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A LOT OF NOISE, LESS SIGNAL

I promise that I will not do an  
explainer of the VIX this week. 

Instead, I will lead with some observa-
tions on markets and finish with a war-
story from the world of retail investing. 

The return of equity volatility has 
engendered two responses. Firstly, it 
seemed as if investors breathed a sigh 
of relief on Monday when it became 
clear that we could peg the swoon to 
the blow-up of short-vol ETFs and re-
lated strategies. It is always scary when 
markets fall out of bed, and even more 
if so if we can’t explain why. Blaming 
excessive risk-taking in short-vol strat-
egies assured that the sell-off, while 
painful, would be short. 

Secondly, every strategist note that I 
have subsequently read—and comments 
from policymakers—have echoed this 
sentiment. A sell-off was long overdue 
and is perfectly normal. There is nothing 
to worry about, and underlying econom-
ic fundamentals for risk assets remain 
robust. Many have even welcomed the 
volatility as a sign of healthy markets. 

I have no particular reason to dis-
agree, but my spider sense tingles 
when investors and strategists welcome 
a 10% puke in equities. I understand 
that macro traders are excited but real 
money and long-only? The logical  
response from markets would seem to 
be: “Oh, so you think you’re tough?”
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IS THE WORST OVER?  
Everyone wants to know what  

happens next. I wish I knew. I think 
we are looking at six-to-eight weeks of 
choppy price action. This is great for 
active traders but also invites less sea-
soned punters to lose a lot of money. In 
short, tread carefully out there! 

What often happens after a crash is 
a retracement, and then a plunge to a 
new low, flushing everyone out. These 
“double-bottoms” usually mark a good 
time to start edging into longs, but 
don’t take my word for it. 

The good news for bulls is that short-
term indicators indicate a reversal soon. 
The first chart below showa that the 
put/call ratio on the S&P 500 has shot 
higher on the back of last week’s festiv-
ites; the chart for Eurostoxx 50 is simi-
lar. Usually, the combination of a crash 
and a spike in the put/call ratio  
allows for a quick bet on the long side. 

This view chimes with analysis from 
JPM’s F&L wonks. They show that the 
flush in CTAs and risk parity funds have 
been severe, and show that L/S funds 
have reduced their equity beta sharply.  

Others, however, have been noting 
that spec positioning on equities is still 
elevated, signalling a further shake-out 
ahead. Indeed, as bad as last week 
was, most of my models imply that U.S. 
equities still have room to fall. 

The second chart shows that the 
crash in the S&P 500 has not corrected 
the mispricing relative to other asset 
classes. The fair value based on my 
model is just over 2400, and usually, 
the price undershoots after a run like 
we have seen. That implies a further 
10%-to-15% decline in Spoos. To 
boot, I think it is difficult to argue that 
equity valuations have become attrac-
tive in the wake of the recent sell-off.

Optimists will retort that global mac-
roeconomic and liquidity fundamentals 
are favourable. I don’t disagree, but I 
think it is fair to say that the second 
derivative has turned. We have had four 
sources of excess global liquidity since 
2009; Fed QE/ZIRP, Chinese stimulus, 
ECB QE, and Japan QE. All of which 
have been providing support at any 
given time, at any given rate. The Fed 
is now turning the screw, but the ECB 

fig. 01 / After the flush, a rebound?  — fig. 02 / Spoos still look mispriced 
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and Japan have responded strongly to 
offset that. They will retain accommoda-
tive policies, but even they can’t keep 
accelerating forever. Chinese liquidity 
indicators also are waning. The first 
chart below shows that M1 growth in 
the U.S., the euro area and China has 
slowed across the board. The Fed is 
now shrinking its balance sheet, and 
expansions are slowing elsewhere.  

The wildcard is fiscal stimulus in the 
U.S. and Europe. In the U.S., the gov-
ernment has thrown caution to the 
wind with both tax cuts and a signifi-
cant boost to spending. The numbers 
are impressive, or scary, depending on 
your position. In Europe, the EU Com-
mission’s rules remain a constraint. But 
the political consensus has been slowly 
moving towards a more relaxed stance. 

   
NO SAFETY IN BONDS?  

Aggressive fiscal stimulus moves risks 
to other parts of the market; bond bulls 
have been unassailable in this cycle, but 
they now fear grave challenges. 

Yields didn’t rise to heap more pres-
sure on balanced portfolios, but they 

didn’t fall much either to protect against 
the crash in equities. The latter point is 
ominous. If bonds can’t rally when 
equities dump and the VIX has 
an intra-day sniff at 50, powerful 
forces are holding them back.

We already know about the Fed’s 
resolve to keep hiking. This is normal 
at this part of the cycle. Based on his-
tory; they’ll keep going until something 
breaks. Short-term bonds are in danger 
in this scenario, but duration ought to 
be ok. Recently, however, the curve has 
steepened even as markets have priced 
in more aggressive rate cuts; in short, 
pain across the board for bondholders. 
The overall argument is simple. With 
the U.S. government torching its 
fiscal balance, duration has lost the 
ability to provide protection when 
equities sell off.

