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Volatility

And the Greeks

By MICHAEL P.REGAN

A LOT OF PEOPLE picked up a hobby to pass the time during
the Covid-19 pandemic. Some learned how to bake bread;
others dusted off musical instruments. For many,
however, it was something a little less folksy: equity
derivatives. As trading volumes for options exploded,
newbie investors have been encountering concepts such
as volatility that make sourdough seem simple. Here's a
guide to some of them.

VOLATILITY

That'’s the size of the swings in prices for a
stock, index, or other tradable instrument.
For nontraders, volatility may sound intuitively
bad—the way storms at sea are bad. But to
traders, all winds are opportunities to travel
somewhere. And the stronger the better.

The VIX

The Cboe Volatility Index, or VIX, is referred
to as the “fear gauge,” because it tendstorise
when stocks fall. It's compiled from bets on
S&P 500 Index options that reflect traders’
estimates of future volatility.

Implied volatility

The VIX is a calculation of implied volatility.
That is, it uses current options trades to cal-
culate what those transactions suggest about
market expectations for the future. The VIX
Is based on the prices of put options, which
give the owner the right to sell the underlying
stock or index at a certain price by a certain
date, and call options, which provide the right
to buy them. How much traders pay for options
reflects the size of the market swings they're
trying to bet on or hedge against.

Historical
volatility

Also known as realized volatility, this looks at
how big the swings have beenin the past—for
example, in the last 20, 100, or 180 trading
sessions. Ilt's based on the size of the daily
swings over that time period.

THE GREEKS

Mathematicians use letters from the Greek
alphabet to denote concepts in calculus equa-
tions. Several were popularized among options
traders when Fischer Black and Myron Scholes
laid out their math (aka the Black-Scholes
model) for the dynamics at work in this market
in the 1970s. Traders have since added their
own Greek letters, including a made-up one.
“*Vega’ sounds like a Greek letter, but it's not,”
says Michael Purves, chief executive officer
of Tallbacken Capital Advisors LLC. "Vegais a
star in the galaxy. Seriously.”

Delta

In calculus, this letter simply denotes the rate
of change inavariable. In options, it measures
the theoretical rate of change of an option’s
price relative to the changes in the underlying
asset’s price.

Vega

That made-up Greek letter measures the
sensitivity of an option’s price to the implied
volatility of the underlying asset on which the
contract is based.

Theta

A real Greek letter, it measures what's known
as time decay, or an option’'s sensitivity to the
passage of time. In simplest terms, think of it
this way: You can buy an option that is profitable
if astock rises from $50 to $100. Wouldn't you
pay more for that option if it expires in a year
rather than one that expires tomorrow?

Gamma

This member of the Greeks has been making
the news alot lately. Remember what “delta”
means? Good. Gamma measures the delta of
delta—in other words, how the delta of an
option changes as the price of the underlying
asset changes. Typically short-dated options
have more gamma than longer-dated ones.

Gamma hedging

This trade, under scrutiny lately, involves
reacting to changes in gamma. Strategies dif-
fer, but what's important to know is that heavy
activity inthis trade can be a tail that wags the
dog: The price of the option can affect the price
of the underlying stock. Say a bunch of retail
traders with their eyes glued to Robinhood and
Reddit get excited about a stock and start buy-
ing call options to benefit from price increases.
If the stock rises to or above the call’s “strike
price,” the brokerages that sold the options
will have to deliver the shares when the calls
expire. A jump in the price of calls would be
taken as a signal from the market that the stock
will reach that price. So these brokers may start
buying the shares in anticipation of that, further

boosting the price of the underlying stock.

Rho, epsilon,
“charms”

There are other even more esoteric Greeks
such as rho, which measures an option’s sen-
sitivity to interest rates, and epsilon, which
does the same for changes in dividend yields.
And even more complicated concepts such
as “charms” measure the rate of change of
delta over time. “Even the sophisticated
options people ignore them,” Purves says,
“but there’s probably some geeky guy buried
deep in the bowels of JPMorgan who is
studying them.”

Regan is a senior markets editor for Bloomberg News in New York.
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By KATHERINE GREIFELD

RBC's Amy Wu Silverman Says
The Hot Options Market Is Here to Stay

Atter almost two decades in the options
market, Amy Wu Silverman of RBC Capital
Markets knows a regime change when she
sees one. | he derivatives strategist—an
alumna of Morgan Stanley, Goldman Sachs,
and Citadel—has watched as the corona-
virus pandemic ushered in a wave of newly
minted day traders who were locked down
at home with little to do. They descendec
on the options market, where contracts
can cost pennies but have the potential to
oroduce big payouts. [ he heavy options
trading created feedback loops in tech
stocks when dealers were forced to hedge
the contracts they sold by buying or selling
the underlying security. Wu Silverman
anticipates that this dynamic will continue
N 2021 as more millennials turn to options
to make bets on stocks.




How did you get started in derivatives?

» | went to Princeton University and
graduated in 2004, and I had done econom-
ics and financial engineering. I came in
interested in that—and kind of knew that
was what [ wanted to pursue—nbut specit-
ically, derivatives was really interesting.
We happened to have a good [oJJ{J CEe]:. He
made the subject pretty interesting for
something that seems like it would be dry,
and that sparked a general interest.

different people across the street. And we
spent a year trying to start a flow sales deriv-
atives business. He ultimately went a dif-
ferent direction—he was much more
focused on the electronic part of it. So after
ayear, all of us had to pack up again. One of
the really senior people there at the time
|Robert Fagen| ended up at RBC. I knew
him really well, had known him at Morgan
Stanley, and he said, “Why don’t you come
try it out, help build a business again?” And
I have been there |Jat RBC| ever since.

Tell me about your career on Wall Street so far. Who's behind the recent pickup in options activity?

» Istarted at Morgan Stanley in a general
rotational program, but ultimately I ended
up on the fixed-income side trading
interest-rate derivatives. In ’07 the world
started blowing up. I was trading range
accruals and curve swaps backed with
issuers like Fannie Mae, Freddie Mac, and
Sallie Mae, and literally that whole product
went away. [ was let go with 400 people one
day, and they were just like, “See ya later!”
I think I'was 25 at the time. It was so crazy,
[ started having to look for a job again. It
was a weird, distressing time.

I landed at Goldman, but in their
equity derivatives department. So I was
doing rate derivatives, but they were the
same kind of thing—this was Goldman’s

» Ithinkit’s aseachange.It’s notjust people

who trade on Robinhood, but people who
are part of the millennial and younger gen-
erations. They’re more risk-taking in their
profile, and they’re also more active and
educated in the options market than pre-
vious generations were.

People who are W have
more wealth [than your typical Robinhood
user| but came of age in 2008. They’ve seen
a financial crisis, but they’ve also seen that
after a crisis, you get a 10-year bull run.
Their way of investing is heavily influenced
by that, and they’re much more comfort-
able with options and things a financial
adviser wouldn’t have talked to them about.

research department |which had a cross-

asset approach]|. I worked for this crazy guy Do you expect those retail-type traders will remain active in

| Krag “Buzz” Gregory| who’s amazing. He
ended up being a really important m
for me. But he was one of the first people
who helped build the VIX |[the Chicago
Board Options Exchange Volatility Index,
which tracks the 30-day implied volatility
of S&P 500 futures|. He was big-brain, one
of the smartest people I ever met and
worked for, and we did some white-paper-
level work on volatility as an asset class.
And obviously this was 2008, so the whole
world was continuing to blow up, so it was
just a ride. We did some really interesting
work on business cycles and volatility,
looking at vol in different shock environ-
ments, stuff like that.

