
1
LPL Compliance Tracking #1-652903

October 5, 2017 – A Little Too Quiet?

We hope that this letter finds you well.  We are now three quarters of the way through this year and despite a
string of catastrophic natural disasters, continued legislative gridlock in Washington and increasing tensions
on the Korean Peninsula, the risk markets continue their relentless march higher.

According to LPL Research, our current streak of more than 230 days without a 3% correction in the S&P 500*
index is just eleven days shy of the record set in 1995-1996.  We’ve now gone more than 15 months without a
5% correction, which has only occurred three other times in US market history.  September marked the 11th

consecutive month of gains for the S&P 500, which hasn’t occurred since 1959 and has only ever been
surpassed by a 12-month stretch ending in March 1936.

The S&P 500 has experienced a 1% or greater daily move in either direction only eight times this year.  We
have to go back to the mid-1960’s to find such a dearth of daily price swings.  The market’s max peak-to-

trough drawdown in 2017 of just 2.8% so far is the
lowest ever recorded.

The Chicago Board Options Exchange (CBOE) uses
the implied volatility of a range of S&P 500 index
options (which can either be defensive hedges or
speculative bets) to construct a Volatility Index
known as the VIX, which shows the market’s
expectations of 30-day volatility.  As can be seen in
the graph on the left, the VIX is a noisy indicator
but is an effective way to gauge extremes in
investor complacency and fear.

The depressed level of the VIX so far in 2017 has
been unprecedented, indicating a never-before-seen
level of investor complacency.  This year the VIX
has closed the trading day in single digits an
amazing 27 times, something it did just nine times
in the 27 years from 1990-2016, and a shocking 22 of
the 25 lowest VIX closes ever recorded took place
in just the last five months.  Today, October 5th, the
VIX set yet another record by closing at 9.19, the
lowest close in the history of the index.  The image
of a coiled spring comes to mind.
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This market appears to be bulletproof, and investors and speculators are behaving as such.  The ratio of S&P
500 to money market funds is higher now than it was during the 1999-2000 tech bubble and the highest since
the early 1980’s, when money market funds were receiving interest rates in the low-to-mid teens.  Investors
appear to have no fear.

CNNMoney tracks seven indicators of the stock market (momentum, relative strength, breadth and volatility)
and investor behavior (demand for market hedges, safe-haven assets and junk bonds) and combines them to
come up with their Fear & Greed Index.  From the CNNMoney website:

Investors are driven by two emotions: fear and greed.  Too much fear can sink stocks well below where they should
be.  When investors get greedy, they can bid up stock prices way too far.  So what emotion is driving the market
now?  CNNMoney’s Fear & Greed index makes it clear.

The current Fear & Greed Index reading of 95 out of 100 is the second highest reading ever, which reminds us
of one of Warren Buffett’s most quoted aphorisms: “Be fearful when others are greedy and greedy when
others are fearful.”

A prudent investor such as Warren Buffet would be justified in wondering how long this historic streak of
depressed volatility and investor complacency can continue and whether recent stock gains can be justified by
the underlying economic fundamentals.  Is this the calm before the storm, as it was in 2007 when the VIX
experienced its most recent string of single digit closes?  Are things perhaps a little too quiet?

In past letters we have referred to the work of famed economist Hyman Minsky (1919-1996), whose “financial-
instability hypothesis” regained notoriety in the wake of the 2008 Global Financial Crisis.  A brief summation
of his hypothesis from a June 30, 2016 article in The Economist (emphasis added is ours):

[Minsky’s “financial-instability hypothesis”] is an examination of how long stretches of prosperity sow the
seeds of the next crisis, an important lens for understanding the tumult of the past decade… Minsky started
with an explanation of investment.  It is, in essence, an exchange of money today for money tomorrow.  A firm
pays now for the construction of a factory; profits from running the facility will, all going well, translate into
money for it in coming years.  Put crudely, money today can come from one of two sources: the firm’s own cash or
that of others (for example, if the firm borrows from a bank).  The balance between the two is the key question for
the financial system.
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Minsky distinguished between three kinds of financing.
The first, which he called “hedge financing”, is the safest:
firms rely on their future cashflow to repay all their
borrowings.  For this to work, they need to have very
limited borrowings and healthy profits.  The second,
speculative financing, is a bit riskier: firms rely on their
cashflow to repay the interest on their borrowings but must
roll over their debt to repay the principal.  This should be
manageable as long as the economy functions smoothly, but
a downturn could cause distress.  The third, Ponzi
financing, is the most dangerous.  Cashflow covers neither
principal nor interest; firms are betting only that the
underlying asset will appreciate by enough to cover their
liabilities.  If that fails to happen, they will be left exposed.

Economies dominated by hedge financing – that is, those
with strong cashflows and low debt levels – are the most
stable. When speculative and, especially, Ponzi
financing come to the fore, financial systems are more
vulnerable.  If asset values start to fall, either because of
monetary tightening or some external shock, the most
overstretched firms will be forced to sell their positions.
This further undermines asset values, causing pain for even
more firms.  They could avoid this trouble by restricting
themselves to hedge financing.  But over time, particularly
when the economy is in fine fettle, the temptation to take on
debt is irresistible.  When growth looks assured, why not
borrow more?  Banks add to the dynamic, lowering credit
standards the longer booms last.  If defaults are minimal,
why not lend more? Minsky’s conclusion was
unsettling.  Economic stability breeds instability.
Periods of prosperity give way to financial fragility.

