Volatility: The Old Normal
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Investors were lulled into complacency in 2017 as volatility
sleepwalked throughout the year and markets consistently
rose. Sleep walking volatility has been replaced by night
terrors in 2018 as volatility has spiked causing investor
consternation. The level of implied volatility (measured by
the VIX), however, is simply returning to historical levels.

Volume 9, Issue 5

making changes to their asset allocation that determines
whether or not they successfully navigate higher volatility.

Risk tolerance is an emotional gauge that is often
misunderstood and improperly utilized because it is not
constant. When markets are rising investors tend to be
more comfortable with equity market risk suggesting a risk
Through April 20th there have
tolerance sufficient to handle
“Sleep walking volatility has been volatility and drawdowns.
been 28 days where the S&P
500 has closed 1% higher or
When the markets turn lower,
replaced by night terrors in 2018.” particularly in a dramatic
lower than the previous close.
There were only 8 such days in
fashion, the appetite for risk is
all of 2017. Of the 1% daily moves, they are almost equally diminished often leading investors to buy as prices are rising
split between gains and losses with 15 rises and 13 drops. and sell when prices are falling; the opposite of Investment
When looking at 2% daily moves, of which there were none Rule #1 – Buy low and Sell high.
in 2017, volatility tells a different story. There have been 8
days already in 2018 where the closing price was more than Analysts from Credit Suisse published research on a
strategy they called Fly to Safety where when volatility was
2% changed and 7 of those were negative.
at the 75th percentile or
The relationship between
higher they sold the S&P 500
volatility and market returns is
and bought T-bills until
complicated. First, implied
volatility returned to the lower
volatility
is
based
on
3 quintiles. As expected, the
imbalances between supply
annual average return of that
and demand as reflected in
portfolio was lower than
option pricing compared to
simply
holding
equities
historical or statistical volatility
through periods of peak
that measures actual price
volatility generating 8.22%
movement of a security or
total return versus 9.75%
market. Second, the time
total return for a passive
period that volatility is being
investor.
However,
the
measured can change the
standard deviation of the
narrative significantly.
portfolio dropped by more
than one-third from 18.7 to 12.2. Investors who are retired or
As the chart indicates, there is a strong correlation between prone to lose sleep over large short-term portfolio losses
higher short-term volatility and market drawdowns. When may be more likely to find the reduction in risk worth the
trailing monthly volatility is in the highest quartile, there is a slightly lower expected returns.
nearly 60% chance of the following month returns being
negative with an average drop of nearly 5%. When volatility Dynamic Risk Hedging (DRH) is a more sophisticated
is in the lowest quartile, there is a 75% chance of positive version of the Fly to Safety strategy studied by Credit
returns the following month and an average gain of close to Suisse. DRH uses the relationship between volatility and
3%. This is a compelling data set of more than 55 years.
market returns correlation to identify the risk contribution of
each holding in a portfolio in order to rebalance portfolios
If volatility is measured over longer period of time the impact according to a risk budget. History has shown that as the
of returns is reversed. Long-term volatility expectations are correlation risk of different assets classes rises so too does
used to calculate what is known as the equity risk premia. the risk of a major loss in capital. The ability to hedge
Rising anticipated volatility results in a higher risk premia for correlation risk is designed to ensure that portfolios are able
non-safe haven investments and has historically resulted in to maintain a minimum level of diversification that should be
higher returns for equity investors.
the goal of all investors.
Since 1986 there have been 22 instances when the VIX rose
50% week-over-week and market returns over the following There is no need to be alarmed by the spike in volatility,
12 months were slightly above average during those periods. 2017 was simply a Pollyanna year for equity investors. The
In many cases, however, these periods resulted in steep return to the Old Normal, however, should push investors
market corrections in the short-term. It is often an investor’s towards questioning a strategy of passive buy and hold at
ability to withstand volatility and market declines without current valuations.
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Moving the Markets
Thinking Institutionally

