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Summary:
● Kashkari's remarks yesterday concerning no potential rate cuts this 

year evidently touched a nerve, prompting a notable increase in 
demand for downside protection via longer-dated Put contracts.

● Not only did this spike demand cause Put premiums to jump to the 
highest levels of the year, but it also drive a notable shift higher in our 
fixed strike volatility models, which indicates the move in vol was more 
than just a reflection of SPX moving lower. 

● As these Puts were sold by the market makers, it introduced a sizable 
amount of fresh negative gamma into the market, which dealers then 
had to hedge by shorting the underlying, which in this case, meant 
selling SPY and SPX futures.

● This selling pressure ultimately contributed to yesterday's bearish 
momentum, which compelled market makers to sell an even greater 
number of futures contracts in order to continuously offset their delta 
exposure. 

● Even though we haven't seen this dynamic in a while, it kickstarted a 
classic short-gamma feedback loop where selling led to even more 
selling, at least until dealers were finally able to balance out their 
deltas around the 5150 strike. 

● Dealers will start the day off in negative gamma, which implies more 
volatility should be expected. While the downward trend of our PV 
bands continues to open up those lower levels, we'll still be looking for 
some support around the 5100 strike, right around where our gamma 
curve starts to flatten out. 

● That said, if this volatility continues, we'll be at risk of triggering some 
aggressively selling flows from CTA's and Vol control funds, at which 
point all bets are off.

● For now, the trading range is between the 5250 strike and the 5150 
strike, but with Non Farm Payrolls today, and CPI coming up next 
week, we're approaching this as an exceedingly high-risk setup. 
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Summary:
● Breadth was weak yesterday as 85% of the S&P 500 closed in the red. 

Interestingly, the spot index started to decline before the significant 
deterioration in breadth, which suggests that it wasn't just the index 
components driving the market lower. 

● Instead, we suspect that the initial decline was triggered by the market 
makers shorting shares of the SPY, which they had to do to delta hedge 
the sudden increase in downside protection.

● Without digging too far into the weeds, this created some arbitrage 
opportunities behind the scenes in the ETF space, where authorized 
participants (who have the right to create and redeem ETF shares) 
were able to redeem/ sell shares of the underlying assets within the 
index, eventually leading to the collapse in breadth and accelerating the 
decline.

● However, despite the -1.23% decline, the impact on realized volatility 
was relatively subdued. The 1-month volatility only saw a modest rise, 
reaching the lower 10's, while the 3-month volatility experienced a 
minor increase, entering the lower 11's. 

● Although both models are expected to have a slight decline heading 
into next Tuesday, any persistent volatility beyond that point could 
propel these levels high enough to begin impacting the systematic fund 
space.

● We already saw some of this selling triggered yesterday in the volatility 
control space, as these funds mechanically sold off around $7 billion in 
equities in order to rebalance their risk exposure. While these bearish 
flows certainly did not do the market any favors, we suspect that the 
impact was modest compared to the negative gamma flows that drove 
the broader move lower. 

● However, that doesn't mean these positioning risks will stay dormant 
forever, and if realized volatility levels continue to trend higher, we 
could see these funds destabilize sooner rather than later, which would 
unleash a cascade of selling in a broadly under hedged market.

● Remember, while gamma exposure acts as a throttle for volatility, 
volatility acts as a toggle for risk exposure. This relationship creates 
a mechanism by which volatility itself can crash the markets, as these 
risk-based strategies are forced to deleverage.  
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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 
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should consult an investment professional as securities investments can involve a high degree of risk.
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