—STILLWATER CAPITAL THIS WEEK IN THE MARKETS

September 8", 2017
The Top-Down

Hurricane Irma is moving through the Caribbean and is expected to make landfall in Florida late
Sunday. This category 5 storm is the largest ever recorded in the Atlantic. Property casualty insurers
with exposure have sold off in anticipation of significant damage. The astonishing view of Irma
courtesy of NASA.
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https://www.bloomberg.com/news/articles/2017-09-05/hurricane-threat-grows-for-florida-as-irma-heads-for-caribbean
http://nymag.com/daily/intelligencer/2017/09/hurricane-irma-looking-more-likely-to-threaten-us.html
https://www.cnbc.com/2017/09/05/hurricane-irma-is-already-causing-florida-insurance-stocks-to-plunge.html
https://www.nasa.gov/feature/goddard/2017/irma-atlantic-ocean

Fed Vice Chairman Stanley Fischer announced that he would be stepping down in October for
personal reasons. His term was set to expire in June of next year. Gary Cohn’s criticism of President
Trump’s Charlottesville remarks may have cost him the top spot in the organization. Leading to
speculation that he may be on the way out at the White House.

Deutsche Bank’s CEO John Cryan is calling for the ECB to accelerate the end of loose monetary
policies as asset bubbles are forming and the risk of “greater upheaval” is growing as they expand.
Mario Draghi appears to have gotten the message.

Goldman Sachs CEO Lloyd Blankfein finds it “unnerving” that yields are higher on corporate debt
than on corporate dividends. Morten Steinland, who manages $6.6 billion in fixed income at Alfred
Berg in Norway expressed similar thoughts. Calling this chart of Treasury volatility “the scariest

graph | see”.

Market Not Seeing Risk

reasury volatility index at record lows
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Stillwater View: Risk has indeed been taken out of the markets and they are ill prepared if
something goes bump in the night.

The sector churn beneath the index calm has resulted in a breakdown in correlations. Stock picking,
both long and short, has an opportunity to show that it has a place in the market.



https://www.bloomberg.com/news/articles/2017-09-06/fed-vice-chairman-stanley-fischer-submits-resignation
http://www.businessinsider.com/gary-cohn-fed-chair-unlikely-trump-2017-9
https://www.cnbc.com/2017/09/08/trump-anger-at-cohn-raises-doubts-about-his-white-house-tenure-sources.html
https://www.bloomberg.com/news/articles/2017-09-06/deutsche-bank-ceo-highlights-asset-bubbles-on-excess-cheap-money
https://www.nytimes.com/2017/09/07/business/european-central-bank-draghi-dollar.html?ref=dealbook&_r=0
https://www.cnbc.com/2017/09/06/lloyd-blankfein-sees-something-that-unnerves-him.html
https://www.bloomberg.com/news/articles/2017-09-07/blankfein-needs-to-take-a-look-at-europe-when-warning-of-risks
https://www.bloomberg.com/news/articles/2017-09-07/bond-manager-with-6-6-billion-just-saw-the-scariest-chart-ever
https://www.bloomberg.com/news/articles/2017-09-07/bond-manager-with-6-6-billion-just-saw-the-scariest-chart-ever
https://www.bloomberg.com/news/articles/2017-09-05/no-excuse-stock-market-as-dormant-surface-masks-teeming-interior

Low Correlation, Low Volatility
Both S&P 500 3-month realized correlation and VIX near multi-year lows

W S&P 500 3-Month Realized Correlation (R1) Chicago Board Options Exchange SPX Volatility Index (L1)
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While history has shown that it’s almost always good to be long the market, it’s important to keep
returns in perspective. Markets do indeed go through decades of volatile swings. Sometimes
showing only modest progress and riding a wild road to get there. Look no further than the twenty-
year history of the S&P 500 from the fall of 1997 to the present.

From October 1997 through August 2000 the technology driven bull market returned 65% to
investors. The recession and bear market that followed, including the terrorist attacks of September
2001, would cause the broad market to lose 46% in two years’ time.

The Fed reacted to the recession with interest rate cuts and a five-year bull market ensued. By the
fall of 2007, Treasury Secretary Hank Paulson was so impressed with growth he proclaimed it to be
the strongest global economy he had ever seen.

