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June 15th, 2020  
 

Volatility = Uncertainty 

Last week the major averages put in their worst performance since this rally started in late March, with the 

Dow declining 1,505 points (-5.6%), the S&P 500 losing 152 points (-4.8%), the Nasdaq Composite tripping 

up by -2.3%, and the Russell 2000 Small Cap Index registering the steepest slide with a decline of -7.9%.  

Take your pick of narratives to explain the hiccup: Chairmen Powell at last week’s press conference 

sounding less excited about the recovery prospects than markets are currently pricing in, stock prices 

catching down to improving but still ugly fundamental data, intensifying tensions between the U.S. and 

China, second wave fears of a reacceleration of Covid-19 case counts around the globe, persistent social 

unrest in the U.S. and around the world…just to rattle off a few.   

 

It’s not hard on any given day to pick up a paper or turn on the evening news and feel a sense of discomfort 

and unease about what is taking shape.  Admittedly, it’s difficult to connect a breathtaking and vibrant 

recovery in asset prices with a still languishing fundamental backdrop.  For me, last week epitomizes what’s 

been going on for the last 2 ½ years, where in early 2018 the markets got all excited about tax cuts ushering 

in a sustained era of economic growth to only be disappointed later in the year with the business cycle 

peaking in Q3, which led to a swift 20% selloff in the S&P 500 into the Christmas holiday.  Then in 2019 we 

had a ripping 30% rally in the S&P 500 on the back of Fed stimulus (3 rate cuts and a reinstatement of QE 

late in the year) while economic growth and corporate earnings were stagnating.  In Q1 2020, markets got 

tripped up on an unexpected pandemic which sent the S&P 500 into its swiftest and steepest 35% decline in 

U.S. history which set off a severe economic recession, but policy makers acted just as aggressively to offset 

the carnage and equities went on to rally 40% inside of three months.   

 

‘Whiplash’ is the word that comes to mind when reflecting back on this walk down memory lane, and I’m of 

the view point that we’re set up for more of the same as we move into the back half of 2020 and into next 

year.  An elevated level of uncertainty is what high volatility readings are signaling to markets (I’m talking 

about a VIX index trading north of 25, which is where it’s been since February 24th).  During last Thursday’s 

1,800-point drubbing in the Dow, the VIX shot up by nearly 45%.  Sure, it’s what one would expect on a sell 

off of that size, but we’re not in a volatility backdrop in the low- to mid-teens like was persistently the case 

(outside of episodic spikes) from 2017 into early this year.  As a result, investors have to adapt their thinking 

and disposition to be equipped to stomach face ripping rallies as well as gut wrenching sell-offs without 

allowing their emotions to panic them out of their investments in one direction or the other.      

 

It’s weeks like last week that serve as a reminder for why investors should hold investments like gold and 

bonds in their portfolios.  Neither of these asset classes have done much of anything but tread water since 

early April, but gold was up nearly 3% last week while the U.S. 10-year and 30-year Treasuries rallied 

1.35% & 5%, respectively.  It is important to own non-correlated assets, and while it’s easy to question why 
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they are taking up capital in your portfolio when the equity market is ripping 3% a week – they tend to 

remind you when you least expect it.    

 

While we’re on the gold and interest rate topic, nothing we heard from the Fed last week should give any 

investors pause about holding them for the foreseeable future.  Chair Powell told us all on Wednesday that 

zero percent policy rates are expected through 2022.  In a response to a question during their press 

conference he went as far as saying that FOMC officials “are not even thinking about thinking about raising 

rates”.  Add this to their pledge to continue balance sheet expansion and the admission that they are 

discussing yield curve control (YCC – caps on interest rates throughout the Treasury curve) and you’re 

looking at a very favorable backdrop for gold in both an inflationary and deflationary economic 

environment.   

