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Advisors look to many different sources to gain insight into the markets.  Some people look at business 
indicators, like earnings and profitability, sales, and cash flows.  Others look to economic indicators 
like GDP growth, unemployment, and consumer confidence.  Still others keep their gaze focused on 
government policy and base their decisions on what comes out of Congress or the Fed.

A less understood source of information is the vast market of put and call options.  By analyzing factors 
like the VIX, skew, and the term structure of options, you can gain insight into the hopes and fears of 
broader, traditional markets.  Since these measures are complementary, you can gain more insight by 
looking at the interaction of these factors than looking at them in isolation.

When markets are uncertain, you can look to these measures to identify how much uncertainty there is 
(VIX), where the uncertainty is located (Skew), and when uncertainty will be the highest (term structure).

VIX
The VIX tells us the implied volatility, or how much uncertainty there is in the market.

For many people the metric that measures volatility starts and ends with the VIX.  The VIX is often called 
“the fear gauge” but that definition is rather loose and informal.  So what does the VIX actually measure?  

The VIX is an index of option prices. Just like we have indices like the S&P 500 or the Dow 30 that track 
the prices of a basket of stocks, the VIX is a basket of both call options and put options.  The options that 
are included in this basket tend to be very short term in nature and cover a range of strike prices.  

Ultimately supply and demand drive the prices of options.  

1. When investors are afraid of a market sell-off, this drives up the demand for put options.  

2. If investors expect the markets to run up, this drives up the demand for call options.  

Either of these demand factors will drive up the prices of options, and the VIX rises accordingly.

Alternatively, if investors think the markets will remain quiet the demand for options decreases, so the 
prices of options fall, and the VIX declines. This is why the VIX is often referred as the “fear gauge” because 
it provides insight into how investors are feeling about and what they are expecting from the markets.

It is important to keep in mind that the VIX is a measure of implied volatility.  Actual, realized volatility can 
only be measured after-the-fact.  Implied volatility is a forward-looking “best guess” as to what volatility 
might be in the future. 

Extending the comparison of the VIX to a traditional stock index, no one knows what the earnings of the 
S&P 500 stocks are in advance.  However, the price of the S&P 500 reflects the expectations of the future 
earnings of those 500 stocks.  If people expect earnings to be strong, the prices of the S&P 500 stocks will 
rise; if people expect earnings to be weak, the prices will fall.  Likewise, if people expect high volatility, the 
VIX will rise due to demand for options; if people expect volatility to be low, the VIX will fall.
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Only time will tell if the volatility implied by option prices incorporated by the VIX will be justified, just like 
only time will tell if the earnings of the S&P 500 justify the stock prices.  But both measures are similar in 
the sense that they reflect the market’s forward-looking, aggregate expectations.

SKEW
Previously we mentioned that the VIX incorporates the demand for both put options and call options, 
which reflect the demand for downside risk protection and upside market participation, respectively.  So 
how useful is a the VIX if it lumps both factors together?

This is where skew comes in to play.  Skew measure the relative demand between put options and call 
options.  It tells us where the uncertainty located-to the upside or the downside. Are investors placing a 
larger bet to downside risks or upside risks?

Under normal circumstances put options tend to be valued more highly than call options.  The fear of 
losing money is greater than the fear of missing out on an opportunity to make money, so the prices and 
demand for options tends to be skewed towards puts relative to calls.

That said, markets are always in a state of flux, and the relative demand for calls and puts (and hence the 
skew) will vary depending upon market conditions.  If the market is selling off dramatically and everyone 
is concerned about losses, you will likely see the skew to puts be higher than normal.  Alternatively, if the 
market is running and people are more worried about missing out on gains, you’ll likely see calls take on 
a larger proportion of the skew index.

The chart below, that you can access through Bloomberg, illustrates the concept of skew.  The purple line 
shows the relative value of two-year options and the orange line represents one-month options.  The fact 

Source: Bloomberg

SKEW
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that the purple line is downward sloping illustrates that generally speaking puts (to the left on the graph) 

are more highly valued than calls (to the right of the graph).  That said, the orange line is literally skewed.  

The put-side is much higher than the call-side of the orange line, because at this moment in time markets 

were very concerned about the risk of a big sell-off in the short-term.

