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June 10, 2022 
 

Dead Wood, Controlled Burns, & Zombies 
 
Most of my readers are in California, so they are familiar with the recent history of forest fires.  
What roll climate change played in the numerous disasters is debated regularly.  What isn’t 
debated is that forest management for the past two decades has been very poor.  Due to 
environmental concerns California stopped the traditional practice of clearing forests of dead 
trees and, for the most part, stopped the practice of controlled burns (a practice Native 
Americans engaged in regularly).  Naturally, this resulted in the buildup of bone-dry kindling 
throughout CA’s forests and even semi-residential areas, creating a tinder box only in need of a 
spark.  I personally heard a rancher tell the story of how he had begged for permission to 
perform a controlled burn – a common practice in his younger years – he was denied over and 
over again; then, when the County finally relented and scheduled the burn in conjunction with 
the local fire department, was met with rain on the scheduled burn day.  He was not allowed to 
reschedule.  According to a retired fire chief, that ranch was the conduit for the Thomas Fire to 
reach Ventura, where it did the most damage.  Had that ranch been cleared of dead wood, the 
fire’s path to Ventura may have been cut off for lack of fuel to burn. Though CA Edison was 
found to be the cause of the fire’s initial start, the retired fire chief lays 100% of the blame for 
the Thomas Fire growing to such devastating proportions on the short-sighted & seemingly 
environmentally friendly policy of letting the dead wood pile up and disallowing controlled 
burns.  
 
Why do I relay all of this?  Because it provides a good analogy to what I believe has been 
happening in the Financial Markets for the past 13 years or so. 
 
One of the functions of a free and open market is to allow risk taking and creative destruction.  
New ideas battle to make their way into widespread adoption.  Revolutionary products or 
services go head-to-head with established firms and either overtake them, reach an equilibrium 
with them, or, failing to attain widespread adoption, they serve a small niche, or wither, die, 
and are cleared out.  Sometimes established firms wither, die, and get cleared out, making 
room for new growth.  This is how it is supposed to work.  This is not how it has been working 
for quite some time.  The culprit, in my opinion, is the Federal Reserve keeping interest rates so 
absurdly low for so absurdly long.  Artificially low interest rates have allowed unprofitable 
companies access to never-ending funding to keep themselves barely going.  They are termed 
“zombie companies” because, while they are still moving, they are often no more than dead-
companies-walking. Increase their funding costs and they are finished.  Keep their funding costs 
close to zero and the number of them continues to grow instead of being cleared out by the 
normal business cycle.  The more of them there are, the greater the risk to the overall economy  
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they become.  They are the uncleared deadwood in the economic forest.  They may soon start 
to burn, creating a path for the fire to spread into seemingly unrelated areas of the economy. 
 
To clarify: if interest rates had returned to normal long ago (as they should have been allowed 
to do), many of these companies would have gone under throughout the past 13 years, 
resulting in job losses for their employees and potential financial pain for those invested in or 
lending to them.  But the overall economic damage would have been spread out over time – 
creative destruction would have played its “controlled burn” role.  Now, with the sudden and 
rapid rise in interest rates (funding costs), there is a real possibility of many of them setting 
ablaze all at once. 
 
For the sake of full disclosure, this is not the first time we have seen zombie companies grow to 
high levels, nor is it the first time there have been serious concerns that they could blow up – 
none of these fears were realized in the past 13 years.  However, the reason they were never 
realized is largely because the Federal Reserve kept stepping in with the “Fed Put”, lowering 
rates in the face of a declining market.  The Fed Put has been saving zombie land continuously 
for 13 years.  In the face of high inflation, and a promise to do what it takes to get inflation 
under control, that Fed Put may very well not be in play this time around, or at least, not until 
many of the zombies are cleared out. 
 
How big is the problem?  The Russell 3000 Index has approx. 700 companies that qualify as 
zombies – that is about 23% of the entire index.  Now the Russell 3000 has a market cap of 
approx. $43 Trillion dollars.  The 700 zombies have a combined market cap of $1.7 Trillion, or 
roughly 4% of the overall index.  Sounds like a small problem.  Heck, Apple alone has a market 
cap of $2.34 Trillion so what’s the big deal?  The problem is in the number of employees these 
700 zombies have.  Apple has a significantly higher market cap and employs about 154,000 
people.  The 700 companies combined have a less-than-Apple market cap but employ 
2,500,000 people.  See the worry?  Even if 1/3 of the 700 zombies fail over the next year or so 
that means approx. 825,000 people are out of work.  With funding rates more than doubling it 
is hard to imagine a scenario in which a number of zombie companies don’t go up in flames. 
 
