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THE THOUSAND CUTS

Equities seem to be in the
throes of the death of a thou-
sand cuts at the moment. The
rebound towards the end of
January, from the initial
swoon, was reversed last
week, and at this point a new
low is all but certain. There
are a number of things trou-
bling equities. Geopolitics are
a fickle catalyst for anything,
but it has certainly added to
the misery in the past few
weeks. A Russian incursion in
Ukraine remains a distinct risk,
an event which would force

markets to discount the risk of
a more sustained military con-
flict on the European conti-
nent, not to mention a further
leap in energy prices. The lat-
ter would intensify inflation
fears, which are already
weighing on markets in the
context of the surge in bond
yields, and the significant
repricing in expectations for
monetary policy, for both rates
and QE. Investors could do
with relief from these head-
winds, but I doubt they’ll get
it, at least not in Q1.



I’ll start with the two most ob-
vious trends; rising volatility
and flattening yield curves, the
latter driven by a sharp re-
pricing on the front-end. The
first chart below plots Z-scores
for the VIX and MOVE. Both
are now clearly rising.

It’s interesting that equity
volatility, on this measure,
bottomed in late 2017, before
the vol-shock in Q1-18, and
has been creeping higher
since, even factoring in the
fall, from the Covid-peak, as
the market roared back once
policymakers opened the
floodgates by Q2-2020. The
VIX is now approaching terri-
tory usually associated with in-
vestor-humbling spikes such
as the ones observed during
the GFC, the euro area sover-
eign debt crisis, and Covid.

In this sense, the MOVE is
more eye-catching. The Z-
score shown below has been
below zero through most of
the pandemic, but those days
are now gone, and they are
not coming back anytime
soon. This shift has occurred
in the context of a broad-
based rise in bond yields,
though the key story is the
flattening yield curve.

Even the 2s5s have now given
up the ghost as the street
piles on rate hikes onto their
forecasts. This shift has, natu-
rally, elicited warnings about a
looming policy mistake by the
FOMC. That’s understandable,
but unhelpful. As I explained
here, if you face an inflation
problem and can’t move the
supply side, your only choice
is to lean on demand.

fig. 01 / Volatility is rising… - fig. 02 / and curves are flattening
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Interestingly, we should soon
get a test of how markets per-
ceive medium term inflation
pressures, and whether the
Fed is about to hike the econ-
omy into recession. Specifi-
cally, I am thinking of QT, and
the prospect of the Fed run-
ning of its balance sheet by as
much as $1 trillion in the sec-
ond half of the year. This can
go two ways.

Either the whole curve shifts
higher, consistent with strong
underlying inflation pressures,
or it inverts, hinting that the
Fed was overdoing it, even be-
fore considering QT.

Both likely would be a chal-
lenge for equities, but it’s pos-
sible that the former would
support further outperfor-
mance in the value factor,

most recently propelled by a
strong rebound in old-school
energy and commodities. In
this sense, it’s important to
note that for all the focus on
the recent outperformance of
value equities, and commodi-
ties, the two charts below
show that it is nothing more
than a blip, for now.

For the market as a whole, I
see only tentative signs that
value is being created. My APT
model currently sees fair value
for the S&P 500 at 4525, some
4% above its closing price on
Friday. But this signal comes
with a word of warning. Mean-
reversion in the error term is a
key part of this model, and the
recent fall in the model’s im-
plied price below the actual
follows a very long period dur-
ing which the S&P 500 was
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fig. 03 / Still squinting to see the rebound in Value - fig. 04 / A turning point?
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running consistently above its
implied value.

The stock-to-bond ratio sends
a similar signal. It is rolling
over, but previous experience
suggests that it has much fur-
ther to fall before a meaning-
ful buy signal is visible.

We see the same signs in
headline valuations. The for-

ward P/E, here for the MCSI
World, has come down signifi-
cantly, but it remains well
above its median since 2002.
Finally, the pace of multiple
contraction seems to have
peaked, though the change in
yields and oil prices still point
to a falling P/E ratio. In short,
investors probably will have to
endure the thousand cuts for a
while longer.
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fig. 07 / Still expensive, but getting cheaper - fig. 08 / Is the worst over?

fig. 05 / Below fair value, slightly - fig. 06 / Probably further to fall


