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October 17, 2014

Dear Client,

Recently, and after a long absence, market volatility and more specifically downside risk has returned to equity markets. Since the peak on September 19th, the S&P 500 is down 7.36% through October 15th.  The decline has been triggered by several areas of concern; namely – high stock market valuations, growth concerns in Europe and China, the Ebola outbreak and perhaps to a lesser extent the start of tightening of monetary policy by the Federal Reserve (FED).  While these factors taken together are cause for concern and have led to a steep decline in equity prices over the last 10 days, we do not believe they are signaling the beginning of a broad U.S. recession, nor are they symptomatic in any way with the bear market (defined as a 20% decline in equity prices) and subsequent recession like we experienced in 2008. As a result we believe the current bull market will continue and that this recent near correction (defined as a decline of 10-19%) will allow long-term investors to add to positions at lower prices. 
Let us take a moment to address these concerns independently.  

Stock Market Valuations
By some measures of stock valuation, stocks were above average long term valuations.  As recently as September 30th the P/E ratio was 21.  With the recent correction, as of October 16th, the S&P 500 had a Current Price to Earnings Ratio (P/E) of 18.09. The 50.6 year median P/E ratio is 16.7.  Therefore while not quite back to the median, stock valuations are closer to their normal levels.  

With the market hitting new highs as recently as September 19th the S&P 500 was due for a correction.  Corrections are healthy for equity markets and despite the recent pullback we have gone 784 days without a 10% correction.  We are almost there.  
Europe and China

While the recent news out of Europe has not been great, they are not yet in a recession. Recently, Germany, the Euro Zone’s largest economy, cut their 2014 economic growth forecast to 1.2% from 1.8% and to 1.3% in 2015 citing geopolitical concerns and slowing global growth.  There is no doubt that the sanctions imposed on Russia by the European nation states are impacting Germany’s economy and the Euro zone as a whole.  Additionally, earlier this week European Industrial production showed a bigger than expected decline in August.  The economies in France and Italy are barely growing after failing to make long-awaited structural reforms to their labor markets and being burdened by the costs of their large social programs.  

While monetary policy support from the European Central Bank (ECB) has ramped up, large scale support similar to what the Fed and the Bank of Japan have done in their respective countries is uncertain.  Germany, the Euro Zone’s largest and wealthiest country, is reluctant to support such programs given the resultant high inflation they experienced with such programs in the past.  Our view is that Europe will continue to struggle.  Their situation bears watching closely.  But with only 30% of global merchandise trade being exchanged between the two regions, the effect on the U.S. economy should be muted particularly if our economy continues to grow.

China continues to struggle with the transition from an export based economy to a consumer based one.  Stories about the failures of direct State investment, over invoicing and excess loan supply abound. That said, China is still projected to grow between 7.1% to 7.5% in 2014.  Third quarter numbers, which are to be announced next week, are expected to be weak.  

Ebola

Ebola is a virus spread through human to human transmission via direct contact of bodily fluids with an infected person or through surfaces and materials contaminated with these fluids. It first appeared in Africa in 1976 and the average case fatality rate is 50%, although in some countries it can be as high as 100%.  The current worldwide Ebola outbreak, while serious, is not anywhere near a pandemic in the United States. However, the increase in cases, inadequate policy response and training and lack of coordination are eroding the public trust in our ability to respond.  If not contained, an Ebola outbreak could transition to a pandemic and have a dramatic effect on commerce and travel.

Effective outbreak control relies on a package of protocols including case management, surveillance and contact tracing, a good laboratory service, safe burials and social mobilization (Source WHO).  It also requires controlling infection in health care settings.  So far the response by our government has been subpar, but the United States has the knowledge, resources, and commitment to stop the virus from spreading.  Furthermore, it has committed to reducing its spread at the source in Africa.  This is a dangerous virus that has the potential to kill very quickly.  So far, there has been one reported death and five reported cases.  Contrast that with between 3,000 and 49,000 deaths annually from the flu and we have a long way to go before this becomes a pandemic.

Fed Policy - End of Bond Purchases

As expected, the FED will reduce to normal their monthly purchases of agency mortgage securities and Treasuries in light of better economic conditions and improvement in the labor market.  This step must occur before any rise in the Federal funds interest rate can occur.  We suspect that markets are beginning to anticipate the Fed’s next move - a rise in interest rates and the effect that rate increases will have on stocks and the economy as a whole. We believe that even when the FED begins raising interest rates it will be a long time before we are back to a normal rate environment of somewhere around 4.25% from 0.15% today.  We also believe the FED will temper their rate increases to ensure the economy continues to perform at an optimal level.  

Despite the concerns above, we believe the bull market story is still intact.  The U.S. economy is gaining strength and while still not growing at robust levels, the growth will be sufficient to support continued healing in the labor market and sustain GDP growth.  

Consider these facts:

· The U.S. economy is not in recession and in fact is expected to grow at a rate in excess of 3% in the 3rd quarter after revised growth of 4.6% in the 2nd quarter. It also is projected to grow at 2.6%-3% in 2015. (Source: September 2014 FED minutes)

· Total nonfarm payrolls increased by 248,000 in September.  Over the last 12 months we have added on average 213,000 jobs per month. (Source: Bureau of Labor Statistics)

· On October 16, 2014, first time claims for unemployment (a forward looking indicator) decreased to 264,000, bringing the four week moving average to its lowest level since June of 2000. The level of claims is indicative of a continued robust level of hiring. (Source: Dept. of Labor).   

· The Institute of Supply Management Indexes is running at high levels, above 55, since April and May respectively. (Source: Federal Reserve) 
· Manufacturing Capacity Utilization Rate rose to 79.3% in September, a six year high. 81% is considered optimal. Higher capacity use is often a precursor to stronger business spending. (Source: Federal Reserve)

· Oil prices have slumped to a 47 month low closing around $82 a barrel on Wednesday.  The drop in oil prices combined with the healing labor market is supportive of the U.S. Consumer and their significant contribution to GDP.  Real Consumer spending is up 2.6% since August of 2013. 

· Inflation is low at 1.7% year over year. (Source: Federal Reserve)

The Bottom Line: 

The economy is expanding and we are nowhere near recession territory.  Market corrections are common and healthy for markets.  We are confident that long term investors will be rewarded for purchasing stocks at these valuations.   

Please feel free to contact us with any questions or concerns.

Sincerely, 
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