
October 28, 2018 
 
 
Dear Client: 
 
Our letters typically focus on two general subjects: 1) the economic fundamentals, which influence the two primary 
drivers of stock prices – earnings and interest rates – directly; and 2) exogenous risk factors, which impact them only 
indirectly. The latter can be exciting to write about since they usually concern geopolitics and current affairs, but they’re 
important to our job as managers only inasmuch as they affect earnings and interest rates, and they rarely do so in a 
meaningful way. The fundamentals, while more banal, are much more intimately connected to the stock market. Over the 
last few years, however, those fundamentals have generally changed so little from quarter to quarter that we have devoted 
the bulk of this space to exogenous variables. But that will not be the case this time. The underlying economics have 
evolved in important ways in recent months – enough to warrant greater circumspection than at any point in at least the 
last half decade. 
 
So let us first dispense fairly quickly with the extant external risks before moving on to the meat of our discussion of how 
the economic environment has changed. For one, the impending midterm elections present a range of political risks that 
we will not be going into here. The murder of a dissident journalist in, and likely by, Saudi Arabia is heinous, and an 
economic rupture between the Saudis and the rest of the world would have ill effects; we don’t think that’s particularly 
likely to happen and, frankly, are a little amused by commentators who have contended that the incident has anything to 
do with the stock market swoon we are in the midst of. Meanwhile, President Trump continues to exhibit more volatility 
than most would prefer, but the market has continued – correctly, in our view – to ignore most of what the president says 
and to focus instead on what he does (with one potentially critical exception that’s deeply related to the fundamentals, 
which we’ll discuss in detail below). Of far greater weight are the ongoing trade dispute with the Chinese and U.S.–China 
relations in general, and we continue to pay close attention to and to reevaluate our view of the situation as it evolves. For 
the time being, though, we maintain our suspicion that Trump is not interested in pressing the issue to the point of an all-
out trade war, which, were it to last any length of time, would do significant damage to the U.S. economy – and likely also 
to Trump’s reelection prospects. And barring such a full-blown trade war, any tariffs or other trade barriers arising from 
the conflict may constitute a secondary factor contributing to any significant domestic slowdown, but likely not the 
primary cause. 
 
That brings us to our main subject. Let’s first paint a picture in broad strokes of what has transpired with the economy in 
the past year or so. For nine straight years after the end of the Great Recession, the U.S. economy struggled to grow at 
more than around 2% per annum. This year, however, whether due largely to the tax cuts and deregulation or to other 
forces, growth has taken a marked leg up, checking in at 4.2% in Q2 and 3.5% in Q3 according to the most recent 
estimates. At first, long-term rates failed to keep up with growth, which, as the Fed raised short-term rates, caused the 
yield curve to flatten. But as we suggested in our last letter, such flattening was more about the normalization of short-
term rates than concerns about long-term growth, and indeed by late summer long-term rates had begun to catch up. We 
appeared to be in a new regime of somewhat higher short- and long-term interest rates balanced by somewhat stronger 
growth, with inflation remaining more or less dormant – a favorable set of conditions for equities. 
 
So far, so good. The problem, however, is that a number of leading economic indicators have recently begun to weaken, 
rather abruptly in some cases. Inventory levels have climbed of late, and corporate investment and auto sales have started 
to flag. In the meantime, the housing market remains moribund where it really should be in robust health, and the rest of 
the world has stagnated. These signs of an incipient slowdown, if that’s what we’re looking at – not necessarily a 
recession, mind you, but at the very least a return to the sort of tepid-growth regime to which we’ve become so 
accustomed over the last decade – are partly a function of interest rates’ having caught up with growth; for instance, 
higher mortgage rates have undoubtedly dented demand for housing. Such a self-correction would ordinarily denote a 
healthily functioning economy and would not necessarily constitute a problem in and of itself – provided that interest rates 
then retrace their steps back downward to match the return to slower growth. 
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The trouble, however, is that there is some reason to fear that interest rates, at least short-term rates, may not make this 
readjustment, and the potential culprit is the same as it’s been in so many previous economic cycles – the Fed. Under its 
prior chief, Janet Yellen, the Fed was pledged to a “data-dependent” approach to interest rate normalization. But the new 
chairman, Jerome Powell, has recently made comments suggesting he may be determined to continue raising rates in a 
more mechanistic fashion in order to prevent uncontrolled inflation and the buildup of asset bubbles. This new approach 
concerns us. For reasons we’ve discussed in depth in recent letters and will not enumerate again here, we don’t believe 
inflation should be a principal concern in the current environment. As for irrational exuberance and financial instability, 
we’re simply not seeing them; the American psyche is still traumatized in the wake of the Financial Crisis. In our minds, 
the true concern is that the Fed will raise rates too fast and too far, thereby choking off growth – which, as we explained 
above, may already be in the early stages of slowing. 
 