In 2010 I'was approached by Citadel.
Ken Griffin at the time was trying to start
an investment bank. To be perfectly candid,
he was throwing pretty crazy numbers at
everyone, and I joined with a bunch of

options markets this year?

» Yes.In 2020 fiscal stimulus checks led to

greater retail options activity. A new round
of stimulus checks is hitting bank accounts
now. In addition, the recent blue
| Democratic| sweep drives the possibility
of even more stimulus down the road.
These are all catalysts for retail to continue
to be involved with options. Only a few
weeks into 2021, we’re already seeing call
and skew inversion. There
have been noticeable bullish options trades
in the energy sector. In fact, bullish options
positioning just hit a decade high. We also
noted that, back in November, retail was
perfectly willing to rotate from megacap
tech—the “work from home” names—
into the “vaccine recovery” names like
consumer discretionary, cyclicals, and
general value.

BLOOMBERG MARKETS




Why are they buying options instead of stocks?

» They’re not buying stocks because stocks
are expensive, or they feel like they’re not
getting the . But they’re buying
the calls. How do you get leverage when
you don’t have that much to spend? How
do you get bang for your buck?

How is this new dynamic affecting the options market?

» All the things we hold to be true in options
are almost laws. Skew is positive because
there’s more demand for downside. Skew
is the relative demand of put options vs.
call options for a given stock or index.
Because investors are typically long and
buy insurance, m is almost always pos-
itive, because put-implied volatility minus
call-implied volatility is positive.

These are relationships that have
held for very long times, but there’s no
reason why they have to be this way. If you
get a whole class of investors and the way
they think about the world is, “The way I’'m
getting long the market is through calls,”
then skew may never go back to positive.

Especially when you’re a dealer, a
trader, the way you think about making
markets is very influenced by things like
what the historical relationship has been.
I don’t think it’s going to be overnight, but
there are already names that are exceptions.
Any dealer making a market in Tesla knows
skew is almost always inverted. Normal
relationships don’t apply.

What does this surge in options activity mean for the equity markets?

» It’sreally not something to be concerned
with if you’re going to buy Facebook and
close your eyes for a couple of years. But if
you’re someone who has to be in the market
on a short-term basis, it’s going to be more
and more relevant to you. The breadth of
the market is very [sl42s0y and continues
to narrow. The fact that seven names drive
50% of the weight of an ETF |exchange-
traded fund| is a big deal. As long as breadth
is narrow, this is going to be a problem. You
could say, “I don’t own Facebook. Why
should I care?” But you care because
Facebook is part of Fangman, and Fangman
is a quarter of the entire S&P 500. | The

Fangman stocks: Facebook, Apple, Nvidia,
Alphabet (Google), Microsoft, Amazon
.com, and Netflix. |

How can a stock such as Facebook be influenced by heavy call or
put buying?

» When a dealer—a market maker or
trader—receives an order to buy calls from
a customer, |the dealer| usually has to sell
calls. There are nuances to this: A dealer
could offset a portion with an existing posi-
tion or match to a call-selling client, for
example. But let’s say for the sake of sim-
plicity that the dealer has to sell the entire
position to the client. When a dealer sells
a call option to a client, the dealer has to
initiate something called a .
This delta hedge requires the dealer to buy
stock. A good way to think about this is, if
a dealer is short a call option, then the
dealer doesn’t want the stock to go up, so
the dealer buys stock as the hedge.

Now here’s where things go messy
and why the “skew inversion” is such a big
deal. Typically, when stocks go up, volatility
goes down, and vice versa. Intuitively, this
makes sense because usually uncertainty
should decline if things are good, and
uncertainty should rise if things are bad.
However, the issue we have encountered
is a “spot up/vol up” scenario. Stocks like
Apple, Facebook, Tesla, and Amazon go
up, and the volatility goes up, too, because
of FOMO |fear of missing out| and more
people buying calls. So what happens to the
dealer in this case? They’re forced to buy
more stock as the stock goes up, and
remember: The dealer is short volatility,
and volatility is rising.

This self-fulfilling cycle is sometimes
referred to as agamma squeeze. The idea is
this: On names with strong momentum,
heavy options action can result in extreme
exacerbating swings in the same direction.

Why are these megacap tech stocks being targeted?

» This is just what people know these days.
These are the new . They’re
trillion-dollar market cap, they’re domi-
nating during the pandemic, and, if you’re
of a certain generation, these are your blue-
chip companies. @

Greifeld reports on cross-asset markets for Bloomberg News in New York.
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TheVolatile
History of
Managing
Volatility

By JOHN AUTHERS

VOLATILITY OF MARKETS is virtually a
given. Putting a price on assets whose
value is derived from the future will
always require judgment calls, and masses
of traders gathered together will always
be prey to the herd psychology that
leads to overshooting. And yet it's also
human nature to seek to control that
volatility. The financial history of the past
50 years is in many ways the story of a
series of attempts to find a different
anchor to replace gold as the mechanism
of control. Each new regime has been
greeted with a change in the trend of the
price of stocks in gold terms.

1944-71:

Bretton Woods &

The Gold Standard
Global economic policymakers sought
to address the chaotic competitive
devaluations and runaway inflation that
preceded World War Il with a new
financial order established during an
international conference in 1944 in the
New Hampshire resort of Bretton
Woods. But that agreement, which tied
the dollar’s value to gold, caused a

Fig. 1

A Brief History of Volatility

growing number of problems as the
capitalist world expanded over the
ensuing decades.

August 1971 brought a decisive
change in the efforts to contain volatility
when President Richard Nixon decided
to end the dollar’s tie to gold. After the
gold standard ended, so did the system
of fixed exchange rates in which different
currencies were tied to the dollar and
thus also to gold. Efforts to maintain a
pegged exchange rate to the dollar,
which once involved building reserves of
gold, now tended to pit markets against
central banks, with the latter attempting
to prove their bona fides by raising
interest rates—until the rates grew
unsustainable and the currency crashed.
The advent of floating currencies added a
valuable new adjustment mechanism to
the world’s financial order but created its
own volatility.

We can see the series of informal
regimes that have followed Bretton
Woods by looking at the price of the
S&P 500 index in gold terms—in other
words, the ratio of the S&P to the
gold price. B

Ratio of S&P 500 to spot gold price, quarterly, normalized (Dec. 31,1946 = 100)

Gold i Qil .
Standard Standard
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1,200
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Sources: {SPX Index}, {XAU Curncy}
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1971-81:

The Oil Standard
The world’s financial system shifted
effectively to using oil as an anchor for
the dollar once Nixon abandoned the peg
to gold, given the central role petroleum
played in global economic growth. Saudi
Arabia and the other major petrostates
agreed to conduct all their transactions
in dollars, maintaining the currency’s
central role in the global economic order.

The U.S., freed from the “cross of
gold,” embarked on expansionary fiscal
policies, creating inflation and sending the
price of gold higher. Qil producers
responded by cutting supply and forcing up
oil prices in dollars to ensure they'd receive
the same amount in gold terms as they had
INn the past. Ultimately the financial system
remained tied to the value of one
commodity—the crucial difference was
that oil, unlike gold, was vital to the cost of
everyday life. The rising price of oil lifted
consumer prices throughout the 1970s,
eventually creating one of the most savage
bear markets in stocks ever witnessed.
Judged in real or gold terms, share prices
collapsed, as did the price of bonds. This
was volatility on a scale that hadn’t been
seen since before World War |l.