 

As for Treasuries, I still think there is room for long-term rates to move lower, and without a doubt removing 

the interest rate risk in the near-term is a positive, but the setup here to play it is tricky.  Yes, it could end up 

being a nice trade if yields on the long-end were cut in half with the 30-year falling from 1.45% to 0.70% 

(which I think is possible).  Such a move would generate nearly a 30% total return, but you have to keep 

your eye on the exit sign as we near the end of this 40-year bond bull market, and if/when inflation rears its 

head then the long-end of the curve has significant duration risk.   

 

It’s important for equity investors to keep in mind that the Fed’s commitment to keep rates nailed to the floor 

for another 2 ½ years has clear negative implications for the financials.  Years of zero percent rates and a 

flattish yield curve are terrible for insurance companies, banks, and pension funds, which is also noteworthy 

for the value trade that has seen quite a rotation in the equity market over the past several weeks.  It remains 

to be seen if this is just another of what have been several “flash in the pan” rotations or if this is a 

sustainable shift in investor preferences, but it’s hard to envision such a rotation having staying power 

without the financial sector which is such a large chunk of the value landscape.  I have my doubts on this 

rotation, not that we don’t have some capital allocated towards such an outcome, but I still lean in the 

direction of growth, big tech (until regulation comes for them in the next couple of years), utilities, REIT’s 

with little exposure to the commercial space, and high quality / strong balance sheet dividend payers.  

 

To me, the value trade will have its time in the sun again, but for it to be sustainable we have to have 

inflation, and in the models I follow I don’t see that in the cards until next year at the earliest, and it very 

well could get pushed out to a 2022 story if this recovery proves to be as elusive as I suspect.    

 

I got caught on the phone today more than I was expecting, so I wasn’t able to dedicate the amount of time 

I’m used to in order to pull together all of my thoughts for this week’s missive.  So, let me try and 

summarize some of my thoughts at the moment.   

 

As for the Fed and fiscal policy, I think we’re in a bit of a quiet period at the moment.  The Fed made their 

intentions known in as clear of language as possible last week: as far as they’re concerned, interest rates will 

remain low, they stand to do whatever is necessary to help alleviate the stress and pain of this ongoing 

recession, they acknowledge it will take time to recover and that a lot of damage has been done, but they will 

not hold back from implementing whatever they think is necessary.  As for fiscal policy, it will be interesting 

and important to watch what comes out of Washington D.C. over the next several weeks and months.  

Starting here in mid-June through the end of July, many of the policy initiatives that were passed to benefit 

small businesses (PPP) and individuals (enhanced unemployment benefits) will expire.  So, we’re entering a 

window of vulnerability here unless the economy starts to recover much quicker than what we are seeing at 

the moment, or policy makers move aggressively to extend or put forth new stimulus measures.   
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Don’t think for a moment that markets aren’t focused on this issue, as it is a measurable variable buying time 

for the financial system and the economy to heal while a lot of businesses and individuals are hurting.  

Without these initiatives to cushion the blow, we would be using the ‘Depression’ word much more 

frequently than Recession.   

 

As for the equity markets, generally speaking I get the impression that investors are much more complacent 

than they should be given the number of risks on the horizon.  This isn’t just me putting my finger in the air 

and coming away with a gut feeling.  Put/call options ratios are at some of their lowest readings of the cycle, 

the latest Investors Intelligence poll showed the bull camp rising to 56.9% last week from 53.5% (the highest 

it’s been since January), and the bear share has fallen for eleven weeks in a row to 22.5% from 22.8% (it was 

41.7% in the height of the sell-off in March).  Margin debt increased by 10% in April alone and equity 

valuations are back to cycle highs.  Not to mention Citigroup’s Panic/Euphoria Model moving further into 

Euphoria territory (see chart below).  The last time we had a reading this high was back in mid-February at 

the market peak when everyone was blissfully ignoring the coronavirus outbreak that had become quite 

obvious, but no one wanted to acknowledge the risk.                         

