
April 25, 2016 
 
 
Dear Client: 
 
What a difference a quarter makes. Since our last letter, the S&P 500 has recouped all of its losses from the first weeks of 
January to go narrowly positive on the year. (In fact, the writing of that letter coincided exactly with what proved to be a 
multiyear bottom, which the market retested, but did not break through, in February.) At the same time, investors’ worst 
fears have abated and sentiment has stabilized. But which is cause and which effect? Have conditions truly improved 
(assuming they were really so bad to begin with – and we didn’t think they were), causing the market rebound, or do they 
just seem improved because of the rebound? Sentiment can drive the market in the short term, and indeed extreme 
sentiment can impact the underlying economic fundamentals, as we talked about in our previous letter, but over the long 
term – the timescale that matters to us – it is those fundamentals that chart the market’s course. So the question is what, if 
anything, has changed in reality since the S&P threatened 1800 in January and again in February. 
 
Again, we turn to the two main sources of anxiety that drove the market down over the opening six weeks of the year – 
China and the Fed. Regarding the former, two things have happened. First, China’s foreign exchange reserves and the 
Chinese currency have stabilized. In a near replay of the events of last August, fear of a Chinese hard landing spiked once 
again on the first trading day of the year due largely to a devaluation of the renminbi that was minor in the grand scheme 
of things but for which the Chinese authorities had failed to prepare the global financial markets. While taking huge 
positions against the renminbi, well-known currency speculators such as George Soros began making pronouncements as 
to the inability of even China’s towering foreign exchange reserves (roughly $4 trillion at their peak last summer) to 
withstand the massive levels of ongoing capital flight (approaching $100 billion per month during the second half of 
2015) and hence the inevitability of a truly significant devaluation on the order of 15-20% – an event that would likely 
signify the dreaded hard landing and would indeed have the potential to shake the foundations of the global economy. But 
a funny thing happened on the way to a reprise of Soros’ celebrated 1992 bear raid on the sterling: Having again 
undertaken a comparatively minor devaluation, the Chinese moved aggressively to defend their currency against attack 
and, in a (hopefully) temporary reversal of their steps toward financial liberalization, quietly reimposed a measure of 
capital controls. As a result, this past month saw China’s foreign exchange reserves increase for the first time since last 
October, and concern over an imminent major devaluation has once again ebbed. Our sense is that the Chinese wish to 
avoid such a devaluation as much as the rest of the world, and their reimposition of capital controls, which we tend to 
favor over the short term, demonstrates both the will and the means to do so. 
 
Second, the Chinese government’s choice to prioritize short-term growth over long-term balance sheet cleanup has begun 
to bear fruit. The regime’s battery of monetary and fiscal stimulus measures has succeeded at least for the time being in 
stabilizing GDP growth, and data released in the last several weeks show an uptick in those sectors such as real estate and 
industrial production that have been hit hardest by China’s slowdown. While we recognize the danger in the Chinese 
government’s continuing to prop up zombie companies and industries while piling debt on top of debt, we are in cautious 
support of China’s apparent decision to put off dealing with its problems of overcapacity and overleveraging in the old 
drivers of the Chinese economy until such time as future growth drivers (consumption and services) are more ready to 
shoulder the burden and the rest of the world’s economies appear less fragile. 
 
As for the other major cause of the recent volatility, the Fed appears to be singing a very different tune of late compared 
with a few months ago – one much more supportive of the market. Comforting words from Janet Yellen and various Fed 
governors and branch presidents played a role in calming the markets last fall as well, but once matters stabilized in 
October the Fed promptly made it clear that it would go forward in December with its long-awaited first rate hike in nine 
years. Initially the markets took the news in stride, barely flinching at either the rate increase itself or the Fed officials’ 
“dot plots” projecting a consensus around four additional 25–basis point increases in 2016. Still, the prevailing sense 
among most market participants – us among them – was that Yellen and company were overweighting the risk of inflation 
versus economic weakness, even though the Fed had far greater scope to combat the former than the latter, what with 
interest rates still practically at zero. To add insult to injury, the Fed’s relative hawkishness was out of step with the 
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European and Japanese central banks, which were continuing to move in the opposite direction on interest rates. This 
growing monetary policy divergence made for a yet stronger dollar, which in turn had the effect of further tightening 
domestic financial conditions, not to mention putting added pressure on the earnings of U.S. multinationals. With many 
expecting a “Santa Claus rally,” instead the market faltered slightly as 2015 drew to a close. Then, when the fresh round 
of Chinese devaluation shook the markets anew in January while the Fed initially stood by, making no move to reassure 
financial markets that it would be cautious and patient in raising rates in the face of global economic headwinds, the U.S. 
stock market promptly plunged more than ten percent in two weeks. As we intimated in our 2015 Q3 and Q4 letters, the 
Fed seemed no longer to be entirely a friend of the market – or, in our view, the economy. 
 