Source: CNBC

Earnings Fact and Fiction

The Potential Dark Cloud
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•

A technical indicator that tracks investor
sentiment that is well known on Wall
Street but not on Main Street is acting
like a siren for institutional portfolios.
The Smart Money Flow Index was
created by Don Hays and is based on
intra-day trading patterns for the S&P
500. The idea behind the index is that •
trading the first 30 minutes of the day is
often done by individual investors who
are prone to overreacting to overnight
news headlines and economic data.
More sophisticated investors and •
institutions (Smart Money) tend to trade
in the last hour of the day. As the chart
indicates, smart money turned bearish
just before the market peaked in
February and has remained negative
even as the S&P recovered much of its
losses.
With earnings season upon us,
according to Factset, the S&P 500 is •
expected to report earnings growth of
17.3% for the first quarter. Actual
earnings per share (EPS) numbers that
are higher than the lower estimated
EPS result in the earnings growth rate •
for the S&P 500 to increase. That being
the case, evaluating the previous five
years, from the end of the quarter
through the end of the earnings season,
the earnings growth rate has typically
increased by 3 percentage points as a •
result of the number and magnitude of
earnings surprises on the upside. The
chart below demonstrates this with the
grey bars representing the estimated
earnings growth while the blue bars
represent actual growth dating back to
Q1 of 2015.

Prices for goods and services have •
been increasing lately. In particular, the
price of oil has been steadily increasing
over the past year against a backdrop
of stronger global economic growth.
Likewise, the personal consumption
expenditures index, or PCE, is higher
by 1.6% as of March, its biggest gain in
roughly a year. What does all this mean
for the Federal Reserve and interest
rates? The market’s biggest concern is
that the Federal Reserve will have to
increase interest rates at a faster pace •
than expected, which could put
downward pressure on asset prices,
particularly in the bond market.
Investors
that
have
become
accustomed to calm, low volatile
markets could be faced with much
greater uncertainty going forward.
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The Smart Money Flow Index is
calculated by comparing the trading
that occurs in the first 30 minutes of
the day and the last 60 minutes of
the
day
suggesting
whether
institutions are buying on weakness
or selling into strength.
The Smart Money Flow Index has
sharply fallen over 15% from its
early February peak and continues
to suggest institutional investors are
reducing their exposure to equities.
The Fear and Greed Index is a
measure that gauges individual
investor appetite for taking on
additional risk and appears to be
confirming what the Smart Money
Flow Index reveals, investors
across the board are concerned
about a market collapse.

Over the past five years on average,
actual earnings reported by S&P 500
company’s earnings have surprised
on the upside by 4.3% (Factset).
Based on the average change in
earnings growth due to companies
reporting actual earnings surprising
on the upside, it is likely the index
will report earnings growth of about
20% for the first quarter (Factset).
Over the past 5 years, 70% of
companies in the S&P 500 have
reported actual EPS above the
mean EPS estimate on average
(Factset).

The reason potential inflation – and
higher interest rates – is of grave
concern for the markets is that it
places downward pressure on
current asset valuations. The
present value of future cash flows
(e.g.
earnings
or
dividends)
decreases as interest rates rise. As
a consequence, current market
valuations (i.e. prices) could come
under pressure.
In general, investors have not had
to worry about inflation since the
last recession almost 10 years ago.
The Federal Reserve has been a
net buyer of assets (i.e. quantitative
easing) which has helped keep
inflation in check. This is no longer
the case.
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Macro View – Recessional Wisdom from Richmond

Taking Stock – FANG or ANG?

The Federal Reserve Bank of Richmond recently produced an
economic brief titled “The Roots of ‘Bubbly’ Recessions”.
Co-author of the Economic Brief, Toan Phan, points out that a
collapse further exacerbates economic inefficiencies.
Specifically, following the collapse, Phan postulates that
employers will likely not lower wages despite wage inflation
rather, employers will lay off employees, decreasing output and
net worth. To add insult to injury, a liquidity trap takes shape,
as central banks are unable to reduce rates to stimulate output.
The chart below shows this graphically as GDP growth
approaches a peak alongside the unemployment rate
bottoming out at the very front end of a recession (shaded
areas). The dotted line represents the approximate beginning
of a collapse in asset prices. Recessions are a normal part of
the economic cycle, leaving many in anticipation of the next
collapse of asset prices, recession and their catalyst.

