
 

Monday, August 14th, 2017 

“North Korea Scare Shows More Complacency Risk than Threat to Stocks” 

Stocks were treated to an abrupt wake-up call last week after a slumber that would do Rip Van Winkle proud. 

The recent sparks of commentary between President Trump and Kim Jong-un were enough to bring white 

caps to otherwise sanguine waters of the market’s summer trek higher. 

The lack of volatility had reached historically absurd levels in recent weeks. The CBOE Volatility Index (“VIX”) 

is a gauge of implied volatility in the S&P 500 index. As evidenced by the chart below, implied volatility can 

run higher in upward trending markets (such as the late 90’s) despite a tendency to spike during periods of 

market distress (such as ’08-’09).  

 

Source: Yahoo Finance 

In the 27 ½ years of existence, the VIX has closed below 10 only 27 times and 17 of those have occurred in 

2017. In July, the VIX closed below 10 on ten consecutive days and hit an all-time intra-day low of 8.84 on 

July 26th. Suffice it to say, given the current elevated level of stock valuations, complacency has rarely been 

more prevalent.  

After tensions with North Korea escalated in an exchange of press releases mid-week, the VIX exploded over 

65% from Monday’s low of 9.76 to Thursday’s high of 16.17. Even a level of 16 is well below the historical 

average of 19.5 since inception of the VIX, but the spike did serve as a good refresher for the ever present 

risks in owning stocks. 

The stock market has had a strong year thus far, but nothing extraordinary. The notable story thus far has 

been the steadiness of the slog higher and the dearth of volatility. The 1.45% loss on the S&P 500 last 

Thursday was the first 1% move in either direction in the past 58 days1. The only slightly unpleasant 1.1% 

loss for the week on the Dow Jones Industrial Average was the worst weekly showing since March. Not bad. 



Low levels of volatility are not a precursor to the market’s next move, but they do indicate the relative level 

of investor complacency and what reactions can result from otherwise normal levels of risk-inducing events. 

Since the election, a positive global economic backdrop absent the typical pockets of uncertainty has 

supported higher appetites for risk.  

It is also important to put some context to geopolitical ramifications on stocks, and what better way than 

taking lessons from the past. The S&P 500 dropped 1.1% the day Iraq invaded Kuwait in 1990, according to 

Strategas Research Partners data. The index fell further in the next three months, but was up 10% 250 
trading days later. Even the Cuban Missile Crisis in 1962 resulted in only a 6%-plus drop that was quickly 

erased2. The attacks on 9/11 were an exception to this, but those also coincided with the dotcom fallout and 

an economic recession so it is hard to quantify their true impact on the stock market absent the economic 

backdrop.   

“Black swan” events are always a real possibility with unknowable ramifications, but history has shown us 

that over-reacting on short-term realized volatility spikes is most often just another trap for investors to 

avoid. By and large, stocks are driven by economic growth, namely corporate earnings. With 90% of the S&P 

500 now having reported Q2 earnings, the average earnings growth is currently 10% year-over-year, well 

ahead of the 6.4%3 growth expected on June 30th. And for once, estimates have not been ratcheted materially 

lower to provide an easy hurdle for upside beats.  

Geopolitics can create anxiety for investors, but are not going to displace the $18.5 Trillion U.S. economy and 

Corporate America on their own. The higher likelihood is that this blows over and the market rallies back. 

The more serious threat, as it relates to stocks, would be derailment of tax policy reform or a slowdown in 

recent earnings strength.   
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