The turning point came in February when, with data out of China stabilizing after a somewhat unsteady start to the year, 
Yellen began to reassert her true nature, at least as she expressed it as Vice Chair under Bernanke, as a dovish champion 
of employment expansion and wage growth. The Fed Chair gained a reputation over the first two years of her tenure as 
mainly a consensus-builder, but recently she has begun taking a firmer stand for what would appear to be her authentic 
viewpoint. While we cannot say why it took her several weeks to respond to the events of early January, since mid-
February Yellen has struck a very different tone – highlighted by her remarkably dovish comments following the FOMC’s 
March meeting – pulling back on the Fed’s plans coming into the year to raise rates four times (the dot plots now indicate 
only two rate increases in 2016) and generally reaffirming that she is content to see inflation rebound and employment 
continue to expand before raising rates further. Even in the face of a robust March jobs report that saw participation 
broaden while unemployment actually ticked back up to 5.0% – suggesting that the recovery had at long last begun to 
draw sidelined workers back into the labor force (more on this critical point below) – and notwithstanding the ongoing 
speechifying of certain more hawkish Fed officials, Yellen has continued to utter soothing words to the markets. More 
important even than a slower path of rate hikes, moreover, Yellen has restored a good measure of the market’s faith in the 
Fed by finally demonstrating the requisite sensitivity to the importance of the dollar, the risks posed by global headwinds 
to the domestic recovery, and the danger of strangling that recovery by tightening prematurely. This is a significant 
development. Although some degree of angst is certain to persist surrounding the exact path and timing of future rate 
increases, on a basic level the Fed appears once again to be the market’s friend. 
 
Having detailed how the dual concerns that have dominated our last few quarterly letters have in fact receded somewhat in 
the last two months, let us return briefly to one of the central themes of our letters going back to the beginning of the 
recovery in 2009 – labor force participation. The most recent jobs report contained a nugget that received comparatively 
little attention from pundits but that in our view constitutes the most bullish economic development in some time: 
Although, as we noted above, headline unemployment actually crept back up from 4.9% to 5.0% in March, the economy 
in fact added more than 200,000 jobs. What this means, in plain terms, is that there are both more people working and 
more people actively looking for work – a strong indication that the much ballyhooed labor market slack is at long last 
beginning to be taken up in the course of the recovery. The labor force participation rate has in fact been climbing slowly 
but steadily since September, when it hit its lowest point since the late 1970s. For how long this new trend will prevail is 
far from certain, but it is nonetheless nice to see hard evidence, after keeping the faith for so long, that accommodative 
monetary policy can succeed in bringing people who had left the workforce during the downturn back from the sidelines 
not just in theory but in reality. Moreover, Yellen’s dovish tack of late has helped allay doubts that had crept in, in light of 
the Fed’s apparent resolve until recently to raise rates notwithstanding the near total absence of inflationary wage 
pressure, as to whether it would permit this process to take its course; it now appears that it will. And as long as the 
economy continues to add jobs by drawing previously discouraged workers back into the labor force, the ongoing gradual 
expansion can continue with very low inflation and hence without the need to raise interest rates – a very bullish recipe (as 
we have noted countless times before). 
 
