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Equity markets in a new regime

The recent ‘tlash crash’ in equities was unusual by several
measures. After ‘goldilocks’, equity markets have entered a

new regime.
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Equity and bond prices declined
simultaneously in the recent market
sell-off, a pattern that has only
occurred in a quarter of the last 25
equity market sell-offs.

Quantitative strategies have had a
massive direct impact on implied
volatility and on equities due to their
high equity allocation.

Nevertheless, as volatility is a mean-
reverting process, a spike in volatility
is usually a good buying opportunity.

But there is an asymmetry: volatility
can skyrocket quite suddenly before
gradually decreasing. We have
entered this new market regime.
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The global equity market sell-off, which started in late January and

accelerated over the first trading days of February, was rather unusual in a

number of respects.

It was unusual because equities and bonds corrected simultaneously. Ten-
year US Treasuries have posted negative returns only over six out of the last
25 equity market sell-offs, i.e. roughly one fourth of the time (see table 1).

Table 1: The last 25 S&P 500 drawdowns and 10-year Treasury returns

Peak date Trough date SP500
drawdown (total

return)
19.07.2007 15.08.2007 -9.3%
09.10.2007 10.03.2008 -17.9%
19.05.2008 20.11.2008 -46.6%
16.12.2008 09.03.2009 -25.3%
29.12.2009 29.01.2010 -4.5%
23.04.2010 05.07.2010 -15.6%
07.07.2011 03.10.2011 -18.4%
08.11.2011 25.11.2011 -9.1%
02.04.2012 01.06.2012 -9.6%
14.09.2012 15.11.2012 -7.3%
21.05.2013 24.06.2013 -5.6%
02.08.2013 30.08.2013 -4.3%
18.09.2013 08.10.2013 -3.9%
15.01.2014 03.02.2014 -5.7%
02.04.2014 11.04.2014 -3.9%
04.07.2014 07.08.2014 -3.7%
18.09.2014 15.10.2014 -7.3%
21.05.2015 08.07.2015 -3.7%
20.07.2015 25.08.2015 -12.0%
01.12.2015 11.02.2016 -12.6%
23.06.2016 27.06.2016 -5.3%
07.09.2016 04.11.2016 -4.3%
07.08.2017 18.08.2017 -2.1%
08.11.2017 15.11.2017 -1.0%
26.01.2018 08.02.2018 -10.1%
Average -10.0%
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This dual negative return pattern, in which 10-year Treasuries failed to
protect portfolios as expected while equities fell, was most pronounced
during the May-June 2013 Bernanke taper tantrum.




Nevertheless, the recent sell-off was not just a carbon copy of 2013, because
the timing of the long-term rate increase and the equity market sell-off was
different. The 10-year Treasury rate accelerated from 2.43% at the start of the
year to a peak of 2.85% on 2 February, whereas the 5 February collapse in
equity markets occurred as the 10-year rate was trading sideways from its
peak.

Furthermore, only one third (8 out of 25 equity sell-offs) were more severe in
the US than in Europe.

This time around, US equities corrected by 10.1% from the 26 January peak to
8 February market close, compared to -7.4% for the Stoxx Europe 600. Table 2
highlights returns for the Stoxx Europe 600 compared to German 10-year
Bund returns.

