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Volatility Strikes Back

The first quarter of  2018 saw the eerie calm of  the 
2017 market break in dramatic fashion. The spikes in 
volatility that began in February came in the wake of  a 
meteoric rise in January that saw a nearly 7.5% increase 
in the S&P 500. The market surrendered those gains in 
short order and has been searching for direction ever 
since.

While there is universal acknowledgment of  this 
heightened state of  market volatility, many of  the pun-
dits see the current bumpiness as a preparatory pause 
to refresh the near-record 109-month-long bull run. 
According to a Bank of  America Merrill Lynch survey 
conducted in early February, fund managers expect, 
on average, an S&P 500 peak of  3,100. Their reason-
ing is the strength of  earnings forecasts driven by the 
blockbuster corporate tax cuts.

Although cutting the corporate tax rate from 35% to 
21% is a known positive for 2018 earnings, the extent 
to which the windfall will be competed away is un-
predictable. All in all, however, the tax break is, with 
hyperbolic flourish of  Trump’s pen, expected to pro-
vide a meaningful boost to corporate profits this year. 
A note of  caution, however: Forecasts throughout this 
recovery have generally started out much stronger than 
they have finished.

What we do know is that surges in daily S&P 500 
price volatility have historically been cause for caution, 
usually not apparent at the moment because of  the 
noise attendant to volatility itself. The last time we had 
today’s levels of  volatility was 2008, and it wasn’t all to 
the downside. On 32 days that year the S&P rose more 
than 2%—including spectacular advances of  11.6% 
and 10.8% on October 13 and 28, respectively, the big-
gest spikes in decades.

The narrative in 2008 spoke to the upside as well. 
Quoting the Federal Open Market Committee meeting 
minutes of  April 29–30: “… the committee felt that it 
was no longer appropriate for the statement to empha-
size the downside risks to growth.” As late as August 
5, 2008, little more than one month before the credit 
system collapsed, the FOMC minutes summarized the 
position of  former hedge fund manager and highly 
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regarded central banker, Richard Fisher, Dallas Fed president.1 Fisher favored “increasing the target fed funds 
rate to restrain inflation and inflation expectations,” which he believed were at risk of  drifting higher. Despite the 
fragility in the financial system and sluggish economic growth at risk of  weakening further, he saw a greater risk 
to the economy from upward pressures on inflation. Instead, recalcitrant disinflation has been the Fed’s nemesis 
ever since.  

Returning to volatility, with all those up days, how was it that 2008 ended down 38%? The answer is simple: 
Investors endured 42 sessions in which the S&P declined 2% or more. Caution regarding volatility stems from 
the correlation of  extreme fluctuations with bear markets, during which fear is a much stronger motivator than 
greed. Even as we write, violent ups and downs also leave many investors confused as to the market’s direction. 
Despite the steady drumbeat of  positive forecasts, when the final tally of  market gyrations was in, the peak-to-
trough decline from late 2007 to early 2009 was a numbing 58%.

Perhaps a telling anecdote, during a CNBC interview on April 12, 2018, iconic Vanguard founder Jack Bogle 
observed, “I have never seen a market this volatile to this extent in my career. Now that’s only 66 years, so I 
shouldn’t make too much about it, but you’re right: I’ve seen two 50-percent declines, I’ve seen a 25-percent 
decline in one day, and I’ve never seen anything like this before.”

The market has seen more 1% daily moves in the first quarter of  2018 than it did in all of  2017. There have been 
seven days with the S&P down more than 2% and only one day up the same amount. That is particularly odd in 
the face of  ebullient 2018 earnings forecasts. 

The narrative from the Fed is seemingly in keeping with an optimistic view. The FOMC’s median forecast for 
real GDP is 2.7% in 2018; 2.4% in 2019; and 2% in 2020. No rationale is given, though, for the trailing off  of  
growth in GDP. Meanwhile, the unemployment rate is expected to average 3.6% over the next two years. At the 
press conference following the March 21, 2018, meeting, Chairman Jerome Powell was indeed upbeat: “The job 
market remains strong, the economy continues to expand, and inflation appears to moving toward the FOMC’s 
2% longer-run goal.” As for the equity markets, the words overvaluation, risk, and volatility (or a synonym) were 
not found once in the transcript.

Based on what we wrote in our recent post “An Open Letter to Jerome Powell,” the chairman’s reticence to talk 
about market volatility is an established pattern. In that post we quoted a scholarly study, “The Economics of  the 
Fed Put,” that textually analyzed FOMC minutes and transcripts. It concludes that stock price movements “cause 
Fed policy changes.” Rising markets project a positive wealth effect, boosting consumer spending, exciting capital 
spending, and lowering the cost of  capital. Falling markets do the opposite, and the Fed reacts. Notes the study: 
“The frequency of  negative stock market mentions in FOMC documents predict target rate cuts.” Until such 
a time, it’s live and let live. A question about the existence of  any “bubbles” during the Q&A session, perhaps 
inspired by the recent volatility, Powell met with Greenspan-esque obsequiousness.

