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Negative Feedback Loop:
Over the past six months, we have outlined the negative impacts a strong U.S. dollar and
lower oil prices have had on financial markets. Unfortunately, the fallout has intensified through
the first six weeks of the year. At the time of this writing, the U.S. stock market is off more than
8% year-to-date and 10% from the all-time high achieved in the summer of 2015. From a global
perspective, over $15 trillion worth of market value has been erased since the 2015 high – almost
the equivalent of the entire S&P 500 Index, which represents 70% of all U.S. stock value (Chart
1).
To recap the current economic scenario, the U.S. Federal Reserve policy decision to end its
monthly bond purchases in October 2014 and its eventual interest rate increase in 2015 is completely divergent of all other major central banks’ policy actions. By raising rates while other
central banks are looking to lower their respective interest rates, the Federal Reserve produced a
massive strengthening of the U.S. dollar against most other world currencies. Perhaps, unintentionally, the Federal Reserve’s actions also burst the oil market bubble and produced one of the
most dramatic selloffs in modern history.
As the U.S. dollar strengthened and oil prices declined, there was an unwinding of the decade
long money flow into emerging markets. As dollars were withdrawn from emerging markets, it
yielded slower global growth. The slower global growth negatively affected oil demand, reinforced the supply and demand imbalance in the industry and put further downward pressure on
oil prices.
With oil prices down more than 75% from their 2014 levels, energy companies are facing
significant financial stress. Most companies borrowed heavily to expand their production and
take advantage of $100 per barrel oil prices. Now that oil prices are below many companies’
break-even costs, they are struggling to service their debt.
In anticipation of higher energy defaults, banks are beginning to increase their loan loss provisions and to tighten their lending standards. As banks begin to constrict the availability of
credit, it will make it harder for all companies to access financing. Any reduction in loan supply
will negatively affect the growth of the U.S. economy.
In the case of nations that depend on oil revenue, they are now facing budget deficits and are
being forced to sell investments from their sovereign wealth funds to close their budget holes.
This selling activity includes stocks, bonds and real estate throughout the world. The forced liquidation of investments and the reduction of government spending negatively affect both global
investments and the global economy.
What makes the current economic scenario dangerous is the prospect of a negative feedback
loop. A strong U.S. dollar puts pressure on foreign economies, which affects economic demand
including the demand for oil and, in turn, forces foreign governments to liquidate their reserves,
lower their interest rates and/or cheapen their currencies to bolster their economies, which ultimately reinforces the strength of the U.S. dollar.
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While it is tempting to believe that the worst may be over following a $15 trillion decline in global market value, markets may continue to struggle until the negative feedback loop ends. Currently, we
see two ways to break the cycle: a supply disruption in the oil markets
or the Federal Reserve reversing its recent interest rate increase.
A disruption of energy supply could potentially push oil prices
high enough to alleviate some of the credit stress within the energy
industry. Likewise, higher oil prices would give oil producing nations
the funds needed to avoid asset sales and support global growth.
While we do expect oil production to eventually decline in 2016,
oil inventories remain well above historical norms. It is more likely
that oil prices remain range-bound between $20 and $40 per barrel,
which may prove inadequate to break the feedback loop.
If oil does fail to rebound, the Federal Reserve may need to reverse
its December interest rate hike. By becoming more “dovish” and
lowering rates, the Federal Reserve would be putting downward pressure on the U.S. dollar and U.S. interest rates. A lower dollar would
help slow the reversal of funds out of emerging markets and would
potentially stabilize the decline in global growth.
Most of the economic damage from this negative feedback loop is
occurring overseas. The U.S. economy, outside of the manufacturing
sector, has remained resilient and continues to generate additional
jobs and wage growth. As long as bank lending does not become too restrictive and the fallout from the energy industry remains contained, the
market decline may be limited to just a prolonged correction. If, however, lending does become restrictive and energy defaults mount, we could
see the odd scenario of a bear market without an economic recession.
As discussed in our December publication, there are significant macro currents that are exerting influence on financial markets. Despite the
10% market correction, it may be too early to call a bottom and predict that stabilization and a recovery are likely in the coming weeks. Investors would be wise to remain cautious on the markets until there are signs that the negative feedback loop has been broken.
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