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“Take risks:  if you win, you will be happy; 
if you lose, you will be wise.”
        - Author Unknown

Paul Bouchey, CFA, is 
the Director of Research 
at Parametric.
pbouchey@paraport.com

We live in higher volatility reality. The VIX 
has come off of its dizzying heights, but is still 
at an elevated level and there is little reason 
to suspect that the calm waters of 2003-2005 
are coming back any time soon. As investment 
professionals, we need to take a breath, shake 
off the fear and stress created by the experi-
ence of living through the crash of 2008-09 
and figure out how to cope with the new real-
ity in which we find ourselves. We want to do 
more than cope, we want to exploit volatility. 

Over the last five years, bond volatility has 
doubled and stock volatility has tripled. Also, 
cross-sectional volatility (CSV), a measure of 
the dispersion of stock returns in any given 
month, has increased significantly. While the 
absolute level of volatility is a useful measure 
of market risk, CSV is of greater importance 
when assessing active investment managers 
and in benchmark-relative portfolio construc-
tion. In other words, it provides a measure of 
the opportunities available for managers to add 
value through active management. CSV hasn’t 
increased as dramatically as time-series vola-
tility because correlations during the crash in-
creased as well.

The primary defense against volatility is 
to cut one’s portfolio with fixed income. The 
maximum draw down during this period for the 
Barclays Aggregated Bond index was -6%, the 
Russell 1000 -53%, and a 50/50 mix -27%. 
Correlations to equity during this five-year 
period ranged from -0.58 to +0.45. Bonds 
reduced volatility and were a good diversifier. 
Ignore chants of “diversification is dead.”

To really exploit volatility, though, consider 
rebalancing. Market concentrations build up 
and collapse as we have seen in Japan in the 
80s, Tech in the 90s, and Financials during the 
recent real estate bubble. Rebalancing reduc-
es concentration, reduces downside risk, and 
reduces volatility. It contra-trades the current 
market sentiment—think about the uncomfort-
able feeling holding the RAFI 1000 index in 
March 2009 when it rebalanced back into fi-
nancials. This trade was completely contrary to 
human nature and yet it resulted in double digit 
outperformance. 

Which brings up a good point: we have 
found that rebalancing increases the long-
term compounded growth of a portfolio (see 
article on Why Volatility Capture Works).



02

PARAMETRIC
PERSPECTIVES

PARAMETRIC PERSPECTIVES / ISSUE NO. 9 / WINTER 2010

Why Volatility Capture Works
Vassilii Nemtchinov, PhD

Expected
 Return Probability Expected

Growth

Head & Head 30% 0.25 26.2%

Head & Tail 10% 0.25 9.5%

Tail & Head 10% 0.25 9.5%

Tail & Tail -10% 0.25 -10.5%

Total    8.7%

The process of combining and systemati-
cally rebalancing assets that exhibit variability 
in their returns is known as volatility pump-
ing. This process seeks to capture a unique 
source of incremental growth by exploiting the 
volatility that exists in equity markets.  Both our 
Structured Emerging Markets strategy and our 
newer Structured International Equity strategy 
use these principles as they seek to improve 
returns.

Consider a simple investment strategy 
where the outcome is determined by a coin 
toss. If the toss is Heads then the stock gains 
30% and if it is Tails then the stock loses 10%.  
The expected return, or the average return, is 
10%. What would be the expected value of the 
long-term compounded growth of our capital 
for this process? 7.9%.1

Would it be possible to have a strategy 
where the expected growth is higher than the 
one we saw in the previous case? Let’s con-

sider a strategy where we have two random 
processes and the outcome of each is deter-
mined by a coin toss. For simplicity we will con-
sider two identical processes whose outcomes 
are determined as we described earlier. We 
begin with the investment equally split and we 
will stipulate that after each coin toss we split 
all our money in half and invest in each process 
again, regardless of the outcome of the toss 
of the coin. In other words, we will constantly 
rebalance our capital. If the stock increases in 
value we sell and if it decreases we buy. The 
expected return for this strategy is still 10%. 
What would be the expected growth of this 
strategy? If we take the product of the prob-
abilities and the expected growth rates in the 
table below, we get 8.7%. The chart below 
shows an example set of coin flips for Asset A, 
Asset B and a rebalanced portfolio.