1981-98:

The Volcker Standard
The disruption driven by oil and
widespread price inflation came to an
end when the Federal Reserve, under
Chairman Paul Volcker, convinced
investors it was committed to curbing
inflation—even at the cost of a serious
recession. Once this stability had been
earned, fiat money could begin to regain
the credibility it had enjoyed while it was
backed by gold. By 1985 the dollar had
grown so strong that a group of finance
ministers and central bankers met at the
Plaza Hotel in New York to agree on
concerted action to weaken it.

Once investors were confident that
Inflation was under control, interest rates
steadily declined. After peaking at more
than 15% early in Volcker’s tenure at the
Fed, the 10-year Treasury yield—the
single most important financial
benchmark for transactions around the
world—has dropped almost continuously
since. Bond traders working today have
no memory of the era when bond yields
rose with any consistency. The fall in

borrowing costs stimulated the economy
and cushioned the stock market.

“Animal spirits” meant the market
was still capable of overshooting, as it did
leading up to the dramatic Black Monday
crash in October 1987, when stock
markets fell more than 20% in one day
early in Alan Greenspan’s term as
Fed chairman.

In 1994, when the Greenspan Fed
took the market by surprise by hiking
interest rates to avert inflationary risks,
the move strengthened the dollar and
caused a sharp drop in bond prices
(sometimes dubbed the “great bond
massacre”). It also put intolerable strain
on emerging countries that had been
trying to contain their own inflation
problems by pegging their currencies to
the dollar. First, Mexico, in December
1994, then the emerging Tiger economies
of Asia, in 1997, succumbed to a wave of
devaluation and default crises.

1998-2008:

The Greenspan Put
As those emerging-market crises
reverberated through the system, the
“Pax Volckeriana” broke down, along with
the great equities bull market more than
a decade into Greenspan’s leadership.
The 1998 implosion of Long-Term Capital
Management, a hedge fund that had
borrowed heavily from big Wall Street
banks to place bets that soured quickly
after Russia defaulted on its debt, was a
critical moment. Credit markets froze
almost completely.

Fig. 2

The Volcker Standard
U.S.10-year Treasury yield, quarterly

Volcker’s tenure

| 3/31/71

Rather than let banks fail, the Fed
coordinated a bank-led bailout for LTCM
(over the public criticism of Volcker) and
cut interest rates three times. That
rescued the equity market, which started
to melt up into the dot-com bubble driven
by rising internet stocks.

Thus began an era characterized
by what became known as the
“Greenspan put”—total confidence that
the Fed would always ease monetary
policy to cushion falling asset prices.
Concerned about “irrational
exuberance” in the markets, the
Greenspan put began raising rates in
1999 and early 2000. The dot-com
bubble burst, and in 2001 the Fed started
easing aggressively again. Bond yields
continued their steady fall. The period
soon became known as the Great
Moderation—credit grew ever cheaper,
and the volatility of stock markets
dwindled to record lows.

Still, the rising gold price made
clear that markets didn’t trust the
Greenspan Fed to protect the dollar’s
value in the same way they'd trusted the
Volcker Fed. They trusted the Fed to
protect share prices but not to control
inflation. Eventually this confidence that
interest rates would keep falling led to
the risk-taking that ended with the global
financial crisis of 2008. As money
became too cheap, lending standards
weakened. When investors belatedly
woke up to the fact that many of the loans
would never be repaid, the financial
system almost collapsed.

16%
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Fig. 3

The Greenspan Put

7/ Federal funds rate, upper bound, monthly

September 1998
Long-Term Capital
Management bailout
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2011-Present:

The QE Standard
The disaster of 2008 created almost
unprecedented volatility. Although U.S.
authorities initially attempted to restore
discipline by allowing the securities firm
Lehman Brothers to fail, they quickly
discovered the financial system was too
interconnected to survive. The aftermath
of Lehman'’s failure was so disastrous
that policymakers and traders
recognized that no other large institution
could be allowed to fail—creating a new
level of "moral hazard” in the system.
And so the Greenspan put was extended
under his successor, Ben Bernanke. The
Fed bought bonds under the so-called
quantitative easing, or QE, program to
keep interest rates low. The price of gold
skyrocketed as investors became
convinced that inflation would follow
in its wake.

Around 2011, after years of
desperate money-printing, investors still
saw no sign that inflation was returning.

September 2008
Lehman Brothers
bankruptcy filing

6%
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Sources: {FDTR Index}, {SPX Index}

Fig. 4

The QE Standard

B Federal Reserve balance sheet, monthly
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Sources: {FARBAST Index}, {SPX Index}

With that came the idea that interest
rates would remain stuck near zero
forever. With the belief in “lower for
onger” firmly installed, the price of stocks
in gold rose once more, peaking about a
year before the Covid-19 pandemic and
lockdowns created global recessions and
scrambled all forecasts.

Central banks have responded by
convincing markets that they remain
determined to buy as many bonds as it
takes to keep yields at minimal levels.

In contrast to Volcker’'s determination to
keep inflation under control, and
Greenspan’s refusal to let asset prices
fall, we now have central banks’
insistence on keeping borrowing costs
low. This effectively forces investors

to lend to the government at low rates,
a policy known in market jargon as
“financial repression.” For the time being,
it’'s working. Equity market volatility
remains elevated, but since spring 2020,
bond market volatility has dropped to
unprecedented lows.

Fig.5

Volatility Indexes
Quarterly
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Sources: {MOVE Index}, {VIX Index}

The QE standard, or a refusal to let
bond yields rise, has replaced the
Bretton Woods gold standard as the
anchor of the financial system. This can
carry on as long as inflation doesn’t
return to the economy. At such a point
as it does, we should all brace for a
return to volatility. And the search will be
on for yet another replacement. e

Authers is a senior editor for markets
coverage at Bloomberg News in New York.
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IT RARELY RAINS in Lima. Peru’s capital, on
the country’s desert coast, gets only a third
of an inch of precipitation a year. So the
arid city’s 10 million or so inhabitants rely
on three rivers for their water supply. Yet
access to this resource isn’'t equal for all.

About 1.5 million people aren’t con-
nected to Lima’s drinking water grid or
sewage system, according to Oxfam. Many
poorer households in the city’'s sprawling
metropolitan areas depend exclusively on
tanker trucks for their water.

Rosa Gonzales Aliaga, shown here,
lives in San Juan de Miraflores, an outer
district of Lima. Because of the rugged
geography of her neighborhood, she and
fellow residents must use hoses that are
more than 100 meters (328 feet) long to
connect their water tanks with the supply
trucks. The lack of on-demand water is
concerning. According to the World Health
Organization, one person requires a
minimum of 50 liters to 100 liters of water
a day to cover basic needs.

You don't need to go far to see Lima’s
water access inequality. San Juan de
Miraflores shares a border with La Molina,
one of the province’s richest districts, known
for its plush mansions with gardens and
pools. The wealthy’'s use of potable water
for purposes unrelated to drinking or sani-
tation often exacerbates the limits on water
access for their poorer neighbors, according
to a recent report from researchers at
Universidad del Pacifico in Lima.

Climate change seems likely to aggra-
vate the problem of water security even
more. To visualize water risks to countries
and their assets, run {MAP <GO>}.
—Siobhan Wagner
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Microfinance

In India, a Popular Source of Credit

By SUVASHREE GHOSH and SHRUTI SRIVASTAVA

IN FEBRUARY 2020, unaware the coronavirus pandemic was about
to wipe out her livelihood, Arpita Das borrowed $2,300 to buy
materials and equipment for her family fishing business in West
Bengal, India. A few weeks later, demand for her prawns collapsed,
leaving her unable to make the $180 monthly repayments to
two microlenders.