Returning to the S&P 500 analogy, the index is comprised of different sectors.  By breaking the S&P 500 

down into its constituent parts we can gain insight into what is driving the market.  In 2020 Technology 

has been doing all of the heavy lifting and sectors like Energy have been a detriment.  By breaking out the 

volatility market into different subsegments using skew, that gives us an idea on a relative basis what is 

driving the options market.  We can see if the supply and demand for options is being driven by calls or by 

puts and where people think the market is heading.

TERM STRUCTURE
Options have a wide array of expiration dates available. Options can have lifespans extending weeks, 

months, or even years into the future. By analyzing the relative prices of short, medium, and long-term 

options we can determine when options investors think uncertainty will be the highest.

This data is typically presented as a line connecting the various expiration date, with the shorter expirations 

to the left and the longer expirations to the right. Although usually smooth, sometimes the term structure 

will have kinks in the line, especially if there is a known event risk on the horizon.  The graph below 

illustrates the term structure for at-the-money put options on the S&P 500.  The orange line is the term 

structure as of August 21, 2020.  The green and blue lines represent the term structure six and twelve 

months previously, respectively.

Source: Bloomberg

Term Structure
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Two takeaways stand out.  First of all, the overall level of uncertainty was much higher in August 2020.  
Second, the peak of the current line is three to six months forward of August 2020.  This hump reflects 
the fear and uncertainty markets have surrounding the U.S. elections in early November and on through 
Inauguration Day in January 2021.

Here the best analogy is not the S&P 500, but the yield curve for bonds.  Like options, bonds have 
maturities extending out over an array of time frames.  Market watchers try to forecast the relative strength 
of the economy based upon the levels and steepness of the yield curve.  The term structures for options 
can be used for similar insight to the market.

Improve Your Market Insights with the Options Market Indicators 
Incorporating options market insights into your regular market commentary offer an added layer to your 
understanding of the markets and provide some context around other indicators. You can look at VIX, 
Skew, and term structure individually or together to get a better sense of how much uncertainty is in the 
markets, where it’s location, and when it is predicted to be, respectively. 

As a result, you will be able to prepare your clients’ portfolios for uncertainty and offer greater into insight 
into the markets during unprecedented times.
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IMPORTANT NOTES & DISCLOSURES
Swan Global Investments, LLC is a SEC registered Investment Advisor that specializes in managing 

money using the proprietary Defined Risk Strategy (“DRS”). SEC registration does not denote any special 

training or qualification conferred by the SEC. Swan offers and manages the DRS for investors including 

individuals, institutions and other investment advisor firms. 

All Swan products utilize the Defined Risk Strategy (“DRS”), but may vary by asset class, regulatory 

offering type, etc. Accordingly, all Swan DRS product offerings will have different performance results due 

to offering differences and comparing results among the Swan products and composites may be of limited 

use. All data used herein; including the statistical information, verification and performance reports are 

available upon request. The S&P 500 Index is a market cap weighted index of 500 widely held stocks often 

used as a proxy for the overall U.S. equity market. Indexes are unmanaged and have no fees or expenses. 

An investment cannot be made directly in an index. Swan’s investments may consist of securities which 

vary significantly from those in the benchmark indexes listed above and performance calculation methods 

may not be entirely comparable. Accordingly, comparing results shown to those of such indexes may be 

of limited use. The adviser’s dependence on its DRS process and judgments about the attractiveness, 

value and potential appreciation of particular ETFs and options in which the adviser invests or writes may 

prove to be incorrect and may not produce the desired results. There is no guarantee any investment or 

the DRS will meet its objectives. All investments involve the risk of potential investment losses as well as 

the potential for investment gains. Prior performance is not a guarantee of future results and there can 

be no assurance, and investors should not assume, that future performance will be comparable to past 

performance. All investment strategies have the potential for profit or loss. Further information is available 

upon request by contacting the company directly at 970-382-8901 or www.swanglobalinvestments.com.

 489-SGI-120420 



Swan Global Investments   |   970-382-8901   |   swanglobalinvestments.com

READING THE TEA LEAVES WITH OPTIONS   |    7


