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Summary:
● Yesterday, we had a continuation of Monday's trend where a growing 

number of investors decided to abandon their geopolitically motivated 
tail hedges from the previous week. This enabled market makers to 
repurchase their deltas by buying SPX futures, which injected bullish 
flow into the market, consequently driving both markets and volatility 
higher.

● This serves as another compelling illustration of dealers' hedging 
strategies operating in both directions, with the net outcome being a 
general increase in volatility. In fact, we finally started to see an uptick 
in realized volatility, as yesterday's rally lacked the typical late-day 
mean reversion that we saw play out most of last week. 

● Nevertheless, dealers remain in a negative gamma regime, which 
implies the elevated volatility will continue, at least until the SPX 
surpasses the 5130 strike, which is a little over 1% away. 

● Yesterday, our expectations for some consolidation around the 5000 
strike were quickly foiled, which led to a sharp upturn in our Probable 
Volatility bands.

● While our upper range is still short of the gamma flipping point, there 
is now a clearer path back to more favorable conditions, especially if 
SPX can retest the 5100 strike on the back of some positive earnings 
mixed with the further capitulation of unprofitable tail hedges. 

● However, we'd be surprised to see markets rise much further than that 
in the near term since our upper PV band is just north of that level at 
the 5110 strike. 

● Remember, as long as dealers remain in negative gamma, this will 
continue to be a highly dynamic market, so we'd caution against being 
overly confident until conditions improve further. 

● For today, our more tactical trading range is between the 5000 level 
on the downside and the 5100 strike towards the upside, which 
represents a ~2% window.
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Summary:

● The 1-month realized volatility shot higher yesterday, overtaking the 3-month volatility by a 
0.64-point lead. This change in the hierarchy will have an important impact on most Vol control 
funds that deploy a strategy known as volatility scaling, where funds will use the higher of either 
the 1-month volatility or the 3-month volatility to calculate how much equity exposure to hold in 
their portfolios.

● While we've been focusing a lot on CTA funds the past week, we're now starting to see Vol control 
funds step up their selling as well. Just yesterday, we estimate that these funds were forced to sell 
approximately $15 billion in equity exposure in response to the surge in upside volatility. 

● This marks one of the most significant single-day selling events of the year for Vol control 
strategies and something we view as a major red flag for the market. Now that CTAs and Vol 
control funds have both started the deleveraging process, there is a higher probability it may lead 
to a mechanically-driven feedback loop where selling leads to even more selling, until these funds 
risk mandates are met.

● Despite the recent strength in equities, our warning from last week remains in effect. The setup 
continues to present significant risks, and if volatility continues to rise, so will the probability of 
these flows destabilizing the markets. 
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For today, we suspect vol control 
funds will be net buyers, with 
around $5.8 billion possible on a 
flat tape. Looking ahead, his will 
likely be the last day of supportive 
flows coming in, as a series of less 
volatile returns will be dropped from 
the sample data next week. All else 
being equal, this opens the door to 
more selling, which could be news 
for the Bulls. 
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Disclaimer
This presentation, including the charts and related information contained herein, should not be construed as investment advice, a recommendation, or a solicitation or offer to buy 
or sell any securities. Past results do not guarantee future performance. Tier1 Alpha has relied on information from publicly available sources and has not confirmed the accuracy 
of such information. Presentation is made for information purposes only and does not necessarily reflect the current thinking of Tier1 Alpha. Before purchasing any securities, you 

should consult an investment professional as securities investments can involve a high degree of risk.
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