The 33-year-old mother of two, who'd never missed a
payment since she started borrowing three years earlier, is now
living off the vegetables and grains she grows on a plot of land
outside the home she shares with her husband and his parents.
With the whole family out of work, they're unlikely to have any
income unless she can borrow $1,400 for this year’s prawn harvest.

During India’s initial three-month lockdown, one of Das’s
lenders would call her regularly to see how she was doing. Now reps
visit her in person at home every few weeks to see if she can pay. “|
tell them that | don’t have the money,” she says from aremote town
on the banks of the Kangsabati River. “They say | won't be eligible to
borrow more unless | repay my current loan. How can | restart my
businessif | can't get aloan?” Das says she fears she may be forced
to turn to moneylenders, who charge rates as high as 100%.

Borrowers around the world have been hit hard by Covid-19
but perhaps nowhere more so than in India. It's the global leader
INn microfinance, the financial service that offers loans to entre-
preneurs too poor to qualify for conventional bank loans.

Individually, these loans aren’t big—only $487 on average—but
the number of people taking them out is huge, even by the stan-
dards of the world’s second-most-populous country. In the past
five years, the pool of small borrowers has almost doubled, to
58 million, according to Microfinance Institutions Network, or
MFIN. Roughly 1 in every 20 Indians is in debt to a microlender. In
total, they owe about $31.6 billion.

Worldwide, microlending’s tremendous reach, once heralded
as its greatest strength, now looks like a deep liability. From humble
roots as a charitable movement more than 30 years ago, the sector
has morphed into a global enterprise covering 140 million
borrowers—80% of whom are women—with about $124 billion in

Faces Its Toughest Challenge

debt, according to a 2019 report by the Microfinance Barometer.

Most borrowers are small traders, street hawkers, and daily
wage laborers, the people most vulnerable to the economic shocks
of the pandemic as well as to the virus itself. In India many
decamped from urban slums to rural villages soon after the lock-
down in late March 2020 with no idea when or how they’ll be able
to support themselves, let alone pay their debts.

Today about 96 microlenders operate in India. Banks and
nongovernment organizations also provide microfinance loans.
Microfinance institutions, or MFls, can be set up with only 50 million
rupees ($685,000) and can lend as much as 125,000 rupees per
borrower. The microlenders themselves borrow from banks ano
nonbank lenders at an average 14%, then charge interest rates of
as high as 22%.

With India’s economy set to contract the most in four
decades, many borrowers are becoming trapped in never-ending
debt cycles. This problem leaves them with excruciating choices
as they try to avoid being blacklisted by lenders. Some have sold
the tools of their trade to meet obligations, compounding a virus-
induced loss of income with a more permanent loss of livelihood.
In this male-dominated society, women borrowers in particular
risk being ostracized within their communities.

Although the pandemic isn’t the first crisis for the country’s
microfinance industry, it could be its biggest. After heavy loan
demand and loose regulations led to a spate of suicides among
poor borrowers in 2010, regulators drew up stricter rules for the
sector, including capital requirements as well as limits on loan
exposure and interest rates. But they did little to slow demand.

“Until this pandemic, there was no trigger for any self-doubt
for the lenders,” says former Reserve Bank of India Governor
Duvvuri Subbarao, a strong advocate of financial inclusion during
his 2008-13 tenure, adding that lenders should now focus on raising
capital and bolstering their balance sheets. Although the micro-
finance industry helped liftt millions from poverty, he says “irrational
exuberance” may have undone some of the social benefits, as
lenders became increasingly exposed to defaults and capital loss.
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Amid the pandemic, India’s central bank has taken
unprecedented steps to help borrowers, including a six-month loan
moratorium that ended on Aug. 31 and special loans to refinance
MFls. Prior to the onset of Covid-19, repayment delays affected
about 2% of all loans; by the end of September, that number had
risen to 20% before easing to 10% to 15% in December, says Manoj
Nambiar, managing director at Arohan Financial Services Ltd., India’s
fifth-biggest microfinancier. “In the last few months we were focused
on collections. Now we're looking at stepping up lending,” he says.

ARPITA DAS’S predicament is a far cry from the vision of
Muhammad Yunus, the 80-year-old former economics professor
who won the Nobel Peace Prize in 2006 for his pioneering
microfinance work in Bangladesh. Over the years the MFI boom
attracted private capital seeking growth and high returns.

With default rates across India soaring on the mainly
unsecured loans, the virus is undoing the business models of dozens
of MFls as funds dry up. Unlike conventional banks, these institutions
don’t have access to public deposits and rely on market borrowings
to keep their businesses running. During the initial days of the pan-
demic, as microlenders struggled with defaulting borrowers, banks
curbed lending to MFIs. When the economy reopened, consumer
demand picked up, improving income opportunities for the poor.

Still, collection rates dropped to 85% to 90% of loans in
November, from about 98% before the pandemic. Given that the
industry exists on extremely tight margins, such recovery levels
aren’t viable in the long term.

With borrowers unable to repay their loans, MFls, in turn,
can't afford to pay back the banks. As a result some microcreditors
are cutting back on lending to conserve capital and limit defaults.
From April to September, MFls in India provided only 111.87 billion
rupees in loans, 68% less than during the same period in 2019.
Arohan’s Nambiar says he expects MFI| credit growth in fiscal year
2020-21 to be half of what it was in the previous fiscal year.

Experts say an inevitable churn willmean that a leaner indus-
try emerges from the crisis. It will also be increasingly digitized,

Fig.1

Hard Times for Small Borrowers

Value of loan disbursements by microfinance companies in India, in rupees
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Source: Microfinance Institutions Network, India

more closely regulated, better capitalized, and bound by stronger
consumer protections.

To keep growing, microlenders are calling for tighter risk
management practices to contain even more defaults and easier
capital-provisioning rules for MFls, which are now stricter than
those for banks. “The need of the hour is to provide fresh credit
and save the basic livelihoods of poor people,” says Alok Misra,
chief executive officer and director of MFIN, which was authorized
by India’s banking regulator to ensure compliance in the MF| sector.

BEFORE THE PANDEMIC arrived in India, Bandana Maurya, a
30-year-old widow, was living in a tiny asbestos-covered shanty
in a Mumbai slum. The mother of three was making $100 a month
packing drugs at a pharmaceutical company. Hoping to make a
little extra money, she’d taken out a $410 microfinance loan to buy
a sewing machine. Then came Covid. The drug company was forced
to close. Maurya lost that job and suddenly found herself unable
to keep up with her loan repayments. Struggling to pay for food,
electricity, and medicine for a child who was ill, Maurya went to
stay with her family in a village in Uttar Pradesh.

Since then she’'s been getting almost weekly calls from her
microfinance lender. “| feel let down and angry when they call,”
she says, sitting in her sparsely furnished room. “l have never
defaulted before, but who would have known that there would be
such a virus and we would lose our livelihood? The bank should
be more considerate. Where will | get the money?”

In late September, Maurya returned to Mumbai to look for
work and get treatment for her daughter’s brain tumor. She stitched
clothes for less than $2 a day and relied on her brother for food.