1 The Fed and others interested in business cycles regularly find themselves facing interminable delays as to when peaks and 
troughs occur. The National Bureau of  Economic Research’s Business Cycle Dating Committee announced on December 1, 
2008, that the Great Recession officially began in December 2007, one year earlier! The trough, which was determined to have 
occurred in June 2009, was officially announced on September 20, 2010.

https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20180321.pdf
https://frank-k-martin.com/2018/02/21/open-letter-to-jerome-powell/#more-558
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2951402
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2951402
http://www.nber.org/cycles.html
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So, in some areas, asset prices are elevated relative to their longer-run historical norms. You can 
think of  some equity prices. You can think of  commercial real estate prices in certain markets. 
But we don’t see it in housing, which is key.2 And so, overall, if  you put all of  that into a pie, 
what you have is moderate vulnerabilities, in our view.

Make no mistake, Powell has broken with the orthodoxy of  recent Fed chairs. We have pre-Fed chairman Powell 
on record regarding such matters. In a January 7, 2017, speech, Powell admonished: “If  risk-taking does not threaten 
financial stability, it is not the Fed’s job to stop people from losing (or making) money.”

His statement was primarily in reference to the big banks. Despite the conspicuous miscreants during the finan-
cial crisis, it is the expansion of  return-free risk taking throughout the economy since the recession that is the 
principal threat to financial stability. Thus, the second half  of  Powell’s sentence is a non-sequitur. Banks aside, 
financial stability is not all that stable. Thus, the table is set for further Fed intervention; the Greenspan put is 
alive and well. The capacity for the Fed to do so is, however, in doubt.

Hoopla aside, the economy may be more fragile than most people think. We have written extensively elsewhere 
about structural vulnerabilities like high corporate debt. The dangers there will continue to grow as tightening 
continues. At present, the current policy is playing out in emerging markets like Turkey, but indebted U.S. corpo-
rations will not be immune to the tightening effects. 

Circling back to the Bank of  America Merrill Lynch survey cited above, 70% of  fund managers felt as they did in 
2008, that the global economy was in “late cycle.” Yet their projected level for the index this year includes a gain 
of  16.7%, with dividends, that would mirror 2017’s impressive results. That apparent contradiction seems to be 
Grantham’s “career risk” at work again.3 It’s safest being in the middle of  the pack when heading for the exits. 
Above all, no one wants to be first. The word stampede came by its name simply by observations of  lower forms 
of  animal life.

After February’s reversal, there is still plenty of  optimism baked into today’s equity valuations. Our skepticism 
regarding large earnings gains late in the cycle and our worries about debt levels aside, scrutiny of  individual 
companies—rather than the index as a whole—confirms our perspective that current valuations are still the most 
expensive in history. 

The steadiest sector from last year, technology, was tarnished in various ways the first quarter of  this year. Fa-
cebook, Apple, Google, and their poorer brethren have led indexes lower in recent months. Privacy concerns in 
the wake of  the Cambridge Analytica scandal have created an environment ripe for regulation of  the tech sector. 
Consumer data collection, the engine of  the sector’s profitability, has shown its shadowy side; public scrutiny of  
business models wholly reliant on data has spiked.

The “tech” sector is quite diverse, though. Do not let today’s headlines drown out those two months past. Apple 
is at heart a technology manufacturer. Its stock is down due to slow sales of  its flagship smartphone model, the 

2 From the trough of  the housing bust in January 2012, the S&P/Case-Shiller U. S. National Home Price Index soared to new 
highs by the end of  2016. As of  the latest release for January 2018, prices were up 6.2% year-over-year.
3 Martin Capital Management 2017 Annual Report, page 11.
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iPhone X, far more than privacy concerns. Despite revenues rising on the back of  a major price increase for the 
model, inventories more than doubled year over year. Two firms downgraded Apple shares as a result.

Amazon is also a tech company (and also off  its highs some 10%) but competes across a spectrum of  industries. 
Indeed, just like 2000, we could ask what business is not, or will not be, a tech company. Data and artificial intel-
ligence now touch everything from logistics to mining, retail to healthcare. The ubiquity of  digital technology (for 
even such antiquated machines as hammers, not to mention steam engines, were surely technology) is reworking 
every industry. The FANG (Facebook, Amazon, Netflix, and Google) stocks, those earnings messiahs with their 
near monopolies and seemingly unassailable margins, are priced for future dominance. Their multiples (aside 
from Amazon’s dizzying PE of  316) are not necessarily higher than those of  other major corporations, though. 
McDonald’s is almost as expensive as Facebook. Either all companies have become juggernauts courtesy of  digi-
tal technology, or the market as a whole is wildly pricey. Unless you’re a first-time reader, you won’t be surprised 
by which tack we take. 