Two years later, at the depths of the global financial crisis, the market had lost 57%. Lehman
Brothers would not survive and millions of homeowners would be washed out in a tidal wave of
foreclosures. With the situation looking dire, central bankers were forced to dig deep into their
reflation handbook. They rolled out round after round of quantitative easing. The result? From the
March 2009 bottom to today the S&P 500 has returned an impressive 270%.

Stillwater View: Why the walk down memory lane? It serves as a reminder that the 6.78%
annualized return over the past twenty years has come with considerable volatility. Something that
the markets have been eerily devoid of lately. That return includes the roughly 2% contribution from
dividends.



A modest 10% correction in the S&P would bring the index back down to the 2,200 level with a
more substantial fall of 20% resetting it to 2,000. The former is more probable, but the latter is well
within the realm of possibility. The market has had an extended rally, valuations are full, central
bank policy is shifting and positive economic tailwinds appear to be nearing the end of the runway.

The S&P 500 - September 1997 through September 2017. Recessionary periods in grey.
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The Bottom-Up

Rovio, the company behind Angry Birds, is preparing to go public and hopes to stay off the list of
game developers that have proven disappointments in the market. Lego is struggling as the company
reported the first sales decline in thirteen years. Blaming the slowdown on the continued shift
towards electronic gaming among kids. Meanwhile Juicero is no more as the $400 million venture
that sat at the crossroads of technology and healthy living closed shop.



https://www.nytimes.com/2017/09/05/business/dealbook/angry-birds-rovio-ipo.html?ref=dealbook&_r=0
https://www.wsj.com/articles/lego-to-slash-1-400-jobs-posts-first-sales-drop-in-13-years-1504599603
https://www.nytimes.com/2017/09/05/business/lego-sales-toys.html?mcubz=3&_r=0
https://techcrunch.com/2017/09/01/rip-juicero-the-400-venture-backed-juice-machine/
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Disney CEO Bob Iger commented on Thursday that current year earnings would be in-line with last
year. Wall Street expected modest year-over-year growth and the stock dropped 5% on the news.
The company is under continued pressure from Netflix and other streaming options. It has decided
to go it alone in its efforts to compete. Wells Fargo’s Marci Ryvicker upgraded the shares to a
market outperform on Tuesday. Hollywood is also coming off the worst summer since 2006.

5
' Kl

~

The retail and energy sectors rallied this week as investors searched for value in an otherwise
expensive market. This reversal of the hedge fund momentum trade has hurt those who had piled in
on the short side of the ledger.



http://variety.com/2017/biz/news/disney-cable-stocks-down-wall-street-1202550442/
http://variety.com/2017/biz/news/star-wars-marvel-movies-disney-streaming-service-1202549993/
https://www.cnbc.com/video/2017/09/05/wells-fargo-analyst-says-theres-one-reason-why-you-should-buy-disney-now.html
https://www.bloomberg.com/news/articles/2017-09-04/hollywood-calls-a-wrap-on-3-8-billion-summer-worst-since-2006
https://www.bloomberg.com/news/articles/2017-09-08/hedge-fund-momentum-trade-hits-bumps-as-energy-retailers-rally

Bets Backfire

Short sellers burned by energy, retailer rally

B Retailers’ short interest on 8/15/17 (R1) S&P Retail Index (L1)
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Kohl’s decided that if you can’t beat Amazon, you might as well join it. They announced the
buildout of dedicated space to market Amazon home products and devices in ten stores located in
the Chicago and Los Angeles areas. Restoration Hardware shares rocketed 40% higher on Thursday
when the company raised guidance on increased adoption of the company’s membership model. The
shares have been heavily shorted this year.



http://www.chicagotribune.com/business/ct-amazon-kohls-smart-home-stores-0907-biz-20170906-story.html
https://www.cnbc.com/2017/09/06/kohls-partners-with-amazon-to-sell-echo-devices-and-smart-home-items.html
https://www.cnbc.com/2017/09/07/rh-skyrockets-40-percent-as-furniture-retailer-raises-full-year-outlook.html
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Apple is gearing up for the iPhone 8 launch next week. Rumors of potential production delays have
Bernstein’s Tony Sacconaghi concerned about the impact it could have on the stock.



https://www.theverge.com/circuitbreaker/2017/9/6/16254802/new-iphone-change-event
https://www.cnbc.com/2017/09/07/bernstein-tony-sacconaghi-on-iphone-8-delay.html

Meanwhile, the New York Yankees have accused the rival Boston Red Sox of stealing signals using
an Apple iWatch. Turns out the act itself isn’t illegal, it’s simply limited to the human eye.

