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Volatility is often a big concern for investors when allocating to risky assets such as
small-cap equities. I recently demonstrated how investors can mitigate risk in their
small-cap allocations by utilizing strategies such as the WisdomTree CBOE Russell 2000 P
utWrite Strategy Fund (RPUT).

The strategy is designed to sell cash-secured monthly put options on the Russell 2000 In
dex and collect premiums that act as a cushion during market drawdowns. The cost of
protection—-option premiums—-are a function of volatility, so they tend to decline during
periods of Tlow volatility. with idincreasing volatility, now may be the right time to
allocate to a strategy that collects option premiums.

Here I extend my previous analysis to the small-cap universe, thus analyzing both faces
of volatility (Gimplied volatility and realized volatility) to get a more complete
picture.

volatility: Implied vs. Realized

2017 was the ninth consecutive year for the S&P 500 to have delivered positive returns;

the last year the S& 500 had negative returns was in 2008.1 Market runs this Tlong are
not common-since the 1950s, there have been only two bull runs (1983-1989 and 1991-1999)
of similar Tlength as the current run. Bulls argue we are 1in a phase of synchronized
global growth, with the U.S. Tleading global economic recovery and Europe, Japan and
emerging markets closely following behind. As a result, the Cboe volatility Index and Ru
ssell 2000 volatility Index (VIX and RvX, respectively)-which are popularly considered
to be gauges of investor fear and track the outlook for next 30-day volatility in Targe
and small caps, respectively—-are at their all-time Tows.

Therefore, put premiums collected in any strategy 1like RPUT, which are priced based on
the market’s forward outlook for volatility or dimplied volatility, should go down.
Implied volatility is just one face of volatility, and to get the complete picture, we
also need to see the other side, which 1is realized volatility or actual trailing
volatility.

The gray Tine in the chart below shows implied volatility in small caps, or the RVX.
Though the RvX itself may be Tow, what is more interesting is that 30-day realized (or
trailing) volatility is even Tlower. Even after recent noise in markets, their spread-
i.e., 1implied minus realized-continues to trend significantly high compared to
historical levels!
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Rising Spreads of Implied volatility over Realized volatility Making a Case for
Selling Implied volatility

Russell 2000 VIX Index
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Sources: Bloomberg and Chboe, for the period 11/30/15-2/28/18. Past performance is not indicative of future results. You cannot invest
directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ
significantly from the securities included in the index. Index performance assumes reinvestment of dividends but does not reflect any
management fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage commissions on
transactions in fund shares. Such fees, expenses and commissions could reduce returns. WisdomTree, its affiliates and their
independent providers are not liable for any informational errors, incompleteness or delays or for any actions taken in reliance on
information contained herein.

Now, just as buying downside protection is a bet that realized volatility would increase
more than current implied volatility, selling an option is a reverse of this. In other
words, as Tong as implied volatility stays above realized volatility, people buying
protection are overpaying, while people selling protection are collecting rich premiums.
what ultimately matters for a strategy Ilike RPUT, which collects put premiums
every month, is implied volatility being above realized volatility.

Thus, when we Took at both faces of volatility, the picture becomes more complete for
strategies like RPUT. Selling put options and collecting premiums in the current
environment has been akin to sticking to the fundamentals of investing: selling
expensive, richly priced assets!

Thinner Tails of the Strategy Indicate Lower Likelihood of Extreme Returns

In addition to the premiums generated by RPUT as a driver of return, we believe risk
management is another reason to consider RPUT. We show a bell curve distribution of
returns that buckets historical returns of two indexes on the x-axis and counts the
number of observations corresponding to each bucket or slot on the y-axis.

Since the underlying index of RPUT—Cboe Russell 2000 PutWrite Index (PUTR)-began 1in
November 2015, we compare PUTR to the Russell 2000 Index to get the complete two-year
historical data. If a strategy is Tless volatile, most of 1its returns should be
concentrated in buckets closer to zero, while a more volatile strategy would see a
higher number of observations in return buckets that are more extreme or far away from
zero. Risk managers call this chart the distribution of returns.

