
 

 

 Hedging in a New Volatility Environment  
 

 

Strategies for Client Portfolios  
 

In BigSur’s Thinking Man #43 (published August 8th, 2016), we spoke about 

effective and inexpensive strategies for hedging investment portfolios in that 

world of quantitative easing, both for the short and long term.  

Now that QE is slowly being un-winded and interest rates are beginning to 

normalize in the U.S., the hedging environment has shifted too. The February 

market correction officially put an end to the age of low volatility. 

Realized volatility in the S&P 500 index averaged an annualized 6% for 2017, 

compared to 19% for the first three months of 2018. Given this new volatility 

environment, we have decided to revisit the topic for clients to better 

understand what hedging strategies are available in the toolbox.   

In this Thinking Man, we present actionable investment ideas for minimizing 

and mitigating losses during uncertain and volatile periods of time. While some 

clients opt to sell a portion of their equities portfolio, others prefer to stay the 

course, but in a better risk-adjusted manner by hedging and investing in 

defensive securities. Here is a summary of the hedges discussed: 
 

Hedge Assets  Effectiveness February Sell-Off Performance (with the SPX down 4%) 

Gold High Gold up 0.25% (highly effective in longer periods of uncertainty) 

Gov. Debt (Treasuries / JGBs /  Bunds)  Low Treasuries up 0.50% / JGBs up 0.10% / Bunds up 0.25%  

Hedge Currencies Effectiveness February Sell-Off Performance (with the SPX down 4%) 

Japanese Yen (JPY) / Swiss Franc (CHF) Medium JPY up 0.80%  / CHF up 0.40% 

Portfolio Overlay Hedging  Effectiveness Commentary (sell-off performance varies by contract) 

Protective Put Options (SPX) Medium Option terms dependent, too expensive to implement today 

Short Futures (SPX, DAX, Nikkei) High  SPX Short Futures up 4% (near perfect hedge), Futures broker req. 

*All performance averages were calculated using data from the two days of largest sell-offs 

 

Hedge Asset: Gold  

Demand for gold increases when there are “fear factors” in the market. Gold is 

often viewed as a hedge against certain extreme outcomes, simultaneously 

offering protection against unexpected inflation, currency debasement, 

financial system failures or crises, and geopolitical unrest.  

The "normal" relationship would say that gold should fall as real rates rise, since 

as a non-yielding asset there is less reason to hold gold in a higher rate 

environment. Since the beginning of the year though, we have witnessed an 

increase in the value of gold in sync with a rise in treasury yields.  
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 The February market correction 

officially put an end to the age of low 

volatility, therefore we are exploring 

new hedging strategies.  
 

 Gold is a strong hedge against 

systematic risk – historically gold has 

been up 7.5% on average when the 

market reaches its trough.  
 

 Government debt from the U.S., Japan 

and Germany is often considered the 

ultimate safe-haven asset by investors 

in “flight to quality” scenarios. 
 

 Safe-haven currencies are described 

as those with ample liquidity and 

stable political and economic systems. 

Both JPY and CHF have been fulfilling 

their hedging roles. 
 

 Volatility is no longer cheap, therefore 

we prefer shorting SPX, DAX and 

Nikkei futures rather than buying puts.  

 

For more on how we are positioning our 

portfolios, please contact your investment 

advisor or: ideas@bigsurpartners.com 
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According to Goldman Sachs Research, in the 

first 30-40 days of an equity sell-off, the 

average hedge response of gold tends to be 

quite small, but by the time the market has 

hit its trough, historically gold has been up 

7.5%. 

Gold tends to underperform other safe-haven 

assets in the short-term, usually taking a 

month or so before starting to act like a true 

hedge.  

The reason for this is that gold is primarily a 

hedge against systematic risk – therefore if a 

sell-off is technically-driven (as we believe 

the February correction was) instead of 

fundamentally-driven, it will protect a portfolio but to a lesser extent than if it were a longer period 

of uncertainty.  

We believe the macroeconomic outlook remains strong, especially with S&P 500 earnings expected 

to grow more than 18% from Q1 of the previous year (driven by tax reform), but that by the end of 

the year, the market could reach its peak growth rate. For this reason, we believe it makes sense to 

add gold exposure for the short-to-medium term as a protective play.  

 

Hedge Asset: Government Debt  

Fear in the market leads investors to question 

their risk exposures. In a “flight to quality” 

scenario such as the one we saw in February, 

traders flee from equities and pour into less 

risky, yet liquid investments such as U.S. 

Treasuries, Japanese Government Bonds and 

German Bunds.  

Government debt from the United States, 

Japan, and Germany is often considered the 

ultimate safe-haven by investors. In times of 

global turmoil, uncertainty, and market volatility, investors flock to quality assets backed by these 

developed governments, who they believe have little to no risk of default.  

It is important to keep in mind though that government debt is not as effective as a hedge today as 

in the past given the lower rate environment. Additionally, although these government bonds are 

amongst the safest investments, they are not risk-free. In a rising rate environment, prices will come 

down – this risk could be offset by selling a futures contract on the position.   
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Hedge Currencies: Japanese Yen (JPY) and Swiss Franc (CHF)  

Safe-haven currencies are fundamentally described as those with ample liquidity, stable political 

systems, strong country finances, and stable economic backdrops. Arguably more relevant is that 

safe-haven currencies are safe-havens because investors define them as such and everyone knows 

that they will be flooded with flows in risk-off environments – negative correlation with equity 

returns and positive correlation with bond returns and market risk changes.  

