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During the quarter, equity markets experienced a modest rebound,
albeit with higher volatility. The S&P 500 ended the year at 2,044—
4% below the high it reached in May and basically back where it
started 2015. Economic growth was positive for the year, but
earnings for the S&P 500 treaded water due to the stronger dollar, a
continued significant correction in commodities, and a lackluster
pricing environment. The Fed increased interest rates for the first
time in nine years, and additional increases are expected in 2016.
Historically, markets have performed well after the initial interest rate
increase in a tightening cycle. At the same time, the current
economic cycle has not been typical, and we are watching for signs
of deteriorating fundamentals. For now, we continue to position
portfolios for modest economic growth, although we expect the
recent volatility to continue.

The Year in Review

The S&P 500 Index gained 7.0% on a total return basis for the quarter and
was up 1.4% for 2015. The Technology and Healthcare sectors led the
way this quarter, while the Energy sector continued to underperform the
index. For 2015 as a whole, the Consumer Discretionary sector was the
strongest, followed closely by Healthcare, Consumer Staples and
Technology (see Figure 1). The Energy sector has now been the weakest
performer for two years in a row.

As noted in our 2015 outlook, we had expected some of the factors
working against the first-time homebuyer to abate as the economy
continued to improve. During the summer selling season, existing home
sales surged to a five-and-a-half-year high. First-time homebuyers
represented one-third of purchases, up from the low of 26% but still below
the historical average of 40%.

Figure 1: 2015 Performance by Sector
6.9%
6.6%
5.9%
3.4%
1.4%
-1.5%
-2.5%
-4.8%
-8.4%
-21.1%
-20%

-15%

-10%

-5%

0%

5%

10.1% Consumer Discr.
Healthcare
Consumer Staples
Technology
Telecom
S&P 500
Financials
Industrials
Utilities
Materials
Energy

10%

Source: Bloomberg. Latest available data as of 12/31/2015.

The S&P 500 outperformed most other market segments for the quarter
and the year, when measured in dollars (see Figure 2). Crude oil saw a
decline of 31% in 2015 after declining by 42% in 2014. The emerging
markets index is down over 35% from the high it reached in mid-2011.
The U.S. high-yield market (i.e., junk bonds) also experienced weakness
driven by distressed energy and materials companies.

We entered the year thinking the economy would continue to grow, given
an improving employment picture, increasing wages for many workers,
lower commodity prices and inflation, higher consumer confidence levels,
and a healthier Manufacturing sector. We focused on companies with topline revenue growth, primarily in the Healthcare, Technology, and Consumer
Discretionary sectors, with many of these companies growing at a faster
rate than the S&P 500.
After stalling in the first quarter, the economy as defined by Gross Domestic
Product (GDP) experienced modest growth, estimated at 2.5%, for the year
as a whole. With unemployment reaching 5%—its lowest point in seven
years—consumer confidence continued to rebound, driving stronger
spending and private investment.

We also noted that inflation indicators remained weak and that the Federal
Reserve might be slow to raise interest rates. At the time, the market was
anticipating the first increase in June. Instead, the Fed raised rates in
December to 0.25% and indicated that it plans a gradual increase in rates
going forward.
Lastly, we expected volatility to remain elevated in 2015. We had not
experienced a significant correction since the summer of 2011, and we
were statistically overdue. Over the last 30 years, the S&P 500 has had a
14% correction once a year on average. In August, the S&P 500 retreated
10% in just three days, and the VIX—a measure of market volatility and,
to some degree, fear—reached an intraday high of 53, a level not seen
since 2011. We had correctly identified the Fed as a possible source of
volatility, but we did not anticipate the level of economic weakness we are
seeing in China. China’s efforts to shift its economy toward the service
sector and domestic consumption slowed annual GDP growth below the
target of 7%. The Chinese government intervened to prop up the country’s
collapsing stock markets and then orchestrated a small surprise
devaluation of its currency. These actions were seen as red flags by many
investors, and global markets corrected.

Figure 2: 2015 Performance by Category
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Source: Bloomberg. Latest available data as of 12/31/2015. All returns in U.S. dollars.