The expected growth rate of the combined 
strategy is higher than the average expected 

gain from both assets. When volatilities among 
the assets are high and while correlations are 
low, rebalancing turns volatility from an en-
emy into something that can be harvested or 
captured (see “Diversifying and Rebalanc-
ing: Emerging Market Countries” by Stein, 
Nemtchinov and Pittman published in the 
Journal of Wealth Management in Spring 
2009).  

The Parametric Structured Emerging 
Markets strategy utilizes such an approach by 
employing systematic rebalancing to a fixed 
set of country target weights. It has captured 
a significant premium given the environment of 
high volatility and low country market correla-
tions experienced during the last 14 years. A 
similar structured approach with rebalanc-
ing can be applied to other volatile markets: 
developed market equities, commodities, and 
so forth. 

1Try this in Excel: the expected growth is 50% probability ln(1+0.3) and 50% ln(1-0.1).

Vassilii Nemtchinov is the 

Manager of Applied 

Research at Parametric.  

vnemtchinov@paraport.com
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Situation

A US-based family investment company 
held a diversified portfolio of US equities, in a 
tax managed account.  Concerned about cur-
rent market levels in 2008, the family explored 
several alternatives to reduce potential down-
side exposure in the US equity market, while 
still maintaining upside potential.

Alternatives Considered

• Exposure reduction with liquidation of port-
folio; conversion to cash – rejected due to 
the uncertainty of a decline and the disrup-
tion to the investment program.

• A temporary option overlay program that 
provides partial downside protection and 
continued upside participation (see the 
options disclosure on page 4).

Solution

• Parametric  implemented a listed options 
overlay program which combined the 
purchase of long-dated S&P 500 put 
spreads to reduce downside exposure with 
the sale of an offsetting long-dated S&P
500 call option. 

The client was left long their underlying 
portfolio with protection from a 5-20% decline 
in the market over the next year while retain-
ing the first 30% potential upside over the next 
year.

•  The net result was partial downside protec-
tion which was effectively paid for through 
the sale of calls.  Parametric will continue to 
monitor all options positions and adjust as 
appropriate.

• Parametric continually monitors underlying 
portfolio holdings for potential tax overlap 
and strategy drift and incorporates changes 
in index weightings into option rolls.

Benefits

 Underlying “beta” exposure was hedged. 
Underlying tax manager “alpha” retained as call 
options were sold only on the “beta” comp-
onent of the portfolio.

•  Tax straddle issues are managed. 

•  Listed options are traded in an open-outcry  
market supporting best execution and accu-
rate and transparent portfolio valuation.

Hedged Equity Case Study: 
Upside potential with downside protection

Continued from page 1...

Rebalancing hurts in strong bull or bear 
markets where reversals are small and infre-
quent. However, once the markets reverse 
themselves—and when assets are highly vol-
atile and uncorrelated—rebalancing adds al-
pha, as evidenced by our Structured Emerg-
ing Markets strategy.

Another interesting fact is that high vola-
tility stocks have underperformed low vola-
tility stocks over the last thirty years. CAPM 
predicts that  investors should get a risk pre-
mium for holding higher volatility securities, 
but when you factor in volatility drag you are 
better off underweighting the most volatile 
stocks. There is some great research going 
on in this area, particularly around our new 
Structured International strategy, which has 
a 12-month excess return of 2.86% ending 
December 31, 2009. 

Another tool for exploiting volatility is the 
humble option. Puts and calls have been 
used strategically in a portfolio to manage 
risk, for example an S&P 500 portfolio with 
a 10 percent put spread that is funded by 
call writing (see the Case Study on Hedged 
Equity).   

Like an in-law over the holidays, volatility 
will stay with us for longer than we might like. 
We need to cope and perhaps even benefit 
from the situation. 
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About Parametric

Parametric is an industry-leading provider of 

structured portfolio management, headquar-

tered in Seattle, Washington.  Parametric and its 

affiliate, Parametric Risk Advisors, offer a variety 

of structured portfolio solutions, including cus-

tomized core equity portfolios (U.S., Non-U.S., 

global Tax-Managed CoreTM), options strategies 

(DeltaShiftSM), emerging markets (Structured 

Emerging MarketsTM), and overlay portfolio 

management (OverlayOneTM).

Total AUM (12/31/2009): 
$32.9 Billion* 
*This figure represents the combined AUM of 
Parametric and its affiliate Parametric Risk 
Advisors.