Up and Down Wall Street

Steve Cohen is ramping up to raise $10 billion next year, when his 2016 settlement with the SEC
allows him to start managing outside money again. Cohen appeared with AQR founder Cliff Asness
at the Milken conference last year as they discussed the evolution of hedge funds and the future of
asset management. Fortune profiled his comeback in an extensive interview last fall.

The highly-anticipated book by Ray Dalio, “Principles: Life & Work”, will be published later this

month. Andrew Ross Sorkin writes the preview for the New York Times. Mr. Dalio is the founder
and CEO of Bridgewater, the world’s largest hedge fund. His “How the Economy Works in 30
Minutes” has been watched more than four million times.

He provided his view of the power of radical transparency earlier this year in a Ted talk geared
towards the book’s release. Ray’s first stock purchase was Northeast Airlines with money he earned
as a caddy earning $5.00 a bag.

Stillwater View: The look inside the post-election strategy session at Bridgewater is a fascinating
view for anyone who has ever wondered what the beautiful machine looks like. The video of Ray
Dalio on Wall Street Week circa 1982 is priceless, as is the retrospective acknowledgement of
arrogance.


https://www.cnbc.com/2017/09/05/red-sox-busted-using-apple-watch-to-steal-yankees-sign.html
https://www.bloomberg.com/news/articles/2017-09-05/steve-cohen-s-comeback-is-said-to-begin-as-marketers-pitch-fund
https://www.sec.gov/news/pressrelease/2016-3.html
http://www.milkeninstitute.org/events/conferences/global-conference/2016/panel-detail/6168
http://fortune.com/steve-cohen-billionaire-point72-hedge-fund/
https://www.principles.com/#overlay
https://www.nytimes.com/2017/09/04/business/ray-dalio-book-bridgewater.html?mcubz=3&_r=0
https://www.youtube.com/watch?v=PHe0bXAIuk0
https://www.youtube.com/watch?v=PHe0bXAIuk0
https://www.principles.com/

PRINCIPLES

Tail-risk funds, those designed to profit from Black Swan events continue to disappoint as market
dislocations have failed to materialize. The Wall Street Journal reports that the strategies are down
6.5% this year. Man Group's AHL Tail Protect fund has lost 45% since inception in 2009.

Black Swan Down
Cumulative return of tail-risk funds since December 2007
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Source: CBOE Eurekahedge Tail Risk Hedge Fund Index
THE WALL STREET JOURNAL

Diversions

In case you missed the cozy campout for 70,000 in the Black Rock Desert this year, here is the recap
of nine days of Burning Man in under two minutes.


https://www.wsj.com/articles/a-decade-after-crisis-investors-have-stopped-hunting-for-black-swans-1504603800
http://www.sfgate.com/bayarea/article/Burning-Man-2017-pictures-video-Black-Rock-City-12175059.php
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The U.S. Open continues today at Arthur Ashe Stadium in Queens with the men’s semifinal taking
place this afternoon. The woman’s final goes down on Saturday, matching Madison Keys and Sloan
Stephens. The tournament wraps up Sunday with the men’s final.
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US OPEN



http://www.usopen.org/index.html
http://bleacherreport.com/articles/2731898-us-open-tennis-2017-mens-semifinal-tv-schedule-start-time-live-stream
http://www.espn.com/espnw/sports/article/20626474/us-open-positives-come-us-open-women-final

The Monterey Jazz Festival turns 60 this year and kicks off next Friday. The event, not to be
confused with the Monterey Pop Festival which turned 50 in June, runs through Sunday, September
16™. If you find yourself there take the short drive north to Moss Landing and enjoy a bowl of
Cioppino like no other at Phil’s Fish Market.

Saturday’s college football schedule has games of consequence as “The” Ohio State Buckeyes take
on Oklahoma at the Horseshoe in Columbus and USC will host Stanford at the Coliseum. Hard to
believe that it was eight years ago that a young Richard Sherman taunted the Trojan faithful and
Pete Caroll famously wondered aloud what Jim Harbaugh’s “deal” was. Pete would get his revenge
four years later as the Seahawks defeated the Harbaugh coached San Francisco 49ers in the 2013
NFC Championship Game.

