
Weekly
Commentary:
Pandemic
Smiles
Over the past two years, the steepness in the wings of
the volatility smile has generally moved in tandem with
to the ATM volatility level. The drastic drop in ATM
volatility over the last three weeks means that the
depth of the current dislocation suggests similar
market conditions to mid-2020. Whilst that period of
divergence was eventually resolved when ATM vol
picked up during the 2021 bull-run, it is unclear what is
next for crypto's derivatives market.
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Figure 1 Hourly BTC ATM implied volatility (orange) and SABR calibration Volatility of Volatility parameter (grey)
parameter at a 30-day tenor from 1st Nov 2022. Source: Block Scholes

Last week we commented on the divergence between the level of volatility implied by at-the-money
options and deep out-the-money options.
A further fall in ATM volatility to all-time lows means that that divergence remains wide.
It implies that the market is continuing to value protection at strikes far away from the current spot
price compared to the low value it has assigned to ATM optionality.
This appears to indicate a belief that any forthcoming volatility will be caused by a few sharp moves
up or down, rather than an extended period of choppy price action.

The SABR Vol of Vol parameter corresponds to the volatility of volatility used to model the volatility smile.
The higher the volatility of volatility, the steeper the smile and the more expensive deep OTM puts and calls
are when compared to options struck ATM.

Figure 2 Daily BTC ATM implied volatility (orange) and SABR calibration Volatility of Volatility parameter (grey)
parameter at a 30-day tenor from 1st Jan 2020. Source: Block Scholes
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Historically, such a dislocation between the steepness of the wings and the ATM vol level has been
short lived, as both parameters have tended to move together.
However, the depth of this divergence is reminiscent of the market conditions that followed the
volatility during the COVID pandemic in March 2020.
Following an incredibly volatile period for the market, the steepness of the wings reflected a
lingering concern of a large move despite low realised volatility in spot price.
In that case, the divergence was not resolved for nearly 8 months when, eventually, ATM vol rose in
response to the beginning of the bull-run in 2021.
Whilst ATM volatility has not spiked to the same heights that it did in 2020, it has collapsed just as
quickly and to the same all-time lows.

Whilst it is not certain that the 2020 behaviour is indicative of current positioning, this behaviour will
resolve in either another increase in ATM vol or a flattening of the volatility smile. The former must be
gradual in order not to spook the market into even further fear of sharp, sudden swings in price, whilst
the latter may follow an extended period of low realised and implied volatility in order for the market to
stop assigning such a rich premium to deep OTM optionality.
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These charts were made in Block Scholes' own online
analytics suite. Subscribe at blockscholes.com/products
to get access to these charts and much more data.
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