Maurya has discovered that in difficult times microlending is
no more forgiving than macrolending. Das, in West Bengal, has come
to the same grim conclusion. “l am now a defaulter,” she says. “Had
| known there would be a lockdown, | would have not borrowed.” @

Ghosh covers finance for Bloomberg News in Mumbai.
Srivastava covers economics for Bloomberg News in New Delhi.
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Asset Allocation

Build a Risk-Parity Strategy With

The Optimizer

By CONSTANTIN COSEREANU and DOUGLAS EDLER

WHAT SHOULD YOUR post-pandemic asset allocation look like?
Coming off a year with all-time-high volatility readings and amazingly
good performance, some investors may be considering an equal-
risk style of asset allocation known as risk parity.

Famously associated with the All Weather portfolio at Ray
Dalio’s Bridgewater Associates, the strategy allocates the same
amount of risk to different asset classes.

While there are many ways to build a strategy based around
this concept, here’'s a simple way to do it: Use the optimizer in the
Portfolio & Risk Analytics (PORT) function. Here's how you can
explore such a strategy.

Let’s use seven indexes to represent a variety of bonds,
stocks, real estate, and commodities:

Bloomberg Barclays US Treasury Index
{LUATTRUU <Index>}

Bloomberg Barclays US Aggregate Bond Index
{LBUSTRUU <Index>}

Bloomberg Barclays US Corporate High Yield Index
{LF98TRUU <Index>}

Bloomberg US Large Cap Price Return Index
{B500 <Index>}

Bloomberg US 2000 Price Return Index
{B2000 <Index>}

Bloomberg US REITs Index
{BBREIT <Index>}

Bloomberg Commodity Index
{BCOM <Index>}

You can find data and tickers for these and other benchmarks
by running {IN <GO>}. The question is: What asset allocations do
we need to achieve a portfolio equally weighted by risk contribution
per asset class?

Create Two Portfolios
Let’s start by creating a $1 million cash portfolio in the Portfolio
Administration function. Type “portfolio administration” in the
command line of a terminal screen and click on the PRTU — Portfolio
Administration match. The shortcut is {PRTU <GO>}.

Click the Create button on the red toolbar. Give the portfolio
a name such as “Main Cash Portfolio.” Use the drop-downs to select

Equity as the Asset Class, USD as the Portfolio Currency, and
Shares/Par Amount as the Position Type. Click the Create button.

Inthe amber field under Cash, enter “USD" and click on USD
Crncy — United States Dollar Spot. In the Position field, enter “1K"—
PRTU scales cash by a factor of 1,000—and press <GO>. Hit Save.

Next, repeat the steps to create another portfolio holding the
sevenindexes. Run {PRTU <GO>} again, click Create, give the portfolio
aname such as “Asset Mix Strategy,” and click on the Create button.
Add the indexes. Type “LUATTRUU" in the field below Cash and click
on the match. Position is irrelevant because we'll use the PORT
optimizer to generate the appropriate asset allocation, so you can
enter “1,” for example, in the Position field and press <GO>. Repeat
to enter the other indexes (FiIG.1). When you’re done, hit Save.

Build an Optimization
Run {PORT <GO>} to open the Portfolio & Risk Analytics function.
Use the drop-down in the upper left corner to select the cash port-
folio. Next, click on Trade Simulation and select Launch Optimizer.

The optimizer enables you to specifty goals, the universe you
want to trade from, constraints, and security-level properties.

Ultimately what we're looking to do here is end up with equal
risk contributions from each of the asset classes. In the Goals
section, first remove any goal that's already loaded by clicking on
the red delete icon. Then click the Add button. Type “contribution
to total risk” in the Search field and press <GO>. Click on it in the
Select Field portion of the window, then hit the Select button.

In the Trade Universes section, let's set the portfolio with the
indexes as our trade list. Click on the pencilicon. In the window that
appears, click on User Portfolio, navigate to the Asset Mix Strategy
portfolio, and click on it to select it. Make sure Trade List is selected
as the Trade Rule and click on Select.

Finally, in the Security Properties section of the screen,
we're going to specify that each asset class has an equivalent risk
contribution. In the amber field that says <Type or drag values>,
enter “LUATTRUU” and click on the matching index. Then enter
“1” in the RskCtr field to the right and press <GO>. Repeat for the
other indexes in your strategy (FiG. 2). That's it; you don’'t need to
add any other portfolio-level constraints. Click the Tasks button
on the red toolbar and select Save Task As... to save the task so
you can rerun it. Give the Task a name and hit Save.

To run the optimization, click on the Run button. The »
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Fig.1 To create a portfolio containing the assets you want to use for a risk-parity strategy,
run {PRTU <GO>} and click on the Create button.

I Sarve 3 Actuones - T Settings ~ 4 Analyze Portfolio Administration: Portfolio Desplay
Mritobo Nama .i!ﬁ‘il'T MIX STRATEGY Ticker ¥ | I LBRISZ48-315 Corrancy USD
beal i N (11 /07 /2 g8 > > Display Currency [JEN®
rahalancad ﬂl.-"IIIT-',.-"El Chort Margin | Futures Margin [|[|IEEERE
vt i g = Accruad Marke: Val Price
| (e | e o et S| (lldd et S ol
B . 0,00 10,408 26

LUATTRLUU

23519

LEUSTRUU 237190

LFPETRUU 2342.12 2. 342. 120
1,397.91 1,397 91
1,.400.31 1,400, 11

BBRET 2R2.B0 .

BOOM B0,31
Because we'll be using
the PORT optimizer

to set allocations,
positionis irrelevant.
Enter “1" here.

Last Wxlate 017082021 - 16016055 Foom = 8 + P -

Fig. 2 To set up an optimization, run {PORT <GO>} and load the cash portfolio. Then click the
Trade Simulation button on the red toolbar and select Launch Optimizer.
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Fig. 3 Once you set up the task, click on the Run button to start the optimization.
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Fig. 4 Click onthe Analyze in PORT button. Then click on the Tracking Error/Volatility tab

and the Main View subtab.

1D View + 11 Actions » 1] Settings -

Infraday  Holdings  Characleristics  Vak
LR Summary
MALM CASH PORT

15! SCEnarios
Factors  Risk Bets  Trends

Mod=l W Esombery BicEL i -
b= me .. Sermuslat- Ong Wogt  Wgt +f-  Banyy Sedl % gt Arimss Total
Wot (%) (%) P tive Risk

Weight
Hort 8f- /- +f
" (TR,

A MAIN CASH PORT L LEERE L (.00 100000 IO (k1000 o d
EBG US 2000 PR Id» 0,00 3.45 25.00 344 3499 345 )
Bl LS RELLS L g0 124 (K} A5 4.4 454 1.14
Bloomberg US Large Cap 0.00 5.062 4000 562 5.64 5462 1.2
L5, Agom egales 0,00 31.51] 13300 3151 3151 31.5] |
LS. Treasury 0.00 A71B 14700 3718 3718 37.1R 1.7
Here you can see LS Comporate High Yield @2 11.EX 18.05 00 1805 1805 1805 1.3
LIS DOLLAR o 10000 99.39-793.933.1 0.1 0.61 061 R

that each asset in the
proposed portfolio
has an almost

identical contribution
to total risk.

Turnowver: 99.39%

19 Trade Simulation = 15 Workspace
(21 4 Optwmizer  Trades  Add Holtngs  Sawe/Trade = Sethngs
Tracking Ervor /\Viodatility
Exposures

Rebalancad 1/3/)3

submitted ar: 22:24: 28 23

Portfobio & Kask Analytics

Pﬁlnmm Aty bt ion

Fig. 5 To download a sample spreadsheet that lets you analyze the historical performance of
different asset classes, run {XLTP XAAC <GO>} and click on the Open button.
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Proposed Trades section shows purchases from the trade list (FIG. 3).
Runin early January, the optimizer proposed buying the US Treasury
index to a weight of 37% in the portfolio. The aggregate bond bench-
mark would get a 31.5% weight, high yield 18%, large cap 5.6%, REITs
and small caps 3.5%.