NASDAQ Looks to be Particularly at Risk of a Zombie Apocalypse 
 
As of March 2002, The Nasdaq Composite Index is made up of 3,379 companies.  I see 
something worrisome happening over the past few years; 
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The sudden, huge increase in the number of stocks within the index since 2020 is simply 
amazing.  This was driven by a record number of companies going public (IPO).  Check out this 
amazing chart of IPOs: 

 
The huge spike in IPOs in 2020 & 2021, while presented by some as a sign of how great our 
economy and markets are, is, in my opinion, a clear sign of irrational exuberance (which never 
ends well).  Most worrisome is the absurdly high skyrocketing issuance of SPACs (Special 
Purpose Acquisition Companies).  A SPAC is type of IPO in which investors buy shares in a shell 
company that has no actual business (yes, you read that right), but which promises to find a 
business to buy within 2 years.  Now, if a respected investment firm with a solid history of 
buying businesses and sustaining profitability offered a SPAC that would be one thing – you 
would buy-in trusting in the track record of the firm.  But the explosion of SPAC issuance in 
2020 & 2021 was driven in large part by celebrity & social media influencers.  Big names 
attached themselves to SPACs and the money flowed in, again, despite there being no 
underlying business – only a promise to acquire an existing business, which they then need to  
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run well for the whole scheme to work.  This is the definition of irrational exuberance.  And it 
relates to the zombie issue within the Nasdaq Composite Index.  If you take each individual 
company listed on the Nasdaq and divide their EBIT by their Interest expense (EBIT is 
accounting shorthand for earnings-before-interest-&-tax) you find that approx. 70% of Nasdaq 
listed companies have Interest expenses HIGHER than their EBIT, thus qualifying as zombies. 

 
Now, this does not mean that 70% of the Nasdaq is going to fail.  Most will likely survive 
through refinancing (though that is getting tougher) and/or diluting shareholders by issuing 
more shares, and/or by cutting costs to the bone (read “layoffs”).  But this situation is the 
opposite of healthy and I’d expect to see the number of companies in the Nasdaq Composite 
Index to fall as a number of the zombies will end with the controlled burn of rising rates. 
 

Strong Labor Market & Consumer – Complete Bulls#!+ 
(that’s a high-level econ term) 

 
The Federal Reserve and numerous talking heads in the media continue to refer to how strong 
the labor markets and consumers are, but there are obvious signs that both are weakening. In 
both instances they are lazily focusing on the top-line numbers and not looking under the hood.  
Reversals begin under the hood and work their way up to the top-line numbers with a lag.  Here 
is a list of some of the under the hood number regarding the labor market; 

• Those working part-time because they can’t find full-time work increased by 295,000. 
• Household survey results shows non-farm employment fell -500,000 in April & May 

(combined). 
• Small Business employment fell -91,000 in May and has lost -278,000 over the past 4 

months.  Small business accounts for the majority of jobs in the US and their jobs 
numbers are a leading indicator for employment trends. 
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• Initial jobless claims have flipped from falling to rising, and while the number is not at all 

drastic, it is the change in trend that really matters.   
• Nationally, Productivity is falling, meaning employers are getting less benefit from each 

worker.  This almost always leads to layoffs as it indicates over-hiring. 
• Productivity contracted in 2 of the past 3 quarters at an annual rate of -1.8%.  Since the 

end of WWII such a contraction has only occurred in 1960, 1974, & 1982 – all years with 
recessions. 

 
As to consumer strength, it is true, as the pundits claim, that consumer spending is holding up, 
but here again, they fail to look under the hood to see HOW consumer spending is being 
maintained.  This one chart blows the “strong consumer” mantra out of the water; 

 
 
The red line shows the personal savings rate, which spiked upwards with each new stimulus 
check as the blue line (revolving debt – think credit card [for the most part]) plummeted 
because the consumer had the “stimi-cash” to make their purchases.  Look at where the savings 
rate is now (red, bottom right) – lower than it has been in years, which means the consumer 
has already spent down what savings they had and are saving even less than they have for the 
past many years.  Revolving debt has rapidly shot back higher than pre-pandemic levels (blue, 
top right), indicating the consumer is only maintaining their spending levels thanks to higher 
credit card balances.  If the employment picture deteriorates as I believe it will, this “strong 
consumer” will be in serious trouble.  Furthermore, wages adjusted for inflation continue to fall 
– that is effectively a pay cut for nearly all workers.  Pay cuts do not strengthen the consumer. 
 
Lastly, take a look at Consumer Sentiment.  It is the lowest it has ever been since they started 
tracking – yes, worse than the Covid-period and worse than the Financial Crisis of 2008-09. 
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But fear not, Treasury Secretary Janet Yellen has assured us just the other day that “there’s 
nothing to suggest a recession is in the works”.   
 

Such a statement brings me back to a quote from former President of the European Commission, 
Jean-Claude Juncker, who, when discussing monetary policy during the debt crisis facing the 
European Union in 2011, stated, “when it becomes serious, you have to lie.”  I believe this is the 
stage we are now at.  I will listen to the words coming out of the Fed’s & Treasury’s mouths, but I 
will trust actual data, not their words. 
 
