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A Dangerous Loss of Momentum
As I write this commentary on October 11th, we are seeing the stock market as measured by the S&P 500 reach its
second correction of 5% or more this year, with the first one being in January and reaching a maximum depth of 5.76%. Historically there has been an average of 3 declines of 5% or more in a year, so the fact that we are just now
having our second such decline shows that we have continued to see the continuation of below-average volatility that
began last summer. The correction in January was attributed to concerns over the potential for interest rates to rise
when the U.S. Federal Reserve (Fed) began the reduction of their bond-buying program. The current decline is
beginning to have a more disconcerting global profile.
In last month’s commentary we discussed challenges that are being faced by Europe, with slowing economic growth
and declining levels of inflation that may move into deflation. The economic condition of deflation is undesirable
because people hold off on buying things because they believe that prices will decline further in the future. Such a
cycle makes sustainable economic growth very difficult. Although we have not had that condition on a widespread
basis in the U.S. since the Great Depression, we did have it in the housing market after the financial crisis of 2008.
Consider the fact that although home prices had fallen significantly from prior levels, many people who could have
qualified to purchase a home were unwilling to do so, because they did not have confidence that prices were likely to
stop falling. Magnify that to an economy-wide basis and that is what deflation looks like.
Faced with the recent prospects of deflation, the European Central Bank (ECB) has been expected to announce
measures that were designed to get commercial banks to make more loans, and thus stimulate the Eurozone (18
member countries all using the eurodollar as a common currency) economy and increase inflationary pressures. One
of the first steps which was taken in June was to eliminate the interest rate that it was paying commercial banks who
had deposits with the ECB and institute a negative interest rate, so that commercial banks would in essence have to
pay to park their money with the ECB. This was designed to put additional pressure on commercial banks to make
more loans to more marginal borrowers, and at lower interest rates than they otherwise might.
The more widely expected development as of late was to provide a large amount of additional stimulus to the system
through a quantitative easing program similar to what the Fed has done here in the U.S. This step was announced in
early September on a scale of nearly $1 trillion in asset purchases. European markets had rallied in August on
expectation of the news, and the rally continued into early September after the new policy measure was announced.
However, the advance stalled shortly thereafter, and stock markets across Europe have begun to decline again and in
many cases are at or near their lowest levels in a year or more.
The fact that the prices of European companies are declining when they should benefit from both lower interest rates
and a weaker currency, which makes their exports more competitive on the world market is a troubling sign. It may be
signaling that investors have evaluated the situation and feel that despite the current efforts of the ECB, that the steps
taken will not be enough to stop deflation, and that they believe the Eurozone economy could slide into a long and
difficult recession.
Will the Eurozone problems be large enough to spread and impact the U.S. financial markets? They might, and that is
why we are watching this situation very closely on two fronts. The first is the possibility that if the Eurozone slides into
recession, that it may also pull us into a recession. Since we came out of our recession in 2009, we saw the Eurozone
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slide back into a moderate recession in 2012, but that slowdown did not pull us into recession. Although we may not
find our current economic recovery to be very satisfying, it is actually one of the strongest in the world, showing us just
how weak the global recovery is. So, a weakening Eurozone economy coupled with significant geopolitical tensions
have begun to weigh on our markets. My second concern is that it appears an increasing number of investors in
Japan have begun to lose faith in some of the similar types of quantitative easing programs which have been
implemented over there are not improving things as expected, and their market advance has stagnated. If a similar
loss of faith in the Bank of Japan (Japan's Central Bank) also begins to happen in Europe, could that loss of faith also
move to the United States?
What concerns me, and what we have discussed in prior commentaries, is that we have had surprisingly strong stock
market growth, yet the weakest economic recovery since the end of WWII. Stocks are now trading at very high
valuation levels, and historically we have not been able to maintain these high valuation levels for long periods of time.
In regard to how stocks have been able to rise to such high valuation levels in a lackluster economic environment, one
reason given by some experts is that with record low interest rates there are no other attractive alternatives, and that
because of the lack of compelling alternatives money will continue to flow into the stock markets. While that premise
may help explain what has driven stocks to their current valuation levels, it is a premise that sounds too close to the
arguments that people were using 10 years ago to justify overvalued housing markets by noting that real estate was
safe because “housing has never declined on a nationwide basis in a single year," and “they aren’t making any more
real estate.” We all saw the aftermath of what happened when that premise was realized to be false.
My ultimate concern at this juncture is that we have a very expensive stock market, and we are seeing a loss of
upward momentum in stock prices in many global markets, and that decline is now beginning to impact our markets.
The U.S. stock market has been providing more positive returns over the past few years than history would suggest
that it should, and this has probably been driven by the fact that although our economic situation is not great, it looks
better than most parts of the world. The current market advance recently became the 3rd longest in nearly 100 years,
as shown in the chart below.
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Long bull markets tend to build up complacency on the part of many investors. If the current loss of momentum
continues, whether from increasing problems in foreign countries that begin to negatively impact the U.S., a loss of
confidence in the ability of the Fed to stimulate the economy, or some other factor, it could significantly reduce the
number of investors who are willing to continue putting money into stocks. As a result, many of the recent market
participants may sit out until we get to more attractive valuation levels, which could be 20-30% lower than our current
levels. Until momentum begins to rebuild, we will continue to reduce equity exposure and remain cautious while we
are in this period of above-average risk.
Michael Ball
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