Click on the Analyze in PORT button to see the simulated
portfolio in PORT. Click on the Tracking Error/Volatility tab and then
on the Main View subtab (FiIG. 4). The Contribution % column shows
that the optimization has resulted in an almost identical contribution
to total risk for each of the seven indexes.

Note that the above analysis is based on Bloomberg’s

Multi-Asset Class (MAC) Risk model. For more information on it,
go to {HELP PORT <GO>} and click on White Papers.
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TO FURTHER EXPLORE asset allocation, you can use some
ready-made asset-allocation-related Excel spreadsheets. The
Asset Allocation Optimizer enables you to perform mean-variance
optimization. Run {XLTP XAAO <GO>} and click on the Open
button to download a copy. Go to {XLTP XAAC <GO>} for the
Asset Allocation Calculator, which lets you create a so-called quilt
chart to track the historical performance of asset classes (FIG. 5).
Finally, run {XLTP XAAA <GO>} for the Asset Allocation Analyzer,
which allows you to determine over- or undervaluation of multiple
asset classes. @

Cosereanu is a portfolio and workflow specialist and Edler leads
financial training for engineering globally at Bloomberg in New York.
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Derivatives

Reading the Twists and Turns of
Volatility for Warning Signs

FOR MANY TRADERS at the start of 2020, extreme volatility seemed
ike ancient history. During the decade after the global financial crisis,
implied and realized volatility on the S&P 500 index had declined to
record lows. Yet, as sometimes happens with markets, the prevailing
view suddenly proved to be a dangerously complacent one.

Within the first eight weeks of the year, the Chicago Board
Options Exchange Volatility Index broke through the psychologically
important level of 20. Then, on March 16, the VIX closed at an all-time
high of 82.69, foreshadowing the equity market’'s 34% plunge to its
March 23 low (FI1G. 1). For volatility traders, the strategy of selling
options (and therefore volatility), which had made money for years,
was left in tatters. The major French banks, for example, reported
heavy losses on their options desks in the weeks that followed.

While the rebound was swift for the equity market, implied
volatility remained stubbornly high during the rest of the year,
peaking again in the weeks before the U.S. election.

For most of the 12 months leading up to the election, the
volatility market viewed it as a single point of event risk. The VIX curve

By MARK JORDAN

had anisolated peak that alighed with the Nov. 3 election date, followed
by a “sigh of relief,” with implied volatility dropping post-election. (The
VIX measures expected S&P 500 volatility during the next 30 days,
so the October 2020 futures contract covered volatility for the period
including the Nov. 3 date.) The isolated October kink in the curve was
present into September.

But then the volatility market changed again. On Sept. 16 the
November VIX futures contract rose above October’s for the first
time. This change in shape showed that the volatility markets were
now more concerned with events after the election than about the
election itself. With uncertainty surrounding some states’ ability to
count the record number of mail-in votes in a timely manner, possible
egal challenges touted by President Trump’s team, and a bid by
Republican Senator Marco Rubio of Florida to extend December’s
Electoral College safe harbor deadline into January, options traders
began to see parallels with the uncertainty that followed the 2000
presidential election. Consequently, traders redistributed the risk
premium across the next three months. =
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Even against the backdrop of a
rapidly decompressing volatility market, traders still had
some trepidation about 2021

When polling in October began to show that a Democratic
“blue wave” was a distinct possibility, volatility markets changed
again. The market began to price in the least amount of volatility
premium across all maturities of the VIX curve since February. For
observers who believed the market wanted Trump to be reelected,
the change was surprising. Perhaps it was a sigh of relief for a
decisive outcome, or the increased likelihood of a federal stimulus
bill, or the possibility of lifting U.S.-imposed tariffs. Regardless,
the volatility market was in a strange situation in which it would
be more concerned if the blue wave failed to materialize.

Since Election Day, the progress in developing and approving
vaccines against Covid-19 and the certainty of the presidential elec-
tion result have reduced the implied volatility priced into the market.
The actual movements in volatility have, however, been swift once
again. For traders, this initself is interesting: The “vol of vol” (or how
volatile the movements in volatility have been) often offers intriguing
insights that aren’t available elsewhere.

In this instance, it was interesting that even with the backdrop
of Senate runoff elections and an unclear vaccination timetable,
implied volatility dropped sharply. The VIX made its fastest-ever drop,
from closing above 40 to closing under 25, taking just seven days.
Moreover, after months of backwardation, when the spot price is
higher than prices in the futures market, the VIX futures curve settled
into traders’ preferred upward-sloping contango shape. These are
all typically bullish signs from which traders can gain comfort.

YET EVEN IN LATE January, the VIX was still above its long-run average.
The six-month VIX future—the July 2021 contract—was priced at 27.
0 put this in perspective, a reading of 27 was rarely seen from 2012
through 2019. So, while the volatility market was giving investors
plenty of signs of encouragement, there were still warning signs.

Another caution sign is the volatility of the S&P 500 at the
sector level. Type “volatility correlation” in the command line of a
terminal screen and click on the VCA — Volatility Correlation Analysis
match. The shortcut is {VCA <GO>}. For alook at S&P 500 sectors,
use the drop-down in the upper left corner of the screen to select
ETF. Click on the Impl Vol tab if it isn’'t selected already. Looking at
three-month implied volatility in late January and comparing it with
readings over the past three years showed that most sectors were
still at levels of volatility that ranked around the 70th percentile.

THIS SUGGESTS THAT even against the backdrop of a rapidly decom-
pressing volatility market, traders still had some trepidation
about 2021.

Something perhaps even more interesting is shown by click-
ing on the Implied/Realized Vol tab. Comparing one-month readings
with those over the past three years shows that short-term risk
premium in the first quarter remains elevated. For example, 70%
of the ETFs shown on the tab are in the 75th percentile or higher.
Indeed, three ETFs, including SPY, which tracks the S&P 500 index,
and the consumer staples ETF, a defensive position, are above
the 90th percentile. This can be interpreted as the volatility market
sending signals that, in most sectors, traders are pricing in more
risk premium relative to actual market moves than at almost any
period over the past three years. When option premiums tend to
get this expensive, traders have previously preferred to sell options,
believing that they're overvalued. Yet, after an unprecedented
year, the signs suggest traders don’t want to be caught short again
when it comes to volatility. @

Jordan is an equity derivatives market specialist at
Bloomberg in New York.
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Fixed Income

(And to the Fed)

By STEVEN GEE, ANNA YASS, and KRYSTA LIPINSKI

ONE KEY FEATURE of exchange-traded funds is that they give
iInvestors access to markets that might otherwise be difficult to tap.

A U.S. investor, for example, can buy South Korean stocks
via the iShares MSCI| South Korea ETF. For a description of the
fund, which tracks the MSCI Korea 25-50 Net USD Index by holding
such stocks as Samsung Electronics Co., run {EWY US <Equity>
DES <GO>}. The ETF trades during the day in the U.S., while South
Korean markets are closed. So, in addition to being convenient for
the U.S. investor, the fund in effect provides price discovery and
market context.

