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VALUE STRIKES BACK

** / Data for charts are sourced from FRED, OECD, Eurostat, 
IMF, BIS, Market Watch, Yahoo/Google Finance, COT, Bloom-
berg, Investing.com or Quandl, unless otherwise stated.

* / See additional charts on final page. 

That screeching sound you heard 
in equities last week was caused 

by a trainwreck underneath the surface 
of a steady uptrend in the market as a 
whole. The hitherto outperformance of 
growth and momentum reversed sharp-
ly, a move that coincided with a steeper 
curve and a tasty outperformance of 
value and small caps. 

The dramatic rotation across equity 
sectors, and the steepening yield curve, 
vindicate the story peddled on these 
pages recently. But the question is 
whether this is the beginning of a sus-
tainable shift in markets, or whether it’s 
merely an invitation to buy the dip in an 
eternally winning strategy? It’s difficult 

to say. Robert Wiggleworth’s expertly 
written overview of the flurry in the FT 
certainly suggests that strategists have 
taken note, equating last week’s gyra-
tions to the so-called “Quant Quake” 
in 2007. Apart from the fact that the 
event is significant enough to merit at 
least a small footnote in modern finance 
history, the quotes garnered by Robin 
indicate that strategists are at least 
mulling the idea that the shift has legs. 
This, in turn, presumably means that 
they’re advising their clients to run with 
the reversal, which almost surely would 
do nicely for the portfolio. A friend of 
mine in the market, however, sent me 
Bernstein’s take on the situation, which 
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Source: Goldman Sachs, Sep 2019
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fig. 01 / All change?  fig. 02 / The start of something more? 

is less optimistic. Their strategists, Ann 
Larson and Sophia Fan, pour cold water 
on the whole thing: “We do not see a 
catalyst for mean reversion in the near 
term and do not think that the rotation 
this week is the start of a longer-term 
cyclical value rally.” Cass speculates that  
that short-covering in, and a rebound in 
demand, for the value factor were the 
key drivers of last week’s reversal. Even 
value-defender extraordinaire, Clifford 
Assness, is hoping it seems.  

Whatever happens next, the tenor of 
Robin’s piece hint that market partici-
pants see bond yields as the key driver. 
I agree. The first chart below shows a 
chart from GS, which has been doing 
the rounds last week, but it only shows 
half the story. The second chart shows 
that last week’s “quake” barely registers 
on the six-month relative change index 
between value and growth. Even if the 
convergence of the lines in the first 
chart continues, it’s difficult to believe 
in a more sustained investable change 
without an underlying macro or policy 
catalyst. For value and small caps 
to fly over more than a few weeks, 

you need a new macro story that 
drives, a steeper yield curve. 

Focusing on the U.S., I think that’s an 
increasingly enticing story, at least for 
as long as the Fed sticks with its cur-
rent line of communication. Granted, 
the recent data have had a nasty whiff 
of stagflation, but whichever way you 
cut the numbers, the Fed is clearly still 
under pressure to reduce rates further, 
indicating that the front-end will stay 
contained. Assuming, however, that 
the US/world economy is not about to 
crumble—the “down, not out” story—a 
global/pre-emptively easing Fed ought 
to drive a steeper yield curve. 

Even if we are headed for a more 
sinister inflection point in the global 
economy, I’d argue that policymak-
ers seem predisposed to overreaction. 
In short, they seem over-worried 
about growth and uncertainty and 
under-worried about inflation. That 
really should make for an easy trade 
in fixed income, especially in light of 
the price action since the middle of last 
year. If that’s true, perhaps value, like 
the Empire, is about to strike back.
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