
 

Use a Little Caution … But Not Too Much 
 
 
September 2, 2015 S&P 500 Index 1931 
 10-Year T-Note Yield 2.18% 
 
 
If you don’t have the time or interest to read the rest: 
 

• It is unclear whether the stock market has begun its first cyclical decline since 
2009 or if the volatility in late August represented a selling climax. 

• In either case, the market should enter a period of stabilization that will give us 
some clues about the next chapters of the story. 

• For now we advocate holding some extra cash until the stabilization process 
has a chance to develop. 

• A few years from now, we have high conviction that share prices will be higher 
than they are today.  Investors should not fixate on what may or may not 
happen within a few weeks or months. 

 
The elevator-shaft decline that occurred in the major stock market averages last month 
came as a surprise to many investors.  We have been warning for several months that 
stock market valuations were stretched and that the market was not trading well.  A 
setback in share prices was not a surprise to us, but the velocity with which it occurred 
was. 
 
With 20-20 hindsight, we wish our investment strategy had been more defensive; 
however, our advice to rebalance over-weighted allocations in stocks and to favor 
shares with above-average dividend yields now seems pretty sound.  The question 
facing us, and all investors, is “What’s next?” 
 
We think there is a chance that the stock market has entered its first cyclical decline 
since the bull market began in 2009.  By no means do we expect a repeat of, or 
anything close to, the cataclysm of 2008.  Those types of declines occur when there is 
a systemic failure of the financial system, something that tends to happen every few 
generations, not every few years.  Aside from ultra-low interest rates, the U.S. and 
global banking system are in good shape. 
 
It is also possible that the three-day drop of 9% in the major market averages 
represented a selling climax.  Trading volume was heavy and almost exclusively on 
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the sell-side of the market.  Volatility spiked and many measures of investor fear 
reached extreme levels that are associated with the end of stock market declines. 
 
If the selling in late August was a selling climax, the major averages should enter a 
period of stabilization that may last from several weeks to a few months.  After a 
period of zigging and zagging, we would expect the major averages to re-visit the 
August lows.  Under the surface we would hope to see less volume, less volatility and 
fewer stocks making new 52-week lows.  Those would be signs of a successful “test” of 
the market lows and set the stage for a new advance. 
 
For now, we would err on the side of caution and hold a bit more cash than normal.  
The stock market will tell its story, but it will do so in its own time.  Unfortunately, 
market cycles do not unfold based upon some predetermined schedule. 
 
While our near-term outlook is cautions, we hasten to add that we do not advocate 
getting completely out of the stock market.  Investment strategies should be crafted to 
achieve goals over a period of several years to several decades.  One should not take 
extreme positions based on a guess about what may or may not happen in the stock 
market over the next few weeks or months. 
 
Cash flow from dividends and interest is an investor’s best friend.  Cash flow can be 
used to support current spending, or it can be accumulated and reinvested into 
productive investments at attractive (lower) prices.  The yield from dividend income 
can also insulate stocks from some of the ravages of declines in stock prices.  Utility 
stocks, which have above-average yields, declined the least of any of the major 
industry groups in the stock market during the recent selloff. 
 
We have long believed that what separates winners from losers in the investment 
business is that winners have a discipline to cut losses short.  No system is perfect and 
occasionally the markets can make any investor look downright silly.  Our own 
processes seek to keep us on the right side of major market moves.  Currently the 
weight of the evidence suggests that investors ought to lean a little bit on the defensive 
side of the ledger. 
 
Holding some extra cash while the stock market stabilizes seems like a sensible 
strategy.  While valuations for share prices are somewhat improved, they are not yet in 
“fat pitch” (bargain) territory.  We would also lean toward shares of companies that 
have above-average dividend yields and the capacity to increase their dividends over 
time. 
 
Stock market declines are messy and unpleasant affairs, but they are an inevitable part 
of life for investors.  The process of taking several steps forward, followed by a few 



 
 
 
 
 
 
September 02, 2015 Page 3 
   
steps back, is as natural and necessary to the stock market cycle as both breathing in 
and breathing out is to respiration. 
 
Nobody can consistently predict the path of the stock market over the next few weeks 
or months.  Looking out a few years, we have a high degree of conviction that share 
prices will be higher than the prices that prevail today.  The global economy will 
expand because more people will enter the labor force and they will be more 
productive than workers are today.  As the global economy grows, so too will 
corporate profits.  Eventually share prices will be dragged along for the ride. 
 
The chart below shows that the Dow Jones Industrial Average has declined below its 
long-term moving average and the moving average itself is turning down.  Those are 
negative signs.  However, the intensity of the selling in late August had a number of 
characteristics of a “selling climax” that occurs near the end of market declines.   
 
We think the most likely course is that the stock market will enter a period of 
stabilization that could last several weeks to a few months.  The sub-surface data will 
provide clues as to whether there may be another leg down or whether the market is 
preparing for a new advance. 
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Dow Jones Industrial Average Daily Data 08/30/2013 to 09/02/2015 

 
Source:  Bloomberg 
 
For more frequent commentary, visit our website at http://www.faml.net.  
“Investment Insights” is an archive of commentaries like this.  “Current Thoughts” is 
updated once or twice a week with brief comments about topics affecting the 
economy and financial markets. 
 
DISCLAIMER 
The data and analysis in this report has been obtained from sources believed to be reliable; however the accuracy or completeness 
cannot be guaranteed.  Nothing in this report should be construed as an investment recommendation.  All opinions expressed are 
subject to change without notice.  Foothills Asset Management, its owners, officers and employees may have investments in 
securities mentioned in our reports.  Foothills Asset Management, its owners, officers and employees shall not have any liability for 
loss sustained anybody who relies on or acts on this information.  You should do your own due diligence or consult with your 
financial advisor to determine the suitability of any opinions with respect to your own financial situation.  Information contained 
in this report is based on historical data and past performance is not a guarantee of future results. 