Table 2: Comparison of the last 25 Stoxx Europe 600 drawdowns and 10-year Bunds

Peak date Trough date  Stoxx Europe  German 10- German 10- # calendar

600 drawdown year bund year yield days
(total return) total return  variation in
bp
16.07.2007 16.08.2007 -11.6% 3.0% -32 31
12.10.2007 17.03.2008 -25.1% 8.2% -73 157
19.05.2008 21.11.2008 -44.5% 9.5% -87 186
06.01.2009 09.03.2009 -25.5% 2.2% -20 62
19.01.2010 05.02.2010 -8.7% 1.5% -16 17
15.04.2010 05.07.2010 -11.8% 5.8% -58 81
07.07.2011 22.09.2011 -21.8% 12.2% -127 77
08.11.2011 25.11.2011 -7.8% -3.1% 37 17
16.03.2012 04.06.2012 -12.7% 8.7% -83 80
14.09.2012 16.11.2012 -4.5% 3.4% -32 63
14.03.2013 17.04.2013 -4.5% 2.2% -23 34
22.05.2013 24.06.2013 -11.0% -3.4% 43 33
28.11.2013 13.12.2013 -4.7% -1.0% 13 15
22.01.2014 03.02.2014 -5.3% 1.8% -20 12
04.04.2014 15.04.2014 -3.5% 0.7% -8 11
10.06.2014 08.08.2014 -6.8% 3.5% -36 59
04.09.2014 15.10.2014 -10.7% 2.3% -25 41
27.05.2015 07.07.2015 -8.6% -0.8% 9 41
20.07.2015 24.08.2015 -15.7% 1.7% -14 35
30.11.2015 11.02.2016 -21.1% 3.6% -30 73
23.06.2016 27.06.2016 -10.8% 1.3% -21 4
07.09.2016 04.11.2016 -6.0% -1.8% 25 58
16.05.2017 11.08.2017 -5.4% 0.8% -5 87
01.11.2017 15.11.2017 -3.7% -0.1% 0 14
23.01.2018 06.02.2018 -7.4% -1.1% 13 14
Average -12.0% 2.5% -23 52

Source: PWM-AAMR, Factset

The amplitude of the most recent S&P 500 drawdown, which is in line with
the median drawdown since 2007, is far above the levels seen in the past two
years. So far, the recent sell-off was intense, as it only spanned 13 calendar
days (23 January to 8 February), compared to an average of 48 days in the
past 25 market drawdowns, and with the bulk of the correction occurring
over 2 trading days (see chart 1).
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Chart 1: Calendar day duration of US drawdowns since 2007
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The pattern in implied volatility was even more unusual. Starting from a very
low level (for most of 2017 it remained between 10 and 12), the CBOE
Volatility Index touched an intraday high of 50.3 on February 6 and was not
associated with any exogenous systemic risk.

Chart 2: Equity implied volatility indices: US VIX (red) and Europe VSTOXX (grey)
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Furthermore, unlike European and Japanese volatility term structures, an
inversion occurred in the US during the recent market sell-off. In general, the
opposite holds true in the event of drawdowns. In addition, investors’
hedging of equities exploded, causing the volatility skew to skyrocket to a
level observed only during the 2008 global financial crisis (see chart 3).

Chart 3: Implied volatility skew on S&P 500
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Portfolio repositioning explains the volatility skew

Such extreme moves in the volatility skew cannot be exclusively due to long-
only, passive investors. The pattern is best explained by investors’ efforts to
reposition their portfolios. The usual suspects are to be found within the
following quantitative-driven strategies:

1. Volatility targeting strategies, whose assets under management
(AUM) are estimated at USD 250bn;

2. Commodity trading advisors’ (CTA) trend-following strategies, the
AUM of which is estimated at around USD 350bn.

3. Risk-parity funds, which have an estimated AUM of around USD
500bn (USD 1 trillion including leverage!).

Massive impact on implied volatility

The first strategy mentioned above had a massive direct impact on implied
volatility. As part of smart-beta strategies popular even among retail
investors, shorting implied volatility was a profitable trade as long as spot
implied volatility was drifting lower and term structures were in contango
(steep upward sloping). This is due to the mean-reverting property of
implied volatility.

The rise in popularity of such strategies explains to some extent why
volatility was stubbornly low over 2017. These strategies were made
available to retail investors through exchange-traded notes (ETNs), the most
famous one being the VelocityShares VIX Short Volatility Hedged ETN
(XIVH US), which rose by 119% over 2017 and early 2018, but lost 80% of its
value in just two trading days (5- 6 February), when the implied volatility
term structure abruptly reversed.

! Source of estimates: JPMorgan
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Chart 4: Short volatility strategy
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Extreme equity allocation of CTAs and risk-parity strategies

As equity prices steadily increased over the past two years, trend-following
CTAs built up significant allocations to equities. A wide enough equity sell-
off was bound to trigger automatic selling of those strategies, which are
widely researched and documented. This is what happened, and some more
CTA selling pressure is to be expected as they are forced to trim their equity
exposure.

The least-researched area of quantitative strategies is probably risk parity,
made popular by Ray Dalio of Bridgewater and its famous All Weather Fund.
While counter-intuitive perhaps, risk-parity strategies” allocation to equities
was high at the moment of the recent selloff, especially when taking into
account leverage. Risk-parity deleveraging had a massive impact on the
equity markets.