Stillwater View: Have fun out there and don’t leave the game early. You never know what might
happen with your team down 44-10 late in the third quarter. Just ask my wife and kids.

The NFL season kicked off last night as the Super Bowl champion Patriots were defeated 42-27 by
the Chiefs in Foxboro. Big games on Sunday include the Steelers vs. the Cleveland Browns, the
Seattle Seahawks take on the Pack and the Cowboys face the New York football Giants in an early
NFC East showdown. Commissioner Rodger Goodell is first and goal on a five-year contract
extension.

Stillwater View: America’s Quarterback Tom Brady and the Patriots will continue their reign as
everyone else is playing for second in the AFC. It will be a toss-up between the Green Bay Packers,
Carolina Panthers and the resurgent Cowboys in the NFC. The Atlanta Falcons will try to shake the
horror of blowing a 25 point lead in the last Super Bowl. And the San Francisco Forty Niners will
once again give this author his Sundays back as they won’t be seeing the playoffs anytime soon.

Super Bowl 52 takes place on February 3™ in the new Nordic modern U.S Bank Stadium in
Minneapolis. Las Vegas is giving the New York Jets a historic 1,000 to 1 shot of getting there.



http://www.montereyjazzfestival.org/jazz-legends-gala
https://www.wsj.com/articles/monterey-pop-turns-50-1497903100
http://philsfishmarket.com/
https://www.si.com/college-football/2017/09/07/usc-trojans-stanford-series-history-pac-12
http://www.espn.com/college-football/story/_/id/20591496/ultimate-guide-oklahoma-sooners-vs-ohio-state-buckeyes
http://www.espn.com/college-football/story/_/id/20591496/ultimate-guide-oklahoma-sooners-vs-ohio-state-buckeyes
http://collegefootballnews.com/2017/09/usc-vs-stanford-prediction-game-preview
https://www.youtube.com/watch?v=4YNNtnLQ0rI
https://www.diehards.com/ucla/watch-behind-scenes-uclas-epic-comeback-win-texas
https://www.youtube.com/watch?v=BkCfM2Cds4o
https://www.youtube.com/watch?v=aPw1rO7mMyI
https://www.youtube.com/watch?v=DnbW1LZAC0s
https://www.nytimes.com/2017/08/21/sports/football/roger-goodell-nfl-contract.html?mcubz=3
https://www.nytimes.com/2017/08/21/sports/football/roger-goodell-nfl-contract.html?mcubz=3
http://www.slate.com/articles/sports/sports_nut/2017/02/the_atlanta_falcons_loss_in_super_bowl_li_was_an_amazing_catastrophe.html
http://www.slate.com/articles/sports/sports_nut/2017/02/the_atlanta_falcons_loss_in_super_bowl_li_was_an_amazing_catastrophe.html
http://www.espn.com/blog/nfcwest/post/_/id/127218/why-wins-and-losses-arent-everything-for-the-49ers-in-2017
http://www.nfl.com/news/story/0ap3000000838679/article/fiftytwo-nfl-things-to-watch-on-the-road-to-super-bowl-lii
http://www.espn.com/chalk/story/_/id/20589135/new-york-jets-historic-1000-1-win-super-bowl

To subscribe or unsubscribe to Stillwater Capital’s “This Week in the Markets” please e-mail
contact@stillcap.com.

DISCLOSURE: Stillwater Capital, LLC is a Registered Investment Adviser. Advisory
services are only offered to clients or prospective clients where Stillwater Capital, LLC and its
representatives are properly licensed or exempt from licensure. This website is solely for
informational purposes. Past performance is no guarantee of future returns. Investing
involves risk and possible loss of principal capital. No advice may be rendered by Stillwater
Capital, LLC unless a client service agreement is in place.

Stillwater Capital, LLC provides links for your convenience to websites produced by other
providers or industry related material. Accessing websites through links directs you away
from our website. Stillwater Capital, LLC is not responsible for errors or omissions in the
material on third party websites, and does not necessarily approve of or endorse the
information provided. Users who gain access to third party websites may be subject to the
copyright and other restrictions on use imposed by those providers and assume responsibility
and risk from use of those websites.

General Notice to Users: While we appreciate your comments and feedback, please be aware
that any form of testimony from current or past clients about their experience with our firm
on our website or social media platforms is strictly forbidden under current securities laws.
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