Lake Hill Crude Oil Market Update
Oil markets are experiencing forced hedging, unwinds and de-risking by both producers and
consumers, exacerbating the recent spike in volatility. This distressed trading activity has
created both opportunity and risk.
Current oil market volatility and uncertainty is more extreme than in 2008. Oil began its
descent in June 2014 with the Oil VIX (Ticker: OVX) near a multi-decade low of 14%. The selloff accelerated through year-end with oil dropping 10% in one day during the November OPEC
meeting. By then the OVX reached 36% and eventually peaked at 64% in early February.
The chart below illustrates the price erosion and the choppy trading that followed.
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Figure 1: Spot prices of Light Sweet Crude Oil (WTI) from July 2014 to the present.
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Using option prices from the past two decades, we see a dramatic shift from calm to panic
toward the end of 2014. As the following figure illustrates, the violent swing in option
premiums was twice as high as it was in 2008.
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Figure 2: Rolling 6-month percent change in 2-month crude oil at-the-money implied volatility.

In recent years, hedging oil through listed options has become increasingly popular. This
hedging demand by both oil consumers (such as airlines) and oil producers has created a
significant amount of short option exposure in the oil markets. When both consumers and
producers were forced to reduce risk, they bought back the same optionality.
In other words, bona fide hedgers protecting against rising OR falling oil prices
were scrambling to cover the same thing!
How can this be?
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Many consumers of oil, including large airlines such as Delta and Southwest, lost billions in oil
hedges even though they “want” lower oil prices. 1 Airline profits are negatively impacted when
fuel prices go up. They look for ways to hedge against higher prices using options and futures.
In many cases, they will sell puts to finance the purchase of call spreads.
If oil rises, these structures will generate positive P/L to the airline. If oil prices drop, they get
longer oil and the hedge loses. In order to reduce the additional long exposure to oil as the
commodity falls, they are forced to sell futures or buy back the short put positions.
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Figure 3: Payoff profile of a theoretical oil hedge for a consumer that combines a short put with a long
call spread.

Conversely, oil producers benefit from higher oil prices. To insure against falling prices,
producers can hedge using options. Some producers sell calls to finance the purchase of put
spreads, which generate positive P/L during a sell-off.
The issue is that profits from these hedges are capped by the strikes selected. For instance, if
oil is at $100 and the producer is long the $90 puts and short the $80 puts, the insurance only
1

http://www.reuters.com/article/2014/12/23/us-oil-hedging-airlines-idUSKBN0K10AJ20141223
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covers them for the $10 between the two strikes. The oil sell-off gapped below the short put
strikes of many producers, forcing them to buy back put options at higher prices to maintain
their insurance on the downside.
The figure below illustrates a sample hedge where the producer is only insured up to a certain
level.

PnL from the Option Structure

Sample Oil Producer Option Hedging Strategy

Uninsured
region

Insured
region

Oil Price

Figure 4: Payoff profile of a theoretical oil hedge for a producer that combines a long put spread with a
short call.

Both oil consumers and producers appeared to be net buyers of the same puts
during the sell-off.
This activity drove option prices and option “skew” (a measure of the relationship between
downside put prices with upside call prices) to extreme levels. We believe this structural
demand influenced oil prices by putting additional pressure on the futures and options markets.
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Figure 5: Light Sweet Crude Oil (WTI) 2-month implied volatility skew calculated by taking the 90%
implied volatility less the 110% implied volatility.