Of course, if we can see signs of a potential slowdown, surely the Fed can too. But we’ve been burned by the Fed before. 
In 2007–2008, facing a situation incomparably more ominous – and manifestly so – than anything we might be looking at 
today, the Fed diddled around for more than a year before enacting the emergency measures that obviously needed to be 
taken all along. As CNBC financial commentator Jim Cramer famously screamed, “They know NOTHING!!” Based on 
Powell’s recent remarks, there’s reason for concern that the Fed may be on the verge of making another (albeit not nearly 
so catastrophic) mistake. Moreover, it would be a blunder the Fed has fallen into many times before, irrespective of any 
particular historical circumstances or Fed chair; indeed, the Fed has virtually never been able to thread the needle, late in 
an economic cycle, of raising rates just enough to prevent overheating but not enough to strangle growth. The economy 
can be an extremely sensitive organism – especially later in the cycle when there is less slack and thus less margin for 
error – and even one or two 25–basis point rate hikes too many can make the difference between a soft landing and a 
recession. Historically, over-tightening by the Fed is the most common cause of recessions and bear markets. 
 
And unfortunately, President Trump’s repeated public exhortations to Powell to quit raising rates are counterproductive. 
Were we to list the handful of pillars upon which the global economy and financial system rest, the power of the Federal 
Open Market Committee to make monetary policy independent of political interference would without a doubt be one of 
them. Hence, one of the Fed chair’s core duties is to safeguard not only that independence but also the appearance of such 
independence. And therefore, as a matter not of ego or pique but of the integrity of the institution he heads and its 
centrality to the global economy, Powell must not be perceived as kowtowing to Trump’s demands to cease tightening – 
demands that are thus, ceteris paribus, likely to bias Powell in favor of further rate hikes in order to avoid such a 
perception. We would hope, of course, were Powell to deem it necessary to stop raising rates before otherwise planned or 
even to ease monetary conditions in the near future, that he would find a way to make clear that his decision had nothing 
to do with the president’s pronouncements. There’s no doubt, however, that Trump has made Powell’s job harder. 
 
The foregoing analysis paints a rather bearish picture, so why, the reader might ask, have we only reduced our exposure to 
75% net long (fortunately, we managed to raise all of our cash prior to the current correction)? For one, frankly, the 
market has already discounted a fair bit of economic damage: While estimates of earnings can always be revised 
downward, a possibility of which we’re constantly vigilant, the S&P 500 is as of this writing trading at only a little more 
than 14x 2019 earnings – not an expensive multiple, particularly in relation to interest rates that, while having gone up 
some, remain quite low by historical measures. In addition, although the U.S. economy may well be flagging a bit, we 
don’t see a recession on the horizon barring a bona fide trade war or a mistake by the Fed. And while we clearly believe 
the risk of the latter to be meaningful enough to merit the significant attention we’ve accorded it in this letter, that risk 
could be alleviated rather easily at any time. For instance, were Chairman Powell to go on television tomorrow and affirm 
that, while the Fed is not about to let day-to-day fluctuations in the stock market sway monetary policy, it will of course 
take any emergent economic weakness into account and reevaluate its proposed path of rate hikes as incoming data 
dictate, we suspect the market would recoup most of its recent losses virtually overnight. 
 
Hence, while our outlook is currently more cautious – and our strategic disposition more flexible – than at any point since 
the beginning of the past decade’s bull market, for the time being we are comfortable with our level of exposure to 
equities. 
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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. 


