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A back-to-school tech-led sell-off. As if markets wanted to remind
everyone the risks of interpreting stock market movements, major U.S.
equity indices had a hard day on 03 September: the S&P 500 fell by 3.51%,
the NASDAQ by 4.96% and the NASDAQ 100 by 5.23% over the day. This
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Head of Capital Markets Research happened just a day after President Trump had tweeted: “The Dow Jones
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President. With Joe Biden it would crash.” Through this correction, markets
have rekindled a long-standing question about the nature of the rally that
resumed in March: Is it a bubble or not?

The stocks that had recently led the market’s march upward are the ones
that have fallen the most since 03 September. Zoom has fallen by 9.23%,
Tesla by 16.99%, Apple by 13.63%, Microsoft by 11.34%, Alphabet-Google
by 11.14%, Netflix by 13.05%, Twitter by 10.81%, Amazon by 10.09%,
Facebook by 11.38%. Interestingly, two other recent good performers have
diverged: Bitcoin has fallen by 9.26%, while gold has gone up 0.92%. With
a loss of only 4.90%, the equally weighted S&P 500 has fallen less than the
S&P 500 (6.75%).

All this points to a tech-led sell-off. Actually, some of the stocks just
mentioned peaked earlier than the market as a whole: Tesla peaked on 31
August and has lost 25.48% since then. Apple, Netflix and Zoom peaked
on 02 September.

These companies are as good and promising today as they were
yesterday or the day before yesterday. No specific bad news, announced
or anticipated on 03 September, can justify the correction. As a matter of
fact, the literature on financial bubbles concurs on this point: leaving aside
the far-fetched explanations made up by rational expectations theorists,
financial bubbles burst without any apparent reason or trigger. What
changes when the bubble bursts is not the listed companies’ prospects, but
just the price market participants are willing to pay for them. The
experimental work of Nobel Laureate Vernon Smith has shown that
participants in asset markets are prone to inflate bubbles even when they
have perfect information about the intrinsic value of the assets they are
trading!. Why does this happen? Because investing is a competition in
which market participants are trying to second-guess each other. Like it or
not, there is nothing Mark Zuckerberg, Jeff Bezos, Jack Dorsey, Reed
Hastings, Sundar Pichai, Bill Gates, Tim Cook or even Elon Musk can do
about this source of uncertainty. That means that what a market

1 Steven D. Gjerstad and Vernon L. Smith (2014), Rethinking Housing Bubbles, Cambridge University Press.
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participant thinks about a given stock matters less, at least in the short run,
than what Mr. and Mrs. Consensus think about it. Unless and until a market
participant knows what Mr. and Mrs. Consensus have already priced in,
she doesn't know what she should know before investing.

A positive feedback loop. Designed by another Nobel Laureate, Maurice
Allais, a dynamic, non-linear learning algorithm provides a plausible
model of how people process information and learn under uncertainty. It
assumes, first, that people’s stock-return expectations are what they
remember from their experience with past returns and, second, that the
faster prices go up, the shorter the duration of their memory, or — put
differently — the shorter the relevant past. As a consequence, the more
exuberant expectations become, the more versatile or unstable they also
become, because they become increasingly sensitive to the most recent
returns. Table 1 presents what this model was telling us about the market's
psychology on 02 September, on the eve of the recent correction. Market
participants were definitely rather exuberant, which also means easy to
disappoint.

Table 1 - Equity market’s psychology as of 02 September 2020

02/09/2020 Perceived Frequency Time needed Duration Elasticity Perceived risk
return of higher to of of of loss
at annual perceived double capital perceived perceived return  at annual rate
rate (%) return (%) at current perceived return at annual rate (%)
return (year) (year) (from0to 1)
Alphabet 215 173 3.56 3.62 024 -6.8
Amazon 56.0 6.85 156 1.66 0.45 -6.8
Apple 56.7 121 1.54 158 0.47 -7.2
Bitcoin 46.1 46.68 1.83 1.79 043 -11.9
Facebook 20.9 0.10 3.65 3.64 0.24 -8.1
Gold 7.6 23.40 9.46 7.27 0.13 -3.3
Microsoft 333 22.67 241 2.50 0.33 74
Nasdag 181 7.00 417 4.00 0.22 -5.6
Nasdag100 22.7 10.44 3.39 3.35 0.26 -5.7
Netflix 46.7 21.85 181 1.86 042 -94
S&P 500 9.6 18.96 7.52 6.45 0.14 -5.2
Tesla 2282 0.19 0.58 0.60 081 -13.7
Zoom 38.7 0.56 212 1.97 0.40 -10.1

Source: Allianz Research

At annual rate, the perceived returns of the market leaders ranged
from 20.9% to 228.2%. Very rarely in the past have these levels been
surpassed: at best, 1 day at out of 5; at worst, virtually never (1 day out of
1,000). To put things into perspective, at 20.9%, a capital doubles every 3.65
years; at 228.2%, every 0.58 years (every 212 days). The past deemed
relevant to form expectations ranged from 0.6 to 3.64 years. As these
perceived returns disproportionately depended on the most recent price
movements, they were inherently unstable. At an annual rate, the elasticity
of the perceived returns with respect to actual outcomes ranged indeed
from 0.24 to 0.81, on a scale from O to 1. In other words, this set of
expectations was potentially highly unstable. Last but not least, as the
market had been going one way for some time, without experiencing large
downward corrections, the perceived risk of loss had fallen to a low level.
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With Price-earnings ratios (PE) of these market leaders still in a range of
35 to almost 2,000, there was and there still is little room left for further PE
expansion. In other words, Earnings Per Share (EPS) growth has to be the
main driver of future returns, but earnings growth in a range of 20 to 50%+
growth looks challenging. All this suggests that a large share of the U.S.
equity market was falling prey to a positive feedback loop, whereby rising
equity prices increased the risk appetite and the demand for equities,
which in turn fostered a further rises in prices. If bubbles do not inflate
forever, but finally burst under their own weight, it is probably because
there comes a time when all the potential buyers of stocks have finally
reached their limit exposure and can no longer feed the bubble with the
returns needed to validate expectations. The U.S. equity market may have
reached this point and, consequently, may keep hissing in the near future.
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These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks
and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such
forward-looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets
(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including
from natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v)
persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii)
currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax
regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures, and (xi)
general competitive factors, in each case on a local, regional, national and/or global basis. Many of these factors may
be more likely to occur, or more pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save
for any information required to be disclosed by law.
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