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Unprecedented growth and the Volatility Paradox 

We have all watched in wonder as growth stocks have set new highs seemingly every week. We like to look at the long-
term chart of growth stock versus value stocks to provide more context. Over the very long term, these two categories 
(S&P growth, ticker SGX, and S&P value, ticker SVX) have performed pretty much in-line with each other, with growth 
stocks providing capital appreciation while value stocks have provided both growth and income (in the form of dividends).  
 
But there are noticeable periods of divergence between these two indices (see the graphic below). For example, growth 
out-performed value nearly 2-to-1 during the tech bubble. After the bubble burst, value stocks took a strong leadership 
role for the next 5-6 years. The two indices performed fairly consistently coming out of the 2008-09 crash but again began 
diverging in 2014. And over the past three years, the FANG stocks (among others) have once again driven the growth index 
to a premium spread above the value index.  

This spread (growth minus value) is at the same level as during the technology bubble in 2000. The valuation, as measured 
by price to sales, is as high as  during this period. This all is occurring during with an unprecedented low volatility 
environment, with a record number of trading days that the VIX traded below 10.  

 
 
 
 
 
 
 
 
 
 
 
 
 

 

One could say that this all appears safe and sound; however, we came across the 2017 Financial Stability Report of the 
Office of Financial Research (OFR). The OFR Research and Analysis Center conducts research to support and improve the 
regulation of financial entities and markets, evaluate stress tests and other stability-related assessments of financial 
entities, and investigate disruptions and failures in the financial markets.  
 
From the report: "Market risks — risks to financial stability from movements in asset prices — remain high and continue to 
rise (see Figure 12). The OFR has highlighted in each of our annual reports the risk that low volatility and persistently low 
interest rates may promote excessive risk-taking and create vulnerabilities."  
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One view they highlight is that low volatility may serve as a 
catalyst for market participants to take more risk. This low 
volatility would make the financial system more fragile.   
 
There are a number of channels through which low volatility 
may contribute to greater leverage and risk-taking. Low 
volatility may increase risk-taking in other ways as well.  
 
As we know, correlations of returns across markets tend to 
be muted when volatility is low and rise sharply when 
markets become more volatile. These low correlations could 
entice investors to accumulate risky exposures, believing that 
their portfolios are diversified. Prolonged periods of low 
volatility may further decrease correlations and encourage 
risk-taking. This phenomenon is known as the volatility 
paradox. 
 
By studying figure 16, it appears that the paradox is present. According to the CBOE, we are at a record high with investors 
following the paradox. This (crowded) strategy will go well....until it doesn't.  

 
Although markets appear to be calm (by measuring volatility) the underlying risks are rising (by the OFR study), hence the 
paradox. We believe in mean reversion, both for volatility and investor sentiment. We don’t pretend to know when 
markets will peak or trough, but we do believe that volatility will always normalize over the long term.  
 

Van Hulzen Covered Call Strategy in Review and Outlook 
Our strategy gained 2.5% in Q4 compared to 2.8% for the BXM and 6.6% for the S&P 500. This is the first time in the history 

the stock market that we did not have a down month on 12 sub sequential months. Therefor the BXM was able to ride the 

perfect wave by producing 13% return for the year. Our strategy produced 11%. The winners in Q4 were big tech and other 

big weighting index stocks like Boeing, 3M and Caterpillar. 

 

Our investment process is focused on finding undervalued high quality stocks and selling call options to potentially enhance 

the total return and risk profile on each position. We believe that equity markets are likely to experience heightened 

volatility in the coming years. As covered call investors, we welcome back this higher volatility as it makes the total return 

performance less dependent on price appreciation.  
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The foregoing content reflects the opinions of Van Hulzen Asset Management and is subject to change at any time without 
notice. Content provided herein is for informational purposes only and should not be used or construed as investment ad-
vice or a recommendation regarding the purchase or sale of any security. There is no guarantee that these statements, 
opinions or forecasts provided herein will prove to be correct. Past performance is not a guarantee of future results. Indi-
ces are not available for direct investment. Any investor who attempts to mimic the performance of an index would incur 
fees and expenses which would reduce returns. All investing involves risk including the potential for loss of principal. There 
is no guarantee that any strategy will be successful. The CBOE S&P 500 BuyWrite Index (BXM) is a benchmark index de-
signed to track the performance of a hypothetical buy-write strategy on the S&P 500 Index. The BXM is a passive total re-
turn index based on (1) buying an S&P 500 stock index portfolio, and (2) "writing" (or selling) the near-term S&P 500 In-
dex (SPXSM) "covered" call option, generally on the third Friday of each month. The S&P 500 Index consists of 500 stocks 
chosen for market size, liquidity, and industry group representation. It is a market-value weighted index (stock price times 
number of shares outstanding), with each stock's weight in the Index proportionate to its market value. It is widely used as 
a benchmark of U.S. equity performance. It is not possible to invest directly in an index. FPAC-0035-18 

 
  

Note: There is no assurance that the Strategy will achieve its investment objectives. Writing call options can result in an option exercise 
and may cause shares to be “called away” and sold. The use of covered call strategies does not ensure profits or guarantee against losses. 
Past performance may not be indicative of future results.  