Minsky’s hypothesis was used to explain the excesses that
led up to the 2008 Financial Crisis, as Wall Street banks

and greedy investors had been caught engaging in what Minsky referred to as Ponzi financing to maximize
profits, all the while over-exposing themselves to the eventual drop in home prices and the debt instruments
that financed the boom.  The forced selling that resulted cratered the global economy.

With that painful experience in mind, the charts above paint a disturbingly familiar picture.  Corporations
currently have the largest aggregate cash flow deficit on record.  The percentage increase in corporate debt
since the peak of the last expansion in 2007 has outpaced every expansion since World War II and the last three
times the ratio of debt to internal funds was this high the economy was either already in or very near to
recession.  If the debt build-up prior to 2007 qualified as Ponzi finance, shouldn’t this?
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Stock investors have also used this period of financial
stability to lever up.  The total amount of margin debt in
trading accounts is higher than it was at the 1999-2000 peak.

As Minsky suggested, if this period of unprecedented calm in stock markets comes to an end it is likely to do
so violently, as debt-laden traders become forced sellers.

What could serve as more fuel for the fire of even a modest market correction is the fact that speculators are
more net-short the VIX then they have ever been.  This means that an incredible amount of money has been
wagered that the VIX will remain low or continue to head lower.  If stocks sell off and the VIX subsequently
rises, even modestly, those short VIX positions will have to be covered to limit losses, which will drive the VIX
higher, triggering automated sell programs and thus driving stocks lower.

It appears to us that Minsky’s financial instability hypothesis is likely to be proven correct again, but we of
course don’t know when the return of instability is likely to occur.  October is historically the most volatile
month of the year, with big swing days the most likely to occur.  It will be interesting to see if the complacency
continues or if something is able to wake this sleepy market in the next few weeks.
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Even if this month comes and goes with no fireworks in the equity markets, there are several headwinds that
have us convinced that now is not the time to be adding to equity exposure.  The first is simple demographics.
As depicted in the chart on the top left, there are currently over 20 million baby boomers aged 65 or older, and
that number is going to steadily increase for the next several decades.

The potential implications for the stock market can be seen in the chart on the top right.  Historically, as
investors move from their peak earning years to their retirement years they reduce their exposure to equities in
an effort to minimize portfolio risk.  As a further sign of investor complacency, Baby Boomers as a group
currently have approximately 70% of their investment assets allocated to stock, according to Maulden
Economics.  At some point, either as a result of a return of market volatility or some other “aha” inducing
event, these investors are likely to realize that their nest eggs are greatly at risk and it is time to correct that
situation.

In addition, the first Baby Boomers turned 70 last year, which means that for the foreseeable future they are
going to be forced sellers in order to meet their IRS mandated Required Minimum Distributions each year.
This age-related selling is likely to be a headwind for the stock market for the near future, and student-debt

laden Millennials are not yet in a position to pick up the slack.

This brings us to our second headwind, one which you’ve heard us
rail about repeatedly in past letters: overvaluation.  By virtually any
measure, the S&P 500 is more overvalued than at any time in
history, with the exception of a few months at the peak of the 1999-
2000 tech bubble.  Median valuation for the companies in the S&P
500 has long since surpassed even that peak by a large margin.  As
we’ve witnessed firsthand, an expensive market can become more
expensive in the short-term, but history suggests that the medium-
term return prospects from these levels will be abysmal.



6
LPL Compliance Tracking #1-652903

The third likely headwind for stocks in the near future, and the last we’ll focus on in this letter, is the pending
unwind of the largest monetary policy experiment in global history.  The following is an excerpt from a
September 21, 2017, article on MarketWatch.com:

As the Federal Reserve prepares to begin paring the size of  its $4.5 trillion balance sheet next month, analysts at
Deutsche Bank this week warned that what they have dubbed the “great central bank unwind” is one of several
candidates for creating the next financial crisis.

“When looking for the next financial crisis, it’s hard to escape from the fact that we’re seemingly in the early
stages of the ‘great unwind’ of global monetary stimulus at the same time as global debt remains at all-time
highs following and increase over the past decade – at the government level at least – which has been uparalleled
in peacetime history,” wrote strategists led by Jim Reid in an 88-page study entitled, “The Next Financial
Crisis.”

The wide-ranging report examines other potential sparks for the next financial cataclysm, including political
turmoil in Italy, a potential “China crisis,” the rise of populism and the impact of Britain’s formal exit from the
European Union.

As for the unwind, the Fed, as expected, formally announced it would begin the slow wind-down of its balance
sheet in October.  The balance sheet grew to gigantic proportions as a result of an aggressive asset-buying
program designed to push down long-term interest rates, push investors into riskier assets, spur investment and
underpin a then-crisis-stricken economy…

The analysis pointed to the charts [above], showing real adjusted balance sheet size of the four largest developed
market central banks through history.  The analysts argue that it’s more than a monetary phenomenon.
Throwing in the cumulative government budget deficits of the US, UK, Japan and the eurozone since 2008, they
come up with a totoal combined QE and fiscal-stimulus sum of $34 trillion.

