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A Volatile Start to 2016. The first quarter
of 2016 brought an unwelcome, but not
unexpected increase in volatility. The VIX,
otherwise known as the fear index, is a
gauge of investor expectation for volatility
over the next 30 days. The VIX ended 2015
at 18.50 but rose through January to peak
on February 11th at 28.15, a 52% increase
(Figure 1). Convergex, a global brokerage
company, calculated that the U.S. stock
market had 26 days of +/- 1% moves during
the first quarter, the 6th highest number
since 1958! Fortunately, it was a quarter of
two halves; investors who avoided the
headlines and daily views into their portfolios
may have found modest returns acceptable
given the low-return environment.
There are many strengths in the U.S.
economy, not the least of which is the
achievement of full employment. However,
Figure 1: Volatility Index (VIX)
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the lack of any real wage inflation may
suggest that we are not actually at full
employment, despite the much maligned
headline rate falling below 5% during the
quarter (Figure 2).
In the Market and
Outlook sections below we consider how
these strengths impact our outlook for asset
class returns. First, let us take a moment to
discuss the causes of this year’s increased
volatility. Oil was the main culprit in January
and early February, with the price of a barrel
falling a staggering 29% to an intra-day low
of just $26.55 (this follows a 44% collapse
during 2015).
Market participants were
concerned about the ongoing supply glut, a
result of a slowing Chinese economy, U.S.
shale supplies and the end of sanctions
against Iran. However, February 11th
marked the bottom in both oil price and
global stock market performance.
While there was no single catalyst to the
recovery in market confidence, investors
were eager to believe rumors of a
coordinated cut by OPEC nations and
Russia. While these cuts have not yet
materialized, some measure of confidence
was restored to an irrational oil market.
Moreover, as discussed in the Fixed Income
section below, renewed efforts by global
central banks to provide additional
quantitative easing boosted risk assets,
although we fear that their impact is
becoming increasingly short-lived. In the
U.S., the Federal Reserve blamed weak
commodity prices and slowing economic
growth for its decision to lower its guidance
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asset classes. Other risk assets, such as
high-yield bonds, also found significant
support.

Figure 2

While the quarter ended well, this bout of
heightened volatility is unlikely to be
over. Market Street remains cautiously
optimistic that slow and steady growth
can result amidst continued low but
positive returns. Despite this optimism,
with such a cloudy economic and political
outlook, both here and overseas, the
probability of continued volatility is high
as investors weigh the unknowns.

Source: Bloomberg

to just two interest rate hikes this year,
down from an expected four. These
expectations contributed to a welcome
reversal in the strength of the U.S. dollar,
and also helped boost oil’s rally.
On the back of oil price volatility, the first
week of 2016 saw the S&P 500 Index
decline 6%. Emerging market equities
and oil and natural resource stocks
performed even worse. As the quarter
progressed, many of the world’s equity
markets slipped into either correction
(10% decline) or bear market (20%
decline) territory as investors feared that
the eight year bull market had finally
come to an end. Despite these fears,
equity markets rallied magnificently
during the latter half of the quarter to end
positive, a feat that was thought most
unlikely amid the February low (Figure
3). Oil prices rallied 46% off their lows,
lending support to a 13.4% return in the
S&P Energy Index. Emerging markets
rallied 17% off their low, ending the
quarter as one of the best performing
Figure 3
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Client Portfolio Moves. Across all
accounts we have continued to lessen
exposure to hedge funds, believing that
after-tax returns in this asset class will
struggle in the low return environment.
We achieved this through a reduction to
global macro and long/short equity
managers. The proceeds were used to
increase exposure to attractively valued
and tax-efficient high-yield municipal
bonds and international equities.
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Credit Markets. Credit markets had a
roller coaster first quarter as low quality
bond yields moved to crisis level highs
and high quality bond yields hit record
lows (Note, bond prices move inversely
with rates, so when yields rise, bond
prices fall, and vice versa). The same
2015 headlines roiled markets in the first
quarter as global growth concerns, a
Chinese economic slowdown, central
bank actions and commodity prices
remained areas of concern. These
headline fears intensified so much at one
point that investors feared a U.S.
recession,
substantially
increasing
demand for safe-haven assets. The yield
change for developed sovereign bonds
was one of the largest in history as 10year yields fell globally: U.S. Treasuries
fell 50 basis points (bps), German Bunds
declined 48 bps and U.K. Gilt yields
dropped 55 bps.
Municipal bonds benefited from the flight
-to-quality trade as investors continued
to move money into the asset class.
Municipal bonds have seen 27 straight
weeks of inflows as investors continue to
hunt for yield while reducing risk. The
heavy cash flows have pushed down
municipal yields, making their after-tax
advantage slightly less attractive.
Regardless, municipals posted positive
returns during the quarter. High yield
municipals became just as sought after
as their less-risky municipal brethren as
fund inflows reached $2.94 billion during
the first quarter, matching 2015’s total.
Thin supply and improving fundamentals
allowed high yield municipals to
outperform high-quality municipals for
the quarter. Credit risk remains high with
certain issuers (like Puerto Rico and
Chicago) but those risks are unlikely to
have a systemic impact on the high yield
municipal market.
U.S. high yield corporate bonds had one
of the worst starts to a year, as credit
fundamentals deteriorated, downgrades
outweighed upgrades and yields rose
well over 10%, with some energy bonds
hitting 20%. While high yield debt started
the quarter poorly, the asset class rallied
after oil prices stabilized in mid-February.
High yield corporates posted positive
returns for the quarter. Despite this
strong finish, fundamentals continue to

