
Perspective on the US Stock Market
Selloff
 
The S&P 500 Index which is a good representation for the broader US stock market
is currently down about 15.5% from its high in late September and about 7.5% from
the beginning of the year. In this Letter, I put things in perspective and share my
thoughts on why it happened and where we are headed.

 
Long-term price charts almost always tell a story and historical prices are as real as
anything in the financial world where crowd noise and emotion often cloud facts.
 
Here is a logarithmic (or log scale), monthly price chart of the S&P 500 Index going
all the way back to 1980:

The logarithmic scale is different than the regular linear price chart you will first see
when you pull up a stock ticker on a financial website. It shows the percent change

First Some Charts

 



instead of simply the price change. It does a better job at showing the return impact
of a trend over a longer time period.
 
I annotated the above chart with (1) a lower bound trend line that generally goes
from the bottom in the early 1980s through the early 2009 global financial crisis low
and on upward and (2) an upper bound trend line that generally shows the upper
limit except for the internet bubble of the late 1990s when stocks became
exceptionally overvalued. In other words, these upper and lower bounds for a price
channel that contain all but the most extreme historical outliers. 
 
Now let us zoom in on the last 15-year period so you can clearly see what else I have
annotated on this chart. Here it is:

The downward trend line I annotated comes down from the 2007, pre-financial
crisis high and shows that the stock market really began a longer-term breakout in
2012. Long-time readers of the True Vine Letter may recall me once sharing that in
October 2012 I was praying and the Holy Spirit showed me a bear tied to a tree that
was shot with an arrow. My interpretation of this was that the bear market was dead
and a new bull market was underway. The innermost upper and lower bound trend
lines that I annotated form the logarithmic monthly price channel for the bull market
over the last 6 years.
 

 



The lower bound stretches from October 2012 through the early 2016 low right
through until today. Remember though that this is a monthly price chart so the most
recent monthly price will keep calculating which means that this line could
ultimately end up above the lower bound trend line. 
 
I use weekly and monthly charts to assess everything and frequently see the price
dip below the lower bound trend line in the short-term before turning higher again.
The following weekly chart of the S&P 500 with my exact same monthly chart
annotations left on top of it makes this more clear:
 

You can see here that in late 2012, early 2016, and now the weekly chart dipped
below the lower monthly bound trend line. 
 
Given that the near-term fundamental economic backdrop for the stock market
remains fine and oil prices also just collapsed, it is likely that we are close to a bottom
here in the US stock market. However, the recent 15.5% decline from the September
peak was swift and no doubt wounded market participants psychologically. It will
probably take at least a few weeks for the market to heal itself which means that if it
turns higher in the near-term, it will likely fall back again close to where we are now
(a retest of support) before finally beginning another move higher.
 

 



It is my view that the broad stock market is going to make another move higher
which will probably take us to the outer upper bound trend line which you can see
from the first chart above is roughly around the 3,400 to 3,500 level. If my outlook is
right, investors buying at current levels could realize some excellent gains over the
next couple of years. 
 

 
One thing I like about doing detailed analysis on a wide array of individual
companies from different sectors and countries is that it gives me unique micro
views into the global markets from various angles. Sometimes when I hear economic
commentators discussing areas of the markets from a strictly macro viewpoint I can
see where certain aspects of their views are wrong simply because they lack bottom-
up insight. 
 
One reason the market is falling is because the technology sector and small
capitalization (cap) stocks were generally way overvalued earlier this year. Add to
that a tad bit of global economic weakness that has caused forecasters to adjust
their outlooks and you have a recipe for a 15 to 25% re-rating in the prices of many of
these stocks. The following weekly chart of Tetra Tech (TTEK) with my monthly
upper and lower channel bounds left on the chart is an almost perfect example of
what I am referring to here:
 

Explaining the Sell-off



Tetra Tech is a company that I follow. In my proprietary evaluation model, I had them
set to the most bullish setting earlier this year which in plain terms means I am
willing to pay a higher price for the stock because I think the outlook is strong. At
one point I considered the stock to be fairly valued in the $60 to $70 range, however,
one could have made the argument that the stock was slightly overvalued there. At
the time the stock was around $70 I became concerned about the somewhat
extreme overvaluation of small company stocks more broadly and that a sell-off in
them would drag TTEK down with them. For that and some other reasons, I decided
to sell the stock in client portfolios. As you can see in the chart, my concern was
exactly what happened. After downgrading the company to moderately bullish in my
model I have them as fairly valued right now. So here you have a stock that went
from being fairly valued around $70 to being fairly valued around $53 in my
evaluation model simply from an adjustment in outlook. Not a “run for the hills”
adjustment, I am talking just one notch. Notably, just like the S&P 500 chart, the
stock looks ready to bottom here as it did in January 2016, August 2017, and
February 2018 when the weekly price dipped below the lower monthly bound. 
 
Notice I said that I think it is fairly valued now around $53 given my moderately
bullish outlook for the company. This means it may take some time before the
company can begin to move meaningfully higher again. Future earnings projections
will need to rise to make it more attractive and the standard way this happens is
through (1) the company’s standard quarterly results announcements, (2) positive

 



shifts in the broader economic outlook, and (3) a positive shift in investor sentiment
as more people realize that the sky is not falling. 
 
To summarize the sell-off then, I think there were 3 major causes:
 
�. Overvaluation of certain sectors (e.g., small caps and technology) which resulted

in a lack of new buyers.
�. Downward adjustment in future economic expectations which resulted in slightly

lower earnings expectations for some stocks and the subsequent bringing down
a notch of the prices buyers are willing to pay for them (like in my TTEK example).

�. Negative investor sentiment feeding on itself as fears manifested themselves in
falling prices which led to more selling. One could include concerns such as trade
conflict and new regulation for technology companies in this category.

 
Thanks for reading the True Vine Letter.
 
Have a very Merry Christmas. 
 
Joshua Hall, ChFC
 
 

 
The True Vine Letter is a publication of True Vine Investments, the investment
advisory business of Joshua S. Hall, ChFC, and a Registered Investment Advisor in
the U.S.A. The information presented is for educational purposes only and should not
be regarded as specific financial or investment advice nor a recommendation to buy
or sell securities or other investments. It does not have regard to the investment
objectives, financial situation, and the particular needs of any person who may read
this Letter. In no way should it be construed as personalized investment advice. True
Vine Investments will not be held responsible for the independent financial or
investment actions taken by readers. All data presented by the author is regarded as
factual, however, its accuracy is not guaranteed. Investors are encouraged to conduct
their own comprehensive evaluation of financial strategies or specific investments
and consult a professional before making any decisions. Positive comments made
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regarding this Letter should not be construed by readers to be an endorsement of
Joshua Hall’s abilities to act as an investment advisor.


