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Purpose: the present study nvestigates the possibility of pairing the implied volatility and the CS-CFA
sentiment index — the Swiss equivalent of the ZEW index — to deliver an active strategy capable of
containing the total risk and outperforming the Swiss Market Index (SMI).

Design / Methodology / Approach: the proposed strategy falls within the category of volatility-portfolios
since it considers the implied volatility to rebalance the weight of the equity asset class to the purpose of
containing risk. The portfolio rebalancing though here is triggered by a dichotomous signal generated by
the CS-CFA sentiment index.

Findings: the obtained results indicate that the proposed strategy dominates the benchmark.

Practical Implications: the empirical evidence provided hereby advocates for the combined utilisation of
ZEW-like sentiment indices and implied Volatility in the formulation of Volatility—portfolio strategies.

Originality and Value: with respect to the current academic literature on the subject of volatility-
portfolios, the present paper widens the set of variables taken into account by encompassing a ZEW-like
sentiment index. The specific equity market involved in the empirical test, the Swiss market, also
represents a novelty within the context of said literature.
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The implied volatility related to an exchange market index is the market's forecast of the likely movement
in the price of said index within a I-year horizon. The implied volatility, abbreviated with “IV”, is a
variable involved in the Black & Scholes formula aimed at pricing call and put options. From an
operational point of view, the IV is estimated based on the I-month maturity options’ prices once that
all the remainder variables involved in the Black & Scholes formula have been estimated. As the IV estimate
may slightly differ from an option to another, the IV is set equal to the average estimate over the
hornogeneous options’ sarnple in question. By representing an average value, the IV avoids measurement
errors induced by the bid-ask spread.

The IV considered in almost the whole academic literature on the subject is the VIX, the IV of the
US market which is quoted on the Chicago Board of Options Exchange (CBOE). The VIX is also known
as the “investor fear gauge” to the market speculators. To these regards, the TV is actuaﬂy qualified as a
sentiment index since the following thumb-rule sentiment characterisation can be derived from it (Durand
etal. 2011):

®* risk-averse investors pool (market uncertainty): IV reading of 20 or higher

®* bullish investors pool: IV reading below 20

Besides the IV, within the sentiment analysis toolbox, the financial analysts’ sutveys certainly occupy a
preeminent place. The most renowned analysts’ survey in Europe is conducted monthly by the ZEW
(Zentrum fiir Europiischen Wirtschaftforschung), the Germany-based centre for the EU economy
forecasting. This survey collects the expectations concerning the EU economy prospects made by 350
financial analysts over a 6-month time horizon. The ZEW averages said expectations to deliver a
sentiment index, known as the “ZEW index”; such index is a number ranging from -100 to +100 which
represents the unbalance — in percentage — between the analysts with a positive-outlook and those with a
negative-outlook analysts. The higher the ZEW index, the higher the likelihood of good prospects for
the EU economy.

The present paper investigates the usefulness of both the IV and the ZEW index to the purpose of
delivering an active portfolio strategy capable of containing the total risk and outperforming the market
in terms of return-risk trade-off. The second distinctive contribution of the present paper s its focus on
the Swiss Market, whose benchmark index is the SMI (Swiss Market Index). On the grounds of said
focus, the sentiment variables considered hereby are the VSMI — the SMI's IV — and the CS-CFA
sentiment index, the ZEW-like index referred to the Swiss economy which stems from a market survey
conducted by Credit Suisse and the Swiss Chartered Financial Analysts (CFA) association.

Chapter 3 provides a rigorous formulation of the active strategies hereby proposed, whereas chapter 4
characterises the empirical study intended to assess the performance of the strategies above mentioned.
Finally, chapter § discloses the empirical study’s findings, making possible to compare the active strategies
in question and to assess their overperformance (if any) with respect to the benchmark, i.e.: with respect
to a passive strategy consisting in holding a long position on the SMI

IV-based Active Strategies

The IV gains its place in active portfolio strategies on the grounds of a compounding academic literature.
When the predicted volatility increases, also the market risk premium increases as it is positively correlated
to the variance of the market returns (Merton, I980>. The increase in market premium due to the
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