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February 6, 2018 Market Update

Breaking down February’s market selloff and the implications for
managed risk funds
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Having returned 21.8% in 2017 amidst exceptionally low volatility, the S&P 500
roared out of the gate in January. After closing at an all-time high on Friday, January
26, and up 7.6% month-to-date, the rally was abruptly interrupted.
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That first wave of selling on Friday pushed volatility higher, which is likely what
triggered the second wave of selling on Monday. On Friday, Feb. 2, the VIX (figure 2)
closed at its highest level since the Brexit vote in June 2016. This spike in vol quickly
generated significant pressure on short-vol positions, which had grown considerably
in size throughout the preceding months of low volatility. The covering of these short
positions served as a catalyst to Monday’s broader market selloff. Notably, two
short-vol products fell approximately 95% and appear likely to be liquidated.
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The low level of realized market volatility (figure 3) leading up to Friday and Monday
meant that the majority of managed risk funds were fully allocated to their maximum
respective equity levels.
Just as we did during the Brexit market turmoil, we would again remind our readers
that a managed risk approach is not explicitly designed to protect against gap risk.
As a long-term approach to risk management, buying put options to protect against
gap risk poses challenges associated with both cost and timing that limit its viability.
By contrast, a managed risk approach combines a capital protection mechanism (a
manufactured put-like strategy) with volatility management. It is constructed to
protect not against gap events, but against the instances when the initial gap turns
into a volatile and protracted downturn.

Figure 3
16%

Over the course of the next four trading days the index fell 1.7%, as both realized and
implied volatility edged gradually higher. The morning of Friday, February 2 is when it
began to fall more precipitously. This coincided with the release of some surprising
economic data; specifically, larger-than-expected growth in both payrolls and
average hourly earnings are thought to have triggered fears that the Fed would begin
to tighten policy at a faster rate than previously expected.
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Negative returns are often associated with higher levels of volatility. It is precisely by
reducing equity exposure in volatile markets that managed risk strategies mitigate
their participation in extended drawdowns. Should this gap turn into an extended
drawdown with persistently higher volatility, managed risk funds will respond in a
manner consistent with their volatility targets and risk management objectives.

Unless otherwise noted, all data is sourced from Bloomberg, as of February 6, 2018.
Email subscribefrm@milliman.com to receive Milliman FRM’s market commentary.
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Recipients must make their own independent decisions regarding any strategies or securities or financial instruments mentioned herein.
The products or services described or referenced herein may not be suitable or appropriate for the recipient. Many of the products and services described or referenced
herein involve significant risks, and the recipient should not make any decision or enter into any transaction unless the recipient has fully understood all such risks and has
independently determined that such decisions or transactions are appropriate for the recipient.
Past performance is not indicative of future results. Index performance information is for illustrative purposes only, does not represent the performance of any actual
investment or portfolio, and should not be viewed as a recommendation to buy/sell. It is not possible to invest directly in an index.
Any discussion of risks contained herein with respect to any product or service should not be considered a disclosure of all risks or a complete discussion of the risks
involved. The recipient should not construe any of the material contained herein as investment, hedging, trading, legal, regulatory, tax, accounting or other advice.
The recipient should not act on any information in this document without consulting its investment, hedging, trading, legal, regulatory, tax, accounting and other advisors.
The materials in this document represent the opinion of the authors and are not representative of the views of Milliman, Inc. Milliman does not certify the information, nor
does it guarantee the accuracy and completeness of such information. Use of such information is voluntary and should not be relied upon unless an independent review of
its accuracy and completeness has been performed. Materials may not be reproduced without the express consent of Milliman.
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