Are We Done Yet?
On January 26, 2015, I wrote an article questioning the relationship between falling oil prices, slowing Chinese GDP, and the precipitous decline in the U.S. stock markets. I counseled readers to take a breath, that the stock market turmoil was overdone and the U.S. economy was secure. 
Shortly after my article, the S&P 500 index rebounded from 1903.63 to 1949.24 as on January 29th the Bureau of Economic Analysis announced 4th quarter GDP growth at a modest 0.7%, slightly below analyst expectations of 0.8%. 
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Stock Markets Stabilize with 4th Quarter GDP Report
Why did the stock market react so well to such modest GDP growth? If you look deeper into the GDP components, the slow growth was primarily due to weak exports and low oil prices, while consumer spending and residential construction remained strong. When considered in light of positive trends in disposable income and job growth, investors seemed fairly content with the 4th GDP results. Concern about specific sectors of the economy are well-founded, however, as low oil prices are indeed causing an increasing number of shale oil drillers to default on their debt obligations. But lenders prepare for this type of risk by diversifying their investments, and there is little evidence that distress in the oil patch will spread throughout the broader economy.

S&P 500 Stock Market Index, February 2015 - February 2016
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Do Stock Markets Really Predict Economic Recessions?
To twist a common phrase, every silver lining has a cloud, and in the days following the GDP announcement oil prices continued their downward trend and talk of an economic slowdown began to circulate in the financial press. By February 11, the S&P 500 index had plummeted to a low of 1829.08, before recovering a bit to end the week at 1864.78. Clearly, the turmoil was not over! 
But do falling stock prices really foretell an economic decline in the U.S.? Let’s take another look at the evidence. 
The Brookings Institute published an article by George L. Perry on February 2, 2016[endnoteRef:1] reviewing the relationship between stock market declines and economic recessions. Mr. Perry concludes that significant stock market declines – say 20% or so – do indeed tend to precede economic downturns. However, more moderate declines in the stock market happen much more frequently than do recessions. And when such declines are accompanied by decent economic figures, the predictive power of the stock market is unreliable.  [1:  http://www.brookings.edu/research/opinions/2016/02/02-stocks-and-the-economy-perry] 

So, Where Do We Go From Here?
As articulated by Fed Chairman Janet Yellen in her testimony to Congress on February 11, the U.S. economy remains on an upward trend at present, though the future is uncertain. On the positive side, employment gains, low interest rates, and falling oil prices provide consumers with more disposable income to support domestic businesses. On the negative side, slowing Chinese and commodity-based economies, combined with the strong dollar, continue to depress U.S. exports.“As is always the case, the economic outlook is uncertain. …economic growth could also exceed our projections…”

On balance, I reiterate my earlier advice. 
Stay strong, hold on tight, and wait for smoother sailing ahead. Investors with a stomach for rough seas might even consider buying into the distressed oil and gas sector. Be warned, however! A risky endeavor such as this requires an abundance of fundamental analysis and healthy skepticism when forecasting future earnings. Such a venture is best left to the boldest among us with the ability to withstand the choppy voyage ahead.

Some notable names to consider include: Spectra Energy (SE), Kinder Morgan (KMI), Williams Companies (WMB), Boardwalk Pipelines (BWP), and TransCanada Corp. (TRP). 
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