
The following contains a brief discussion of the equity markets from Senior Quantitative Analyst, Charles Clavel, CFA. 

The Return of Volatility  

After a couple of years of above average returns with little volatility, it would be reasonable to expect the market to     

deliver in 2025 a return that is more inline with historical averages (regression to the mean), and potentially with higher 

volatility. 

One source of market volatility lies in potential shocks or shifts within the AI theme, since the Magnificent    

Seven represent a very large percentage of market benchmarks (29% of the Russell 3000®, 53% of the Russell 

3000® Growth), and are major contributors to the overall US market’s valuation multiple and earnings growth.  

Since the release of ChatGPT, the companies that are driving the buildup in AI capabilities have experienced strong and 

steady momentum in their stock price. However, the release by a Chinese company – DeepSeek – of AI models whose 

performance is on par with that of the latest ones from OpenAI (GPT-4o and GPT-4o1) has sent shockwaves in the 

world of US tech, with many AI stocks experiencing significant declines on January 27
th
. What shocked investors was 

that DeepSeek was able to develop its V3 and R1 models without having access to the latest NVDIA chips (which 

are banned from export to China), and presumably at a fraction of the cost and compute of OpenAI’s and Meta’s models. 

Some commentators saw a throwback to the Cold War era when the launch by the USSR of the first artificial Earth    

satellite – Sputnik – in 1957 took the US defense establishment by surprise and stoked fears of the US lagging in the 

space race. 

The paradigm that has dominated the thought process in the AI community finds its source in a blog post by computer 

scientist Rich Sutton in 2019 called “The Bitter Lesson”: “The biggest lesson that can be read from 70 years of AI 

research is that general methods that leverage computation are ultimately the most effective, and by a large 

margin”. In other words, general methods (like the transformer neural network architecture) combined with massive 

amounts of compute – provided by cutting edge NVDIA chips – is the best way to achieve more advanced AI. It triggered 

a race by the hyperscalers to secure as many of those advanced chips as possible, with little regard for the cost. Since 

NVDA has a monopoly on those chips and China can’t access them, it instilled a sense of confidence that (1) 

China would not be able to catch up in the AI race and (2) we would be able to achieve human or super-human 

intelligence in a relatively short timeframe.  

Magazines’ and business books’ covers can provide insights into sentimental extremes regarding a given theme, person 
or company. Journalists feel confident to put CEOs or companies on the cover of their publication only after they have 
achieved substantial amounts of success, by which time their momentum is near the end. The cover of the latest issue 
of Bloomberg Businessweek on Sam Altman with his stated goal of achieving super-intelligence and the recent 
book (published on December 10th) on the story of Jensen Huang and NVIDIA showcase the prevailing           
extremely positive sentiment on the AI theme. 
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Another indicator of bullish sentiment on AI is the acceleration in the issuance of new AI-themed ETFs, which is 
notable since Q2 2024. 

 

 

 

 

 

 

 

 

Flows into AI ETFs have also been pretty robust since the release of ChatGPT, with a noticeable acceleration in 
the past 3 months. 

 

 

 

 

 

 

 

 

 

The past couple of years have also seen the advent of single stock leveraged ETFs, which have been popular among 
retail traders. The table below shows the stocks that are the underlying assets behind currently available leveraged    
single stock ETFs. The list includes many names that are related to AI. 
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The initial reaction to the announcement of DeepSeek’s models was primarily to minimize the significance of the 

achievement. Their methods are not revolutionary. They under-estimated their training costs. Their models’ performance 

is over estimated. They violated the US export ban. They stole intellectual property from OpenAI. While it is very possible 

that the true cost or amount of compute involved in developing those models are greater than what the company pub-

lished in its research papers, it remains that it was able to achieve performance like OpenAI’s models with much 

smaller amounts of compute. As to the IP theft rationale, it refers to the practice of “distillation”, which consists of using 

the output of an existing model to train your model. It could be considered “free riding”, but it is widespread practice in 

the AI community. The reality is that faced with limited compute resources, DeepSeek couldn’t follow the paradigm 

mentioned above. They had to deploy innovations that could help them make the most efficient use of their 

hardware, including for example a mixture-of-experts architecture (with sub-models that specialize in specific areas) and 

custom programming to optimize how GPUs communicate with each other.  

The strong performance of the V3 and R1 models has led the market to question, on January 27
th
, whether AI compa-

nies’ large capital expenditures were justified. As shown below, infrastructure related stocks had the worst perfor-
mance that day. By contrast, AI security fared best, with a slightly positive return on average. However, in the 
subsequent 3 days (Jan 28-30), the market recovered most of the ground lost on the 27

th
, and so did many of the AI 

stocks. The chart is based on a universe of 180 AI related US stocks created from the holdings of AI themed ETFs, 
which were then classified into several buckets: “infrastructure” (semis and hardware industry groups), “transformed by 
AI” (AI themed stocks outside the tech sector), “AI providers” (MSFT, META, GOOGL), “AI Security” (software stocks 
that belong to both an AI ETF and a Cybersecurity ETF), and “Software ex. Security”. 

