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We Won’t Miss 2015. Investors should be
happy to say goodbye to 2015! Returns
across the board were lackluster at best, and
downright awful at their worst. For the third
consecutive year, U.S. equity markets
outperformed foreign markets, with the S&P
500 up an anemic 1.4%. Foreign equity
indices, such as the MSCI All Country World
ex USA and MSCI Emerging Markets, were
down significantly, at 5.7% and 14.9%,
respectively.
Not surprisingly, anything
related to energy was clobbered, as oil
dropped another 44% (after declining 32% in
2014). Fixed income investments fared just
as poorly, with high quality municipal bonds
up 2.5%, but global and high-yield bonds
down 3.0% and 4.6%, respectively. See
Market Data on page 7 for a more complete
list of returns.
Macroeconomic Themes Drove Market
Behavior.
Global
central
bank
involvement in the markets remained
substantial in 2015, as the European Central
Bank (ECB) and the Bank of Japan (BOJ)
increased their accommodative stances.
Although the Federal Reserve in December
initiated its first rate hike in nine years,
Chairwoman Janet Yellen stated rates will
rise gradually over time. These actions
tended to keep markets afloat with liquidity,
but gave the perception that the global
economic recovery remains weak.
This
reduced investor confidence, leading to
skittish behavior and increased market
volatility.
Central

Bank

actions

also

influenced

currency markets. Although not as strong as
2014, the dollar continued its upward
trajectory, putting pressure on U.S. global
multinational corporations (the value of the
goods produced overseas for foreign
customers
declines
as
the
dollar
strengthens, thereby reducing profitability in
dollar terms).
Additionally, emerging
economies that rely on dollar financing or
issue debt in their home (depreciating)
currency are seeing their borrowing costs
rise. In the long-run, the devaluation of
foreign currencies will help non-U.S.
exporters become more competitive and
make goods cheaper for American
consumers. This, in our view, has the ability
to improve foreign stocks’ returns, and is one
of the reasons we increased non-U.S.
positions during the year. But during 2015,
as global currencies rerated, market volatility
increased significantly.
China’s economic issues and their impacts
on global growth remained front and center
during 2015, as China tried to rebalance its
economy from an industrial one to a more
consumer-driven
one.
Excessive
governmental involvement from currency
devaluation to stock market interference to
inconsistent banking policy has rattled
investors’ confidence that China’s economy
can structurally change in a smooth manner.
China grew at about a 10% annual rate for
many years, and the country’s insatiable
appetite for commodities and energy was the
primary driver of global economic growth
during the 2000s.
Recently, economic
growth has slipped to a 7% annualized rate,
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with many believing China’s true growth
rate may be half that.
Figure 1

Annualized returns
*60% MSCI World/40% Barclay Municipal Aggregate
Source: AJO

Given fears of a global growth slowdown,
energy prices continued their precipitous
decline, with natural gas hitting lows of
$1.86 and a barrel of crude oil selling for
$35.81 in December (both down
significantly for the year). Although low
energy prices are good for consumers in
the long run, energy companies feel this
impact
immediately,
with
drastic
reductions during the year in earnings
and in some cases dividend payments.
Energy sector profits have slumped in
2015, with earnings in the third quarter
down an estimated 57%. As a result,
overall S&P 500 company profits were
likely to suffer their first annual decline
since 2008.
A Note on the Last 10 Years.
Fortunately, we are not back to the “lost
decade” of 2000 – 2009, when 10-year
annualized returns were around 0%, but
in case one has not focused closely,
market results over the last 10 years
have been well below long-term
averages. The S&P 500’s 10-year 7.3%
annualized return at the end of 2015,
compared to its historical (since 1926)
average of 10%, is the best of the bunch.
Other well-known markets’ 10-year
returns are also well below their longterm
averages
(see
Figure
1).
Sometimes results can be very “endpoint
sensitive;” that is, performance can look
dramatically different just by picking a
certain timeframe. Additionally, the focus
of U.S. news on U.S. markets may leave

