
January 20, 2016 
 
 
Dear Client: 
 
The sharp stock market sell-off the first few weeks of the new year has closely mirrored last August’s correction. The 
market’s action has been similarly abrupt and nasty – markedly worse than the S&P 500 and other market cap–weighted 
indices would suggest, what with the relatively large number of equities officially in bear market territory. Its main 
causes, too, have been virtually identical: 1) fear of a Chinese “hard landing” and the spillover effects it would 
presumably have on the U.S. and global economies, with cascading oil and commodities prices purportedly signaling 
greater Chinese and worldwide economic weakness than official figures are yet indicating, and 2) concern that the Federal 
Reserve is at risk of tipping the U.S. into recession by embarking on a path of relatively tighter monetary policy in the 
face of a domestic recovery that has been by no means robust, a dollar that continues to strengthen, and the 
aforementioned global growth scare. 
 
Analysis of these two factors constituted the subject of last quarter’s lengthy letter and, seeing as little of substance has 
changed on either front since that time, we do not plan to discuss them in depth here. Instead, in this letter we will address 
what we see as the critical question for investors (as opposed to traders) in the current environment: Is the U.S. economy 
on the brink of recession? 
 
Bear markets can occur unaccompanied by recession, but historically such events have nearly without exception been 
relatively short and shallow, often based on technical market factors and overblown fears that don’t end up coming to 
fruition. Those factors are certainly present today – momentum-driven algorithmic and automated trading strategies, for 
instance, have likely exacerbated the market’s precipitous downward action at different points in recent months – and it is 
conceivable that we are in the middle stages of this kind of non-cyclical bear market. While it would be nice to avoid even 
such a short-lived and mild bear market, doing so would take us out of our area of expertise – analysis of large-scale 
economic fundamentals – and require us to behave instead as traders, maneuvering into and out of the market on a 
relatively short timescale based on technical factors and market psychology. Without stating an absolute principle, we 
tend to see such efforts as an exercise in futility. 
 
In order to get the more serious species of bear market – the phenomenon we do seek to avoid – you need a domestic 
recession. (While, as careful readers may recall our saying numerous times in the past, the economy and the stock market 
are not one and the same and do not always behave in relation to one another as one might intuitively expect, big-picture 
economic and stock market phenomena line up pretty well in the long run, with the market typically leading the way.) The 
problem currently, however, is that economists and the markets appear to disagree over the likelihood of an impending 
economic contraction. Down at one point today 15% from its May 2014 high and more than 11% on the year alone, the 
market has begun to price in a real likelihood of an imminent recession. The broad consensus among economists, on the 
other hand, is that the domestic economic fundamentals remain relatively firm and are not in great danger of rolling over 
in the next year or so. Of course, this disagreement breaks down along the usual lines: While a famous economist once 
quipped that the stock market has forecast nine of the past five recessions, market types might retort that economists have 
predicted none of them. So, are markets playing Chicken Little, or are economists whistling past the graveyard? 
 
In this instance we tend to side with the economists. Although we share the market’s worries about China and wariness 
toward the Fed as we discussed at length in our most recent letter, we see virtually none of the major portents, other than 
the behavior of the stock market itself, that typically foreshadow recession. Employment, far from contracting, continues 
to move in the right direction, with plenty of slack remaining, in our view, to fuel a good deal more inflation-free 
expansion. Indeed, while some signs of wage pressure have emerged in recent months, inflation itself remains nowhere in 
sight, which is crucial because it is the prospect of rising inflation and an overheating economy that traditionally compels 
the Fed to raise interest rates sharply, thereby strangling growth. If anything inflation has been and remains too low, 
which is of course a concern in its own right. Yet all indications are that the U.S. economy continues to plod along, 
growing at about 2% a year – nothing spectacular, but nothing to suggest that we are on the verge of a contraction either. 
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In fact, we’d argue that the rather unimpressive rate of growth makes it less likely that a recession is looming. Curiously, 
one of the arguments most commonly offered offered these days for why the current recovery is nearing an end is simply 
that it has gone on for so long. But that is not how the business cycle works; economic expansions do not come with 
expiration dates or “die of old age,” as the refrain is often heard today. Typically, rather, a period of economic growth will 
culminate in a boom phase, attended by some combination of speculative exuberance, mounting debt, and overinvestment 
and overcapacity, thereby sowing the seeds of its own bust. Witness the last two recessions, brought on respectively by 
the dot-com and housing boom-and-bust cycles. By contrast, the current expansion has been notable for its utter lack of 
enthusiasm or exuberance of any kind. Notwithstanding some Fed officials’ stated concerns over inflating “asset bubbles” 
or some commentators’ angst over equity valuations – which as of this writing are in fact right in line with historical 
averages and are by no means exorbitant – it is difficult to identify any areas of speculative excess at present. Consumers 
remain wary of taking on more debt after the lessons learned in the housing and financial crises; corporate investment 
remains cautious, to put it mildly. Certainly we have witnessed nothing even approaching what could be described as a 
boom. Rather, the economy continues along the same “Goldilocks” path of slow to moderate growth with very low 
inflation and interest rates that it has been following for the past several years – not too hot, not too cold. 
 