 

 

 

 

 

 

 

 

 

The chart below further illustrates the contrast in the behavior of infrastructure vs. security stocks. While most security 
stocks experienced moderate declines at worst and recovered most of those declines, many infrastructure stocks have 
not recovered the initial drawdown from Jan 27

th
 in the subsequent 3 days. 
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The large declines by some AI stocks on Jan 27th can be in part explained by the high investor expectations 
placed upon those stocks. I created a crowding score which consists of an equally weighted mix of 3 indicators: price 
momentum since the beginning of the current bull market in October 2022, FY2 vs. FY1 revenue growth expectations, 
and the percentage of sell-side analysts with a “Buy” or “Overweight “rating on the stock. The crowding scores are     
normalized relative to the Russell 3000® Growth universe. The AI stocks that have experienced the most negative 
returns on Jan 27

th
 tend to have elevated crowding scores. Across the 180 AI stocks, the correlation between the 

crowding score and the Jan 27
th
 return is -0.4. The table below the chart shows the 15 most and least crowded              

AI-themed stocks. Note that there are a few exceptions of AI stocks with high investor expectations that did not crash 
that day, including AXON and NOW. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Since December 2022, AI providers have been by far the best performing bucket. By contrast, stocks that are 
poised to be transformed by AI have not been rewarded to the same extent, probably as investors wait to see the 
results of investments in AI. 

 

 

 

 

 

 

 

 

For now, the impact of the DeepSeek announcements seem to have been short lived, but there could be further         
implications in the long run. They show that high quality AI models can become more broadly accessible at a lower 
cost, which would accelerate broader AI adoption. If the Jevons paradox holds, the rise in demand for AI would 
outweigh the gains from deploying AI more efficiently, resulting in higher demand for hardware, data centers, 
and the electricity powering them. But the biggest beneficiaries from a rise in AI efficiency would be the       
companies in the “transformed by AI” bucket, which could use these new tools to disrupt the industry they operate in. 
One company that may face challenges is NVIDIA: its pricing power and its 75% gross margins may be under attack, as 
some of its customers could be content with not getting the latest generation of GPUs. 
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Another source of market volatility lies in the uncertainty around the policies of the Trump administration, espe-
cially regarding tariffs, immigration, and cuts/freezing of government spending. So far, there have been drastic 
policy announcements with little warning, which makes it difficult for investors to assess their impact. Regarding govern-
ment spending, a priority of the Trump administration is to break away from the fiscal dominance regime the US finds 
itself in, where spending is at such levels that the Fed is struggling to bring back inflation to its 2% target in spite of its 
high policy rates. While making the government more efficient is likely to be beneficial in the long run, there could be 
meaningful pain in the near term. Over the past 2 years, government (including federal, state and local, mostly 
skewing towards the latter) has represented ~25% of the changes in nonfarm payrolls. A sustained freeze (or 
cuts) in federal funds disbursed to state & local governments could have a significant impact on the job market 
and the economy, and thus on financial markets. 

 

 

 

 

 

 

 

 

 

In addition, an array of indicators suggest that the job market is actually weaker than what the payroll survey im-
plies. The Conference Board’s survey includes questions about jobs being plentiful or hard to get, and its indication (the 
chart shows the % difference between the proportions of respondents who think jobs are hard to get vs. plentiful) tends 
to lead the unemployment rate. Since 2022, this indicator has degraded substantially more than the unemployment rate 
(even though it is still far from extremes). 

 

 

 

 

 

 

 

 

 

While some economists believe that fiscal restraint is what could push the US economy into a recession, the KKT index, which 
measures the relative proximity of current economic conditions to periods of robust economic growth vs. recessions has been declining 
from its peak in August 2024 – when 60% of Americans believed the economy was in recession – and is at its lowest level since 
7/2023. While it remains elevated, the trend over the past 6 months suggests that the economy is in the last innings of a reces-
sion (or period of slow growth), not entering one. However, while we can see light at the end of the tunnel, policy uncertainty could 
make the last miles bumpy. 
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While far from the valuations reached by the Magnificent 7, the median price-to-sales ratio of small & mid cap 
growth stocks is now clearly above the historical range given the current level of the 10-year yield. Over-valued 
markets often lead to poor subsequent market returns, but valuation measures are not effective market timing indicators.  

 

 

 

 

 

 

 

 

 

 

In spite of the recent negative market action, the average pairwise correlation of stock returns is near the long term medi-
an, suggesting that investor sentiment remains favorable. 

 

 

 

 

 

 

 

 

 

With regard to styles, the best performing cohort last month has been large caps. By contrast, small caps, high 
volatility and junk stocks have underperformed materially. 
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Source: St Louis Fed’s ALFRED database, Robert Shiller’s data (http://
www.econ.yale.edu/~shiller/data.htm), Bloomberg, SIMG Analysis. The meth-
odology behind the KKT model is explained in the research paper below:A 
NEW INDEX OF THE BUSINESS CYCLE by William Kinlaw, Mark Kritzman, 
and David Turkington 
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The top ranked stocks in terms of realized sales growth, gross profitability, and price-to-sales have outperformed in Jan-
uary, while high expected growth stocks (FY2 vs. FY1) have underperformed. High price momentum stocks have also 
performed better than the overall market, though most of this outperformance was driven by the last 4 days of the month 
(Jan 28-31). 

 

 

 

 

 

 

 

However, our momentum timing signal indicates that high momentum stocks may under-perform in February, as 
a result of the high 12-month momentum of the momentum factor, the high return dispersion within the cross section of 
stocks and the high volatility of the momentum factor. 
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please  see  us at   

This report was prepared by Stephens Investment Management Group, LLC. It is based upon sources and data believed to be 
accurate and reliable. Opinions and forward looking statements expressed are subject to change without notice. This         
information does not constitute a solicitation or an offer to buy or sell any security. 
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