the impression that stock returns have
been stronger, where in actuality,
diversified portfolio returns have been
rather unremarkable these last 10 years.
Client Portfolios. Client portfolio returns
reflected last year’s weak market
environment. On the heels of six years
of strong performance, 2015 was
disappointing, generating the weakest
returns since 2008.
We gradually
increased exposures to developed
international equities as valuations in
these markets remain most attractive.
Funding came from reductions in
emerging market and U.S. equity
exposures, as well as hedged assets,
where risk/return profiles deteriorated.
Cash balances gradually increased as
we found fewer attractive opportunities
during the year. We also added to real
asset exposure as prices dropped
precipitously in the energy sector. Our
timing may prove to have been too early,
but given our belief that consumer
demand will rise at these low oil and gas
prices, we still feel investments in energy
infrastructure, such as pipelines and
storage facilities will pay off. High quality
municipal bond allocations continue as a
core holding, and exposure to this asset
class remained steady during the year.
The portfolio moves noted above led to
several manager changes during the
year, which we highlight below. The four
hires were mostly in spaces we believe
are inefficient, where active management
can add significant value.
Manager terminations were for various
reasons, including portfolio repositioning
and tax-loss selling. Three hedge fund
managers were eliminated as we
reduced hedge fund exposure in most
accounts. The Real Assets manager
repositioning allowed harvesting of
losses, while maintaining exposures to
the asset class.
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Fixed Income. Fixed income came
under significant scrutiny during the
fourth quarter as many investors
perceived an overpriced market lacking
in liquidity. Add in a Federal Reserve
rate hike, and fixed income markets
suffered a small sell-off during the fourth
quarter (see Rate Hike below). Despite a
negative tone, most fixed income
markets, with the exception of high-yield,
remained resilient for the year.
Interestingly, sovereign yields moved
within a tight range over the fourth
quarter, despite significant volatility in the
prior three quarters. While returns were
disappointing, range bound yields are
likely to endure as Europe continues to
purchase bonds as part of its easing
program. U.S. Treasuries continue to
remain more attractive, having some of
the highest yields globally.
Municipal bonds remained resilient, with
state finances benefiting from improved
cost-savings
and
increased
tax
revenues, a consequence of the
improving U.S. economy. The most
economically
sensitive
high-yield
municipals had a stellar fourth quarter as
issuers
improved
their
financial
condition, leading to record inflows into
high-yield municipal mutual funds.
U.S. corporate bonds struggled amid
liquidity concerns and an increase in the
Federal Funds Rate. As we enter the
end of quantitative easing and ultra-low

rates, corporate balance sheets are
being scrutinized. It is likely that some
investment grade companies have taken
on too much debt, causing investor
concern of downgrades and defaults in
the future.
U.S. corporate high-yield bonds fared
poorly with ‘guilt by association’ a
common theme. As energy and other
commodity companies continue to flirt
with defaults amid low commodity prices
and a higher cost of borrowing, investors
began
to
indiscriminately
reduce
exposure to the entire high yield sector.

Fixed income
resilient
despite first
rate rise

International bonds fell during the quarter
and ended negative for the year as low
yields could not attract investors. While
central banks in Japan and Europe
continue to purchase bonds, yields have
not enticed investors, leading to money
flowing into more appealing assets.
Certain types of emerging market bonds
struggled during 2015. Local currency
bonds were hampered by an everappreciating U.S. dollar as well as capital
outflows, while U.S. dollar denominated
emerging market bonds remained
strong.
Emerging market bonds will
likely remain volatile, given that central
banks will have to navigate weakening
currencies, continued capital outflows
and slowing economic growth.
Global Equities. Volatility, quantitative
easing, rising rates and an economic
cooldown: these were the keywords in

As expected, the Federal Reserve (Fed) finally took action in December by raising the Federal Funds Rate by
0.25%. The Federal Funds Rate is the overnight rate that banks utilize to borrow or lend based on their cash
reserve balance. The rate is also utilized as a reference rate in determining an appropriate interest rate for all
types of loans in the United States. This means that consumer loan rates will no longer be at all-time lows.
By taking action, the Fed believes that the economy is strong enough to function in an environment where lending and spending can be restricted, essentially limiting the money available in the economy and avoiding inflationary pressures. This is done when the Fed feels the economy has hit a point where it can run on its own without the help of low rates to spur money flow.
A rate hike signals confidence in the economy and the Fed’s ability to reach its dual mandate of full employment
and moderate inflation (2%). With unemployment at 5%, this objective looks to have been reached. Although
annualized inflation remains at 1.3%, slightly short of its target, it is gradually moving upward. Given lower inflation and moderate expectations for growth, the Fed has room to remain ‘low for longer’, maintaining its stance
that future rate hikes will be gradual and data dependent. This should enable the Fed to raise rates without significantly disrupting markets or the economy.
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Continued
U.S. dollar
strength hurts
international
returns

