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Equity market

The ebullience we highlighted last month sustained a very abrupt, albeit seemingly temporary,
interruption in recent weeks. A combination of price declines and implied volatility spikes accelerated
from January 26 into a local nadir on February 9. We ascribe the bulk of this correction largely to technical
drivers segmented within outright short volatility strategies. As of February 16, 2018, market data
suggests this stress had subsided—both spot price and implied volatility measures have anecdotally
retraced two-thirds of losses, and US equities posted a respectable 2% gain YTD. However, in the “Equity
Volatility” section that follows, we suggest that signs for caution remain. This period’s episode bore signs
of what further risk asset contagion might look like beyond the supposed washout of the retail short
volatility strategies.

Strategies relying on short VIX exposure were the epicenter of the technically-driven correction. A
potential meltdown in those strategies had been widely discussed, and perhaps highly anticipated. Funds
relying on simple short volatility exposure lost over 90% virtually overnight. Yet volatility sellers returned
en masse, exhibited by the increase in shares outstanding of short VIX products after their near collapse.
The observable appetite for short vol has been corroborated by anecdotes from across the Street about
institutions ramping up their interest in short variance and volatility strategies.

ProShares Short VIX Short-Term Futures ETF (SVXY)
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Source: LGIMA, Bloomberg. As of 2/14/18.

Fundamentally, surveys show an increasing belief that the global economy is late cycle’, and there is
palpable tension between risk asset prices and rising rates and inflation. This tension was laid bare by the
January CPI report released February 14, 2018. The report showed higher than expected inflation, and the
S&P 500 Index immediately sold off nearly 2%, only to rally back and close the day up 1.3%. On one hand,
rising rates and inflation are a clear risk to assets that have been supported by high leverage acquired
cheaply over the last decade. On the other hand, the appearance of inflation has long been an anticipated
sign that growth has returned and the economy is running at full strength, and hence, central banks may
have more flexibility to normalize policy.
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Our global team believes that this late cycle market is still reasonably supportive of equities, and in the
short-term we have leaned into the technical correction of the past month. Global economies are
generally exhibiting strong fundamentals, and positioning and sentiment are stretched but not at
extremes. Long-term, we remain extremely cautious on government and corporate balance sheets. We
have yet to see whether assets that have been supported by such accommodative policies can tolerate
even gradual normalization. Concerning, perhaps, is that the two markets that contributed most to global
growth and are also among the most levered—the US and China—were the hardest hit during the recent
sell-off.
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Finally, during the sell-off, market depth was a fraction of recent averages (overall volume remained
robust as participants exchanged price for liquidity). If a market decline becomes more fundamentally
driven than technical and/or more sustained, it may be costlier to de-risk. As rates continue to rally, this
may be an opportune time for pension clients to implement updates to their strategy that are under
consideration. Additionally, we are working with clients more actively on strategies to collar equities
and/or rates to limit overall plan risk, and are happy to discuss appropriate implementations for any
institution type or strategy.




Equity volatility

The elevation and disruption in every measure of equity volatility on February 5 suggests a classic ‘short
squeeze’ rooted in strategies which short near dated VIX futures. To more deeply appreciate this sell-off,
we zoom into intraday data for the underlying pieces: S&P 500 and VIX Index spot and futures. In this
instance, market data suggests different types of investor and product dominated the trend—first outright
vol sellers, but then, more powerfully, traditional participants.

Peak to trough, from January 26 close to mid-day February 9, the S&P 500 fell over 12%, only to retrace
more than two-third of this correction through February 26, 2018. Incidentally, the local bottom was not
until four days after the headline-grabbing destruction of XIV and SVXY-suggesting that contagion had
spread to other types of participants.
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We attribute the difference in participants per the below chart, which shows intraday prices for the 15
minutes prior to the stock market close at 4p.m. ET (when stock prices close) and extend that data through
to 4:15p.m. ET (when related derivatives markets are marked) to capture the depth of trading. The data
suggests that the derivatives market drove the underlying spot—a so called ‘tail wagging the dog’.

On February 5, the S&P 500 spot price, based on stocks’ closing prices, was down more than 4%, but the
S&P March futures continued to trade lower by another 1.5% between 4:00-4:15p.m. ET. Simultaneously,
the VIX February Futures spiked from approximately 23 to close above 33 - all this after the stock market
closed. This dynamic suggests that the derivatives market foresaw the possible pressure from short
volatility strategies to buy back into the close, effectively evaporating after-hours liquidity, inflicting
maximum pain to the price insensitive buyers of VIX Futures.

On February 9, when the S&P 500 exhibited its actual low for the period, we see little divergence between
the closing S&P 500 level and the subsequent 15 minutes of futures trading between 4-4:15p.m. ET. This
suggests that the mid-day sell-off in the equity market was driven by more traditional forces, in some
cases attributed to the rules-based or discretionary deleveraging of other implicitly short volatility
strategies (e.g., low vol, vol targeting, and trend following) for which prior observed realized and implied
volatility measures feed into de-risking mechanisms.
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SPX Index = S&P 500.

UXG8 = VIX futures (Feb 18 expiry).

ESH8 Index = S&P 500 E-mini Mar 18 expiry.




Rates market

The yield curve hit its flattest levels in a decade in both 2s30s and 10s30s to close out January. Since then,
rates have continued selling off (and steepened a few basis points) as front end rates are hitting levels not
seen since the financial crisis (2-year Treasury is currently at 2.19), rates in the belly of the curve are
reaching levels last seen in 2011 (10-year Treasury is currently at 2.86), and the long-end rate is testing the
highs set in March of last year (30-year Treasury is currently at 3.13). A strong ISM print on the first of the
month helped move long end rates 8 basis points higher, and the sell-off continued the next day as the
January employment report showed wage growth surprising to the upside. The massive, short volatility
driven equity sell-off on February 5 gave the sell-off pause, as long-end rates rallied from Friday’s close of
3.09 to 3.01, but the rates market was able to shrug off the volatility in the equity market rather quickly.
The Senate reaching a budget resolution on February 7, that included more spending, added more fuel to
the sell-off, and this week’s CPI print (0.5% vs. 0.3% consensus) had the long-end rate approaching 3.20.
The additional spending in the budget will result in front-end heavy Treasury supply, which should help
keep pressure on the curve to keep flattening, and persistent inflation data could lead the market to start
pricing more Fed hikes into the near term. Fed funds futures are pricing in a 100% chance of a rate hike at
the March FOMC meeting, which will be Powell’s first as the Fed Chair.
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Rate volatility

Rate volatility has been trading directionally with rates (higher rates leading to higher volatility), and with
the recent sell-off we are seeing the highest rate volatility levels in months. Short dated volatility didn't
peak on February 5 with equity volatility, but rather as rate levels reached their local highs. 3m30y
volatility closed out January at 65abpv but reached 77abpv on February 9 as the 30-year rate hit 3.16. But
this week the 30-year rate has failed to move any higher, and short dated option volatility has dropped
just as quickly as it shot up. Currently 3m30y implied volatility is 65.5abpv even though rates are ~20 basis
points higher than month-end. Rates may need to hit new highs in the long end (or break through the
psychological level of 3% in 10-year rates) before rate volatility maintains a sustained bid. Longer-dated
volatility has done a better job of hanging on to recent gains in the sell-off, but it too has been grinding
back down as the rate market trades sideways.

Current volatility level 1-year percentile

Trailing 1y 02/01/2018
percentile

0-10%
10-20%
20-30%
30-70%
70-80%
80-90%
90-100%

Source: Barclays Live.

Source: Barclays Live.