On top of that, there may be technical factors at play. The Japanese Yen (JPY) has been the global 

funding currency of choice for investors, as the Japanese economy has been in deflation for over 20 

years and it has offered the lowest interest rates in the world. This implies taking a short position in 

the yen and when the “risk-off” trade is on, 

many of these trades are unwound, which 

generates an abrupt short covering rally. The 

Swiss Franc (CHF) has always been considered 

the safe-haven of Europe, thanks to its 

neutrality, economic and political stability. 

Both the Japanese Yen (JPY) and the Swiss 

Franc (CHF) have been fulfilling their hedging 

roles in this latest market sell-off. The graph to 

the right shows that after the February sell-off, 

these safe-haven assets rallied.  

 

Portfolio Overlay Hedging: SPX Protective Put Options & SPX Futures 

The price for buying Puts on the S&P 500 had fallen to record low levels last year, while equity 

markets traded at all-time highs. Clients will remember us telling them repeatedly “volatility is the 

only cheap asset”, and we were right. The low levels of volatility in options markets offered our 

clients the opportunity to build protective positions with completely asymmetric pay-offs. Even 

when some hedges failed to work, they allowed investors to stay long despite rising valuations. 

This is no longer the case today given the end of 

the low volatility era – protective Puts have 

become too expensive to implement (see graph).   

Because of this, we are instead recommending 

clients to short index Futures. Futures are more 

effective than Puts given their “near perfect” 

inverse correlation with market movements. 

Clients can stay invested without needing to sell 

equity, allowing them to avoid transaction costs 

and tax implications, and these protective hedges can be executed with great speed and ease (even 

outside of regular market hours). Depending on the geographic composition of equity portfolios, 

we recommend shorting SPX (U.S.), DAX (Germany) and Nikkei (Japan) Futures accordingly.  



 

April 2018 4 

 

Important Disclosures 

This material is distributed for informational purposes only. The discussions and opinions in this article are for general information 
only, and are not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth 
Management, LLC (“BigSur” or the “Adviser”) makes no representations about the accuracy of the information in the article or 
its appropriateness for any given situation. Certain information included in this article was based on third-party sources and, 
although believed to be reliable, it has not been independently verified and its accuracy or completeness cannot be guaranteed. 
Any statements regarding future events constitute only subjective views or beliefs, are not guarantees or projections of 
performance, should not be relied on, are subject to change due to a variety of factors, including fluctuating market conditions, 
and involve inherent risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and are 
beyond our control. Future results could differ materially and no assurance is given that these statements are now or will prove 
to be accurate or complete in any way. This article may include forward-looking statements. All statements other than statements 
of historical fact are forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” 
“should,” and “expect”).  Although we believe that the expectations reflected in such forward-looking statements are reasonable, 
we can give no assurance that such expectations will prove to be correct. Various factors could cause actual results or 
performance to differ materially from those discussed in such forward-looking statements. BigSur shall not be responsible for the 
consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any liability, including 
incidental or consequential damages, arising from any errors or omissions. 

The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by 
BigSur. This article is not intended to provide personal investment advice and it does not take into account the specific investment 
objectives, financial situation and the particular needs of any specific investor.  Views regarding the economy, securities markets 
or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result in economic 
loss to the investor. Any securities or products referenced BigSur believes may present opportunities for appreciation over the 
subsequent time periods. BigSur closely monitors securities discussed and client portfolios and may make changes when 
warranted as a result of evolving market conditions. There can be no assurance that the securities and performance included or 
referenced in the article will remain the same and investment strategies, philosophies and allocation are subject to change without 
prior notice. Specific securities or companies identified and described may or may not be held in portfolios managed by the 
Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients.  The reader should not 
assume that investments in the securities identified and discussed were or will be profitable.  BigSur may change its views on 
these securities at any time. There is no guarantee that, should market conditions repeat, these securities will perform in the same 
way in the future. Any referenced securities and their respective returns reflect the reinvestment of income and dividends, but 
do not take into account trading costs, management fees, and any other applicable fees, expenses, and various factors including 
account restrictions, guidelines, the timing of investments, and cash flows that may affect the investor’s actual return and 
performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and expenses. Hypothetical 
performance results may have inherent limitations. 

The returns and references to the S&P 500 index are provided for informational purposes only. The S&P 500 Index is a market-
capitalization weighted index containing the 500 most widely held companies chosen with respect to market size, liquidity, and 
industry.  The index is calculated on a total return basis with dividends reinvested. In addition, the volatility and securities of the 
index may be materially different from an investor’s. The S&P 500 Index was selected and is referenced to allow for comparison 
of the performance of any referenced securities or overall market to that of a well-known and widely recognized index. 
Comparisons to indexes in this material have limitations because indexes have volatility and other material characteristics that 
may differ from the referenced strategy or security. Therefore, actual performance may differ substantially from the performance 
of any referenced index).  Investors should be aware that the referenced benchmark funds may have a different composition, 
volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the benchmark 
funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of 
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars. 

Target exposures included in this article may differ between clients based upon their investment objectives, financial situations 
and risk tolerances. Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity 
risk. No security or financial instrument is suitable for all investors. Securities and other financial instruments discussed in this 
article, are not insured by the Federal Deposit Insurance Corporation (“FDIC”). The income and market values of the securities 
stated on this article may fluctuate and, in some cases, investors may lose their entire principal investment. Past performance is 
not indicative of future results. 

This information is highly confidential and intended for review by the recipient only. The information should not be disseminated 
or be made available for public use or to any other source without the express written authorization of BigSur. Such distribution 
is prohibited in any jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to 
your specific situation. 


