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COMPETETING NARRATIVES

I have two objectives with this week’s 
missive. I want to contrast what I 

think are the two prevailing narratives 
used to explain markets in the first half 
of the year. And then I want to have a 
look at the durability of large-cap equity 
earnings because it seems to be crucial 
to what happens next.

The first story pits the storm chas-
ers against the connectors. The 
former primarily sees events such as 
the equity volatility surge in February, 
the widening LIBOR/OIS spread and 
the leap in Italian two-year yields as a 
result of a change in market structure. 
The ratio of liquidity-providing market 
makers to crowded trades has shrunk 

dramatically, creating the condition 
for face-ripping reversals in consensus 
and complacent positioning. The storm 
chasers sees this, and are trying to 
exploit it. They don’t necessarily ignore 
the big picture, but they are sufficiently 
confident in its stability to believe that 
storms can arise independently of it. 
Proponents of this view would argue 
that it is the combination of 15-sigma 
events and a stable overall environment 
that is the central story. For example, 
the fact that the February blow-up of 
the short vol trade was linked to a big-
ger story—that the market as a whole 
would crash—is what makes the initial 
trade, and the rebound, so attractive. 
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 Central bank balance sheets,* 6m/6m% (Left) 
 MSCI World, 6m/6m, % (Rigth) 

* Balance sheets of the Fed, 
the ECB, the BOJ, and SNB as 
well as Chinese FX reserves 
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 Alpha Sources LEI diffusion, (Left) 
 MSCI World, earnings-per-share, y/y (Right) 

For the connectors, everything is 
linked. The deterioration in economic 
data since the beginning of the year, 
the outbursts of volatility across asset 
classes, and the decline in global liquid-
ity—and central bank asset purchases—
equate to a canary in the coal mine. 

Matt King from Citigroup is a propo-
nent of this view. In his latest report 
he writes the following with regards to 
the jumps in volatility: These episodes 
are not just “noise”, to be dismissed 
as distracting markets from otherwise 
great fundamentals. The weakness they 
have led to is the direct consequence of 
reduced central bank buying. 

I am inclined to take the middle 
ground. I accept the idea that a change 
in market structure across key asset 
classes mean that price discovery has 
been hampered, especially in markets 
with crowded carry positions. The para-
dox is that the more these events occur, 
the stronger will be the temptation to 
link them into a bigger-picture narrative. 

In my recent posts, I have provided 
evidence to suggest that the global 
macro conditions are now less favour-

able for risk assets. I think that evi-
dence is compelling. Headline global 
economic indicators have lost mo-
mentum, and narrow money growth is 
slowing. The first chart below adds the 
perspective that Mr. King is referring 
to. I have never been able to replicate 
his graphs completely, but the mes-
sage from my version is clear enough. 
The expansion of central bank balance 
sheets, and Chinese FX reserves, is 
slowing, and it appears to be dragging 
global equity returns lower.     

Bloomberg’s Cameron Crise has 
treated this issue, and he strikes a good 
balance. He has made the point that: 
Among all the recent headlines, there’s 
a lesson for investors. The proposition 
on offer from carry trades is starting to 
look very different from the low-volatil-
ity profile of the past few years. Recent 
emerging market turmoil and now Eu-
rope suggest that something important 
has changed. But he also makes the 
point that U.S. equities—one of world’s 
most important asset markets—so far 
seem unaffected, an observation that 
brings me to my second theme. 

fig. 01 / Uh oh, the punchbowl is emptying — fig. 02 / Trading the second derivative?

3

ALPHA SOURCES

CREATIVE COMMONS LICENSE, 2018
CLAUSVISTESEN.COM, CLAUSVISTESEN@GMAIL.COM

http://www.clausvistesen.com/alphasources-blog/itstimetoplaydefense
http://www.clausvistesen.com/alphasources-blog/itstimetoplaydefense
http://www.clausvistesen.com/alphasources-blog/itstimetoplaydefense


-80 

-60 

-40 

-20 

0 

20 

40 

60 

80 

0 

1 

95 97 99 01 03 06 08 10 12 15 17 19 

 Binary earnings signal, (Left)* 
 S&P 500, y/y% (Right) 

* When expected earnings are rising more than 7% 
more than trailing earnings on a y/y basis.   
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 S&P 500 growth, earnings, 2008=100, (Left) 
 S&P 500 growth vs main index, 2008=100, (Right) 

THE LAST BASTION TO FALL? 
Up until now U.S. equities, and strate-

gists paid to talk about them, have had 
a powerful counter-argument whenever 
bears have been trying to gain ground. 
Higher rates and oil prices may have 
squeezed multiples, but earnings have  
powered higher. In dollar terms, they 
rose 27.3% and 13.5% in 2017, on the 
MSCI World and S&P 500 respectively, 
and expectations are tilted towards  
further upside in 2018. 

The second chart above, however, 
paints a less upbeat picture, for the 
prospect of further acceleration in global 
equity earnings. It tells a simple story. 
The global economy and equity earnings 
hit a pothole at the beginning of 2016—
fears of a Chinese devaluation—and we 
are now in the final stages of the  
rebound from this slowdown. 

The crucial exception to this story is 
the U.S. equity market. Earnings expec-
tations are rising, and trailing earnings 
equally so. Mr. Trump’s tax cuts are part 
of explanation, but if analysts thought 
this to be a temporary lift, their expec-
tations should be fading. They aren’t. 

The first chart below shows that S&P 
500 earnings expectations are run-
ning ahead of realised earnings to a 
degree rarely seen. Outside recessions 
and their subsequent recoveries—when 
analysts underestimate the volatility of 
earnings—the present degree of excess 
expectations has occurred only once 
before in this expansion. Otherwise, we 
have to go back to wild days of 1999 to 
find a similar situation. This is ominous, 
but hardly conclusive given the small 
sample size in my study. 

The dominance of growth—large-cap 
tech firms in the main—is a key driver 
of this phenomenon, which brings me 
full circle on U.S. equities. Don’t sell 
them if you can’t come up with 
a story for a break-down in the 
growth/momentum factor and bull 
market in large tech. My final chart 
shows that this requires a good argu-
ment. Earnings on the S&P 500 growth 
index are soaring, and the performance 
relative to the aggregate index is ris-
ing. Both trends will end, eventually, 
but timing is of the essence, and so far 
bears have been on the wrong side.

fig. 03 / Are expectations rising too quickly? — fig. 04 / Sell this trend at your peril
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