Having seen how equity ETFs provide that sort of information
and generally trade at prices close to net asset values, investors
embraced fixed-income ETFs as a way to gain exposure to the some-
times illiquid over-the-counter bond market. Introduced in 2002,
the first crop of fixed-income ETFs included a corporate bond fund,
the iShares iBoxx $ Investment Grade Corporate Bond ETF, which
can be accessed by running {LQD US <Equity> DES <GO>}.

In total, assets in U.S.-listed ETFs reached $5.6 trillion in
January, according to Bloomberg Intelligence. The majority of
that—$4.3 trillion, or 78%—is still in equity funds. Fixed income
accounts for $1 trillion, or 19%. Yet last year, fixed-income ETFs
racked up almost as much in inflows as equity funds did: Flows
totaled $207 billion, while equity was $232 billion. To track Bl flows
data, go to {BI ETFS <GO>} and click on Fund Flows under Data
Library (F1G.1). Altogether, ETF flows hit a record $480 billion last
year. Bl forecasts they’ll reach $600 billion this year.

TO FIND DATA on ETFs, you can use the Exchange Traded Funds
function. Type “ETF” in the command line of a Bloomberg terminal
screen and click on the ETF — Exchange Traded Funds match. The
shortcut is {ETF <GO>}.

You can drill down to a list of ETFs that match your criteria
by typing keywords in the amber field at the top of the screen. For
a list of U.S.-traded fixed-income ETFs, we've used these three
criteria: Fund Type: ETF; Exchange: United States; and Asset Class:
Fixed Income. For flows data, click on the Flow tab (FIG. 2).

Flows Point to the Strength of Bond ETFs

Here, you can see that LQD had almost $14 billion of inflows
during the 12 months through Jan. 20. That brought its total assets
to $53 billion, making it the third-largest fixed-income ETF. The
fund’s total return for the period was 8.7%.

For a chart that tracks net asset value and daily fund flows,
run {LQD US <Equity> NAV <GO>}. LQD had inflows on 61% of
trading days from Jan. 21, 2020, to Jan. 20, 2021. You can see on
the chart that there's a cluster of inflows as the pandemic roiled
markets in March 2020 (FIG. 3).

Among the drivers here: the Federal Reserve. During the
market turmoil in March, fixed-income ETFs traded at a discount
to their net asset values, showing the underlying lack of liquidity
iIn the market. To help calm bond markets, the Fed stepped in and
bought fixed-income ETFs, among other actions.

To view the holders of LQD, run {LQD US <Equity>

HDS <GO>}. As of Jan. 20, the Federal Reserve Bank of New York

was the fund’s third-largest holder. Also among top holders were
banks that trade U.S. corporate bonds, such as Bank of America
Corp., reflecting dealers’ use of the ETF for liquidity.

To explore the Fed'’s holdings, click on Federal Reserve Bank
of New York and then on HLDR Holder Ownership in the window
that appears. The shortcut is {8765Z US <Equity> HLDR <GO>}.
For a list of the ETFs held by the Fed, use the Show Asset Type
drop-down to select Equity. As of Jan. 20, the Fed owned 17.8 million
shares of LQD, with a market value of $2.41 billion. That made the
fund the largest ETF position in the Fed's portfolio. The Fed's
purchase of LQD and other fixed-income ETFs spurred some
iInvestors to buy ETFs in an effort to front-run the central bank.

Volatile markets may continue to boost investor appetite for
bonds. That may in turn drive further demand for fixed-income ETFs
and keep share prices bouncing higher. In times of market distress,
when there’s little liquidity in the cash bond market, ETFs can allow
you to enter or exit bond positions. @ —With Athanasios Psarofagis

Gee is a credit market specialist and Yass and Lipinski are fixed-income
advanced specialists at Bloomberg in New York.
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Fig. 1 For ETF flows data from Bloomberg Intelligence, go to {BI ETFS <GO>}.
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Responsible Investing

Use Bloomberg Query Language to

Tease Out Trends in ESG Funds

By VINCENT TONG and ANNA SHKURATOVA

FOR MANY INVESTORS, integrating responsible investing and
environmental, social, and governance factors into their strategies
has become a new challenge in recent years. ESG is increasingly
a required consideration in asset allocation decisions.

One beneficiary: ESG exchange-traded funds. For insight
into the market, you can use Bloomberg Query Language (BQL)
and Bloomberg’s cloud analytics to crunch thousands of data
points and tease out trends. In addition to better understanding
the current landscape of ESG ETFs, you can use BQL to identify
top performers and dive into what's driving their results.

TO BEGIN, type “DOCS 2095001” in the command line of a terminal
screen, hit <GO>, and click on the Download Document button to
open a ready-made spreadsheet with some examples of this type
of analysis. Click on the ESG Equity ETFs tabif it's not already selected.
Here we describe setting up a search in the Fund Screening (FSRC)
function that identifies equity ETFs with an ESG focus. We've loaded
tickers and names of funds from the search. You can replicate the
search in FSRC and modify it to focus on the funds that interest you,
then export your results to Excel and copy and paste them in here.
Next, let’'s compare the group of ESG equity ETFs with all
equity ETFs over the past year. Click on the Universe Analysis tab

(F1G. 1). To adjust the time frame of your analysis, use the Start
and End cells to specify dates. Amid 2020’s market volatility, flows
into ESG ETFs were positive—investors put more money in each
month—and stable. Flows into the broader universe of equity ETFs
were also positive but swung more dramatically, as you can see
from the chart that plots the month-over-month change for both
ESG ETFs and the broader category.

Use the scroll bar at the bottom of the sheet to move to the
ESG ETF Domicile Breakdown by Fund Flows section. In our uni-
verse of ESG ETFs, 45% were domiciled in Europe, with 74% of
those based in Ireland. The chart shows that in the period from
January through December 2020, Europe accounted for 45% of
fund flows, while the Americas saw 50%.

To screen the universe of ESG equity ETFs, click onthe Top
Funds tab. Here you can identify the five funds with the highest
net fund flows in 2020 and also look at their performance, cost,
and assets (FIG.2). The iShares ESG Aware MSCI USA ETF had the
highest net flows in 2020, $9.58 billion. The fund’s return was 21%,
not accounting for fees, and its expense ratio was 0.15%. You can
use the drop-downs in the cells to the right of Measure, Start, and
End to adjust ranking criteria as well as the time frame of
the analysis.
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Fig.1 For aready-made spreadsheet with examples of BQL formulas for analyzing ESG ETFs,
run {DOCS 2095001 <GO>} and click on the Download Document button.
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LET’'S TAKE A CLOSER |look at how these top ESG ETFs perform
across ESG indicators. ESG ETFs typically follow sustainability
criteria in constructing their portfolios: They may, for example,
use positive screens to include stocks of companies contributing
to energy efficiency or negative screens that exclude fossil fuel
stocks. The ability to look into the funds’ holdings lets you evaluate
whether these funds are truly aligned with responsible investing
and portfolio mandates.

Scroll to the right to the Sector Exposures section. The table
shows each fund’s sector weights. The Vanguard ESG US Stock
ETF had a 35.5% technology weighting, while the iShares ESG
Aware fund had a 30.7% tech tilt. Aggregating all five of the top
ETFs shows that indeed technology was their largest exposure,
at 26.5%. That was followed by consumer noncyclical at 17.9% and
consumer cyclical at 15.8%. Among the lowest weights were natural
gas, at 0.3%, and electric, at 1.3%.

TO DIG INTO how companies owned by top five ESG ETFs perform
across multiple ESG criteria, click on the ESG Performance tab.
n the cells under Fund and Benchmark, input the tickers of the
funds and indexes you want to analyze. You can use BQL to assess
the levels of disclosure of the funds’ holdings as well as ESG

these cells.