Analysts closely watched Mark Zuckerberg apologize to
lawmakers in DC in April, taking ownership for privacy lapses
on Facebook. For investors, questions swirled around how to
define Facebook as a company, be it a tech company, a media
company, and more so a monopoly. Potential regulation,
particularly if Facebook is perceived as a monopoly, is likely to
create significant headwinds for Facebook’s share price.
Further, as of March 31st, Facebook was the 5th largest
holding in the S&P 500. As the breach in privacy became
public, the Facebook share price dropped nearly 7% in a single
day, losing more than $36 billion in market value. The Factset
chart below shows Microsoft (blue) and Facebook (red) share
price as a multiple of forward earnings, demonstrating a
precipitous drop around the privacy breach. Facebook may be
taking a page from Microsoft’s history book as Microsoft faced
ongoing battles with regulators over anticompetitive behavior in
the early 2000’s.

Fixed Income - Insatiable Appetite

Technical - What is a Vomiting Camel?

Given current projections for trillion dollar annual deficits and a
weak U.S. dollar leading to tepid foreign demand for
Treasuries, we may be approaching a point of saturation in
demand for the safe haven asset. The amount of U.S.
Government bonds held by the public has tripled in a span of
just over 10 years. If this trend continues, and compelling data
suggests it could, we may soon see significant upward
pressure on long-term interest rates that poses a threat to
continued economic growth. When demand weakens as supply
is increasing the result is lower bond prices and higher yields.
We do not know where equilibrium will be found but without
intervention by the Fed, who is still intent on reducing their
holdings of Treasury bonds, that yield is likely to be damaging
to growth and negatively impact demand for investment grade
corporate debt.

If you are person who often identifies pictures or faces in
clouds you may have a condition known as apophenia and
have a future in technical analysis. A vomiting camel chart
was created as a tongue-in-cheek joke and referred to the
overactive imaginations of those who spends countless
hours looking for patterns in what most see as random data
sets. Here is a recent chart of bitcoin that illustrates a “double
-top” pattern that often precipitates a steep fall in the price of
a security or index. There is now a Twitter handle called
Vomiting Camel Asset Management that publishes charts
that Katie Martin believes are identified by this pattern. A
more reasonable (and scientific) explanation for the pattern is
Newton’s First Law of Motion known as Inertia as imbalances
between supply and demand drive the price of an asset
higher or lower.

One-year chart of Bitcoin; Prices on left
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Optimal Portfolios

Clint Pekrul, CFA

We have addressed our approach to portfolio
construction in the past. Given the recent uptick in
market volatility, we wanted to revisit our
methodology which we call Dynamic Risk Hedging,
or DRH. Our investment thesis is that a sound,
thoroughly developed portfolio management process
will increase the likelihood of achieving long-term
objectives. We view the investment world in terms of
risk, or the variability of asset returns. Over the long
-term (i.e. several years) we hold certain views about
what the likely return will be for certain asset
classes, such as stocks and bonds. Over the near to
intermediate term, however, we are sensitive to price
fluctuations which tend to grab our client’s attention.

diversification while adhering to long-term objectives
such as growth and income.

To reiterate, our investment process has three
primary elements – 1) security selection, or what to
hold in the portfolio, 2) asset allocation, or how much
to hold in each security, and 3) oversight, or when to
rebalance the portfolio as market conditions change.
The first element – security selection – depends on
the investment objective. For example, bonds will be
the primary holding in an income oriented portfolio.
Likewise, equities will be the primary holding in a
growth oriented portfolio. The second element –
asset allocation – depends on the security’s volatility
and correlation to other holdings in the portfolio.
Finally, the third element – oversight – determines
when the portfolio is rebalanced, or traded, as
market conditions change.

When the market deviates from longer-term
tendencies, we can respond through rebalancing our
portfolios. Over the past three months, the markets
have become more volatile. What is noteworthy is
the higher than normal correlation between equity
and fixed income returns. Historically, combining
fixed income securities with equities reduces overall
portfolio volatility. Recently, however, this has not
been the case. As a result, portfolio diversification is
diminished (i.e. a portfolio of stocks and bonds
resembles a single bet).