The basic aim of risk parity is to balance risk (academics talk about Equal
Risk Contribution (ERC) allocation). In doing so, one ends up with a balanced
portfolio, in which the highest weightings are in the least volatile assets. A
simple example is a US risk-parity index that invests only in equities and
bonds. To simplify further, let’s assume investments are clustered in the most
liquid assets, namely the S&P 500 and US 10-year Treasuries. Owing to low
realised volatility in equities, those funds probably had a very high equity
exposure at the end of January. We estimate the average equity weight of
risk-parity funds at 41.5% at the end of January —down from a peak of 58% at
the end of October, but still above the average of 35% that has prevailed since
the 1970’s.

The process of balancing risk does not lead to stellar returns. As a result,
most risk-parity funds use leverage. Leverage in these strategies is a function
of both realised volatility and correlations between underlying assets: the
smaller the realised volatility of underlying assets and the more negative the
correlation between assets, the higher the leverage.

As most risk-parity funds tend to target volatility levels, a straight-forward
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calculation shows that a volatility target of 8% would have translated into
leverage of 3.7x on 31 January, an all-time high. Consequently, it is likely that
leverage was at peak levels at the end of January, with risk-parity funds’
levered exposure to equities at a peak as well.

Chart 5: Theoretical leverage of a US risk parity allocation (S&P 500 and 10-year
US treasuries) targeting 8% volatility
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While actual leverage was certainly smaller (around 2x, according to market
estimates), deleveraging from risk-parity funds was probably a meaningful
factor in recent stock market volatility. As in 2013, when such strategies
incurred significant losses, it is likely that they will require more time to
adequately reduce their equity exposure.

As volatility is a mean-reverting process, a spike is usually a good equity-
buying opportunity. Yet investors should bear in mind that adjustments in
volatility take time to unfold and that there is a certain asymmetry: volatility
can skyrocket quite suddenly before gradually decreasing. We believe we
have entered this new market regime.

8 February 2018 | FLASH NOTE - Equity markets in a new regime | PAGE 6



DISCLAIMERS
Distributors: Banque Pictet & Cie SA, Route des Acacias 60, 1211 Geneva 73, Switzerland and Pictet & Cie (Europe) SA, 15A, avenue J. F. Kennedy, L-1855
Luxembourg/B.P. 687 L-2016 Luxembourg.

Banque Pictet & Cie SA is established in Switzerland, exclusively licensed under Swiss Law and therefore subject to the supervision of the Swiss Financial Market
Supervisory Authority (FINMA).

Pictet & Cie (Europe) SA is established in Luxembourg, authorized and regulated by the Luxembourg Financial Authority, Commission de Surveillance du Secteur
Financier.

This marketing communication is not intended for persons who are citizens of, domiciled or resident in, or entities registered in a country or a jurisdiction in which
its distribution, publication, provision or use would violate current laws and regulations.

The information, data and analysis furnished in this document are disclosed for information purposes only. They do not amount to any type of recommendation,
either general or tailored to the personal circumstances of any person. Unless specifically stated otherwise, all price information is indicative only. No entity of the
Pictet Group may be held liable for them, nor do they constitute an offer or an invitation to buy, sell or subscribe to securities or other financial instruments. The
information contained herein is the result neither of financial analysis within the meaning of the Swiss Bankers Association’s Directives on the Independence of
Financial Research, nor of investment research for the purposes of the relevant EU MiFID provisions. All information and opinions expressed in this document were
obtained from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness.
Except for any obligations that any entity of the Pictet Group might have towards the addressee, the addressee should consider the suitability of the transaction to
individual objectives and independently assess, with a professional advisor, the specific financial risks as well as legal, regulatory, credit, tax and accounting
consequences.

Furthermore, the information, opinions and estimates in this document reflect an evaluation as of the date of initial publication and may be changed without notice.
The Pictet Group is not under any obligation to update or keep current the information contained herein. In case this document refers to the value and income of one
or more securities or financial instruments, it is based on rates from the customary sources of financial information that may fluctuate. The market value of
financial instruments may vary on the basis of economic, financial or political changes, currency fluctuations, the remaining term, market conditions, the volatility
and solvency of the issuer or the benchmark issuer. Some investments may not be readily realizable since the market in the securities can be illiquid. Moreover,
exchange rates may have a positive or negative effect on the value, the price or the income of the securities or the related investments mentioned in this document.
When investing in emerging countries, please note that the political and economic situation in those countries is significantly less stable than in industrialized
countries. They are much more exposed to the risks of rapid political change and economic setbacks.

