MEMORANDUM
Date:

February 6, 2018

To:

PCA Clients

From: Pension Consulting Alliance, LLC (PCA)
RE:

Volatility Spikes…Now What?

Since the end of January, risk markets have been going through a major reassessment of the
future. Over the last five days ending 2/5/2018, the S&P 500 fell by over (7%), while non-U.S. equities
(MSCI ACWI ex-US) declined by more than (4%). Treasury bonds have also declined but by smaller
amounts. Over that same period, projected one-month volatility of the S&P 500 (the VIX index)
nearly tripled from around 14 to slightly over 37. Such a move translates into a dramatic increase
in uncertainty reflected in the global financial markets. During such periods, it is critical that
investors maintain their disciplined investment approaches, rebalance to policy, and remain
committed to their long-term strategies. Such an approach has served long-term investors well.
Within two days, we saw the markets reflect two forms of behavior:
Summary of Recent Market Behavior
Price changes Yesterday
SP500
MSCI AWCI exUS
10-Yr Treasury
30-Yr Treasury
VIX
BXM Index
PUT Index
Key Driver

-4.1%
-1.8%
1.2%
1.6%
115.6%
-3.9%
-1.7%
Risk-off

Friday
-2.1%
-1.5%
-0.5%
-2.0%
28.5%
-1.2%
-1.2%

Prior 3
Days
-1.1%
-1.0%
-0.8%
-0.9%
-2.7%
-0.1%
-0.2%

Last 5
Days
-7.2%
-4.2%
-0.1%
-1.3%
169.7%
-5.2%
-3.1%

YTD
-0.9%
2.0%
-5.2%
-2.6%
238.0%
-4.1%
-2.0%

Comments
Equities retreating fast, but not a "correction" yet
$ weakening, pricing anomolies, diversification

Volatility spikes, crisis insurance pays off
YTD behind, but paying off over last 5 days
YTD behind, but paying off over last 5 days

Inflation Benign, but
Concerns directional

On Friday, the markets retreated reflecting newly-developed inflation concerns. A strong national
wage report led to the thinking that the Federal Reserve is suddenly behind-the-eight-ball and will
have to react by raising short-term interest rates faster than expected. As a result, on Friday all
major financial asset types declined in value – there was no place to hide.
On Monday, the equity markets experienced an even deeper retreat than the prior Friday, with
the S&P 500 declining by more than (4%). In contrast to Friday’s results, U.S. Treasury bonds
appreciated significantly, rising by more than +1%, with long bonds outpacing intermediate
bonds. These results translate into a classic “risk-off” environment. Interestingly, Friday’s U.S. risk
markets ended with a flurry of activity and significant drawdowns at market closes. This finding
was reported by several news agencies and largely reflects the increased use of quantitative and

algorithmic trading strategies that are now in place and trigger trades based on market behavior
pushing through pre-determined thresholds.
On Tuesday (today), markets ended the day recovering half of the prior day’s losses. Risk markets
produced positive results, while flight-to-quality assets (such as U.S. Treasury bonds) fell slightly,
indicating an initial reassessment of “risk-off” positions. VIX declined by over (20%) to 30 (but still
nearly double the historical average).
Given recent trends, there is a reasonable chance that February 14th could prove to be the next
market fulcrum point. This date is the next time the U.S. Government reports the Consumer Price
Index (CPI) level. If it confirms recent inflation concerns or exceeds expectations, another round
of market depreciation could occur. If CPI remains within a sanguine/benign range, risk markets
may settle into a somewhat lower-than-current volatility regime and recover some of their recent
losses over time.
Clearly, market volatility is back. Typical recent behavior is for volatility to spike rapidly and then
slowly recede to a new equilibrium level. Our expectation is that market volatility expectations
(as measured by VIX) will settle to a level that is materially higher than what we have experienced
in the recent past. Such an environment will lead to heightened shorter-term risk-market
uncertainty. In such environments, commitment to long-term strategies and rebalancing
disciplines remain paramount.
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DISCLOSURES: This document is provided for informational purposes only. It does not constitute an offer of securities of any of the issuers that
may be described herein. Information contained herein may have been provided by third parties, including investment firms providing
information on returns and assets under management, and may not have been independently verified. The past performance information
contained in this report is not necessarily indicative of future results and there is no assurance that the investment in question will achieve
comparable results or that the Firm will be able to implement its investment strategy or achieve its investment objectives. The actual realized
value of currently unrealized investments (if any) will depend on a variety of factors, including future operating results, the value of the assets
and market conditions at the time of disposition, any related transaction costs and the timing and manner of sale, all of which may differ
from the assumptions and circumstances on which any current unrealized valuations are based.
Neither PCA nor PCA’s officers, employees or agents, make any representation or warranty, express or implied, in relation to the accuracy
or completeness of the information contained in this document or any oral information provided in connection herewith, or any data
subsequently generated herefrom, and accept no responsibility, obligation or liability (whether direct or indirect, in contract, tort or
otherwise) in relation to any of such information. PCA and PCA’s officers, employees and agents expressly disclaim any and all liability that
may be based on this document and any errors therein or omissions therefrom. Neither PCA nor any of PCA’s officers, employees or agents,
make any representation of warranty, express or implied, that any transaction has been or may be effected on the terms or in the manner
stated in this document, or as to the achievement or reasonableness of future projections, management targets, estimates, prospects or
returns, if any. Any views or terms contained herein are preliminary only, and are based on financial, economic, market and other conditions
prevailing as of the date of this document and are therefore subject to change.
The information contained in this report may include forward-looking statements. Forward-looking statements include a number of risks,
uncertainties and other factors beyond the control of the Firm, which may result in material differences in actual results, performance or
other expectations. The opinions, estimates and analyses reflect PCA’s current judgment, which may change in the future.
Any tables, graphs or charts relating to past performance included in this report are intended only to illustrate investment performance for
the historical periods shown. Such tables, graphs and charts are not intended to predict future performance and should not be used as the
basis for an investment decision.
All trademarks or product names mentioned herein are the property of their respective owners. Indices are unmanaged and one cannot
invest directly in an index. The index data provided is on an “as is” basis. In no event shall the index providers or its affiliates have any liability
of any kind in connection with the index data or the portfolio described herein. Copying or redistributing the index data is strictly prohibited.
The Russell indices are either registered trademarks or tradenames of Frank Russell Company in the U.S. and/or other countries.
The MSCI indices are trademarks and service marks of MSCI or its subsidiaries.
Standard and Poor’s (S&P) is a division of The McGraw-Hill Companies, Inc. S&P indices, including the S&P 500, are a registered trademark
of The McGraw-Hill Companies, Inc.
CBOE, not S&P, calculates and disseminates the BXM Index. The CBOE has a business relationship with Standard & Poor's on the BXM. CBOE
and Chicago Board Options Exchange are registered trademarks of the CBOE, and SPX, and CBOE S&P 500 BuyWrite Index BXM are
servicemarks of the CBOE. The methodology of the CBOE S&P 500 BuyWrite Index is owned by CBOE and may be covered by one or more
patents or pending patent applications.
The Barclays Capital indices (formerly known as the Lehman indices) are trademarks of Barclays Capital, Inc.
The Citigroup indices are trademarks of Citicorp or its affiliates.
The Merrill Lynch indices are trademarks of Merrill Lynch & Co. or its affiliates.
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