One of the biggest surprises this year was the continued strength of the
U.S. dollar. In several European countries, interest rates continued to
decline in the first half of the year. Japanese interest rates also remain at
very low levels. The European Central Bank and the Bank of Japan have
continued to increase their balance sheets, given the ongoing threat of low
growth and deflation in their economies. With the U.S. economy expanding
and interest rates rising, capital flowed into the U.S. and drove strength in
our currency. As a result, currency translation negatively impacted
earnings for large multinational companies and led to minimal growth in
earnings for the S&P 500 as a whole.
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The other big surprise was the continued weakness in oil. Lower prices
drove higher demand in 2015, but the market remains oversupplied, and
global inventories are at multi-decade highs. With the price of oil now at
$37 a barrel, down from a high of $107 in the summer of 2014, many
countries and companies that depend on oil income are facing tough
choices. The domestic high-yield (i.e., junk) bond market is experiencing
significant weakness (see Figure 3).

Figure 3: 2015 Surprises – Oil Prices and Junk Bond Yields
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pace. Current market expectations are for the federal funds rate to end
2016 at 1.375%—which would imply four more rate hikes in the next 12
months. As the Fed begins an interest rate tightening campaign, the
European Central Bank and the Bank of Japan may move in the opposite
direction.
In the last six Fed tightening cycles, the S&P 500 has always been higher
one year after the first interest rate increase. The environment should
continue to be an accommodating one for equity investments, but the Fed
is moving later in the economic cycle than it typically does, and this cycle
has been anything but normal. During the Fed’s last tightening campaign,
it raised rates by 0.25% at each of 17 straight meetings. We do not expect
this level of increase in the current cycle, but the trajectory is up, and we
have adjusted our Interest Rates/Trajectory early indicator to yellow (see
Figure 4).
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Source: Bloomberg. Latest available data as of 12/31/2015. *Barclays High Yield Bond ETF

Outlook for 2016
As we head into 2016, we believe that the economy will continue to
experience modest growth, given an improving employment picture, lower
commodity prices, higher consumer confidence levels, and an expanding
housing market. This positive backdrop should translate into higher
revenue and earnings growth for many companies, although for others,
low rates of economic growth and inflation may not provide enough
strength to offset increases in labor costs and health care spending.
Relatively low interest rates should continue to support the housing market.
Housing sales and activity picked up in the second half of 2015, and recent
indicators suggest this improvement will continue. U.S. housing starts
surprised to the upside in November, although they still look depressed
compared to long-term averages. Higher housing prices should help
consumer confidence and spending.
The economy added an average 210,000 jobs a month this year, down
from last year’s strong pace of 260,000. This growth has been enough to
drive further improvement in the unemployment rate, which ended the
year at 5.0%. Although unemployment at this level is often described as
“full employment,” wages are not growing at the rate typically expected
in such an environment. The broader U-6 measure of unemployment,
which includes people “marginally” attached to the labor force, is now
9.9%, which is still higher than its peak during the 2003 recession. The
labor participation rate, decreasing for years, begins to show signs of
stabilization. The unemployment rate is expected to improve to 4.7% by
the end of 2016, but slack remains in the labor market, and wage inflation
is likely to remain low.
We believe overall inflation will stay at low levels. Weak commodity prices,
deflationary pressure from overseas, a strong dollar, and sluggish global
economic growth also continue to be headwinds. The Federal Reserve
does not expect to achieve its 2% inflation target until 2018. Given this
backdrop, the Fed is expected to increase interest rates at a very measured

With low growth, low inflation, and a stronger dollar, it is becoming harder
to identify companies that can increase earnings and cash flow. For this
reason, we have shifted our Valuation early indicator back to yellow (see
Figure 4).

Figure 4: Indicators vs. Prior Bull Market Peaks
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Source: Bloomberg. Latest available data as of 12/31/2015.

Course of Action
During 2015, we increased our exposure to the Technology sector. We also
had meaningful exposure in Consumer Discretionary and Healthcare.
Earnings growth has been concentrated in these sectors, where we continue
to find compelling opportunities.
We have found it tougher all year to identify new opportunities in the more
economically sensitive sectors, such as Industrials, Materials, and Energy.
Current valuation appears compelling on many names in these areas, but
we would like to see more stabilization in the fundamentals before increasing
exposure.
We expect volatility to remain elevated in 2016, and we continue to focus
on higher-quality, domestically focused larger companies with strong balance
sheets. Central banks moving in different directions, an aging economic
recovery in the U.S., a continued slowdown in China, and a possible
distressed debt cycle driven by fragile emerging markets and weak
commodity prices may all be sources of volatility during the year. In addition,
2016 is a presidential election year, and this factor has driven volatility in
the past.
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