Past performance must not be considered an indicator or guarantee of future performance, and the addressees of this document are fully responsible for any
investments they make. No express or implied warranty is given as to future performance. Moreover, forecasts are not a reliable indicator of future performance. The
content of this document can only be read and/or used by its addressee. The Pictet Group is not liable for the use, transmission or exploitation of the content of this
document. Therefore, any form of reproduction, copying, disclosure, modification and/or publication of the content is under the sole liability of the addressee of this
document, and no liability whatsoever will be incurred by the Pictet Group. The addressee of this document agrees to comply with the applicable laws and
regulations in the jurisdictions where they use the information reproduced in this document.

This document is issued by Banque Pictet & Cie SA. This publication and its content may be cited provided that the source is indicated. All rights reserved. Copyright
2018.

Distributors: Bank Pictet & Cie (Asia) Ltd (“BPCAL") in Singapore, 10 Marina Blvd #22-01 Tower 2, Marina Bay Financial Centre, Singapore 018983 and Pictet & Cie
(Europe) S.A., Hong Kong branch (“Pictet HK branch”) in Hong Kong. The registered address of Pictet HK branch is 9/F, Chater House, 8 Connaught Road Central,
Hong Kong.

The information, tools and material presented in this document are provided for information purposes only and are not to be used or considered as an offer, an
invitation to offer or solicitation to buy, sell or subscribe for any securities, commodities, derivatives, (in respect of Singapore only) futures, or other financial
instruments (collectively referred to as “Investments”) or to enter into any legal relations, nor as advice or recommendation with respect to any Investments. This
document is intended for general circulation and it is not directed at any particular person. This document does not have regard to the specific investment
objectives, financial situation and/or the particular needs of any recipient of this document. Investors should seek independent financial advice regarding the
appropriateness of investing in any Investments or adopting any strategies discussed in this document, taking into account the specific investment objectives,
financial situation or particular needs of the investor, before making a commitment to invest.

BPCAL/Pictet HK branch has not taken any steps to ensure that the Investments referred to in this document are suitable for any particular investor, and accepts no
fiduciary duties to any investor in this regard. Furthermore, BPCAL/Pictet HK branch makes no representations and gives no advice concerning the appropriate
accounting treatment or possible tax consequences of any Investment. Any investor interested in buying or making any Investment should conduct its own
investigation and analysis of the Investment and consult with its own professional adviser(s) as to any Investment including the risks involved with transactions on
such Investment.

This document is not to be relied upon in substitution for the exercise of independent judgment. The value and income of any Investment mentioned in this
document may fall as well rise. The market value may be affected by, amongst other things, changes in economic, financial, political factors, time to maturity,
market conditions and volatility, and the credit quality of any issuer or reference issuer. Furthermore, foreign currency rates of exchange may have a positive or
adverse effect on the value, price or income of any Investment mentioned in this document. Accordingly, investors must be willing and able to, and effectively
assume all risks and may receive back less than originally invested.

Past performance should not be taken as an indication or guarantee of future performance and no representation or warranty, expressed or implied, is made by
BPCAL/Pictet HK branch regarding future performance.

This document does not constitute the investment policy of BPCAL/Pictet HK branch, or an investment recommendation, and merely contains the different
assumptions, views and analytical methods of the analysts who prepared them. Furthermore, the information, opinions and estimates expressed herein reflect a
judgment at its original date of publication and are subject to change without notice and without any obligation on BPCAL/Pictet HK branch to update any of them.

8 February 2018 | FLASH NOTE - Equity markets in a new regime | PAGE 7



BPCAL/Pictet HK branch may have issued or distributed other reports or documents that are inconsistent with, and reach different conclusions from, the information
presented in this document.

While the information and opinions presented herein are believed to be from sources believed to be reliable, BPCAL/Pictet HK branch is not able to, and do not make
any representation or warranty as to its accuracy or completeness. Accordingly, BPCAL/Pictet HK branch accepts no liability for loss arising from the use of or
reliance on this document presented for information purposes only. BPCAL/Pictet HK branch reserves the right to act upon or use any of the information in this
document at any time, including before its publication herein.