“In the end, $34 trillion of stimulus and QE has delivered only very low growth, subdued inflation and sky-high
asset prices around the globe,” they wrote.  “This is unprecedented territory and how can anyone estimate what
the fallout will be when we normalize again?”
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…The ratio of Group of Seven government debt to gross domestic product is now at a peacetime peak, while
interest rates within the past year have hit multi-century, all-time lows.  In fact, both the base rates and long-
term yields across a swath of the world have fallen into negative territory.

The strategists argue that when thinking about the
possible cause of the next financial crisis, it would pay to
consider “that we are at a unique point in time with
regards to the relationship between debt, interest rates
and central bank balance sheets,” they wrote.  That means
the unwind of QE is a “journey into the unknown and
history would suggest there will be substantial
consequences of the move especially given the elevate level
of many global asset prices,” the strategists said.

Even if the unwind stalls or the economy unexpectedly
weakens “we will still be left with an unprecedented
global situation and one which makes finance inherently
unstable even if we are currently living in the lowest
volatility markets on record.”

The Fed is widely expected to raise the fed funds rate
one more time this year, and signaled at their most
recent FOMC meeting an intention of raising three
times in 2018.  With the corporate sector as indebted as
it is, what is likely to be the effect on their bottom line if
an already rising debt service ratio is pushed still
higher?  Corporate capital expenditures, which are
investments in actual fixed assets like land and
equipment (as opposed to the financial engineering
they’ve been primarily spending on in recent years), is
already looking recessionary.  The Fed’s intended
monetary tightening, in the form of higher rates and a
shrinking balance sheet, could be the nail in the coffin
for this eight-year old economic expansion, which is
already the second longest in history.

A recession with asset levels as stretched as they are
could be disastrous for investors.  The average bear
market during recession trims 32% off of stocks and
lasts about 15 months.  With investors as confident and
complacent as they are now, with margin debt where it
is and with speculators piling in to short the VIX, the

next downturn could be considerably steeper than the historical average.  Those investors hoping to eke out a
few more percentage points of gains and then sell at the first sign of trouble may find themselves part of a
large group attempting to exit through a very small door.
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This month marks the 30th anniversary of the October 19, 1987, stock market event known as Black Monday.
From a recent article in The Intelligent Investor:

With stocks hitting all-time highs this past week and the calendar just about to flip to October, think 30 years back
with me to Friday, Oct. 16, 1987.  The stock market is up more than 30% for the year so far.  But traders are jittery:
Interest rates are rising, tax rates are in flux and the US is bickering with international trade partners and
skirmishing with Iran… The Dow Jones Industrial Average* falls a record 108.35 points on unprecedented volume
of nearly 339 million shares…

Then comes Monday.  In New York, the Dow drops 208 points in the first 90 minutes, triggering a wave of
selling by institutional investors using a technique called portfolio insurance to minimize losses.  Futures
traders in Chicago, who would normally buy, step back, expecting a further fall.

By day’s end, the Dow has fallen 22.6%, “the worst day in Wall Street history,” as journalist Diana Henriques
calls Oct. 19, 1987, in her excellent new book, “A First-Class Catastrophe.”  An equivalent drop in 2017 would
hack more than 5,000 points off the Dow in a day…

But no one knows for sure what caused it, or the far more devastating crash of 1929 either…  History does offer a
few lessons…  Above all, says Staley Cates, vice chairman of Southeastern Asset Management in Memphis,
Tenn., “don’t be afraid to hold cash.”  On Oct. 19, 1987, he and his young colleagues clustered around a
Quotron machine putting in buy orders as they watched the market crash, “and the ultimate comfort we had that
day was holding 25% or 30% of our portfolios in cash.”

Without it, “we couldn’t have bought stocks,” he says.  Having the cash to buy when others are selling is the
surest source of courage in a crash.

We’re with Staley Cates.  There is no way to know when this priced-for-perfection equity bubble will pop, but
with history as our guide we are confident that it eventually will.   With the VIX at unprecedented levels,
global debt at unprecedented levels, equity valuations at or near unprecedented levels, investor confidence
and complacency at unprecedented levels, we would suggest that the most prudent course of action would be
to maintain an allocation to cash that is at or near unprecedented levels.  That way we will be prepared when
everyone else is fearful and it is our turn to be greedy.
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Please feel free to share this newsletter and do not hesitate to call or email with any questions or comments or
to schedule a face-to-face portfolio review.

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1

*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded
on the New York Stock Exchange and the Nasdaq.  Indices such as the S&P 500 Index and the Dow Jones Industrial
Index are unmanaged and investors are not able to invest directly into any index.  Past performance is no guarantee of
future results.

The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your
financial advisor prior to investing.  The economic forecasts set forth in the presentation may not develop as predicted and
there can be no guarantee that strategies promoted will be successful.

All indices are unmanaged and cannot be invested into directly.


