
TRADING TECHNIQUES 

Leveraging the VIX 
to spot trend changes 
BY JEFF GREENBLATT 

Volatility readings can be a good forecaster of near- to intermediate-term moves. 

But the common approach often is not the best approach. 

B ull markets rise over extended 
periods because hope builds 
slowly and cautiously. Bear mar- 

kets are short because fear can work its 
way through the marketplace in a 
relative instant. 

Often, traders maintain their 
bearish positions too long because 
they aspire to a certain price target 
that doesn't get hit because the time 
frame of the move has run its course. 
As a result, these traders must cover 
and give back hard-earned profits. 

What most traders don't grasp is 
that bear markets don't end at spe-
cific price points; they terminate 
when fear reaches certain levels. 

The volatility index, or VIX, is an 
important indicator of market fear. It is a 
useful forecaster of near- to intermediate-
term moves in equity indexes. It's a tool 
that enables the trader to estimate how 
much momentum may remain for a cur-
rent leg. There are two paradigms at work  

with respect to the VIX: The mathemati-
cal interpretation for the sophisticated 
options player and the psychological 
factor that really drives markets. 

Technically speaking, the VIX is a 
measure of implied volatility for S&P 
500 Index options. It estimates expected 
stock market volatility over the next 30 
days. It is calculated by the Chicago Board 
Options Exchange and is derived from a 
public domain, yet complex, formula that 
is expressed on a percentage basis. 

For more from Jeff Greenblatt: 
• futuresmag.com/Greenblatt  

Reading the VIX 
In simple terms, the VIX reading 
refers to the annualized value of 
the expected move over the next 
30 days. For example, a VIX of 17% 
projects the market will move 17%/ 
(square root of 12) = 4.9% over the 
next month. Likewise, a VIX of 40% 
projects the market to move 40%/ 
(square root of 12) = 11.5%. This is 
a linear interpretation. Keep in mind 
that markets tend to move in decid-
edly non-linear fashion, especially 
when you least expect it. 

In practice, however, the specific 
forecast of the VIX is not important. 
Instead, the current reading with 

respect to both long- and short-term rela-
tive values is key. Simply, a low VIX trans-
lates into less movement over the next 
30 days, while a high VIX means a larger 
percentage move. But keep in mind, the 
reading is direction neutral. 

That said, there is a psychological 
factor at play. For traders, analysts and 
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The VIX has provided relatively consistent readings at market extremes since the late 

1990s-a period that included quite possibly what will be the highest VIX reading of 

our generation. 

Source: TradeNavigator.com  
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Stock market pullbacks resulted in increased market fear that quickly dissipated as 

prices resumed their rise. 
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the financial media, high volatility con-
notes a market drop, while low volatil-
ity implies a rising market. In addition, 
many believe a low VIX reading means 
more of the same, while a high VIX read-
ing means the market is poised to shift. 

But this conventional wisdom isn't 
necessarily correct. For instance, in 2002 
when the S&P 500 bottomed at 768, the 
VIX high was approximately 42% that 
week, but fell to 36% the day the market 
turned. Technically speaking, traders 
could have anticipated an approximate 
10%-12% move over the next 30 days. 
Further, traders following mainstream 
assumptions may have assumed the mar-
ket would be lower over the next month. 
However, the low to high over the next 
30 calendar days was 768 to 894, a dif-
ference of 16.4%. 

The opposite move higher is not such 
a stretch; when markets truly do bottom, 
everyone thinks prices are going down 
forever. However, the right approach is 
to buy when there is blood in the streets, 
expecting prices to rise as a result of 
all buying pressure having been extin-
guished. A similar misconception also 
is rampant on the upside. Traders who 
enter in a late-stage bull market are not 
psychologically ready for the turn; the 
most important number to them is not 
the VIX, but rather how much skin they 
have in the game. 

Consider the true cost of improperly 
analyzing the VIX. With respectto the 
2002 move, instead of a 12% drop, we saw 
a 16.4% rise; this is really a 28% mistake. 
Approaching the VIX correctly is critical 
to market survival. 

History repeats 

Most traders get hurt when the trend 
changes because they ignore signs that 
the tide has turned. Methodologies such 
as market-timing windows and the Gann 
price/time square are key here. Using the 
VIX also can provide perspective, but 
remember, when the VIX is low, it does 
not mean the market will keep rising. 
Conversely, a high VIX does not always 
translate to lower market prices. 

Looking at a long-term S&P 500 chart, 
certain themes emerge (see "Highs & 
lows," right). Over this period, traditional 
intermediate-term corrections and bear 

HIGHS & LOWS 

markets tend to terminate near 45%, 
while bull markets terminate in a range 
from about 9%-15%. During the 2008 
financial crisis, the VIX spiked to 89.5 3%, 
which was a generational extreme. Since 
that time, many bears have expected each 
crisis to replicate 2008. 

