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Equity market

Last month we wrote about responses to potential large market corrections with the S&P 500 already
down 8.8% from the relative high in November. We have been quite cautious, but obviously we did
not know that we were set to fall another 7.5%, nor how panicked the price action would feel amidst
the limited Christmas Eve liquidity. Thankfully—and like its namesake—the much anticipated Santa
Clause rally arrived exactly on Christmas, salvaging some returns into year-end. Nevertheless, for
December equity performance, “the three best words that describe you are as follows, and | quote,
‘stink, stank, stunk.””

Now, though, we are about 12% higher than the Christmas Eve low, but it is difficult to tell if
sentiment has really turned positive or if we're experiencing temporary tailwinds associated with
typical repositioning in a new calendar year. Volatility was exacerbated by very limited liquidity
during the holiday period. However, liquidity has returned gradually over recent weeks (thankfully),
and we are observing price action relative to the yet manic headlines to understand what may have
been re-priced into markets.

Those manic headlines span several high-profile issues: economic growth, US-China trade, Brexit,
and Q4 earnings, among others. The market seemed to march only to the drumbeat of Fed speakers
seeking to put investors at ease after previous remarks by Chairman Powell were poorly received.
Why would a strong market require the promise of continued easy monetary policy in the face of
sub-4% unemployment, above-trend growth and inflation near target? Borrowing a phrase, Trump’s
book wasn't titled The Art of No Deal, so it is unclear to us whether market responses to trade
development reflect the level of concern about reaching any agreement or merely the substance of
an agreement. Finally, our view was that 4018 earnings would mark the beginning of a US
slowdown with a particular focus on forward guidance, and guidance hasn’t been particularly
supportive.

Taken together, we remain quite cautious on US equities, although we recognize that this is a
particularly difficult time to be so. Our base case is for a recession in the back half of 2020; markets
typically do not turn so far in advance of a recession. In fact, markets usually squeeze out a positive
return in the late cycle—gaining 15% on average. So, how do we square a relatively sanguine

Legal&z

General

INVESTMENT MANAGEMENT
AMERICA

outlook with our persistently bearish tone on US equity markets?




First, much depends on the investor’s horizon,
similar to the correction scenarios we
presented in our Market Update last month.
Second, the economic data is undeniably good,
but we can’t shake nagging doubts on the
sustainability of the underlying improvement
(and a seemingly nervous Fed isn’t reassuring
us). Finally, just because valuations aren’t
extreme after the recent sell-off doesn’t make
them attractive. Given our estimation of the
current distribution of risk and reward for US
institutional investors (particularly our pension
clients), we are not positioning to squeeze the
last drops from a bull market at the expense of
potentially larger losses.

Equity volatility

S&P 500 total returns by horizon

1 day -1%

1 week 2%

1 month 9%

1 year -4%

5 years 58%

10 years 291%

Source: Bloomberg, LGIMA calculations.
Data as of January 22, 2019

The VIX futures term structure chart below presents a clean summary of how the equity option

market expressed the past month of market activity. As we wrote last month, just ahead of the

volatility steepening sell-off in US equities, implied volatility was elevated but fair; bid ask spreads

had widened, but fixed strike volatility levels of specific contracts had remained stable.

VIX Futures Term Structure (CBOE Volatility Index)
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Volatility markets careened into outright panic towards the half-day trading session of Christmas Eve.
Transacting in the S&P futures became shockingly intractable as even the very small transactions
moved the market. The typically lockstep logic of daily headline narrative and cause-and-effect
between events and price action became pointless amidst repeated, large intraday swings. As
evidenced on the chart above, VIX futures term structure became steeply inverted.

Yet, as portrayed on the second chart below, it was the +5% recovery in the S&P 500 on December
26th that was the real washout volatility event. Any dealing desk or short volatility actor likely
eliminated months of accrued gains. Therefore, patience with long volatility trades (i.e. long gamma
carry or hedging structures) has benefitted investors. We believe a long volatility bias offers new
opportunities; however, proactively monetizing gains will be critical to the outcome.
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As we sit today, the pricing narrative expresses a cautious easing of stressors as exhibited by the
following:

1 The V-shaped selloff and rally were exacerbated by low holiday liquidity. Today, headline
liquidity such as futures market depth and option implied volatility bid ask spreads have
normalized.

1 Slowing earnings growth and subtle global growth adjustments are ‘priced in,” leaving more
cushion to possibly moderating data.

1 Term structure has flattened.




Last month we identified put spread collars as favorable hedging structures due to the rich volatility
premium to call options. Although call option implied volatility has reset significantly lower, the flip
side of the coin is that put skew has steepened. Along with recent highs in spot, we still favor this
protection structure in order to limit premium spend and outright vega exposure.

