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In May, we discussed how those companies benefiting from the market’s ascent had 
begun to narrow (See, A Narrower Market) potentially signaling a correction on the 
horizon.  After reaching new highs in mid-July, the S&P 500 has now retraced more 
than 10% of its gains – the official definition of a correction.  While leveraged hedge-
funds and quantitative models have generated more volatile markets than normal, we 
believe this correction to be short-term in nature and are focusing our efforts on the 
opportunities it has created in solid, organic growth companies. 
 
The current correction, the first in over four years, and subsequent volatility has been 
exacerbated by the numerous quantitative or computer-driven investment models 
commonly referred to as “Black Boxes.”  These computer models are back-tested and 
programmed to handle the worst but still never seem to react well to unexpected events 
such as the current unwinding of the credit markets.  We have seen it time and again 
throughout history, as in 1997 with Long Term Capital Management. 
 
Thus far, the correction appears to be following the standard playbook.  Excessive 
growers (the housing market this time around) crack and begin to instill fear into the 
broader market place.  Next, the sickness spreads to those who financed that growth 
causing more panic among investors.  Finally, the entire market catches the flu.  We 
saw it with the collapse of technology stocks in the late 90’s, followed by the captive 
finance companies that funded much of their growth.  It’s never exactly the same but it 
sure rhymes. 
    
The Federal Reserve, along with many central banks around the world, has injected 
liquidity into the system over the course of the past week in an effort to calm the 
markets.  This temporary patch has helped ease the pain.  But given the rising level of 
fear surrounding the credit markets, we now believe that the Fed is going to have to cut 
rates sooner rather than later.  This will be welcome news for stocks, it won’t be the 
panacea for housing and its related industries that many think just as it wasn't for the 
technology stocks.  Mom always told us not to borrow beyond our means, but easy 
credit made this lesson hard to follow.  There are now painful consequences for those 
that didn’t listen to mom and a gentle reminder for those who did.  It will take a long 
time for those areas to recover.   
 
The good news is that while those areas are recovering, new leaders will and are 
emerging to take their place.  This earnings season was quite strong and for many 
companies exceeded expectations.  To be sure, credit markets have tightened but 
corporate balance sheets remain awash in cash allowing for continued capital spending, 
stock buybacks and dividend payouts.  This, combined with low inflation, strong 
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employment and the increasing likelihood of a Fed rate cut, creates a solid backdrop for 
stocks going forward.   
 
Corrections are never fun and Black Boxes have made this one tougher to stomach, but 
it is important to recognize the opportunities they create.  When emotion is removed 
from the equation, we are left with a global economy that continues to move ahead a 
sturdy pace.  We continue to focus our attention on areas with strong, organic growth 
outlooks such as the industrials and technology sectors, where valuations have recently 
become much more attractive. 
 
Kindest Regards, 
 

Doug      Jeff 
Doug MacKay     Jeff Travis 
President & CIO     COO & Director of Research 
dmackay@broadleafpartners.com   jtravis@broadleafpartners.com  
Office: 330-650-0921    Office: 330-650-0921 
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