Established: 
1987

1151 Fairview Avenue N.
Seattle, WA 98109
T 206 694 5500
F 206 694 5581
www.ParametricPortfolio.com

Disclosures

Parametric is a majority owned subsidiary of Eaton Vance Corporation. Returns reported herein are preliminary and may be subject to change at anytime. This information is 
intended solely to report on investment strategies and opportunities identified by Parametric Portfolio Associates. Opinions and estimates offered constitute our judgment 
and are subject to change without notice, as are statements of financial market trends, which are based on current market conditions. We believe the information provided 
here is reliable, but do not warrant its accuracy or completeness. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. 
References to specific securities and their issuers are for illustrative purposes only and are not intended to be, and should not be interpreted as, recommendations to pur-
chase or sell such securities. Please note that investments in foreign securities and markets pose different and possibly greater risk than those customarily associated with 
domestic securities, including currency fluctuations, foreign taxes and political and economic instability. Past performance is no guarantee of future results. Performance 
presented gross of investment advisory fees represents the investment performance record for a size-weighted composite of similarly managed, unconstrained discretion-
ary accounts. The deduction of an advisory fee reduces an investor’s return. Actual account performance will vary depending on the size of a portfolio and applicable fee 
schedule. Fee information described in Part II of Parametric’s Form ADV is available upon request. The views and strategies described may not be suitable for all investors. 
This material has been prepared for informational purposes only. Parametric does not provide legal, tax and/or accounting advice. You should consult your tax or legal advisor 
regarding such matters. Please contact your account manager for further information.

Options are not suitable for all investors.  Please ensure that you have read and understood the current options risk disclosure document before entering into any options transactions.  
In addition, please ensure that you have consulted with your own tax, legal and financial advisors prior to contemplating any derivative transactions.  The options risk disclosure document 
can be accessed at the following web address: http://optionsclearing.com/publications/risks/download.jsp.

©2010 Parametric, LLC.  All Rights Reserved.  

Q4 2009 Market Commentary

US stocks rallied in the fourth quarter, with the S&P 500 Index up 6% in the final three 
months of the year, its third consecutive positive quarter. The Index finished 2009 up 26.5%; 
remarkable considering the fragile state of the US economy and the uncertain environment 
for capital and credit markets.

After leading the stock market recovery the past two quarters, the financial services sector 
cooled off in the fourth quarter. Bank stocks dragged financials into negative territory, mak-
ing it the worst performing sector of the quarter, down 3.3 %. The best performing sectors 
were the cyclical technology (+10.8%) and consumer discretionary (+9.1%), sectors that 
are more sensitive to changes in the overall economy. Growth outperformed value (S&P 500/
Citigroup Growth Index, 7.8%; S&P 500/Citigroup Value Index, 4.2%), essentially due to the 
concentration of technology in growth versus financials in value. Small and mid-cap stocks 
performed similarly to large-caps (S&P SmallCap 600 Index, 5.1%; S&P MidCap 400 Index, 
5.6%).

The US equity market clearly did not recover on its own. The Federal Reserve kept interest 
rates at near zero all year and, with the Treasury, went on an unprecedented buying spree, 
injecting capital into the economy and encouraging investors to buy stocks. But inflation 
could limit the Fed’s ability to keep capital cheap. Also unclear is the longer-term effect of 
the government’s massive deficit spending programs, not to mention the impact if and when 
they are rolled back. 

In international markets, the MSCI EAFE Index was up 2.2% in the fourth quarter and up 
32% in 2009. The MSCI EM Index was up 8.5% in the quarter and up an impressive 78% 
in 2009. In the fourth quarter, Norway was the strongest performer (15%), followed by Sin-
gapore (10%), while the worst performer was Greece (-21%). For the year, Norway had the 
highest return (87%) while Japan had the lowest (6.3%). Similar to US markets, the financial 
sector was the weakest during the fourth quarter (-4.5%) dragged down by bank stocks. 
Strength in mining stocks buoyed the materials sector in the fourth quarter (13%) and all 
2009 (68%) making it the best performing sector. In the fourth quarter, the US dollar reversed 
course and strengthened versus major currencies. For 2009, however, all major currencies 
except the Japanese yen appreciated versus the US dollar. The Australian dollar experienced 
the greatest currency appreciation versus the US dollar, strengthening 30% in 2009.

As all of this unfolds, our broadly diversified, sector-neutral Tax Managed Core portfolios 
will provide a great opportunity to capture the next market leaders, while doing so in a tax 
efficient manner.