weaken and the asset class remains
highly correlated to oil prices.
International bonds rallied on the back of
increased central bank easing, a weaker
U.S. dollar and the flight-to-quality
mindset. With equity markets mixed, high
quality corporate bonds remained in
demand, with a small segment of
corporate yields moving into negative
territory. Europe benefitted the most from
central bank easing while Asian bonds
gained on an unexpected rate cut by the
Bank of Japan. Emerging market bond
returns were positive as spreads
tightened and oil prices stabilized (most
emerging countries remain oil exporters).
However, risks remain, primarily in Asia
and Latin America, due to Chinese
growth concerns and oil price volatility.
Global Equities. Global equities had a
volatile yet positive quarter to start 2016.
While January was one of the worst
months on record for equities, it was
followed by a strong rally in February
and March. China unexpectedly closed
its stock market twice in the first week of
the year while poor economic data led to
a case of contagion across global
equities. Add in a continued fall in oil
prices and equity markets couldn’t sell
fast enough. However, markets calmed
once oil prices stabilized and central
banks intervened. While not all positive
for the quarter, most equity indices
recouped a majority of January’s losses.
U.S. equity markets generated a positive
return in the first quarter despite
January’s decline. Positive economic
data was reported, with the U.S. showing
an improved fourth quarter GDP, a
strong labor market and a stabilizing
manufacturing sector. However, despite
a strong rally in the first quarter, earnings
growth remains tepid even as the
impacts of a stronger dollar finally begin
to fade. Thus, it is likely U.S. equity
markets will be mixed going forward as
earnings growth slows and already high
margins
become
pressured
by
increasing wage gains.
Value style outperformed growth across
market capitalizations, reversing the
domination growth stocks had in 2015.
As markets and earnings become more