For our income oriented portfolios, we generally
allocate to investment grade bonds, such as
mortgage backed securities and corporate debt, and
dividend paying stocks such as REITs and preferred
equity. For our growth oriented portfolios, we
generally allocate to U.S. and international equities.
We routinely measure and calculate not only the
variability of each security’s return, but also the
correlation of returns for each security in the
portfolio. These measurements dictate how much
capital is allocated to each holding. As market
conditions change (i.e. the variability and correlation
of returns become unstable), we then have to
rebalance the portfolio back to the optimal target
weights.
A key measure in our portfolio management process
is diversification. Ideally, we want to hold a portfolio
of securities that exhibit somewhat unique return
characteristics. In other words, we try to avoid
holding a portfolio where all the underlying securities
exhibit the same risk profile, or where the security
returns are highly correlated. By definition,
diversification lowers overall portfolio risk (assuming
risk is defined by the variability of returns). As such,
we try to maintain portfolios that harvest potential

Periodically, the market deviates from its longer-term
tendencies. For example, the returns of stocks and
bonds historically have not been highly correlated. In
other words, when stocks prices fall, bond prices
tend to remain stable or rise. But this tendency might
not always hold. Going forward, the correlation
between equity and bond returns could rise,
particularly in light of the Federal Reserve’s decision
to raise interest rates. As a consequence, traditional
stock-bond portfolios might not be as diversified as
previously thought.

Our process for asset allocation, or DRH, is
designed to be sensitive to any increased correlation
between stocks and bonds (or any other asset
class). When we observe a condition where asset
returns become highly correlated, DRH will respond
by introducing a non-correlated asset to the portfolio.
For example, a short, or inverse, position to equities
or fixed income can help keep the portfolio
adequately diversified.
If portfolio volatility exceeds certain thresholds, DRH
can also use cash to help manage uncertainty.
There are points in time (e.g. 2008) where portfolio
volatility becomes exceedingly high and rises to
levels that many investors cannot tolerate. Our asset
allocation methodology addresses this possibility. If
we observe levels of high volatility, we can use cash
to “step aside” in a disciplined manner. By going to
cash, we can remove market risk.
In summary, an optimal portfolio should be robust - it
should be flexible to handle uncertainty. Our asset
management process - security selection, asset
allocation and oversight – has been designed to
provide a framework for managing uncertainty. In
our view, performance is influenced by a disciplined
process, or an “optimal” solution.
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Did You Know?
China
Q: Will
War?

dump Treasuries in a Trade

I would start by adding that I do not expect a
full-blown trade war between the U.S. and
China and that much of the tit-for-tat on tariffs
is posturing for legitimate trade negotiations
between the two largest global economies. If
an actual trade war did erupt, China does have what
some have called the Nuclear Option with respect to
their $1.2T of U.S. Treasury holdings.
The term “nuclear” is appropriate because if China
decided to dump Treasuries the result would be
mutually assured financial destruction. Put another way,
China is too smart to dump U.S. Treasuries regardless
of how intense a trade war got. A sharp decline in
Treasury prices would result in a write-down in the
value of their remaining Treasury holdings and cause a
precipitous fall in the value of the U.S. dollar. A weak
dollar would make Chinese exports more expensive
and U.S. products imported into China more price
competitive.
China is the largest foreign holder of Treasuries at
$1.2T (down from $1.3T in 2016) followed closely by
Japan at $1T. While China holds 20% of total foreign
holdings, it still represents just 5% of the total amount of
outstanding Treasuries. Many question that even if
China rapidly sold 50% of their Treasury holdings it
would only trigger a broad-based selloff if it led to bulk
selling by other holders.
The threat of dumping Treasuries is tantamount to
China holding an economic gun to its head and
declaring it has a hostage.
Investors have made a great deal out of the
recent headlines about the tariffs on Chinese
imports. The Trump administration’s policy
on tariffs definitely spooked the markets. We
don’t really know what China’s response will be. Of
particular concern is the prospect that the Chinese will
unwind, or dump, a significant amount of U.S. treasury
bonds. This in turn will lead to an increase in interest
rates, which is completely out of the Federal Reserve’s
control. Higher long-term rates will increase the cost of
financing U.S. deficits, which we cannot afford, and
cause market disruptions on a global scale.
But I’m not sure China will begin unwinding their
Treasury positions. In particular, China, as an exporting
nation, would not want to see a strengthening yuan
versus the U.S. dollar (selling Treasuries would have
this effect). Likewise, China, with over $1 trillion in U.S.
debt obligations, would not want to diminish the value of
their Treasury portfolio. More than likely, China will use
the “nuclear option” - i.e. a mass selling of U.S.
Treasuries – as a threat only as they negotiate with the
Trump administration. While China might seek to
diversify their foreign currency reserves (e.g. buying
Japan or Europe sovereign debt), I doubt they will begin
a full blown sale of U.S. Treasuries.
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Q:

Are Crypto-Currencies just a passing fad?