This is an interesting story, but my 
models are telling me to fade the fear in 
bond markets. The second chart below 
shows my in-house valuation model 
for the U.S. 10-year future. It suggests 
that a rebound is close. I am a buyer if 
we hit 3% and beyond. Spec position-

fig. 03 / Slowing global liquidity? — fig. 04 / U.S. 10-year notes are creating value
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ing tell a similar story. Punters were 
already significantly net short front-end 
futures—to reflect shifting expectations 
for Fed—but they have recently doubled 
down on the long end. I think a squeeze 
is coming I think. Another deep dive 
in equities and plunge in bond yields 
would wash out a lot of punters. 

Looking further ahead, the stakes are 
high for U.S. bonds. In one version of 
the world, the scene is now set for a 
U.S. boom in which the economy’s twin 
deficit widens significantly. The Fed 
can hike as much as it wants, but the 
global savings glut hasn’t gone away 
and should be more than happy to fund 
Trump’s wild stimulus plans. 

The second chart below shows that 
Japanese debt outflows have collapsed. 
Japan’s current account surplus has 
increased recently, though, and the 
BOJ appears to in no hurry withdraw 
stimulus quickly. A sharply weaker dollar 
and higher U.S. yields ought to attract 
Japanese savings. The story is similar 
in the Eurozone, where excess savings 
also remain plentiful enough to support 
a higher U.S. twin deficit.

The alternative version of the 
world, however, is a that the world 
has had a look at the U.S. and 
decided that it won’t play along. 
In that situation, the U.S. faces sharply 
higher interest in response to Mr. 
Trump’s fiscal plans, and also a weaker 
currency. Eventually, the domestic  
savings rate will increase to reflect 
higher yields, but first comes the pain 
for holders of U.S. assets.

My view of the world is that 
excess savings in rapidly ageing 
economies such as the Eurozone 
and Japan are structural. As a result, 
if the issuer of the global FX reserve 
currency wants to spend recklessly, I 
assume that the rest of the world can 
and will finance that. Imbalances will 
build, and when they reverse the crisis 
arrives. The question to the house then 
is this: Is the rest of the world willing 
to finance the U.S. in one last final push 
in this post-2008 cycle? Or have the 
U.S. government taken a step too far? 
We should probably look for U.S. bond 
yields and the dollar to provide signal 
amid the noise.    

fig. 05 / You know what to do next — fig. 06 / Don’t Japanese savers need yield anymore?  
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Source: Financial Times, May 2017 Source: Forbes, August 2017. 

ETFS CLOSURE AND LIQUIDITY
The collapse of short-vol ETFs, and 

the threat of investors being redeemed 
at zero have rekindled the debate of the 
resiliency of ETFs as investment  
vehicles, and their liquidity in a panic. 
You can’t extrapolate from an options-
based ETN to a multi-billion equity ETF, 
but it is a discussion worth having. 

A few years ago, I decided that the 
portfolio could do with a bit of soft com-
modity exposure. I looked around and 
eventually stumbled upon an ETF from 
Deutsche Bank. I bought it and  
expected to hold it for many millennia. 

What I didn’t realise, however, was 
that it was scheduled for de-listing. 
Looking back, I should have realised 
this by looking at its tiny AUM and low 
volume. But it wasn’t clear from any of 
the official prospectus information that 
this was going to happen. My broker 
didn’t know anything. 

When an ETF closes, either forced 
or scheduled, your position is 
marked to zero. Then comes the wait 
for the underlying assets to get sold, 
and for the fund to wind down. After 

that, you get your money. In the end, I 
got my funds back minus a small service 
charge. But let’s go back to the main 
point; my position was zero for three 
weeks, and I had to carry it at a 100% 
loss. Think about this fact in the context 
of one or more ETF providers having to 
redeem one or more of their funds. 

Effectively, it is a hit to market liquid-
ity that spreads…quickly. This is espe-
cially true if the underlying assets are 
illiquid and take a long time to sell or 
if prices fall as the fund is settled. The 
latter point is crucial because slippage 
almost certainly will not be in investors’ 
favour in a crisis. 

I can hear the laugther as a I type. 
IVV us equity will not close, and neither 
will HYG us equity. Probably not. But the 
Blackrocks and Vanguards of the world 
are now the systemic players in global 
finance. The banks have been regulated 
into submission, but these new fund 
management behemoths have had a 
free pass. Policymakers have little or no 
emergency measures pointed their way. 
Call me perma-bearish and cynical, but 
that worries me, at least a bit.  

fig. 03 / All your funds are belong to us — fig. 04 / Who is the big daddy now? 
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