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If oil has bottomed, and bad data keeps the Fed on hold, then it's a 7-year streak for stocks. 

Is the correction in stocks, oil, commodities and other risk assets over? We 
wrote two weeks ago, speaking of stocks, that the correction would have 
run its course when "recession-risk abates on its own (the key signal for 
which will be a substantial and sustained recovery in oil prices) or the Fed 
signals that it is not as much asleep at the switch as Yellen makes it seem 
right now" (see "'I Really Didn't Say Everything I Said'" September 24, 
2015). Have we met either or both of those two criteria for recovery? Yes, 
possibly we have. But it's tricky. 

 When oil prices broke to new lows in mid-August, we predicted a 
global risk-off event (see "Is This the Oil Shock Tipping Point?" 
August 20, 2015). Now we've made the call that oil has bottomed 
(see "Oil's Hard Road Forward" October 5, 2015), having 
anticipated the arguments made on Tuesday by OPEC Secretary-
General Abdalla Salem el-Badri: lower CAPEX will result in "less 
supply in the very near future. Less supply means high prices." And 
higher oil prices means avoiding a catastrophic tightening of credit 
conditions for oil-producing companies and countries.  

 But the collapse in energy-related CAPEX, and the credit stress 
that have come along with it, have already created to a 
recessionary environment that set the stage for last Friday's 
horrible US jobs report (see "On the September Jobs Report" 
October 2, 2015). 

 The strong positive reaction in markets to it can only mean one 
thing. It's a classic case of "good news is bad news," because it 
takes Fed "liftoff" off the table for December. That's not quite the 
same thing as getting chair Janet Yellen to not be asleep at the 
switch, but it's a reprieve. And by forcing her to default on her 
continued "later this year" promises, this recessionary environment 
at least gives Yellen the opportunity to rethink and the time in which 
to do so. 

 Where it gets tricky is in how these two factors -- higher oil prices, 
and the Fed on hold through the year -- interact with each other. 

 Assume we are right that too-low oil prices have triggered a 
recession, if only a mild one (see "Correction, Recession, or 
Crisis?" August 24, 2015). Then it's possible that higher oil prices 
could quickly reverse that recession, perhaps so quickly that it will 
seem we avoided it altogether. Jobs start looking better, inflation 
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expectations pick up. Then, suddenly, there's no more bad news to 
be good news. Now "liftoff" is on again.  

 If, at that point, if "liftoff" is truly a policy error -- for instance, 
triggering a new round of USD strength which would weaken fragile 
China's competitiveness and put pressure on commodities prices 
and inflation expectations at the same time -- then perhaps the 
situation would be self-correcting. Such turbulence would take 
"liftoff" off the table again. But that’s a high price to pay to keep the 
Fed from making a mistake -- it's why the "good news is bad news" 
construct is, in the end, just a trap.  

 There are so many cross-currents here, we don't have a deep 
conviction about how it will play out. But we do have a baseline 
scenario in mind, and we're going to go with it until proven wrong. 

 We think enough damage has already been done to credit 
conditions and CAPEX that some kind of recession-like event is not 
avoidable. Yes, if oil has bottomed and prices can work higher, 
then we've avoided the worst. But we're not going to get away 
entirely unhurt. We're going to have to see several months of weak 
jobs reports, falling forward earnings and inventory drawdowns. We 
have no idea whether that will be sufficient for the NBER to ever 
call it an official recession. 

 We think it will be sufficient to keep the Fed on hold for quite a 
while. 

 Such a recession does not have to be a calamity for stocks. 

 In many recessions in the past, stocks have actually gone up. Big 
bear markets in stocks happen either when a recession is 
extremely severe (such as the 2008-2009 recession, even though 
stocks were not overvalued initially), or when stocks come into the 
recession very overvalued (such as the 2001 recession, which was 
not severe).  

 We don't think this recession will be severe or long-lasting. Low oil 
prices -- which will still be low even if they rise to our target price of 
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$60 -- impart a great deal of consumer resiliency. And household 
balance sheets are now the strongest in the history of the data.  

 Stocks are by no means overvalued. In the 2001 recession, stocks 
experienced a 50% correction in a bear market that began before 
the recession, and bottomed well after the recession (please see 
the chart on the previous page). Stocks were coming off dotcom 
boom valuations, at the same time as interest rates were vastly 
higher than they are today (the fed funds rate was hiked to 6.5% in 
June 2000). High PE ratios and high interest rates at the same time 
means a negative equity risk premium (ERP) -- and that means a 
big bear market even in a mild recession. Today's S&P 500 ERP is 
quite high -- near the very elevated mean that has been associated 
with the Great Recession and the global financial crisis, when all 
we face now is a mild recession. As we predicted quite a while 
back, that crisis-era mean is proving to be a ceiling on the ERP. 

 Our situation today could be a lot like the recession that ran from 
August 1990 to March 1991. It only lasted six months, and was not 
especially severe. The S&P ERP, at recession onset, was about at 
the mean seen consistently in that era. Stocks corrected quite 
quickly, about 20%, in little more than the first two months of that 
six-month recession (please see the chart below). By the time the 
recession was over less than four months later, stocks had rallied 
about 29%, recovering to new all-time highs. 

 The present correction in the S&P 500 may, similarly, have 
occurred over the first months of what we will look back on as a 
short recession. From top to bottom, that correction has been 
12.55% -- starting with a far-higher equity risk premium. We've now 
tested the bottom with a slightly higher high, and as of this writing it 
seems as though all signs point to a replay of 1991's recovery, in 
which in the midst of the recession markets recognized that its core 
cause has been neutralized. Who knows: our prediction last year-
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end that US stocks would make it a seven-year winning streak may 
yet come true (see "2015: Oil Change for the Global Economy, US 
Edition" December 31, 2014).  

 It seems hard to believe that after waiting three years, two months 
and twenty days for 10%-plus correction that we could get it out of 
our system so easily. Okay, maybe we have to test the lows again, 
or make slightly lower lows. Forward earnings are losing 
momentum and rolling over again (please see the chart below). So 
we could have a difficult earnings season ahead. That might be 
more "bad news is good news," but in that environment easy and 
linear gains from here can't be taken for granted. But the fact 
remains that everything we've been looking for to point to an 
eventual end to this correction is, indeed falling into place.  

 If this baseline scenario is right, then though we've been talking 
about this from the US perspective, the bigger gains will be 
elsewhere -- particularly the emerging markets. Suppose the 
bottom for oil and the Fed on hold means we've reached the bottom 
-- or at least a bottom -- in the four-and-a-half year bear market in 
commodities overall, and the top for the dollar? Then the biggest 
winners would surely be the emerging markets. Maybe even China, 
too. 

Bottom line 

Is the correction over? We've been looking for a bottom in oil, and 
something to shake the Fed out of its "later this year" mania. The credit 
distress and CAPEX drought in the energy sector has delivered both -- 
supply destruction is going to lead to higher oil prices, but the tightening of 
financial conditions associated it with is has triggered a recessionary 
environment which will stay the Fed's hand for many months. A Fed on 
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hold means no threat from dollar-strength, and recovery in commodities 
overall. US stocks could make a seven-year winning streak, and emerging 
markets would be the biggest beneficiaries -- even China.  


