In addition, each Hedged Volatility Index maintains a monthly
rebalance to the target 85%/15% allocation, so that the respective
volatility allocation in each index is appropriately re-sized back to
its goal ratio relative to the long equity position. In order to
illustrate how rebalancing works, the month of Aug-11 is a good
example of when the volatility position outpaces equity and
rebalancing occurs. Figure 4 shows the rebalance dates (red lines)
and the percentage allocation in the Volatility Component Index of
the Tail-Risk Hedged Index. As the Figure shows the allocation
may diverge from 15% intra-month but is rebalanced at the end of
each month.

Managing the High Cost of a Volatility Hedge
Utilizing put options to protect an equity portfolio in volatile
markets has historically been far too expensive, thanks to the
embedded cost of implied volatility in such protective puts being
generally considerably higher than realized volatility. In fact, it’s
been so expensive that the CBOE Put Index, which essentially
tracks the price of selling portfolio insurance or put options on a
rolling basis, is up almost 100% since it’s low point during the first
quarter of 2009 (3/16/09 to 3/21/13). 7
Part of the cost problem associated with S&P options is that the
underlying—the S&P 500 Index—is fairly normally distributed.
What that means is that even extreme market events aren’t that
large in magnitude. If you desire a significant return on your
investment in the options premium paid, you need to significantly
leverage your exposure to this underlying.
The S&P 500 VIX Short-Term Futures Index (SPVXSP), on the
other hand, has a negative mean return but a very large positive
skew. In other words, returns are asymmetrically distributed, with
large increases more likely than large decreases. Thus, while the
SPVXSP tends to decline on average, there are periods of strong

7

Source: Bloomberg.

40%
35%
30%
25%
20%
15%
10%
5%

Rebalance

% in Volatility

Figure 4: Allocation to Volatility Rebalances Monthly
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The tendencies of the VIX Futures Curve may or may not persist
going forward, though historically the behavior of the VIX Futures
Curve has provided the investor with powerful market dynamics
with which to hedge equity using a position in VIX futures;
historically, during market stress an increasing position in VIX
futures has lent convexity to a positively trending underlying, and
in calmer markets a declining position in VIX Futures has lent
convexity to a negatively trending underlying. This is why a
dynamic exposure to volatility in portfolio composed largely of
equities can be an effective hedge: the investor can get longer
volatility when it is potentially in the greatest need, and sell
volatility when it’s too expensive. However, past performance is
no guarantee of future results.

45%
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Figure 3: Average VIX Futures Curve
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Disclosures
It is not possible to invest directly in an index. Exposure to an asset class is available through investable
instruments based on an index. There is no assurance that investment products based on the index will accurately
track index performance or provide positive investment returns.
Past performance or results should not be taken as an indication or guarantee of future performance or results, and
no representation or warranty, express or implied, is made regarding future performance or results. The
information contained in this document does not constitute an offer to sell, or a solicitation of an offer to purchase,
any security, future or other financial instrument or product. Investors should review the prospectus or offering
document for any security, financial instrument or product and make their own investment decisions based on their
specific investment objectives and financial position and after consulting independent tax, accounting, legal and
financial advisors. The information contained herein (including historical prices or values) has been obtained from
sources that VelocityShares LLC considers to be reliable; however, VelocityShares does not make any
representation as to, or accepts any responsibility or liability for, the accuracy or completeness of the information
contained herein.
Performance Disclosure regarding the VelocityShares Indices
The inception date for these VelocityShares Indices is April 30th, 2012, and all data prior to this date is back tested.
The back-test calculations are based on the same methodology that was in effect when the index was officially
launched. Prior to October 4, 2011, the volatility ETFs used in the Index did not exist. Index calculations for these
components are computed based off a similar exposure directly to VIX futures, and therefore do not reflect the
management fees of the ETFs among other differences for the period prior to October 4, 2011. Had the volatility
ETFs been available prior to October 4, 2011, the back tested index returns would likely have been lower.
Prospective application of the methodology used to construct each of the indices may not result in performance
commensurate with the back-test returns shown. Please refer to the methodology paper for these indices, available
at www.velocityindices.com for more details about the indices, including the manner in which it is rebalanced, and
the timing of such rebalancing, criteria for additions and deletions and index calculation. The indices are rules
based, although the Index Committee reserves the right to exercise discretion, when necessary. The index
performance has inherent limitations. The index returns shown do not represent the results of actual trading of
investor assets. VelocityShares maintains the indices and calculates the index levels and performance shown or
discussed, but does not manage actual assets. Index returns do not reflect payment of any sales charges or fees an
investor would pay to purchase the securities they represent. The imposition of these fees and charges would cause
actual and back-tested performance to be lower than the performance shown.
“VelocityShares”, the VelocityShares logo, VelocityShares Volatility Hedged Large Cap Index, VelocityShares Tail
Risk Hedged Large Cap Index, VelocityShares Volatility Hedged Vol Component Index and the VelocityShares Tail
Risk Hedged Vol Component Index are trademarks of VelocityShares Index & Calculation Services, a division of
VelocityShares, LLC. VIX® is a registered trademark of the Chicago Board Options Exchange, Incorporated. The
VIX methodology is the property of the Chicago Board Options Exchange (“CBOE”).
The S&P 500®, S&P 500 VIX Short-Term Futures™ Index ER, and S&P 500 VIX Mid-Term Futures™ Index ER
(each an “Index” and collectively the “Indices”) are products of S&P Dow Jones Indices LLC and/or its subsidiaries
(“SPDJI”), and have been licensed for use by VelocityShares LLC and VLS Securities LLC. “Standard & Poor's®”,
“S&P®”, “S&P 500®”, “Standard & Poor's 500™”, “S&P 500 VIX Short-Term Futures™” , and “S&P 500 VIX MidTerm Futures™” are trademarks of Standard & Poor's Financial Services LLC (“S&P”) and have been licensed for
use by SPDJI and sublicensed for certain purposes by VelocityShares LLC and VLS Securities LLC. Dow Jones® is
a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”); “VIX” is a trademark of the Chicago
Board Options Exchange, Incorporated (“CBOE”); and these trademarks have been licensed for use by
SPDJI. SPDJI, Dow Jones, S&P, CBOE and their respective affiliates do not sponsor, promote, or sell any product
based on the Indices. Neither SPDJI, Dow Jones, S&P, CBOE nor any of their respective affiliates make any
representation herein regarding the advisability of investing in any product based on any Index nor do they have
any liability for any errors, omissions, or interruptions of the Indices.”

