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A Few Notes on the Market Sell-Off 
Depending on whom one reads there are explanations galore to satisfy any particular bias one may have 
about the market sell-off.  From one standpoint it was pretty historic to see the floor seemingly fall out 
from under the market.  From another standpoint, how bad could it have really been given the market is 
basically flat for this very young year? 
 

In my January newsletter I stated;  
 

“A second concern is the complacency in the equity markets after a 9-year Bull Run coupled with 
what are still high valuations. This is not so much of a concern for the market rolling over into full-on 
Bear Market territory (-20% or more), but more as a reminder that a pullback should be expected. 
Frankly, we should all be rooting for one so the market can let off some steam and those who have 
missed the Bull Market can jump in, creating a broader base of support off of which to move into the 
next rally. We haven’t even had a mini-correction (-5%) since very early in 2016.” 
 

And, “Again, my advice is to not be afraid of an overdue pullback…” 
 

Now, to be perfectly honest, while I did expect a pullback, I did not expect another “flash-crash”.  
Some of the things that happened are worrisome and validate the fears some have expressed 
regarding the “over-financialization” & proliferation of very complex tradeable investment 
products. Some of this is complicated, but it has a direct effect on YOUR investments. 
 

First among these is trading the VIX.  The VIX is a volatility index that historically has provided a way 
of tracking how much volatility there is in the equity markets.  The lower the VIX reading, the lower 
the volatility.  Now, volatility has been falling for years in the markets and some product pushers 
honed in on a way to profit from it – they created an investment vehicle whose performance is tied 
to the movement of the VIX.  Now before going further ask yourself what you are actually investing 
in here.  The VIX is not an index like the S&P500 that holds actual companies with actual value and 
cash-flow – the VIX itself is a derivative, literally a measuring tool like a ruler, so any investment 
product linked to the VIX is a derivative of a derivative.  In my book that makes investing in a VIX-
linked product pure speculation, not investing.  Anyway, to make a long story short, most people 
who invested in the VIX-linked products used them to short the VIX – meaning that as long as the 
VIX (volatility) kept falling, their investment would increase in value, and it did, for a LONG time, 
until it didn’t.  One of the most popular VIX-linked products is the ProShares Short VIX Short-Term 
Futures (SVXY).  Here is the performance chart since inception; 
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Given the obvious inherent risk in such a speculative investment you would think only idiots would have 
invested in such a scheme.  Unfortunately you’d be wrong.  Among the top-10 holders of SVXY are 
Credit Suisse, Morgan Stanley, Harvard Management, and Goldman Sachs.  On the flip side, you might 
think that, given the complexity of this investment product that mom-and-pop investors would never 
think of touching it.  Again, unfortunately you’d be wrong.  Like Bitcoin, investing in the “right” VIX-
linked products made a number of new very wealthy mom-and-pops – they are wealthy no more.   
The action of the VIX affects far more than just VIX-linked product performance.   
 

There are 100’s of Billions of dollars invested in strategies that use VIX action as a trigger that generates 
computer-based buying and selling.  The spike in the VIX caused many of these strategies to trigger a 
tsunami of selling, causing the VIX to spike higher, causing more triggered selling…you get the point.  [as 
a side note, notice that the buying and selling within these strategies is governed by volatility readings  – 
NOT by any FUNDAMENTAL data regarding the companies being bought or sold (indeed, most of them 
use indexes anyway, which is already a view of investing that says fundamentals do not matter)]. 
 

Now hopefully you can see how these types of investment products and strategies affect YOUR 
investments even if you are not invested in any of them.  These highly-complex, little understood 
derivative-of-derivative investment products have outsized effects of the markets, causing pain to 
everyone all so a few can make money off of selling products they don’t even understand themselves 
(some have literally gone to $0.00 – utterly wiped out in 2-days after 6 years of 1,000%+ performance).  
How in the world the Securities & Exchange Commission even allowed these products to see the light of 
day, ignoring the warnings of many, is a scandal in itself. 
 

OK, down from my soapbox…I remain cautiously optimistic for the year ahead in the markets because I 
do believe fundamentals matter and the fundamentals of the US Economy continue to look strong.  I will 
still not be surprised to see some more pull back in equity prices before the next leg up takes hold.  
However, I much prefer a run of the mill correction to a derivative & computer-based-model self-off. 
 

Thanks for Reading and Feel Free to Share! 
Tom Ellis 
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