Notes on Inflation 
8.6%.  An increase despite the Fed’s rate hikes, despite all the talking heads penning articles or 
blathering on about inflation having likely peaked.  Everyone knows inflation is bad and I will 
not belabor the point by going piece by piece through the latest inflation report, but there are 
two points I’d like to address. First, there may be some relief coming from the Goods side of 
inflation. Retailers (not grocers mind you) are sitting on exceptionally high levels of inventory 
and this will lead to deep discounting in the Retail space.  This should be a relief to consumers 
but remember that it is a negative in terms of Retail sector future earnings. 
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Retail Inventory, year-over-year percent change                     Wholesaler Inventory, year-over-year percent change 

 
Source for both charts: Haver Analytics, Rosenberg Research 
 
The second point regards energy.  I believe it is still underappreciated how dire the global 
energy crisis is becoming.  As bad as things are in the US, it is even worse in Europe, and it is 
getting worse everywhere.  It has little to do with the war in Ukraine.  In fact, since the invasion 
in February, Europe is buying MORE energy from Russia, not less (and at higher prices); 

 
Much was made recently by OPEC raising its output target, which sounds like more oil should 
be entering the market.  But the reality is that OPEC was unable to meet its previous lower 
output targets.  What makes anyone think they can meet a higher target?  There are only a few 
OPEC Countries that actually have the capacity to increase output relatively quickly – most do 
not have the platforms in place to significantly increase production anytime soon.  There is no 
magic spigot.  It takes time. 
 
Here at home our storage of oil is at dangerously low levels – that declining green line (next 
page) shows 2022 thus far, and it includes the Strategic Petroleum Reserve; 



 

Main:	950	County	Square	Dr.,	Ste	106,	Ventura,	CA	93003	|	Satellite:	30343	Canwood	St.,	Ste	111,	Agoura	Hills,	CA	91301	
P:	805.765.4101	|	F:	805.379.1585	|	TEllis@GoldenOakWM.com	|	www.GoldenOakWM.com	

	
Securities	and	advisory	services	offered	through	LPL	Financial,	a	Registered	Investment	Advisor,	Member	FINRA/SIPC.	

	

 
Diesel inventories are even worse, sitting 21% lower than pre-pandemic levels.  Diesel is the 
fuel of transport and, more importantly food.  Like OPEC, the US has no magic spigot.  The 
Natural Gas & Propane situation is just as dire, and these too are vital to food production. 
 
To understand why we have such a shortage when in fact there is plenty of oil to be had 
globally, consider that oil companies have cut back massively on spending to prepare and 
extract new oil supplies over the past decade.  Ask yourself why that might be.  The short 
answer is because governments the world over have been doing everything in their power to 
end fossil fuel use.  Imagine owning a business that sells a product which world leaders wants 
to basically make illegal.  How much money would you spend to develop more and more of that 
product?  This is seriously where we are.  And what makes it worse is that developing and 
bringing to market new oil supplies takes years.  We have been discouraging fossil fuel 
production so aggressively for the past 20 years that we have “succeeded” in severely 
diminishing the amount of fossil fuel that could have been coming online for years.   
 
The supply of fossil fuel is not the only problem.  Fossil fuel must be refined into gas, diesel, 
etc… The US has not allowed a new refinery to be built since 1977. Refining capacities globally 
have fallen significantly over the past decades.  So even a sudden increase in fossil fuel supply 
would not entirely fix the problem.  In the US, refineries are running at 95% capacity, which 
though less than 100% is actually at a dangerous level.  Running too high for too long leads to 
equipment breakdowns as evidenced by recent fires at overworked refineries.  Our refineries 
are old, outdated, and too few to address our needs. 
 
This was entirely avoidable.  This is a crisis of our own making.  The human suffering that will 
result globally from decades of bad policy decisions on energy by the leaders we keep electing 
will be more significant and more dangerous than most realize. 
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Final Thoughts 
I know that the past few letters have been rather gloomy, but I cannot really apologize for that.  
My goal in these letters is to let you know what I believe is going on in the markets and 
economy, and frankly, it’s been rather ugly lately.  You may recall in my previous letter I warned 
that Bear Market rallies may sucker people in, thinking the worst is over.  Nothing I see 
indicates that the worst is over.  In fact, most of what I see points to another leg down in the 
markets.  I cannot express how much I want to be completely wrong.  But “want” is not a basis 
for honest thought.  I do believe a recession is coming (it may already be here) and given  
the inflation pressures I believe it could be an ugly one.  In Bear Markets, those who lose least 
are the winners.   
 
Preserving capital is the best way to take advantage of the next Bull Market.  That is the lens 
through which I recommend we all view the current malaise.  Yes, it is rough right now and may 
be for a while yet, but the more capital you have when the Bear has grown fat and settles down 
for hibernation, the more capital you will have with which to ride the new Bull. 
 
Thanks for Reading & Please Feel Free to Share, 
Tom Ellis 
 
 
 
 
 
Disclaimer for the legal beagles: Content in this material is for general information only and not 
intended to provide specific advice or recommendations for any individual. All performance 
referenced is historical and is no guarantee of future results. All indices are unmanaged and may 
not be invested into directly. The economic forecasts set forth in this material may not develop as 
predicted and there can be no guarantee that strategies promoted will be successful. All investing 
involves risk including loss of principal. No strategy assures success or protects against loss. 
 
The S&P 500 Index 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 
500 stocks representing all major industries. The NASDAQ Composite Index measures all 
NASDAQ domestic and non-U.S. based common stocks listed on The NASDAQ Stock Market.   
 
 
 
 