I have read analysis that compares bitcoin
mining to Candy Crush as both attempt to
solve problems while getting rewarded with
“coins”. I imagine the creators of Candy Crush
wish they had contemplated creating an
exchange for their coins to be traded among global
players as it might have become the first
cryptocurrency. While it is reasonable to debate the
future of cryptocurrencies, the blockchain technology
that drives the currencies is not a fad and will
dramatically change everything from shipping to
contracts and redefine how counter-party risk is
managed.
Bitcoin, Ethereum and the various other crypto’s do
demonstrate the characteristics of a bubble that will
look like a passing fad in hindsight. For something to
become a bubble there needs to be broad public
adoption instead of simple financial speculation. In the
late 1990’s, cab drivers and shoe shiners became
“experts” on technology IPO’s and were making
multiples of their incomes trading tech stocks. In 2007
there were restaurant bus boys buying million dollar
condos in order to flip them for a profit. Trading bitcoin
looks very similar in my opinion.
Blockchain technology is a breakthrough and we are
only in the early innings of the impact it will make.
Smart contracts that can entirely eliminate counterparty risk will change the manner in which financial
transactions are structured. One of the early adopters
of the technology is global aid that allows far more
detailed tracking of resources to ensure they are
utilized in the way intended instead of simply benefiting
a ruling family.
I will be the first to admit that I’m not an
expert on Crypto currencies. The euphoria
around crypto currencies such as Bitcoin and
Ethereum seems to have all of the signs on
a market bubble, whereby prices inflate
beyond any meaningful fair valuation. I have difficulty
determining what a fair valuation should be, and I think
that drives to the core of the issue – what is a crypto
currency actually worth? For a stock or bond, the
valuation process is relatively sound. The present value
(i.e. the current price) is the value of future cash flows,
such as dividends or coupons. With crypto currencies,
there is no cash flow to discount. As such, they are
more likely to be valued as a commodity with a limited
supply and thus more susceptible to market bubbles.
But even with my limited knowledge of crypto currencies, I don’t think the technology behind it is just a
passing fad. It seems the blockchain technology behind
crypto currencies will allow for easier and more reliable
financial transactions. And we are only in the first stages of this technology. Early adopters will likely come out
ahead in the long-run. But as an investment, crypto
currencies such as Bitcoin are highly speculative.
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This material is for general information and education purposes. The information contained in this report represents the opinions of Peak Capital
Management, LLC, as of the report date and does not constitute investment advice or an offer to provide investment management services. Before
purchasing any investment, a prospective investor should consult with its own investment, accounting, legal and tax advisers to evaluate independently
the risks, consequences and suitability of any investment.
An investor cannot invest directly in an index. Index performance does not represent the performance of any investment product offered by Peak Capital Management, LLC. The performance of client accounts may vary from the Index performance. Index returns shown are not reflective of actual investor performance nor do they reflect fees and expenses applicable to investing. Portfolio composition will change due to ongoing management of
the Funds. References to specific securities or sectors should not be construed as recommendations by the Fund, its Advisor or Distributor.
Past performance is not indicative of future results, loss of principal is possible.
Please consider charges, risks, expenses and investment objectives carefully before investing.
The data and information presented and used in generating this report are believed to be reliable. Peak Capital Management, LLC. does not warrant or
guarantee the accuracy or completeness of such data.
Peak Capital Management, LLC, is a fee-based SEC Registered Investment Advisory firm with its principal place of business in Colorado providing
investment management services. A copy of our current written disclosure statement discussing our advisory services and fees is available for your
review upon request. Advisory services are only offered to clients or prospective clients where our firm and its representatives are properly licensed or
exempt from licensure. No advice may be rendered by Peak Capital Management, LLC unless a client service agreement is in place. Nothing herein
should be construed as a solicitation to purchase or sell securities or an attempt to render personalized investment advice.
A full listing of investment decisions made in the past year and relative performance is available upon request. It should not be assumed that
recommendations made in the future will be profitable or will equal the performance of the securities presented here. Opinions expressed are those of
Peak Capital Management and are subject to change, not guaranteed, and should not be considered recommendations to buy or sell any security.
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