Averaging the price to 10-year-average-earnings ratios for all companies in the S&P 500 produces a unweighted 
composite of  43.68 for the index. An even 80% of  individual S&P companies trade above 20. This is, perhaps, a 
crude metric given that it’s an average of  a ratio rather than a ratio of  composite data like Robert Shiller’s CAPE 
(cyclically adjusted price/earnings) ratio. It comes out oddly close, however, to John Hussman’s margin-adjusted 
CAPE ratio, an attempt to improve upon Shiller’s work. His most recent reading on the S&P was 45. At such 
levels, forward compounded 10-year returns have been 2.4%! And that assumes a nominal 6% underlying growth 
rate, a level we haven’t seen for some time, much less consistently. Let’s also not forget the slowdown in growth 
that is the consequence of  highly leveraged systems. Simply put, there is no historical precedent for positive 
10-year returns on equities at current valuations. When more pessimistic (and we believe more realistic) growth 
forecasts are used, the timeline for positive returns lengthens considerably.

First-Quarter 2018 Portfolio Review
Options strategy

Being attracted to that which sells below its average value, we frontloaded the second tranche of  our put buying 
program in the waning days of  2017. Extending their expiration to 15 months instead of  12, we went into the 
new year with extremely cheap and especially long dated options on the S&P 500.

The attention to value proved a fortuitous move. The implosion of  the VIX complex in February has resulted in 
a categorical increase to volatility since. We were able to dispose of  our first tranche from September at a rela-
tively minor loss, meaning insurance over the last six months cost us only 0.50% of  assets. Further, we entered 
March with options purchased at December prices, before the volatility increase, that still hold a year’s worth 
of  time value. The increase to their premium, given a higher volatility environment, means they have yet to 
significantly diminish in value. Should the market retrace toward its prior highs, we will welcome the opportunity 
to buy more. Since the overvaluation of  the market remains unchanged, so does the attractiveness of  the option.
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Equity holdings

Because we concentrate our portfolio on our best ideas with equally compelling prices, whether the number is 
three or 20, we take each one very seriously. Below, we highlight Helmerich & Payne due to the state of  flux in 
which the energy industry currently operates. Gentex, for a different reason, also requires special attention this 
quarter. Berkshire Hathaway, on the other hand, needs no additional commentary on operations from us. Warren 
Buffett has stated that he will repurchase shares should they sell below 120% of  book value. Interpolating from 
the Class “A” shares, where book value is available, the estimated book value on the Class “B” we own is $141. A 
20% premium, Buffett’s maximum purchase price, is $170, significantly below current levels around $200.

Helmerich & Payne ($71.85)

Helmerich & Payne continues to perform in accordance with our thesis by taking up additional market share, 
making technological investments, and maintaining a strong balance sheet that can fund its dividend policy.

Since being range bound at about $45 throughout the third quarter of  2017, the benchmark for shale oil WTI 
(West Texas Intermediate), has experienced significant price improvement. Both Brent and WTI are trading 
the highest since 2014. The most recent moves are due to geopolitical risks, but other fundamentals have been 
improving for some time. OPEC has successfully achieved production cuts, despite U.S. shale drillers putting 
more rigs to work. Producing around 10.6M barrels a day, the U.S. is on track to be the largest oil producer in 
the world by 2023, surpassing Russia. The U.S. boom in production courtesy of  fracking produces a sweet light 
crude. Most U.S. refineries are ill-suited to process it, requiring heavier-weight blending stocks from Canada 
and, most often, the Middle East. With the lifting of  the U.S. oil export ban, that lightweight crude can make its 
way to European refineries, which can more easily accommodate WTI. Thus, an attractive arbitrage opportunity 
exists between the cheaper WTI (U.S.-based production) and more expensive Brent (produced in part from the 
North Sea).

Given HP’s primary exposure is to U.S. production, an increase in WTI has buoyed its own performance. Its U.S. 
rig count more than doubled during 2017, though the U.S. fleet is still only 57% utilized. It has also continued to 
steadily upgrade rigs. 
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Since the first fiscal quarter of  2017, HP has upgraded 107 FlexRigs to super-spec capacity, maintaining a pace 
of  12 per quarter. Nearly the entirety of  U.S. super-spec supply is currently contracted, and HP owns 40% of  the 
sector (171 of  400 rigs). Further, it owns 40% or more of  upgradable rigs. Super-spec rigs are in high demand 
for their unique ability to bore laterally some 8,000 feet. Consequently, they command a higher per-day rate than 
other rig varieties. Margins on the super-spec are ~30% given its current day rate of  $20,000, which is itself  
increasing, given rising demand.

