TrimTabs Investment Research: Flows in the Futures Market

Flows in the Futures Market

Why Track Flows in the Futures Market

At TrimTabs, we believe supply and demand determine stock prices. Demand for stock is a function of two
factors:

(1) The amount of cash investors have
(2) The amount of risk investors are willing to take

TrimTabs measures the cash invested in the stock market by tracking the flows of exchange-traded funds,
hedge funds, and mutual funds. Flows in the futures market allow us to assess the risk appetite of investors.
All else being equal, rising open interest on equity futures contracts indicates more market participants are
willing to make leveraged bets on equities. Some participants will lose a lot, and others will gain a lot.
Therefore, large flows into equity futures contracts should be a leading indicator of market volatility.

Our initial findings confirmed our intuition:

e Flows intoequity futures contracts are sigficantly correlated withmarket volatility.
Using quarterly data from January 1983 through April 2008, we found the flows of equity futures
contracts and the VIX had a negative correlation of 41.5%. The correlation coefficient is significant at
the 0.1% level of confidence.

e Flowsinto equity futures contractsmay help identify market tops.

Market participants tend to use more leverage when stock prices are less volatile. As the sell-off in
August 2007 showed, changes in market conditions can force investors to de-lever quickly, causing
further declines in stock prices. The flows of equity futures contracts and the returns of the S&P 500
have a negative correlation of 21%, and the correlation coefficient is significant at the 5% level of
confidence. Conversely, outflows from equity futures contracts suggest the risk appetite of investors is
low, which is bullish from a contrarian perspective because it means cash could be re-allocated to
equities.
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Data Presentation

We obtained the time series of open interest and futures prices from the Chicago Mercantile Exchange. Then
we applied our dflowe methodology to futures. The concept of flow is a bit peculiar for futures because no
money other than margin deposits changes hands at the initiation of a futures contract.

Nevertheless, the size of the outstanding notional indicates the size of the bets market participants are
making. For example, if the value of the outstanding notional increases in a flat market, new positions must
be created. In other words, some money flows into the futures market.

We define the flows of futures as follows:

[(Open Interest(r) x Contract Size) - (Open Interest(r-1) x Contract Size)] x Closing Price()

Our current dataset covers flows and outstanding notional on S&P 500 futures and e-minis since January 1983.

Report Presentation

The main problem with the futures dataset is seasonality. At expiration, all open interest in a contract
disappears, and investors gradually shift into contracts with longer maturities. Hence, the trend of flows
forms a reverse v-shape over the course of each quarter.
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To adjust for seasonality, we measured flows from the day following the contract expiration day to the day
following the next contract expiration day.

S&P 500 E-Minis Market
Quarter (1) : : :
Flows Notional Flows Notional S&P 500 Vix
05Q1 1,442 201,142 8,848 41,572 -0.9% 15.0%
05Q2 (6,359) 199,233 (3,556) 49,336 2.7% -15.7%
05Q3 (4,374) 198,712 7,631 47,854 1.2% 5.8%
05Q4 1,913 196,372 5,518 56,126 2.3% -6.3%
060Q1 6,207 202,508 11,645 63,793 3.6% 3.6%
06Q2 (9,898) 215,367 7,779 78,141 -5.0% 51.2%
06Q3 (8,837) 193,045 1,169 80,624 6.5% -33.9%
06Q4 13,874 196,319 8,473 87,629 7.7% -10.0%
0701 (5,297) 224,671 18,958 103,842 -1.4% 37.6%
07Q2 (4,644) 214,253 (9,405) 119,567 9.2% -8.0%
07Q3 (6,964) 228,535 9,652 122,204 -0.9% 44.3%
07Q4 (16,374) 220,308 3,015 132,615 -1.4% -4.0%
08Q1 7,259 198,274 21,718 131,605 -9.8% 38.3%
08Q2 (14,141) 183,914 (5,881) 138,778 -2.6% -12.9%

In the table above, flows for Q2 2008 are measured from Monday, March 24, 2008, through Tuesday, June 24,
2008. The tables includes the outstanding notional for each contract at the beginning of each quarter to
measure the relative importance of each Ij dzI NIi S NIRthe nibst récéntifive quarters, $15.7 billion flowed
out of S&P 500 futures and e-minis. Market participants were reducing risk after they boosted their risk in
2006, when $30.6 billion flowed into S&P 500 futures and e-minis.

S&P 500 E-Minis Market
Flows Notional Flows Notional S&P 500 Vix
Since Last Expiration 1,574 164,652 5,618 127,979 -2.7% 4.5%
Same # of days Last Quarter 2,401 183,914 48 138,778 -1.8% 0.6%
Same # of Days Last Year 2,432 228,535 (832) 122,204 -0.6% 5.9%

The table above sums the flows since the day following the last expiration date, which in this case is Tuesday,
June 24, 2008. As of Friday, June 27, 2008, three trading days had elapsed since the last expiration date. We
compare quarter-to-date flows to flows on the first three trading days of the previous quarter. To adjust for
seasonality ¢ flows tend to be larger in the first quarter ¢ we also report flows on the first three trading days
of the same quarter last year.

Flows seem were strong so far this quarter, both relative to flows in the same period last quarter and flows in
the same period a year ago. We doubt the quarter-to-date figure is meaningful because only three days have
elapsed since the last expiration date.
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The last table of the report aggregates flows by expiration date. It reports how much of the money invested in
shorter-term contracts is being rolled over into longer-term contracts. The last line of the table aggregates
flows for all expiration dates, ignoring rollover effects.

Two Weeks Ago Tree Weeks Ago Four Weeks Ago Five Weeks Ago  Six Weeks Ago

Friday, June 27 26-Jun 24-Jun 23-Jun 13-Jun 6-Jun 30-May 23-May 16-May
Expiration Month 20-Jun 13-Jun 6-Jun 30-May 23-May
S&P 500 -0.4% -2.9% 0.6% -0.3% 0.0%) -3.1% 0.0% -2.8% 1.8% -3.5%
Vix Index -2.0% 13.2% -5.7% -1.0% -1.0% 7.8% -9.9% 32.1% -8.8% 18.7%
June 2008 0| 0 0 0 -112,656 -80,091 -104,747 -11,178 -5,262 -400
September 2008 1,889 5,338 -565 2,374 2,164 101,197 134,350 24,969 5,001 8,527
December 2008 60 353 88 440 100 384 759 83 61 2
March 2009 0| 23 7 0 0| 0 0 1 0 0|
June 2009 0 0 0 0 0| -148 156 0 0 344
All Maturities 1,949 5,714 -469 2,815 -110,392 21,343 30,517 13,876 -200 8,472

The last two graphs show the cumulative flows into the four most recent contracts and the next contract
outstanding. Flows accumulate over the life of a contract until investors cover their positions around the
contract expiration date. When one contract expires, most of the money is rolled into the next contracts.
Hence, the overall level of money invested in future contracts remains more or less constant (black line).
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Note on the graphabove

The cumulative flow does not revert to zero on the expiration date, which might seem counter-intuitive
because there is no open interest on the expiration date. The cumulative flow does not revert to zero because
our measure of flows accounts for settlement prices at the time the contracts were created:

[(Open Interestm* Contract Size) ¢ (Open Interest(r-1)*Contract Size)] * Closing Price(r)

If the contracts were covered at a lower price than the price at which they were created, the cumulative flow
will be above zero on the expiration date. The difference between the cumulative flow for each contract after
its expiration and the x-axis represents the loss to the longs or the gain to the shorts.
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