Regarding the potential for economic malaise to spread to our shores from China, let us simply reiterate one of the main 
takeaways from our previous letter: While we have serious concerns about China over the long term, we do not believe a 
disaster is imminent – and short of a collapse, we do not deem the current degree of Chinese economic softness sufficient 
to derail the U.S. recovery. As for the Fed, while we would’ve preferred the FOMC to maintain rates at zero last month, 
we are confident that any tightening blueprint would contain a self-correcting mechanism – that is, the Fed will raise rates 
further from here only if economic signals remain positive. Conversely, if weakness begins to emerge, we would expect 
the central bank to hold its fire and possibly even ease again. 
 
One final variable that we have not examined in detail recently, but which seems to be leading the stock market these days 
and therefore bears discussion, is the price of oil. The question hanging over the markets is whether oil has fallen so 
dramatically due mainly to oversupply or flagging demand. The latter would be an ominous indication that the Chinese 
and global economies are slowing more sharply than has been appreciated. While the market evidently fears that is the 
case, we think the drop in oil is first and foremost a matter of oversupply, for two primary reasons. First, the emergence of 
the U.S. fracking industry over the past five years has added significantly to the world oil supply. Second, we believe 
Saudi Arabia and the Gulf states have committed themselves to a price war intended a) to drive these new, higher-cost 
U.S. producers out of business and b) to harm Iran, their archenemy, just as the sanctions regime is being terminated and 
the country resumes meaningful oil exports. Notwithstanding the potentially ruinous impact on the U.S. oil industry and 
its suppliers, we see low oil prices due to oversupply as a net plus for the economy and stock market. Although they have 
yet to spur consumption as much as economists have predicted, lower energy prices should in the long run serve as a tax 
cut for the American consumer, as well as increase corporate profit margins on balance by reducing energy costs. Both of 
those effects are salutary for the U.S. economy. 
 
To sum up, at a moment such as this our task is to determine whether the market has gotten a bit carried away or is 
reflecting legitimate weakness in the fundamentals. We suspect the former is the case. While not complacent on China or 
other areas of concern, we believe the basic building blocks of the U.S. economy remain reasonably solid. Given that 
belief, as valuations grow more attractive we’re becoming increasingly interested in putting the bit of cash we’ve had on 
the sidelines back to work in stocks. 
 
If there have been any changes in your investment objectives or in your personal or financial circumstances, or if you have 
any questions or comments, please give us a call. 
 
Sincerely, 
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Michael G. Hofkin 
 
 
 
Benjamin J. Hofkin 
 
 
(A copy of our disclosure brochure is available upon request.) 
 
Disclosure: Hofkin Capital Management, Inc. is a registered investment adviser. The material contained herein has no 
regard to the specific investment objectives, financial situation, or particular needs of any person. It is published solely 
for informational purposes and is not to be construed as a solicitation nor does it constitute advice, investment or 
otherwise. References made to third parties are based on information obtained from sources believed to be reliable but 
are not guaranteed as being accurate. You should not regard it as a substitute for the exercise of your own judgment. Our 
comments are an expression of opinion. While we believe our statements to be true, they always depend on the reliability 
of our own credible sources. Past performance is no guarantee of future returns. 


