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Figure 1: S&P 500 Earnings
Announcement Dates, by Index
Weight
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VOLATILITY TRADING STRATEGIES
S&P 500 Index Variance
Buying Earnings Volatility
SUMMARY

e  Between now and May 19th, most of the S&P 500 is scheduled to report earnings results.
To capture the potential increase in realized index volatility that could occur on account
of earnings-related stock price fluctuations, investors might consider buying May 06
S&P 500 variance, while simultaneously selling June 06 variance. The trade may be
attractive because June variance is currently trading ~ 60 bps over May variance, despite the
fact that the June post-earnings period is typically quieter than May.
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SEASONAL CHANGES IN VOLATILITY

Each quarter, single-stock realized volatility exhibits cyclical behavior. First, it begins to rise in the
two months preceding an earnings announcement. Volatility spikes on the announcement date, and
then gradually declines, reaching its lowest point in the cycle approximately one month after the
reporting date. *

Figure 1 shows the weight (by market capitalization) of S&P 500 companies that are expected to
report results, arranged by date, for the 06Q1 earnings season. Between now and May 19th, 91% of
the S&P 500 (by market cap) is scheduled to report earnings results. Only 3.3% of the index is
scheduled to report after May 19th, but before June 16th.

We looked at levels of realized 80-day volatility ending on June expiration and realized 52-day
volatility ending on May expiration to determine the potential impact that earnings announcements
have on S&P 500 volatility.> While there is not a statistically significant result that would show
that volatility drops in June (over the last 50 years), we did find that since 2000, realized volatility
on June expiration has been, on average, 1.62 volatility points below realized volatility on
May expiration. In fact, May realized volatility has been above June realized volatility in
each of the last six years. It might be that earnings are to some extent responsible for the recent
difference between the May and June realized levels.

S&P 500 INDEX VARIANCE SWAP TERM STRUCTURE

Figure 2 (below) shows the term structure of S&P 500 Index variance.  Currently, each successive
maturity of S&P variance is trading above prior-maturity levels. The S&P 500 variance swap
market is currently implying that realized volatility from now to May 19th expiration will be
60 bps below realized volatility from now to June 16th expiration.

1 To learn more about this seasonal effect, please see our report from October 2005, Earnings Announcements: Drivers
of Stock Performance and Volatility.

2 The number of days was chosen to reflect the approximate the number of days between now and the maturities of S&P
Index variance swaps.

® Mid-market levels, as of March 28th close.
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Fig. 2: S&P 500 Variance Swap Term Structure, as of March 28th (close)
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Source: Bear Stearns Equity Derivatives Strategy, Bloomberg.

While the current S&P 500 earnings announcement schedule is skewed toward late-April/early-
May announcements; and despite the fact that 52-day realized volatility on May 19th has, over
the last six years, been ~ 1.62 volatility points above 80-day realized volatility on June 16th, the
market is still implying that realized volatility between May and June expiration will be higher
than realized volatility between now and May. In addition, the weighted average volatility of
single-stocks in the S&P 500 Index has flat May to June term structure.

Investors may consider buying May 06 expiration S&P 500 variance, while simultaneously
selling June 06 expiration variance. At current mid-market levels, this investor will purchase
May volatility at 60 bps below June volatility. By doing such a trade, the investor is
expressing the view that realized volatility between now and May 19th will be higher than
realized volatility between May 19th and June 16th on account of earnings. If realized
volatility during the May-June period were to fall by an amount equivalent to the six-year
historical average drop, than the estimated gain from the trade might be ~ 2 volatility points (the
60 bps due to term structure, combined with the average difference of ~ 1.62 volatility points
between the May and June realized levels).
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Disclaimer

This communication is being provided for informational purposes only and is not intended as a
recommendation or an offer or solicitation for the purchase or sale of any security referenced
herein. It is being provided to you by the trading desk referenced above as part of the Firm’s
proprietary trading activities and on the condition that it will not form the primary basis for any
investment decision. Any views expressed herein are those of the individual author and may
differ from those expressed by other Bear Stearns departments, including any of the Bear
Stearns research departments. The author of this communication may receive compensation
based in part on Bear Stearns’s proprietary trading revenues.

Bear Stearns and its affiliates may have positions (long or short), effect transactions or make
markets in securities or options on such securities referenced herein. Bear Stearns may have
underwritten securities for, or otherwise have an investment banking relationship with, issuers
referenced herein. The information contained herein is as of the date referenced and Bear
Stearns does not undertake an obligation to update such information. Bear Stearns has obtained
all market prices, data and other information from sources believed to be reliable although its
accuracy or completeness cannot be guaranteed. Such information is subject to change without
notice. The securities mentioned herein may not be suitable for all investors. Clients should
contact their Bear Stearns representative at the Bear Stearns entity qualified in their home
jurisdiction to place orders or for further information. This report has been approved for
publication in the United Kingdom and Europe by Bear, Stearns International Limited, which is
authorized and regulated by the United Kingdom Financial Services Authority. Private
Customers in the U.K. should contact their Bear, Stearns International Limited representatives
about the investments concerned. This report is distributed in Hong Kong by Bear Stearns Asia
Limited, which is regulated by the Securities and Futures Commission of Hong Kong. Bear,
Stearns & Co. Inc. is a member of the NYSE, NASD and SIPC. Copyright © 2006 Bear, Stearns
& Co. Inc. All rights reserved.

Note: Options strategies are complex and subject to substantial risks and may not be suitable for
all investors. Individuals should not enter into option transactions until they have read and
understood the basic option disclosure document issued by the options exchanges and the
Options Clearing Corp. “Characteristics and Risks of Standardized Options.” A copy of the
aforementioned option disclosure document can be obtained from Michael Wright by calling
him at (973)793-2214. Past performance is not indicative of future results. Supporting
documentation will be supplied upon request.
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