The recent extreme behavior is a result of panic trading across oil options and futures.
Consumers and producers are impacting markets as they unwind existing hedges and construct
new ones. The increased trading activity creates both opportunity and risk for liquidity
providers and other market participants.
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Important information regarding the information provided herein.
Not an offer and confidential. This communication is provided for your internal use only. The information contained herein is
proprietary and confidential to Lake Hill Capital Management LLC (“Lake Hill”) and may not be disclosed to third parties or duplicated or
used for any purpose other than the purpose for which it has been provided. Although any of the information provided has been obtained
from sources which Lake Hill believes to be reliable, we do not guarantee its accuracy, and such information may be incomplete or
condensed. The information is subject to change without notice. This communication is for information purposes only and is not intended
as an offer or solicitation with respect to the purchase or sale of any security or of any fund or account Lake Hill manages or offers. Since
we furnish all information as part of a general information service and without regard to your particular circumstances, Lake Hill shall not
be liable for any damages arising out of any inaccuracy in the information.
This document should not be the basis of an investment decision. An Investment decision should be based on your customary
and thorough due diligence procedures, which should include, but not be limited to, a thorough review of all relevant term sheets, offering
documents, strategy descriptions as well as consolation with legal, tax and regulatory experts. Any person subscribing or considering an
investment must be able to bear the risks involved and must meet the suitability requirements of the particular fund (each a “Fund” and,
collectively, “Funds”) or account. Some or all alternative investment programs may not be suitable for certain investors. No assurance can
be given that any Fund or Strategy will meet its investment objectives or avoid losses, including a complete loss. A discussion of some, but
not all, of the risks associated with investing in the Funds or Strategies can be found in the private placement memoranda, subscription
agreement, limited partnership agreement, articles of association or other documents as applicable to the given Fund or Strategy
(collectively the “Offering Documents”), among those risks, which we wish to call to your attention, are the following:
 Future looking statements, Performance Data and Strategy level performance reporting: The information in this
communication is NOT intended to contain or express exposure recommendations, guidelines or limits applicable to a Fund or
Strategy. Investors should understand and consider risks when making an investment decision. This communication is not intended
to aid an investor in evaluating such risks. The terms set forth in the Offering Documents are controlling in all respects should they
conflict with any other term set forth in other marketing materials, and therefore, the Offering Documents must be reviewed carefully
before making an investment and periodically while an investment is maintained. Statements made in this communication include
forward-looking statements. These statements, including those relating to future financial expectations, involve certain risks and
uncertainties that could cause actual results to differ materially from those in the forward-looking statements. Unless otherwise
indicated, Performance Data is presented “net” of Management Fees and other Fund Expenses (i.e. legal, accounting and other
expenses as disclosed in the relevant Fund’s Private Offering Memorandum) and “net” of Performance Fees. Performance Data is
unaudited and subject to revision. Performance Data may be hypothetical, based on simulated or backtested data. Performance
information should not be relied upon as a precise reporting of gross or net performance, but rather merely a general indication of
past performance. Accordingly, the performance is not necessarily indicative of results that the Funds or Strategies may achieve in
the future. If index information is included, it is merely to show the general trend in the markets in the periods indicated and is not
intended to imply that the portfolio was similar to the indices in either composition or element of risk. This communication may
indicate that it contains hypothetical or actual performance of specific strategies employed by Lake Hill, such strategies may comprise
only a portion of any specific Fund’s portfolio, and therefore, the reported strategy level performance may not correspond to the
performance of any Fund for the reported time period.
 Investment Risks: The Funds and Strategies are speculative and involve varying degrees of risk, including substantial degrees of risk
in some cases. The Funds or Strategies may be leveraged and may engage in other speculative investment practices that may
increase the risk of investment loss. Past results of the Funds, Strategies and investment manager are not necessarily indicative of
future performance and performance may be volatile. The use of a single advisor could mean lack of diversification and,
consequently, higher risk. The Funds and Strategies may have varying liquidity provisions and limitations. There is no secondary
market for investors’ interests in any of the Funds or Strategies and none is expected to develop.
 Not Legal, Accounting or Regulatory Advice: This material is not intended to represent the rendering of accounting, tax, legal
or regulatory advice. A change in the facts or circumstances of any transaction could materially affect the accounting, tax, legal or
regulatory treatment for that transaction. The ultimate responsibility for the decision on the appropriate application of accounting,
tax, legal and regulatory treatment rests with the client and his or her accountants, tax and regulatory counsel. Potential Investors
should consult, and must rely on their own professional tax, legal and investment advisors as to matters concerning the Fund or
Strategies. Prospective Investors should inform themselves as to: (1) the legal requirements within their own jurisdictions for the
purchase, holding or disposal of Shares; (2) applicable foreign exchange restrictions; and (3) any income and other taxes which may
apply to their purchase, holding and disposal of Shares or payments in respect of the Shares of the Fund or Strategies.
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