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This paper studies ELW portfolios formed based on the difference between the implied
volatility calculated from the ELW price and the historical volatility of returns on the
underlying assets of ELW. We find that returns of delta-—hedged portfolios tend to decrease
with the difference. Moreover, strongly significant gap is observed between returns of the
delta—hedged portfolio with the highest difference and those with the lowest difference. The
volatility difference seems to be indicative of option mispricing because the gap between
returns cannot be accounted for by the existing asset pricing models and the variance risk
premium. In addition, the volatility difference of the portfolio with the highest difference
tends to decrease whereas volatility difference of the portfolio with the lowest tends to
increase after the portfolio formation period, which is consistent with the overreaction

hypothesis in the literature.
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