 

 
 

Speaking of complacency – and this is perhaps more of a personal rant than anything – but the fact that 

Jefferies got approval to bring a secondary offering of Hertz stock to market to fleece unsuspecting buyers is 

exactly the type of thing that gives Wall St. and this industry the reputation it has.  Let me say this in as frank 

and plain of a fashion as I can – Hertz is a bankrupt company with more debt than the assets of the company 

can cover.  In the prospectus of this secondary stock issuance it’s spelled out as plainly as can be stated that 

this equity will likely go to zero and investors who buy it will lose all of their investment.  Yet the regulators 

still let it happen and the underwriter (while, yes, doing their job) has no problem compromising whatever 

ethical integrity they have to (in my opinion) take advantage of ignorance.  Sure, you could argue that 

whoever invests in something without conducting their due diligence deserves it, but we’re better than this 

(the figurative and literal WE).  No wonder so many people are pissed off.  Sorry, rant over.       

 

One other thing I’m watching (but I don’t have all the data and numbers handy at the moment to reference) is 

the level of Treasury bonds set to be issued over the next several months.  The Fed has moderated the 

amount of QE it has been implementing from more than $100 billion per day back in the height of the storm 

in late March to just under $80 billion per month as of last week.  Don’t get me wrong, this is still a huge 

number of asset purchases, but we’re looking at a U.S. Treasury Department that has to raise funds to offset 

a nearly $3.5 trillion deficit which implies that the Fed may be forced to buy as much as $2 trillion of that via 

QE.  Well $80 billion per month doesn’t even get you close.  What I’m getting at is that we could be setting 

up for a brief bout of net liquidity withdrawal for the markets in the weeks and months ahead until the Fed 
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announces an increase to its asset purchases.  As we all know, it’s liquidity that’s been one of the most 

dominant variables in the markets over the past decade, so this is something to monitor going forward.   

 

If you want to get down to specifics as to where the U.S. equity market gets interesting based on valuations, 

growth, interest rates, sentiment, risk/reward…I’m looking at 2,600 – 2,700 on the S&P 500.  That isn’t a 

market call on predicting where we are going – I won’t even pretend to know that, nor should anyone else.  

But with all of the policy goodies that have been thrown at this recession, not to mention the lack of 

investment alternatives, I think the probabilities of revisiting and/or taking out the March lows have lessened 

considerably.  Not that there is a 0% chance, but things would have to get pretty ugly for that to occur.  

However, I do think it is entirely reasonable and probabilistic for the S&P 500 to correct down to 2,600 – 

2,700, and that is a level where I’d be inclined to add to existing positions and attempt to pick up some 

companies that I missed in the March sell-off. 

 

For any investors reading this that haven’t taken the opportunity to prune their portfolio and cast off any 

unwanted holdings that you don’t want, well you’re getting a second chance at the moment, and I advocate 

you don’t miss it.  Even with the Fed in the corporate debt markets buying investment grade and below 

investment grade credit, they won’t be able to stop the oncoming default and bankruptcy cycle that’s coming 

our way.  This cycle, while different than the past three, will also have a lot in common with those periods, 

where the last three (1990, 2001, and 2007) went through episodes of ups and downs as the recession was 

moving through phases.  You get the initial slide where the onset of the recession is finally recognized, then 

the policy response ensues which ushers in hope that all is well, but it reaches its nadir when the bankruptcy 

wave crests and job losses – which were once viewed as temporary – become acknowledged as permanent.  I 

know it’s not a pretty picture, and as much as we’d all like to bury our heads in the sand during the tough 

times as we envision and anticipate a better future, it doesn’t stop the reality from happening. 

 

There is no free lunch, and while liquidity, money printing, and unprecedented debt growth can defer a lot of 

the problems, they don’t eliminate them.  As an investor it’s your responsibility to do the homework and 

contemplate the scenarios for how things may transpire down the road.  There is very little that is certain at 

the moment, and as a result one must be open minded to outside the box thinking, be aware of history, and 

imaginative enough to accept whatever comes our way.            
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