Equities had a
volatile yet
positive quarter to start
2016
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volatile, value stocks will play a larger
role this year, given their consistent
earnings and cash flows. Across market
capitalizations, mid cap stocks led
returns, as they tend to be more
domestic oriented and benefited the
most from improved U.S. economic
data.
In the first quarter, international stocks
regained some of their early losses but
developed markets were unable to
generate positive returns. European
markets have struggled amid slowing
growth concerns, geopolitical issues and
declining inflation metrics. However, the
European Central Bank came to the
rescue by cutting its deposit rate and
adding €20 billion to its monthly asset
purchases.
Asian markets struggled amid slowing
inflation and weak growth. Japan,
despite its unexpected rate cut into
negative territory, has yet to see any
meaningful impact from increased
stimulus. Australian
equities, while
negative for the quarter, were able to
garner optimism from a solid GDP
number along with positive momentum
from its non-mining sectors.
Emerging markets had a strong first
quarter on the back of commodity price
stabilization. Thirty one of the largest
emerging markets saw equity values
increase by $1.83 trillion. Despite
Figure 5
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structural
and
economic
issues,
emerging markets rallied, outperforming
developed markets. However, most of
the top performers were the countries
with the biggest problems. Brazil,
Russia, Venezuela, Colombia all had
positive first quarter returns. However,
significant issues remain, such as
Brazil’s deep recession and Venezuela’s
inability to finance its obligations.
Real Assets. The seemingly benign
returns for real assets belie the roller
coaster ride investors experienced
during the quarter (Figure 4).
The
precipitous drops in many of the energy
and commodity complexes continued
right from the end of 2015 until about
mid-February, when they did an abrupt
about face and soared. We cannot find
any evidence of a change in economic
data, although there were rumors of an
OPEC agreement (never happened)
and dovish talk from the Fed. These
provided comfort to markets, but in our
opinion, did not justify a massive rally.
Figure 4
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MLPs and global energy stocks had
weak quarters even after being saved
by huge rebounds.
Many of these
stocks
exhibited
historically
high
correlations to oil prices, moving in
tandem with the selloff in oil the first six
weeks of the year and rising strongly on
oil’s enormous 46% rebound from
February lows.
Many of these
companies are suffering with an
oversupplied world as technology
continues to improve production, even
as rigs and investment decline (Figure
5).
Precious metals were the one bright
spot, with gold and silver both up 15.9%
and 9.4%, respectively. It is hard to
assign any real reason for the strong
quarter other than there may have been
a flight to quality in the wake of terrorist
attacks.
Additionally, as deflation
worries seeped into the market, certain
investors turned to precious metals as a
store of value.
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The REIT market performed much better
than the general equity markets during
the quarter, as a combination of positive
housing news and lower interest rates
made
the
asset
class
more
attractive. REITs are relatively interest
rate sensitive and as rates drop, high
yields
of
REITs
attract
investors. Additionally, real estate news
was generally positive, led by increases
in new home construction and single
family home sales.

Since the financial crisis, Bloomberg calculates there have been 638 rate cuts and $12.3 trillion spent on asset
purchases by global central banks. While this spending has helped the global economy gradually recover from
the financial crisis, it has also led equity markets on an upward march. Recently, this stimulus has been less
helpful to equities as profit growth has flattened and even declined the last three quarters. Bond yields have
been pushed to record lows, with a significant amount of sovereign bonds below 0.5%, with negative yields in
some cases, providing even less income for savers. What expansionary monetary policy has not done is spur
what central banks are generally mandated to do: maintain low and stable inflation, stimulate economic growth
and achieve full employment.
While some countries have seen inflation increase or unemployment rates drop, most central banks have been
unable to achieve nirvana. The Bank of Japan unexpectedly followed its European counterpart by moving to
negative rates and increasing asset purchases. The European Central Bank increased its monthly stimulus by
€20 billion, broadened its asset base to include corporate bonds and cut its deposit rate to -0.4%. The Federal
Reserve (Fed) began normalization by hiking rates 25 basis points in December. However, the Fed remains expansionary, continuing to reinvest coupon payments from its quantitative easing program and expanding its balance sheet. Until central bank balance sheets begin to shrink, actual monetary tightening will not exist.
Despite low rates and expansionary policies, results have been mixed. Japan’s stock market has struggled and
its currency strengthened while inflation remains muted; European unemployment fell just 0.1% to 10.3% but
inflation declined 0.1%; U.S. unemployment has dropped to pre-crisis lows while headline inflation remains stagnant.
Central banks have been trying everything to help spur growth and inflation in their respective economies. However, it seems that all this cash is no longer having a real impact on growth, while artificially inflating equity markets and deflating bond yields. Central banks will remain at the forefront of investors’ minds and a driver of market movements for the foreseeable future. Amid divergent economic and global growth concerns, and despite
falling corporate earnings growth and deteriorating credit fundamentals, markets staged a furious rally from a
terrible start due to central banks’ actions.
Despite all the efforts, monetary stimulus cannot impact what’s at the heart of the problems: supply and demand
imbalances in commodities markets, transitioning economies or national structural deficiencies. Commodities
such as oil and copper will eventually normalize but not until excess supply is removed; transitioning economies
such as China will resume a consistent growth rate, once it fully moves to a consumer-driven economy; structural deficiencies need government reform and will be a headwind until action is taken.
All of the aforementioned issues along with ubiquitous geopolitical risks will remain, regardless of how much
money is pushed into an economy. Unless action is taken, easy monetary policy and a lower for longer interest
rate environment will persist, as central banks do not have the ability to influence what is really impacting inflation and global growth.
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The volatile first quarter was a reflection of uncertainty, as many areas of concern sit at inflection points. For
instance:


After a 75% peak-to-trough decline in oil prices from mid-2014 to early 2016, could oil have possibly
found a bottom? What is the impact on the economy if that is the case?



