
 
 
 
 
 
 
 
 
 
 
 
 
October 13, 2014 
 
Dear Investor: 
 
Stock and bond prices were essentially flat in the third quarter.  The bellwether S&P 500® Index moved 
up by less than one percent in the period, and bonds fell fractionally as gauged by the Barclays Bond 
Index.  The VIX Volatility Index – Wall Street’s oft-described fear index – jumped by 40% from its near-
record low in the June period – though even that level was still low by historical norms.   
 
       Q3 2014 Q2 2014 Pct. Change 
 

S&P 500® Index    1972.3  1960.2  +0.6%  
Dow Jones Industrial Average   17042.9  16826.6  +1.3%  
NASDAQ Composite Index   4493.4  4408.2  +1.9%  
VIX Volatility Index    16.3  11.6  +40.5% 
Barclays Bond Index – ETF “AGG”  109.1  109.4  -0.3%  
10-Year U.S. Treasury Yield   2.49%  2.53%  -1.6% 
Gold (ounce)     $1,208.2 $1,327.3 -9.0% 
Oil (barrel – West Texas Intermediate)  $91.16  $105.37  -13.5%  

 
Data Source: Bloomberg L.P. 

 
As we write this letter, the stock market is showing unusual volatility.  On Wednesday, October 8, the 
S&P 500® Index jumped by 1.8% – its best single-day performance of the year – only to be followed a 
day later by the second largest one-day sell-off of the year (down 2.1%).  We usually pay little attention 
to the daily flights and swoons of the stock markets.  It is the destination – not the bumpy ride – that 
investors should keep in mind (or at least try to).  The late “Ace” Greenberg, legendary chief executive of 
Bear Stearns, was asked by a reporter for his immediate reaction to the market crash of October 19, 1987 
– that 23% drop was the worst one-day sell-off in U.S. stock market history.  The great man took it in 
stride and famously answered “Markets fluctuate… next question.”  For the record, the Dow Industrial 
Average is nearly ten times higher today than it was on that very memorable day 28 years ago. 
 
Why are the financial markets so jittery?   There are, of course, clear and present concerns: Europe’s 
chronic inability to resuscitate its flat-lining economies – and the worrying prospect of European 
deflation; the imminent end of the Federal Reserve’s huge and successful program of quantitative easing 
(QE); China’s economic slowdown and its crackdown on pro-democracy dissidents in Hong Kong; the 
threat of radical Islamic militarism (ISIS) in the Middle East; and the newest and perhaps most 
frightening worry – the threat of the Ebola virus spreading from a regional crisis into a global pandemic.   
 
But when have there ever not been things to worry about?   An archivist could examine the front page of 
any big city newspaper picked at random in the past 70 years and find one or two items of seemingly 
grave impact for stocks, or even for our way of life: the Cold War, the OPEC oil embargo, the S&L crisis 
of the mid-80s, and the financial panic of 2008/2009, to name several.  Except for the 2008/2009 crisis, 
some of these events now seem quaint and distant – if they are known at all to people under the age of 30. 
 



 

A few of our present day worries contain surprisingly rich silver linings.  A fine example of this double-
edged sword is occurring now in the energy markets.   Over the last 17 weeks, the price of the U.S. 
benchmark West Texas Intermediate (WTI) grade oil has dropped from $104/barrel to $86/barrel, an 
occurrence that has alarmed those who sniff deflation in the air.1  But the causes and effects of this sharp 
price drop are more benign than dangerous, we believe.  First, thanks to the home-grown innovations of 
horizontal well drilling and hydraulic fracturing, U.S. oil production – generally seen to be in a death 
spiral not long ago – is surging in a way that could not have been imagined by the “Peak Oil” crowd ten 
years ago.  From a trough of about 5 million barrels per day (b/d) in 2005, U.S. crude oil production has 
risen to 8.5 million b/d today2.  That has been a godsend to the energy-based economies of many regions 
of the country, such as Appalachia, the Upper Midwest, and the Southwest.   
 
Over the same time, U.S. oil demand, which peaked at 21 million b/d in 2005, has dropped by two million 
b/d.3   This trend is attributable to the cumulative effect of the recent recession, improvements in vehicle 
fuel efficiency, and shifts in demographic factors and tastes (older people drive less and younger people 
are buying and operating fewer cars than their parents).    
 
The cumulative effect of higher U.S. oil production and lower U.S. oil demand is a “delta” of 5.5 million 
barrels a day – a figure equal to all of the current oil production of the West African countries of Nigeria, 
Angola, Equatorial Guinea, and Gabon.4  For the record, the U.S. has not purchased a single cargo of 
Nigerian oil since July of this year.5  And that is the second silver lining of this development: our 
merchandise trade deficit has dropped by $150 billion/year because of the sharp fall of oil imports.6   
 
But the third payoff of the lower oil price may be the richest of all: a direct “sugar jolt” to U.S. consumers 
of about $130 billion/year in the form of lower outlays for gasoline, diesel, and heating oil.7  And this 
could just be a start.  If oil prices continue to drop, more “sugar” will flow to consumers.  On a global 
basis, the benefits of a $40/barrel oil price reduction could exceed $1 trillion annually.8  
 
The impact on the financial markets of a sharp mark-down of oil prices could also be beneficial.  Over the 
past fifty years, there have been only three occasions – 1986, 1998, and 2009 – in which the WTI oil price 
fell by 30% or more from the prior year.9  And in each of those years, the S&P 500® Index rose by 15% 
(1986), 27% (1998), and 24% (2009).10  This might be a coincidence, but there’s no doubt about the 
benefit of lower oil prices to American consumers.  Oil prices haven’t yet dropped by 30% from their 
recent peak – for this to occur WTI would have to drop below $73/barrel – but we can imagine that.  Even 
energy shares – the worse performing sector of the stock market this year – will adjust to the new oil price 
reality.  Indeed, the year after those oil price declines of at least 30%, energy stocks performed well.11 
 
Thank you for allowing us to manage your investments.  We strive to honor your faith in us with 
diligence, creativity, and good results.  That is our only business model. 
 
Sincerely, 
 
Palisade Capital Management 

                                                           
1 Data is based on an analysis of the CLX4 COMB Commodity security’s weekly price changes from June 20, 2014 to October 10, 2014 and was derived from 

Bloomberg L.P. 
2 Bloomberg L.P. 
3 Ibid. 
4 http://www.bp.com/content/dam/bp/pdf/Energy-economics/statistical-review-2014/BP-statistical-review-of-world-energy-2014-full-report.pdf 
5 U.S. Department of Energy:  http://www.eia.gov/ 
6 Ibid. 
7 Ibid. 
8 Ibid. 
9 Bloomberg L.P. 
10 Ibid. 
11 Relation of oil and energy stock price movements and are based on West Texas Intermediate (WTI) and S&P500 Energy Stocks.  All data derived from     

Bloomberg L.P. 