the fourth quarter for global equity
markets. Volatility re-appeared in the
last week of August and stayed all the
way through to the New Year, as fears
of a global slowdown, led by China, kept
investors on edge. Along with volatility,
markets were concerned over how
much central banks in Europe and
Japan would continue to ease. Europe
decided to keep its amount the same
but broadened its bond buying ability,
while Japan stood pat.
The U.S.
Federal Reserve did the opposite and
increased interest rates. All of these
headlines led to an up and down ride for
global equity markets.
All U.S. equity markets finished with a
strong fourth quarter, but for most
indices, that was not enough to end the
year in positive territory. Large-caps
were the best performers, while mid and
small cap equities finished the year in
negative territory. Given the volatile and
risk-off market environment during the
quarter, it’s not surprising to see largecap equities finish atop the market
spectrum.

Figure 2

Taking that thought one step further,
hidden in the U.S. equity market’s
slightly positive outcome, is a stealth
bear market. A concentrated group of
large cap stocks (like Facebook,
Amazon,
Netflix
and
Google)
significantly drove performance, while
according to MarketWatch.com the
median stock in the Russell 3000 Index
(which represent 98% of the U.S.
market) is off 21% from its 52 week
high. The Value Line Geometric Index,
which is an equally weighted index of
1,700 stocks, remains nearly 15% off its

recent high in April 2015 (see Figure 2).
Since most stocks have drastically come
off their 2015 highs and stayed down,
the data suggests we may be in a more
tumultuous equity market than most
perceive.
Growth continued to outperform value
by significant margins during the year,
regardless of market capitalization. The
smallest relative performance difference
between the styles was in mid-cap
equities, with growth outperforming
value by 4.98% for the year.
International markets had a strong
fourth quarter as well, but like much of
the U.S. market, ended the year in
negative territory. Most European
markets finished in positive territory
before currency adjustments, but in U.S.
dollar terms, the region was negative.
This can be attributed to continued
central bank easing, which weakened
the Euro, while the U.S. dollar continued
its appreciation.
Asia, the subject of significant headlines
throughout the quarter and the year,
finished negative as a region. The
primary subject was China; its equity
markets finished in positive territory but
not without significant sell-offs as
investors feared slowing economic
growth. As China moves from a
production/investment driven economy
to a consumer-based one, there will
likely be more turbulence to come as
manufacturing and production data
continue to disappoint during its
transition. Japan’s stock market, as
represented by the Nikkei 225 Index,
surpassed expectations by returning
9.6% in local currency terms for the
quarter and 11% for the year.
Emerging markets finished positive in
the fourth quarter but struggled during
the year. Their economies are reliant on
China, the largest trading partner in the
block, and as China’s economy slows,
so do theirs. As many emerging market
nations are export- or commodity -driven
economies, low commodity prices,
currency depreciation, and significant
foreign outflows, provided too many
headwinds for investor confidence to
overcome.
Real Assets. 2015 was disappointing
at best for commodity markets. As
negative investor sentiment continued,
commodities ended the year as the

Source: Bloomberg, MarketWatch.com
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worst performing asset class. Crude oil
prices reached 11-year lows in
December while natural gas prices in
mid-December declined to their lowest
level since 1999.
During OPEC’s
semiannual meeting in December, the
members increased their output target
from 30 million barrels per day to 31.5
million barrels per day (in line with
actual production levels), but failed to
agree on the production cuts needed to
reduce the global supply glut.
Unfortunately, 2015 was the second
worst year in history for MLPs (energy
infrastructure partnerships) and the
worst year relative to the general
market, trailing by about 34%. During
the recent quarter, MLPs faced tax-loss
selling and hedge fund deleveraging as
investors continued to fret about low
crude oil prices. One of the biggest
energy companies, Kinder Morgan, cut
its annual dividend by 75% amid a credit
rating down-grade, injecting new fears in
the MLP market.

and emerging market economies
deteriorated. There was a widespread
drubbing across the commodity sector
with copper, corn, platinum, and sugar
falling considerably.
As the U.S. Federal Reserve increased
interest rates in December for the first
time in a nearly a decade, REITs
remained resilient, reflecting investors’
expectations of low returns in the sector.
Most prime real estate markets around
the globe continued to trade at all-time
highs, with capital flows remaining
robust.