Flows into ESG ETFs
were positive in 2020
and more stable than
flows into equity ETFs
in general.

performance over time compared with their benchmarks.

The Weighted ESG Disclosure % section calculates the
aggregate level of disclosure by companies held by the ETFs as
well as by the constituents of the indexes. What sorts of disclo-
sure? The table below lists the metrics used in this example. We
selected a series of topics for each pillar of ESG. For environmental
we picked six topics, such as climate change and waste reduction.
Then, for each topic, we selected two data fields, one of which
indicated whether a company has a relevant policy in place and
the second related to a key metric. BQL enables you to perform
this ESG disclosure assessment with a single query by identifying
the data, multiplying by its weight in the fund, and aggregating
across holdings to generate an instant overview of the fund. You
can adjust the inputs for factor inclusion, using the more than
1,000 ESG fields available in Bloomberg as well as your own
proprietary research, which you can integrate into analysis on
the terminal.

Comparing aggregated E, S, and G weighted disclosures
across the funds, the levels of disclosure are a bit higher than
those of broader indexes. The disclosure distribution across each
pillar is close to equal, which suggests that whenever companies
inthese ETFs disclose ESG data, it covers all three pillars. Still, »
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Fig. 2 Click on the Top Funds tab to analyze the five funds with the largest flows

over a selected period.
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none of the funds showed disclosure levels above 80% in 2019
data, indicating room for reporting improvement.

Companies that report their ESG data tend to improve their
ESG performance over time by mitigating negative readings.
Measuring the momentum across ESG key performance indicators
can provide you with better visibility into companies’ performance
and help identify associated risks and opportunities.

Let's look at an example of greenhouse gas emissions report-
iIng. Use the scroll bar at the bottom of the sheet to move to the
Climate Change Metrics section (FIG. 3). First, for each fund we
can query the number of companies that disclose this data. Then
we can identify how many companies actually reported a decrease
in their carbon intensity over a five-year period through 2019 (the
latest year of reported GHG data). Finally, we can look at the

reduction of 28% in
greenhouse gas
intensity over the
past five years.

average GHG emissions reduction aggregated across each fund.
The table below shows that the iShares ESG Aware EAFE ETF had
the strongest GHG disclosure, at 85%. At the same time, the fund
also had the highest proportion of reporting companies decreasing
their carbon intensity, 69%. For the companies in the top five ESG
funds that reduced their carbon intensity, the average decrease
was 29%.

Together with the recent release of Bloomberg ESG scores
and integration of MSCI ESG data, leveraging BQL provides trans-
parency and enhances your ability to identify and manage
sustainability-related risks and opportunities. ®

Tong and Shkuratova are members of the desktop build group
at Bloomberg in London.
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Fixed Income

Volatile Markets Reveal Interesting

Credit Opportunities inEnergy

By STEVEN GEE, BRIDGETT GOEBEL, and MONIKA ZNOSKO

OIL ROSE ALMOST 50% from the end of October 2020 through
mid-January. During this period of stronger prices—which were
buoyed by Saudi Arabia’s announcement of cuts in near-term
production—energy companies rallied in both the equity and credit
markets. Finding interesting opportunities in energy credits while
the spreads on sector names remain wider than usual may be a
focus for investors in 2021.

To see the trends that played out in markets over the past
six months, you can use the Line Chart (GP) function to graph the
prices of oil (CL1 <Cmdty>) and the S&P 500 Energy Index (SSENRS
<Index>), and the option-adjusted spread to Treasuries of the
Bloomberg Barclays Investment Grade: Energy Statistics Index
(100388 <Index>), which is a subindex for energy issuers (FIG. 1).
Since the end of October, as oil prices rose, equity prices followed
and credit spreads narrowed dramatically.

TO ANALYZE CREDIT SPREADS of members of the bond index, run
{FIW <GO>} for the Fixed Income Worksheet, the most robust credit
relative-value workflow on the terminal. For users in North America,
FIW by default loads the Bloomberg Barclays US Statistical Index
(LBUSSTAT <Index>). To load the energy subindex, click into the
amber field in the upper left corner of the screen and select Browse....
In the window that appears, click on Indices, type “I00388" in the
Ticker field, and press <GO>. Then click on the index to select it.

(A couple of pro tips: Whether you load the energy subindex
or leave the entire LBUSSTAT index loaded and use the Facets
panel to drill down to the energy sector by selecting it under BClass
Level 3, you'll see the same bonds—554 instruments as of mid-
January. FIW also lets you analyze lists of bonds from sources such
as SRCH, AIM, TOMS, and PORT portfolios. This article is the 11th
in a continuing series on FIW. For links to the others, run
{NSN QMZHUIT1IUMOW <GO>}.)

For the heavy lifting of relative-value analysis in FIW, click
on the Bond List tab and then on the Relative Value subtab (FiG. 2).
The Range column gives you a sense of how constituent bonds
have performed over a period of time, letting you see whether
they’re richer or cheaper. To compare the current G-spread (the
spread to the matched point on the government curve) with its

range over the past three months, use the drop-down to the right
of Corr to select G-Spread and choose 3 Months. If the blue dot
(which represents the current value) is to the left of the orange
diamond (which denotes the three-month average), it suggests
these bonds have become tighter, or richer, over the period. You
can also use the filtering field to narrow the list of securities. Enter
“<-2.0" inthe amber field below #SDs, for example, to find bonds
that have tightened by more than two standard deviations.

To see which issuers’ bonds have tightened the most over
the past three months, click on the Bond Chart tab. The #SDs filter
you'd entered on the Bond List tab carries over to the chart. To
remove it, click on the X in the blue #SDs <-2.0 filtering pill. Next,
use the Group By drop-down to select Issuer. Use the Axes: Y
drop-down to select More.... In the Customize Spread window,
select G-Spread, Change, and over the past 3 months. Hit Close.

In the chart, we’ve highlighted two bonds (FiG. 3). Toward
the top of the chart is PSX 4.65 11/15/34, a bond issued by
Phillips 66 Co., which has tightened only slightly. Toward the bottom
isMRO 6.6 11/01/37, a Marathon Qil Corp. bond, which has tightened
by about 225 basis points during the past three months. To select
two bonds such as these, click on one, then hold down the Shift
and Control keys and right-click on another bond so the two bonds
are encircled in white.

For a menu of functions that enable you to perform further
analysis, right-click on the PSX 4.65 bond. Hover over the security’s
ticker at the top of the menu that appears, and then select Plot
Yield Performance vs Index. That will load the bond and its bench-
mark in the Relative Value (RV) function (FiG. 4). You can change
the default index by clicking in the amber field and typing the
specific benchmark you want for your comparative return analysis.
RV can show you the change in spreads over the past three months.
nthe Spread Summary section on the right side, you can evaluate
how the most recent spread compares with the mean and the
highs and lows over the period. As of mid-January the spread over
the energy subindex was close to the three-month mean, and it
remained wider than the tight spreads in November.

By comparison, the MRO 6.6 10/01/37s were at the tightest
level in three months, pricing that was more reflective of the »
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Fig.1 A GP chart lets you visualize the recent performance of oil prices, equities,
and spreads of oil sector bonds.
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Fig. 2 To analyze bonds in the energy subindex, run {FIW <GO>} for the Fixed Income Worksheet
function, load the benchmark, and click on the Bond List tab and the Relative Value subtab.
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