Less Fat Tails of PUTR Index - Imply Better Historical Protection for Investors
in Small cCaps
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PUTR Index Returns Had a Slight Shift
Towards Positive Side i.e.More Density of

«— Daily Returnsin Positive Territory

@ Russell 2000 Tr Index
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Russell 2000 Returns More Spread Out,
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on the Down Side
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Sources: Bloomberg, Cboe, as of 2/28/18. Past performance is not indicative of future results. You cannot invest directly in an index.

There are three immediate takeaways from this chart:

1. RPUT’s distributions were concentrated mostly in the middle-a return profile that
shows closer to the mean.

2. The Russell 2000 Index was much more spread out-a return profile that swings much
more away from the mean and has fatter tails (or a higher number of extreme
observations).

3. Slight right skew or tile of RPUT distribution-a return profile with higher
density of daily returns in positive territory.

Capturing Small-Cap Beta with Less volatility

In essence, what I am trying to convey is that Tooking at either implied or realized
volatility is just half the story. To get a complete picture, we need to consider both.
And an option selling strategy Tike RPUT 1is the spread between the volatilities.

If markets continue to go up, investors of PUTR would continue to collect
premiums and have positive returns. If markets go down, these richly priced
premiums would offer protection against those drawdowns.

1source: Bloomberg, as of 2/28/18.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. The
Fund will dinvest in derivatives, including Russell 2000 Index put options (“RUT Puts”).
Derivative investments can be volatile, and these investments may be Tess Tiquid than
securities, and more sensitive to the effects of varied economic conditions. The value
of the RUT Puts in which the Fund 1invests 1is partly based on the volatility used by
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market participants to price such options (i.e., implied volatility). The options values
are partly based on the volatility used by dealers to price such options, so increases
in the dimplied volatility of such options will cause the value of such options to
increase, which will result in a corresponding increase in the Tiabilities of the Fund
and a decrease in the Fund’s NAV. Options may be subject to volatile swings in price
influenced by changes in the value of the underlying instrument. The potential return to
the Fund is Tlimited to the amount of option premiums it receives; however, the Fund can
potentially Tose up to the entire strike price of each option it sells. Due to the
investment strategy of the Fund, it may make higher capital gain distributions than
other ETFs. Please read the Fund’s prospectus for specific details regarding the Fund’s
risk profile.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not 1indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal

wWisdomTree BLOG ARTICLE

DEFINITIONS

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

Russell 2000 Index : Measures the performance of the small-cap segment of the U.S.
equity universe. The Russell 2000 1is a subset of the Russell 3000 Index representing
approximately 10% of the total market capitalization of that dindex. It -dncludes
approximately 2000 of the smallest securities based on a combination of their market cap
and current index membership.

option premium : The current price of any specific option contract that has yet to
expire.
Implied volatility : The estimated volatility of a security’s price. Implied

volatility is a way of estimating the future fluctuations of a security’s worth. It is
backtracked from 1ive option prices with a future maturity date.

Realized volatility : The daily standard deviation of returns of an underlying asset,
index, instrument, security, or ET.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the
Standard and Poor’s Index Committee designed to represent the performance of the leading
industries in the United States economy.

Bullish : a position that benefits when asset prices rise.

CBOE Russell 2000 volatiliy Index (RVX) : A key measure of market expectations of

near-term volatility conveyed by Russell 2000® stock index option prices.

Put Premium : An option premium is the 1income received by an investor who sells or
'writes' an option contract to another party.

Cboe Russell 2000 Putwrite Index (PUTR) : An Index designed to track the performance
of a hypothetical strategy that sells a monthly at-the-money (ATM) Russell 2000 Index
put option. The written Russell 2000 put option is collateralized by a money market

account invested in one-month Treasury bills.

Beta : A measure of the volatility of a security or a portfolio in comparison to a
benchmark. In general, a beta less than 1 indicates that the investment is less volatile
than the benchmark, while a beta more than 1 indicates that the investment 1is more

volatile than the benchmark.
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