A brief comment on oil is in order here. We continue to think that the price of oil is not truly what has been driving the 
stock market and indeed has itself been driven not by global economic weakness, as many have feared, but instead by 
Saudi Arabia’s desire to limit the windfall to Iran following the breakup of the sanctions regime and to undercut the 
burgeoning U.S. fracking industry, as we’ve detailed in recent letters. Although oil and stocks have risen in tandem over 
the past two months, the tight correlation between them that prevailed during late 2015 and the first weeks of 2016 
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appears, mercifully, to be breaking down. And insofar as oil stays weak, we continue to think that cheap oil remains 
something of a net positive for the U.S. economy and stock market. 
 
Lest we paint too rosy a picture of the current environment, two areas of concern that we’ve discussed in the recent past 
have become more pressing of late: 

• ISIS, the refugee crisis, and the future of Europe. The ISIS problem has metastasized from the Middle East into 
Europe as the flow of Syrian migrants/refugees driven by ISIS’s depredations has increased the odds of European 
disintegration. Putin has gotten in on the act as well, stirring the pot in Syria in order to reestablish a Russian 
foothold in the Middle East; to distract attention from a moribund domestic economy, which has been hurt badly 
by the collapse in oil; and, above all, to use his influence over the flow of refugees into Europe as leverage to gain 
a free hand in Ukraine and Russia’s near abroad. By an unlucky accident of geography, the primary European 
gateway for these refugees has been Greece, the country perhaps least equipped to deal with the enormous 
challenge of this mass migration due to the economic turmoil the country has long faced. At the same time as 
millions of refugees have been streaming into Europe from territory where ISIS operates, the continent has 
witnessed a new wave of terrorist attacks for which ISIS has claimed responsibility. The latest attack in Brussels 
struck a country notorious for both its high concentration of jihadists and its weak and poorly organized 
intelligence and security apparatus, causing Europeans across both the geographical and political spectrums to 
question the prudence of maintaining completely open borders. The principle of free movement of people among 
the nations of the EU is the sine qua non of European integration, and its abrogation would put the entire project 
in question. This emergent threat comes on top of the very difficult economic conditions across Europe we’ve 
outlined in recent letters, which have already been putting a great deal of pressure on European political stability. 
Now Great Britain is set to hold a referendum in late June on whether or not to remain in the European Union. 
“Brexit” could threaten the cohesion of the EU (although it’s far from clear to us how catastrophic it would truly 
be, since Britain has always stood a bit apart from the Continent and since Germany and France might well band 
together to preserve the EU’s basic integrity and hence Europe’s political and economic clout), which in turn 
could destabilize the international political order and weaken the global economy. While at present the odds still 
narrowly favor Britain’s voting to remain in the EU, the June 23 referendum is certainly something to monitor. 

• The U.S. presidential election. While we take pains to maintain a neutral stance on political matters in both 
these letters and our work overall, we do not think it especially controversial to suggest that the election of a 
Donald Trump or Bernie Sanders could be problematic for the stock market. While it still appears that neither 
candidate is likely to prevail in the end (although it is looking more and more like Mr. Trump will be the 
Republican nominee), we would no longer be surprised by anything this election cycle might throw at us. 

These risks notwithstanding, the tone of this letter has been more bullish than that of the prior few not because stock 
prices have recovered – indeed, we would like to be more bullish when the market is down and more circumspect when it 
is up – but rather because the fundamentals have improved a bit. That said, the overall sideways trajectory of the market 
over the past year leads us to suspect that the salutary effect of easy monetary policy in and of itself may have reached the 
point of diminishing returns. That is to say, the burden of future gains must be shouldered more by earnings growth than 
by P/E multiple expansion. Even though profit margins remain historically elevated, corporate profits have declined 
sharply over the last several quarters, due largely to weakness in the energy sector, and guidance for 2016 Q1 earnings has 
been set so low across the board that most companies may well beat expectations. Fortunately, however, there is reason to 
hope that better times lie ahead – thanks in large measure to the recent uptick in labor participation that we detailed above. 
If the dynamic of the ongoing recovery can draw more people off the sidelines and back into the workforce, we can expect 
aggregate demand to increase without inflation and the accompanying need to raise interest rates. And, in a refrain that 
should be familiar to the reader by now, this is a formula for unspectacular but solid earnings growth and a gradually 
rising stock market. 
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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, 
 
 
 
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. 


