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An era of low rates has ended and valuations are too high
The selling won’t stop from funds who were short volatility

Like everything in markets, this <https://www.bloomberg.com/news/articles/2018-02-07/asia-braces-for-more-volatility-as-bonds-slidemarkets-wrap> deﬁes easy narratives. Is it rising yields, hedge funds selling out of arcane positions, inﬂated valuations bursting or none of
the above? After two days of relative peace, investors theorized on what drove U.S. stocks into correction territory.

The Rate Wringer
Chris Rupkey, chief ﬁnancial economist at MUFG Union Bank: “The era of low interest rates is at an end which means the proverbial
punch in the punch bowl is leaving the party. And fast! The stock market is a leading economic indicator and right now it points the way
for the economy straight down. There is no way the Federal Reserve is going to raise interest rates at Powell’s ﬁrst meeting as chair in
March. They aren’t that crazy.”

Late Stage Expansion
Tiﬀany Wilding, executive vice president and economist, Paciﬁc Investment Management Co.: “Absent a pickup in productivity growth,
slowing payroll growth and rising economic capacity constraints should coincide with a gradual deceleration in real economic activity and
building inﬂationary pressures. Along these lines, the weak labor productivity report released last week may raise questions about whether
and to what extent productivity will rise over the coming year in response to ﬁscal expansion. Equity market behavior is mimicking
historical periods of accelerating inﬂation, slowing growth.”
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Correlated Pain
Eric Liu, head of research, Vanda Research:“The underlying drivers of risk aversion appear to have shifted once more. The ‘old fashioned’
risk-oﬀ environment <https://vanda-securities.us6.list-manage.com/track/click?u=85b40fe982&id=e7b0b3fe94&e=86084c0993> that we
witnessed at the start of the week -- with stocks and bonds moving in opposite directions -- seems to have subsided. Instead the market
environment over the past 24 hours has mimicked last week’s pattern, with yields rising and stocks falling. Some things can’t be undone,
however. Large shocks to the system tend to have a resetting eﬀect, throwing hitherto rock-solid asset price correlations in disarray and
reversing long-running trends.”

Flight to Safety
Peter Jankovskis, co-chief investment oﬃcer, Oakbrook Investments LLC: “There was deﬁnitely a ﬂight-to safety component. If you look
in terms of how various sectors performed, the sector that held up the best was utilities, followed by staples. The market worked its way to
2 percent and held there pretty well, and then all of a sudden in the last half hour or so took a bid dive at the end. There is a chance that
might build for a base for a recovery tomorrow. Breaking the 10 percent correction, that may encourage people to try to put their toes back
in the market. We need to see what sort of follow through we have in Asia and Europe.”

Hedge Funds
Stephen Carl, head trader at Williams Capital Group: “Whatever trigger points hedge funds and money managers have, they are acting on
it now. They can’t stand still. The session’s ending, the morning is going to be unknown, you have a potential shutdown on the brink as
well, so that played out as well. But then, traders are bracing for Friday, the last day before a weekend. You saw a heavy selloﬀ on Friday last
week. The thinking is, if the market isn’t stable tomorrow there might be some additional selloﬀ later in the day, like today.”

New Regime
Chad Morganlander, a portfolio manager at Washington Crossing Advisors, said by phone. “This is sell ﬁrst, think about it later. The reality
is, it’s been 10 years, and a lot of people that are in the market today have had ten years of a Federal Reserve that has artiﬁcially repressed
volatility. And as they step away from that, reality starts to kick back in. There’s been a 10-year fantasy land that investors have been living
in. And that’s a fairy tale that’s about to end.”
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