Precious metals also recorded multiyear lows, failing to attract investors
despite market volatility and heightening
global geopolitical risk. Industrial metal
prices ended the year in negative
territory as manufacturing activity in
China declined and several developed

Sharply falling crude oil prices during the year are mostly attributed to increased output of non-OPEC countries
and OPEC’s fight to maintain its market share. Thanks to technological advancements, U.S. shale production
has been one of the biggest contributors to the supply glut. Within a few years, the Shale Renaissance managed
to break historical production records, demonstrating its new role in the black gold industry. U.S. production
peaked at 9.6 million barrels per day in April, the highest level of output since the 1970s. Crude oil prices ended
a volatile year by flirting with 2008 lows.
Worries about weak demand, especially from the faltering Chinese economy, will likely keep prices low. This will
continue to benefit U.S. consumption and the economies of oil-importing countries, while hurting oil-exporting
countries and the U.S. energy industry. As China continues to transition from an export-oriented economy to a
consumption-driven economy, any hiccups are liable to unsettle investors. Growing doubts about China’s ability
to avoid a hard landing (recession) would likely further pummel crude oil as well as the
prices of other industrial commodities. Furthermore, OPEC will find it hard to constrain
production by its members given that most are suffering from significant budget deficits
that stem from low oil prices.
The combined pressure of China’s slowdown, dollar strength and fears of U.S. Federal
Reserve policy tightening are negative signs for the commodity market. Despite this,
further market dislocation should provide opportunities for skilled active managers to
outperform. Prices are expected to remain weak in 2016 but such low prices are not
sustainable; an oil industry proverb that ‘the best cure for low oil prices are low oil pricSources: World Bureau of
es’ is likely to hold true.
Metal Statistics, BP Statistical Review of World Energy
2015.
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After a disappointing 2015, it is easy to become discouraged and focus only on the negatives. Within a continued environment of generally low bond and equity returns, we believe opportunities exist that will provide decent
returns in 2016. Notwithstanding this, institutional investor complacency has been replaced by a more troubled
mind that is focused on global economic and geo-political risks.
In the U.S., it is likely that the Federal Reserve will continue to raise interest rates, although we believe that this
will be a slow and thoughtful process which seeks to mitigate any risk to economic growth. The U.S. economy
remains on an upward growth trajectory, albeit a slow one. While we expect our domestic economy to continue
to expand, recent indications from the widely followed Federal Reserve Bank of Atlanta’s GDPNow model
indicates just 1.0% growth for the final quarter of 2015. For 2016, the general market consensus is currently
slightly over 2%. Hardly exciting, but given low inflation, such a level remains supportive of earnings growth and
equity valuations. Unemployment will likely fall below 5% in the next few months, reaching the Fed’s full employment level of 4.9% and further pressuring the acceleration in average hourly earnings. Coupled with low gas and
home energy prices, this should be supportive of an increase in consumer confidence and spending.
We continue to believe that the best opportunity for superior equity market returns is overseas. Market Street
has positioned portfolios with an overweight to international equity markets in the belief that global central banks
remain supportive, equity valuations are still attractive and economies are recovering. In Europe, the European
Central Bank continues to provide extremely loose monetary conditions while a weak Euro is helping exporters.
With European unemployment rates continuing to improve, consumer spending remains positive and should be
supportive of economic growth.
China remains the headline risk to global growth, and its slow-down continues to have ramifications on both
emerging markets in Asia, as well as global commodity markets. We recognize these risks, and while we believe
that Chinese policy makers will act to avoid a hard-landing, we have generally reduced client portfolio exposure
to emerging market equities. Additionally, with the idea that within emerging markets equity returns will be
differentiated going forward, we have switched exposure away from an index fund to a manager with proven
expertise in concentrated fundamental stock selection.
We would be remiss not to mention geo-political risks, although such risks are constant over time and have only
short-term impacts on global markets. Risks currently span the globe, with China becoming more aggressive in
the South China Sea, Middle East issues with ISIS and disagreements between Iran and Saudi Arabia, and the
re-establishment of border controls across Europe. Of course, in the U.S. we are now in an election year with
intense media coverage and lack clarity on the front runners. Attention grabbing headlines by any number of
candidates could provide another bout of domestic equity and bond market volatility.
As we look out to 2016 and beyond, we must remember that the global deleveraging that followed the financial
crisis has created a sustained low-return environment. With a myriad of economic and geo-political risks, less
complacent institutional investors are likely to be the cause of higher levels of volatility, swinging investor sentiment from positive to negative on headline news. While no one knows what 2016 will bring, we have acted to
position Market Street’s client portfolios towards those opportunities where we have the greatest confidence of
decent long-term returns, while also seeking to provide diversified protection against market volatility.

Robert J. White
Director of Investments
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Source: Morningstar, Bloomberg
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