But consider the pure statistical mes-
sage of the VIX over the last 20 years: 
That high was hit once out of 20 times,  

a 5% probability, which isn't good. Is 
it smart to expect a market to crash? 
History says no, yet traders look for 
this result constantly. That's an impor-
tant lesson from the VIX that often gets 
overlooked. Remember, as we just noted, 
when the VIX gets low, the market tends 
to top; when the VIX is high, the mar-
ket tends to bottom. And swing traders, 
beware - the 30-day anticipation calcula- 
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Many traders may have thought that with the VIX at only 27%, the accompanying 

market drop had room to run. They would have been wrong. 
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tion may not work if you are trading close 
to a high or low. 

A better approach to using the VIX is 
to realize that it should fall in value as 
the market rises, while a falling market 
should coincide with a rising VIX. A rising 
market means the fear level tends to drop, 
and a sinking market should be accom-
panied by an indicator that shows fear is 
rising. If that doesn't happen, there's a 
problem. If the market sinks, but the VIX 
doesn't rise, it's an indication of compla-
cency. In "Sentiment: Putting trading into 
context" (October 2012), we learned how 
complacency is a characteristic of an early 
stage correction or bear market. 

If a rising market is accompanied by 
a VIX that doesn't drop, that means the 
market is rising on a consistent fear basis, 
which also means it could be rising on a 
wall of worry, a key characteristic of a bull 
market. Those looking for a trade with 
• duration of longer than a few days to 
• couple of weeks should consider hold-
ing the position longer if the VLX doesn't 
drop (by much). The takeaway here is 
that fear, or lack thereof, is the fuel that 
drives both bull and bear markets. The 
VIX chart from 2009 shows a slow move 
downward with several sharp spikes that 
indicated fear rose quickly on the pull-
backs (see "Sticking points," page 25). 

Like all generalities, there are excep- 

tions. The VIX bottomed at 9.39% in 
December 2006, yet the market didn't 
start peaking until the July-to-October 
period the following year. Then again, it's 
rare to see the VIX register such a low read-
ing. Bernard Baruch (the Warren Buffet of 
the first half of the 20th century) said he 
didn't mind missing the first and last 10% 
of a move so long as he could participate 
in the middle 80%. By the time the VIX got 
so low, a market top was going to happen. 
It wasn't a matter of if, but when. 

Recent bottoms also are instructive. 
When the market bottomed in 2011 amid 
a debt-ceiling debate, the VIX hit 48.20%, 
and then 37.38% when it was retested 
again in October. Thus, the suggestion 
that aVIX over 45% indicated an interme-
diate- to long-term low gave the market a 
lot of fuel to move higher. On the other 
hand, when the market bottomed in June 
2012, the VIX reached a high of 27% (see 
"Spikes are relative," above). 

Do not anticipate the same kind of 
market move with a rally originating 
from a VIX of 27%, or lower, as you would 
when the market bottoms at a VIX of 36% 
or 48%. The October 2011 low in the 
S&P 500 with a high VIX reading pro-
duced a 32% move to the April 2012 high. 
The June 2012 low with a much lower 
VIX reading only produced roughly a 
16% move by the September high. By the  

time the market found the next low in 
November 2012, the VIX only was in a 
range from roughly 15.93% to 18.64%. 
This indicates that while long-term trad-
ers seem to enjoy low volatility, history 
suggests they would be better off taking 
a longer-term position with the VIX near 
30% or above. 

Inconsistencies 
It has been more than year since the VIX 
maintained a lower reading. The trou-
ble started during the Santa Claus rally 
of 2011. From Dec. 5 through Dec. 19, 
2011, the VIX dropped while the S&P 500 
peaked around 1267 then fell to 1202. All 
calculations aside, that's when fear left 
the market, which was OK because the 
VIX was in the high 20s. Since the latter 
part of 2012, though, the market has not 
been able to make good progress. 

Last year was dominated by the lower 
VIX reading. Indeed, there was one key 
sequence when it was repeatedly reported 
the VIX was no longer relevant because 
pundits were expecting a market turn on 
the low readings. Consequently, the mar-
ket peaked and corrected approximately a 
week later. We should have learned from 
the Internet bear and real estate bubble 
that sooner or later prices revert to the 
mean, and when sentiment seems to 
suggest a new normal, that's precisely 
the time risk is getting high and a turn 
is imminent. As we've seen, the VIX fol-
lows a 20-plus year trend. Is it realistic 
to think the market is going to adopt a 
new normal? 

On a day-to-day basis, it's important to 
keep track of how much fear comes into 
the market based on the current sequence. 
With respect to the VIX, a quick look will 
allow you to to gauge your fellow traders 
and determine the potential of a move. 
However, one of the most important les-
sons is one of the hardest to follow with 
respect to human nature. A trader posi-
tioned late in the move should use an 
extreme VLX reading as a warning sign that 
an important turn could be imminent. II 

Jeff Greenblatt is the author of "Breakthrough 

Strategies for Predicting Any Market," editor of 

the "Fibonacci Forecaster," director of Lucas 

Wave International LLC and has been a private 

trader for the past eight years. 
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