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An Abundance of Volatility Indicators - Market Commentary

June saw the continuation of established market trends globally, read the US. The
Information Technology sector returned +8.7% led by Nvidia at +12.7% which was helped
by a stock split. The Tech rally ensured continued US outperformance where most other
markets were negative.

Within the US, as one would expect, the Nasdaq was almost double the S&P 500 at +6.3%
vs +3.6%. Also unsurprisingly, Growth outperformed Value at +4.8% vs -0.9%.

Emerging Markets outperformed Developed Markets at +3.9% vs +2.0%. The US was the
only large market to perform well within the MSCI World Index, along with a handful of
smaller markets.

Locally sentiment and market performance were driven by the formation of the
Government of National Unity. The USDZAR appreciated leading to yet stronger USD
returns. To date however our market continues to lag other Emerging Markets as well as
Developed Markets.

Also, in our view it remains to be seen how stable the GNU will be and how well it is able
to deliver.

The various market returns are summarised in Table 1 below.
Table 1. South African and global equity returns (USD) for June 2024*

Jun-24 YTD 2024

FTSE/ISE ALSI (ZAR) 4.1% 5.8%
FTSE/JSE ALSI (USD) 7.3% 5.9%
MSCI World 2.0% 11.7%
MSCI EM 3.9% 7.5%
MSCI Value -0.9% 6.2%
MSCI Growth 4.8% 17.2%
S&P 500 3.6% 15.0%
Nasdaqg 100 6.3% 17.5%

*Total return indices, Source: Factset

Regarding the US economy there now appears to be a widespread perception that the
risks of a slowdown have reduced. A recent Bankrate (a US personal finance company)
economist survey shows the perceived probability of a recession to have halved from Q1
2023. The results of the survey are set out in Chart 1 below.
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Chart 1. Bankrate economist survey on the probability of recession
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Note: Figures reflect average forecast among respondents.
Source: Bankrate First-Quarter Economic Indicatory survey, March 2024

We suspect perceptions are misguided. As relatively strong economic data continues to
emerge from the US, we think it is only now that the real risk of market volatility is
presenting itself. Why so?

1. Long and variable lags of monetary policy

Academic literature on the subject suggests a slowdown begins 12-18 months following
the peak in interest rates. The Fed rate peaked (assuming no further increases) around
mid-year last year, so 12-18 months is now through to the end of the year

2. The Fed rate is correlated to market volatility

We are hesitant to use the word “cause” but consider Chart 2 below on the Fed rate vs the
Volatility (VIX) index. The data set in the chart is limited to two instances of Fed rate rises
and market volatility and the current case a third. The data can be extended by a further
two data points by considering a longer history but nevertheless remains heavily
constrained. The causality is also subject to debate but the correlation is certainly eye-
catching.

Chart 2. Fed Funds rate vs the VIX
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Source: Factset

A further point to note per Chart 2 above is that volatility historically has increased
following Fed rate cuts.

3. Central Bank liquidity

Chart 3 below presents another comparison which has gained ground in recent months -
the correlation of central bank assets to market performance. Central bank assets are a
proxy for central bank liquidity — central banks engage in open market operations and buy
and sell (non-equity) securities to supply and drain the economy of liquidity. The causality
involves the money injected into the economy from open market purchases finding its way
into equity assets.

There was a case for this argument in 2019 when the Fed was tapering. There is also an
argument, we think, now, as the post-Covid liquidity is being reversed.

Chart 3. Top 3 central bank reserves vs Nasdaq performance

Chart 3: CB liquidity/Nasdaq correlation has broken down this year
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4. Yield curve inversion

This is a well-covered topic. The point we would like to highlight however is that the
inversion disappears before the recession starts i.e. the Fed can be expected to lower rates
first, no doubt accompanied by market approval, before a slowdown impacts profitability
and valuation multiples.

The historic yield inversion is presented in Chart 4 below.
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Chart 4. Yield curve inversion
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Over and above these market volatility indicators, there are several economic indicators
suggesting an uncertain path ahead.

What story does the Equal Weighted Index tell?

Finally we consider the S&P 500 and S&P 500 Equal Weighted Index. This is a common
comparison and the suggestion is that if the S&P 500 is outperforming then the market is
being led by the largest shares. This is then put forward as evidence of a forthcoming
market correction since few stocks, albeit the largest, are driving new highs.

Examination of the two indices does not necessarily support the argument. Chart 5 below
compares the two over the long term.

Chart 5. S&P 500 vs S&P 500 Equal Weighted
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Source: Factset

Per Chart 5 above, if anything, the equally-weighted index has outperformed historically.
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A shorter term comparison over 5 years, presented in Chart 6 below suggests that the
S&P 500 has been outperforming since 2023. This has no doubt been driven by the larger
stocks but we hesitate to draw a firm conclusion about market direction from it. There is
a possible case for the larger stocks to derate on a relative basis however we consider
arguments for this to be tenuous and do not detail them here.

Chart 6. S&P 500 vs S&P 500 Equal Weighted over 5 years
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Overall we have adopted a cautious stance with a view that the second half of the year
carries the possibility of not-immaterial volatility.