The Federal Reserve raised rates for the first time in 9 years in December, and signaled more to come
in 2016. Yet, when the markets opened the year down 10%, the Fed backed off its statement to normalize interest rates. So is the Fed on hold, or will they continue to raise rates, but just at a slower pace
than they initially stated?



The dollar, after rising 25% over a 12 month period during 2014 and 2015, gave back a quarter of that
the last six weeks of the first quarter. Is this an end of the dollar appreciation or just a pause? Has all
the pain that a strengthening dollar caused to U.S. global multinationals now subsided? If so, how will
that impact earnings?



After almost a year of United States Presidential election campaigning, we do not have clarity on who
the Republican and Democrat candidates will be and how their policies may ultimately impact our
economy, trade and global security. This does not even consider the “circus like” atmosphere in politics
today and the depressing impact it has on the population (consumers) in general.

How do investors play in such a market, where more uncertainty than normal exists, and the direction of markets
remains so clouded? We answer: “Stick to the things you know and maintain your financial plan.” For us, that is
knowing that a well thought out asset allocation focused on long-term expectations is the best way to reach
objectives. Sticking with that plan, and not panicking in uncertain or volatile times, is also the best way to
weather these market “storms.”
So clients should stick to their plan, modestly favoring those assets that have more attractive valuations and
underweighting those that are more expensive, all while keeping an eye on overall volatility within their portfolios. Translating these thoughts to specific ideas, means:


Fixed income and cash remain underweight.
expectations are underwhelming.



Global equities are at target to slightly overweight, as they are neither cheap nor too expensive; we
favor international equities, where valuations are a little less expensive.



Credit (high yield) is neutral to targets. Yields and spreads against high quality bonds became much
more attractive towards the end of last year but have rallied recently. Within this space, we are overweight high yield municipal bonds, which offer some of the most attractive after-tax returns available.



Real Assets are at a neutral weight. We like the energy infrastructure space (MLPs) and are overweight
in this segment. We did a little buying as prices sank but are now on hold as we wait to see if the global
energy selloff has subsided.

Yields remain near record lows and long-term return

Even in the best of times crystal balls do not work well in the investment world. Today’s very “cloudy” environment makes it even more difficult to feel confident in the direction of the markets, especially in the short
run. Therefore, we urge clients to remain patient and focused on things they can control, like asset allocation
and personal financial discipline.
As always, we welcome your comments, questions and feedback.

Michael R. Eisner
SVP, Chief Investment Officer
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Please visit our website, www.MarketStreetTrust.com to view the March 31, 2015 Investment Fund Updates for more
detailed information on the funds. These will be posted by the end of April. As always, please feel free to contact us if you
have any questions about the investment program or your personal portfolio.
80 E. Market Street, Suite 300 ǀ Corning, New York 14830 ǀ 607.962.6876 phone ǀ 607.962.6709 fax
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This presentation has been prepared by Market Street Trust Company. The views expressed herein represent opinions of Market Street and are presented for informational purposes only. They are not intended to be a recommendation or investment advice and do not take into
account the individual financial circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking statements. Forward looking statements are not facts but reflect current thinking regarding future events or results. These forward statements are subject to risks that may result in actual results being
materially different from current expectations.
Past performance (before and after taxes) does not guarantee future performance. There is no assurance that Market Street Trust Company funds will achieve their investment objectives, or that they will or are likely to achieve results comparable to thos e shown herein, or will
make any profit, or will be able to avoid incurring losses. Exposure to foreign currencies may cause additional fluctuation in the value of any investment. Each investor must assess the suitability of an investment, one’s tolerance for risk and the impact on one’s diversification
strategy. This presentation does not constitute an invitation to buy or an offer to sell securities, or any other products or services.
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