BPCAL/Pictet HK branch and its affiliates (or employees thereof) may or may not have long or short positions in, and buy or sell, or otherwise have interest in, any of
the Investments mentioned herein, and may or may not have relationships with the issuers of or entities connected with Investments mentioned in this document.
BPCAL/Pictet HK branch and their affiliates (or employees thereof) may act inconsistently with the information and/or opinions presented in this document. The
information used to prepare this document and/or any part of such information, may have been provided or circulated to employees and/or one or more clients of
BPCAL/Pictet HK branch before this document was received by you and such information may have been acted upon by such recipients or by BPCAL/Pictet HK
branch.

This document is provided solely for the information of the intended recipient only and should not be reproduced, published, circulated or disclosed in whole or in
part to any other person without the prior written consent of BPCAL/Pictet HK branch.

Singapore

This document is not directed to, or intended for distribution, publication to or use by, persons who are not accredited investors, expert investors or institutional
investors as defined in section 4A of the Securities and Futures Act (Cap. 289 of Singapore) (“SFA”) or any person or entity who is a citizen or resident of or located
in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or would subject
BPCAL and any of its affiliates or related corporations to any prospectus or registration requirements.

BPCAL has obtained an exemption from the Monetary Authority of Singapore (“MAS”) under section 100(2) of the Financial Advisers Act (“FAA”) for the provision of
financial advisory services to High Net Worth Individuals (as defined in the MAS Guidelines on Exemption for Specialised Units Serving High Net Worth Individuals
FAA-GO7) (the “Exemption”) and is exempted from the requirements of sections 25, 27, 28 and 36 of the FAA, the MAS Notice on Recommendations on Investment
Products (FAA-N16), MAS Notice on Appointment and Use of Introducers by Financial Advisers (FAA-NO2), MAS Notice on Information to Clients and Product
Information Disclosure (FAA-NO3) and MAS Notice on Minimum Entry and Examination Requirements for Representatives of Licensed Financial Advisers and Exempt
Financial Advisers (FAA-N13).

Please contact BPCAL in Singapore in respect of any matters arising from, or in connection with this document.
Hong Kong

This document is not directed to, or intended for distribution, publication to or use by, persons who are not “professional investors” within the meaning of the
Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made thereunder (the “SFO”) or any person or entity who is a citizen or
resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation
or would subject Pictet HK branch and any of its affiliates or related corporations to any prospectus or registration requirements.

Pictet & Cie (Europe) S.A. is incorporated in Luxembourg with limited liability. It is an authorized institution within the meaning of the Banking Ordinance and a
registered institution (CE No.: AQ515) under the SFO carrying on Type 1 (dealing in securities), Type 4 (advising on securities) and Type 9 (asset management)
regulated activities.

Warning: The contents of this document have not been reviewed by any regulatory authority in Hong Kong. You are advised to exercise caution in relation to the offer.
If you are in any doubt about any of the contents of this document, you should obtain independent professional advice. Please contact Pictet HK branch in Hong Kong
in respect of any matters arising from, or in connection with this document.

Distributor: Pictet Bank & Trust Limited, where registered office is located at Building 1, Bayside Executive Park, West Bay Street & Blake Road, Nassau, New
Providence, The Bahamas.

The document is not directed to, or intended for distribution or publication to or use by persons who are not Accredited Investors (as defined in the Securities
Industry Regulations, 2012) and subject to the conditions set forth in the Securities Industry Regulations, 2012 or to any person or entity who is a citizen or resident
of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or
would subject Pictet Bank & Trust Limited to any prospectus or registration requirements. Pictet Bank & Trust Limited is incorporated in The Bahamas with limited
liability. It is a bank and trust company that is licensed in accordance with the Banks and Trust Companies’ Regulation Act and is regulated by the Central Bank of
The Bahamas. Additionally, Pictet Bank & Trust Limited is registered with the Securities Commission of The Bahamas as a Broker Dealer Il and is approved to (i)
Deal in Securities 1.(a) & (c ); (ii) Arrange Deals in securities; (iii) Manage Securities ; (iv) Advise on Securities.

Warning: The content of this document has not been reviewed by any regulatory authority in The Bahamas. You are, therefore, advised to exercise caution when
processing the information contained herein. If you are in any doubt about any of the content of this document, you should obtain independent professional advice.

8 February 2018 | FLASH NOTE - Equity markets in a new regime | PAGE 8