As the rig-replacement cycle (mechanical, SCR, and AC rigs to super-spec rigs) continues, that HP owns some 
120 upgradable AC rigs is important. To move from an AC to a super-spec unit costs the company about $2 mil-
lion versus the $20 million a competitor needs to purchase a new one. Such a new unit would require a day rate 
of  $27,000 to be profitable. This gives HP a protective moat, as well as latitude to command pricing. It should 
continue to gain land share. 

HP is not resting on its laurels but preparing to compete all the more robustly in the years ahead. During the first 
quarter of  2018, the company added to its arsenal of  technological solutions by acquiring MagVAR, a company 
that helps operators achieve optimal well placement in unconventional field development. This company will 
reduce surveying uncertainty by 50–60% through MWD (measurement while drilling) geomagnetic referencing 
and survey-quality management. These improvements will allow better well placement, more accurate positional 
data, and ultimately increase the profitability of  wells, making the services that HP offers its market even more 
valuable. 

In addition to operational gains, HP has maintained financial strength in its balance sheet with a strong cash bal-
ances and an untapped line of  credit. Further, the new tax law is expected to benefit its future after-tax cash flow. 
Going forward, the combination of  these factors signals that cash growth after capital expenditures and dividend 
could be positive sometime over the next two to three quarters. This is true despite the fact—one for which we 
are particularly thankful—that its capital expenditures is currently rising in preparation for a more robust oil 
environment. 

Management is confident the company’s financial position will allow dividends to continue. We agree. Despite 
the rise in the stock price, the yield is still 3.88%. We do not believe the stock is expensive enough to sell and 
would gladly buy more should it fall again into the low 50s.
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Gentex ($23.50)

Gentex has long been one of  our favorite companies. It reached that lofty status only after we had invested more 
than a few man/weeks with our initial research back in 2005 and then closely followed the company’s evolution 
on many fronts ever since.

We often write about the complacency-compromised rationality that is the byproduct of  seemingly forever rising 
markets. As business analysts, complacency is our archenemy too. When you have as much sunk cost as we do in 
a company like Gentex, it is especially difficult to recognize and then act on a change in circumstances, particu-
larly if  they are of  a highly subjective and intangible nature.

In what was presumably an innocuous 8K filing by the company on January 5, 2018—it was slightly more volatile 
that day on modestly higher volume—the company, in our view, dropped a well-concealed bomb. Co-founder 
Fred Bauer had summarily retired as CEO and chairman in December, plus he resigned from the board, and the 
company committed to repurchasing his 6.5 million shares by a pricing formula last day of  which was the day of  
the filing.

Bauer, admittedly something of  an iconoclast, was, in our view, the guiding genius and inspiration behind a com-
pany whose edge has always been in organically creating a steady stream of  new commercially viable bolt-on ap-
plications to its primary technologies. Under the leadership of  his successor, Steve Downing, whose background 
is accounting, the focus is expected to shift to growth by acquisition. Though we think the change will have little 
effect in the short run, we believe that the company’s long-term prospects will be diminished as a result of  shift-
ing away from the engineering orientation.

We are likely to exit our position. We established our current holding back in the summer of  2012 at $7.50 after 
comparatively innocuous bad news had pummeled the stock. Today we don’t see the stock as significantly over-
valued (see a crude proxy in the blue price/sales line on the chart below). Many investors are worried that the 
autonomous car will make Gentex’s primary products obsolete. Our concern is less direct. We think the odds are 
greater that the new management team will be more reactive than proactive in addressing a changing industry.

Our most recent discussions with the company confirmed a newly acquired taste for expanding through acquisi-
tions. We would much prefer the battle for the future of  Gentex be waged in the laboratory. Since the stock is 
nearing two standard deviations from its trendline and our confidence in the company’s future is not what it once 
was, we plan to reluctantly do what is difficult indeed: buy low and sell high.
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Volatility, the subject of  our opening, is really just something’s rate of  change. Given markets are changing with 
much greater frequency of  late, we would remind you that more timely market updates are available through the 
blog we began writing May 31 last year. New posts appear about twice a month. Any movements of  note will 
certainly receive commentary in that forum.

Frank K. Martin, CFA 
Lane K. Miller
April 2018
frank@mcmadvisors.com
lane@mcmadvisors.com

Disclosure 

The materials to which this disclosure is attached as well as any electronic or verbal communication related to the subject matter of  these 
materials are intended for informational purposes only, are subject to change, and do not constitute investment advice or a recommendation 
to you.

Any reproduction of  these materials, in whole or in part, or the divulgence of  any of  the contents, is strictly prohibited. These materials are 
intended for the exclusive use of  the designated recipients and may not be reproduced or redistributed in any form or used to conduct any 
general solicitation or advertising with respect to any investment discussed in the information provided.

Past performance is no guarantee of  future returns; performance may be volatile and the investment may involve a high degree of  risk.
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