Rates market

US rates had a sharp rally into year-end but have since bounced back to mid-December levels as the
yield curve steepened. Continued global growth slowdown, mixed data, and an intense focus on the
Fed have fueled these moves. Going into the December FOMC meeting, the front end began to rally
as the market began to anticipate a dovish hike with a higher target rate but a lower dot forecast. As
expected, the Fed hiked their benchmark rate 25 basis points to the 2.25-2.50 range, and increased
IOER by 20 basis points to 2.40%. The market, however, did not react well to the accompanying
forecast and comments. The 2019 median forecast moved from three hikes to two, and the long run
forecasted rate moved to 2.80 from 3.00. Chair Powell also gave no indication of changing plans for
the balance sheet run off despite noting that financial conditions had tightened, which added to the
uncertainty of the Fed’s path going forward. Long end treasury rates rallied 8 basis points and ended
the day at 2.98 while the 5s30s curve flattened 6 basis points to end the day at 36 basis points (the
curve was at 47 basis points at November month-end). Rates traded sideways in a fairly tight range
from there. The 5s30s curve steepened out to 50 basis points at year-end as the market began
pricing in fewer and fewer Fed cuts over in the upcoming year.

2019 got off to a rough start with disappointing PMI data out of China, further stoking concerns of
slowing global growth. The Fed’s Kaplan voiced his concerns of simultaneously hiking while
reducing the Fed’s balance sheet and exiting QE, something no central bank had faced before. On
January 3, not only was the market not pricing in any 2019 FOMC hikes, it was pricing in a nearly
50% chance of a rate cut by the end of the year. The 30-year rate rallied to end the day at 2.90—over
50 basis points lower than the cycle high of 3.46 two months earlier—and 5s30s steepened out to 54
basis points. The next day proved to be a turning point though as the December payroll data
exceeded even the most optimistic expectations, as the US added 312k jobs (versus 184k consensus
expectation) and average hourly earnings surprising to the upside at 3.2% yearly growth (versus
3.0% consensus). More importantly, Powell used his time at an economics conference to calm the
markets. He gave a statement saying the Fed is listening to the markets and the Fed is not on
autopilot with regards to unwinding their balance sheet, emphasizing that the Fed will proceed with
patience and flexibility. As a result, the long end sold off to 2.98 while 5s30s flattened to 47 basis
points. Yields have moved a little higher on the back of strong corporate issuance (30-year Treasury
rate is currently trading at 3.06), but with no end in sight for the government shutdown coupled with
the continued uncertainty in the UK about the path of Brexit, it's hard to see rates breaking out of

this range in the near term.




US rate environment

One
01/22/2019 month
ago
Fed Funds Rate 2.50 2.50 2.25 1.50
2y 2.59 2.64 2.91 2.06
5y 2.58 2.64 3.05 245
10y 2.74 2.79 3.20 2.66
30y 3.06 3.03 3.39 2.93

Source: Bloomberg, LGIMA
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Rate volatility

Rate volatility (across the entire surface) spiked into year-end as equities plummeted to their lows on
the year, rates rallied, and the curve steepened. Sellers came in at the beginning of the year and
quickly faded this move, despite rates making a 10+ basis point rally and sell off in the first few
trading days of the year. Implied volatility on a 3m30y swaption traded at 57abpv after the FOMC
meeting, reached 64abpv by year-end, but is currently trading around 53abpv, only two annuals
above the lows of the past 12 months. Very long dated volatility (10y+ expiries) has been a bit more
interesting. Formosa issuance generally picks up at the beginning of the year and accounts begin to
position for the supply of longer dated vega. But this year the supply has been nearly non-existent.
Through January 15, BAML estimated only 1.85mm of veg had hit the market, compared to 8.95mm
at the same point in 2018 and 11.73mm in 2017. Despite this very low supply, longer dated vega had
begun to drift lower. Many fast money accounts have since started buying very long dated volatility
outright or via forward volatility, which has steepened the volatility surface on longer tails. Receiver
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skew has also continued to richen, as the possibility of a recession and rate cuts from Fed seem to
be increasing.
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Credit market

Risk-assets have been a tale of two cities over the past month. Specifically, in US |G credit, the 4Q
sell-off continued through year-end and has since reversed course, tightening 15 basis points in
the US Bloomberg Barclays Long Duration Credit Index over the past three weeks. The last two
weeks of 2018 experienced an unusual relentless widening that was exacerbated by large 1G credit
outflows, highly-illiquid market conditions and a recession fear-driven risk-off sentiment. It
appears broker dealers closed up shop earlier than normal in December and were unwilling to use
any balance sheet to facilitate bond liquidity. This was even more so apparent in high yield, which
experienced a -2.2% total return during the month. As we entered the new year, liquidity quickly
re-emerged, overseas buyers came back in droves, bond fund/ETFs returned to inflows, and the
market has been able to comfortably digest the $82bn of new issuance thus far. What is more
impressive is that the market has managed to tighten while weathering a mega-M&A deal
announcement, a $16bn drive-by duration extension trade, and a multi-billion dollar fallen angel.
In early January, Chairman Powell emphasized the Fed’s flexibility and willingness to be patient,
highlighting the Fed’s pause through most of 2016 as an example of this data-dependent approach.
Furthermore, he mentioned the possibility of future changes in the plans for balance sheet




normalization if economic conditions warrant a change from its current path. Given more attractive
valuations, better liquidity conditions and a more accommodat

US Credit Spreads

Source: Citi

- end.




