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During the quarter, equity markets experienced a significant
correction, but the S&P 500 ended the period with a slightly positive
return. Investors were concerned about a possible recession in the
U.S. and an economic slowdown in China, Europe, and Japan. As
some signs of economic stabilization appeared and the Federal
Reserve softened its stance on interest rate increases, markets
rebounded. While the U.S. economy expands at a very modest pace,
its growth rate is healthier than that of most of the developed world.
Housing remains a bright spot, and the employment picture continues
to improve. Inflation remains at uncomfortably low levels, and
foreign central banks have adopted aggressive policies to combat
this trend. Volatility is likely to remain elevated as investors closely
watch China, the Fed, and commodity prices. For now, we position
portfolios for modest economic growth, although new opportunities
have become more difficult to identify.
The S&P 500 Index gained 1.3% on a total return basis for the quarter.
The defensive Telecom, Utilities, and Consumer Staples sectors led the
way. The interest rate sensitive Financials sector was down for the quarter.
The Healthcare sector underperformed in both the up and down periods.

Figure 1: 1Q16 Performance by Sector
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Modest Economic Growth Endures
Over the past 12 months, economic growth as defined by Gross Domestic
Product (GDP) has slowed. GDP growth for 2016 is forecast at 2.1%. Since
the Great Recession, annual real GDP growth has not exceeded 2.5%.
However, an improving employment picture, lower commodity prices,
higher consumer confidence levels, and an expanding housing market
have allowed the U.S. economy to grow faster than other developed
countries. With unemployment remaining at 5%—its lowest point in seven
years—consumer spending and private investment remain key drivers of
GDP. We expect growth to continue in 2016, albeit at a very modest pace.
Housing remains a bright spot. Home prices have risen in 13 of the last
18 months and are 5.8% higher year over year, according to the January
S&P/Case-Shiller 20-City Composite Home Price Index. Prices for this
index are still 13% below the July 2006 peak, and housing affordability
remains very attractive on a historical basis. The combination of
moderately increasing home prices, low mortgage rates, and rising
incomes should help support current trends.
The March employment report showed some encouraging signs. The
unemployment rate was stable, but labor participation increased after many
years of declines (see Figure 3), suggesting that people who had previously
given up have started looking for work again. Wages increased at a faster
rate than inflation, although at 2.3%, wage growth is still well below
historical levels. There are some indications that these trends will persist.
California and New York recently passed measures to gradually push their
statewide minimum wages to $15 an hour—the highest in the nation.

Figure 3: Improving Labor Force Participation Rate
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Source: Bloomberg. Data as of 03/31/2016.
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From a global perspective, most developed markets underperformed the
S&P 500. The Japanese Nikkei is down 4.8% for the year, and the MSCI
European Union Index fell 2.5%. Gold, perhaps viewed as a safe haven,
was the best-performing category, while oil prices remained volatile and
ended the quarter with a gain.
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Source: Bloomberg. Latest data available as of 3/31/16.

Figure 2: 1Q16 Performance by Category
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Speed Bumps Ahead, Revisited
The S&P 500 Index reached an all-time high on May 21, 2015. Since then,
we have had four corrections, starting with the 12% pullback in August.
We experienced a more significant decline during the first six weeks of
this year, with the S&P 500 down 14% at its lowest point. Many believe
China sparked this correction by accelerating its currency depreciation,
rekindling many of the August worries about capital outflows and weak
growth. Fear has since subsided, in part as a result of reassuring
comments from China’s leaders at the recent G-20 meeting in Shanghai.
Nonetheless, the trajectory of expansion in China—the second-largest
economy in the world—remains a question.
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The Federal Reserve ended its last quantitative easing program (known
as QE3) in the fall of 2014. Initial goals for this program were
unemployment below 6.5% and 2% inflation. Low levels of inflation
remain a concern, and the Fed does not expect to achieve its target until
2018, but the employment picture is much healthier. After numerous false
starts in 2015, the Fed viewed “full employment” as a good reason to
raise rates for the first time in nine years. In December it raised the
federal funds rate to 0.25% and indicated an intention to increase rates
four more times in 2016. Market participants adjusted to this plan, which
would have boosted the federal funds rate to 1.375% by year-end.
Shortly after the Fed began its interest rate tightening campaign, the
European Central Bank and the Bank of Japan decided to be even more
aggressive in fighting the ongoing threat of deflation. They introduced or
expanded the use of negative interest rates, which means they are
actually charging depositors to hold their money. The goal is to force
commercial banks to lend, although so far this approach has not worked.
Given this strong headwind and very volatile markets, the Fed was forced
to soften its message on rate increases. The market began to rally after
Fed chair Janet Yellen’s congressional testimony, in which she recognized
concerns over the strong dollar, stress in the high-yield market, tightening
commercial lending standards, and a slowing Chinese economy. Urging
caution, Yellen said she expects “only gradual increases” to be warranted
in the future.
A new source of volatility emerged in the 2016 correction. With the highyield (i.e., junk) bond market already experiencing significant weakness,
a further 22% decline in oil prices resulted in even weaker junk bond
prices. Fearing bank exposure in this area, investors broadly decided to
sell banking stocks. In mid-February, junk bonds were priced at levels
typically associated with bear markets and recessions. Many bank stocks
were also priced for a recession. The dollar weakened after Janet Yellen’s
February testimony, and oil prices rebounded and appear to have
stabilized for now. Junk bonds and bank stocks have responded
positively. In addition, fear of a U.S. recession began to subside as
employment and manufacturing data pointed to a more stable outlook for
2016.

Focused on Fundamentals
When so many macro factors are driving the markets and creating noise,
we turn to our “bottom-up” process for guidance. With low growth, low
inflation, and a stronger dollar, it has become increasingly difficult to
identify companies that can increase earnings and cash flow.
S&P 500 earnings estimates for 2016 have declined by 6% since the start
of the year; however, they still indicate double-digit growth for the full
year. First-quarter earnings are expected to post the largest drop since
2009 (see Figure 4). This would mark four straight quarters of lower
earnings and five straight quarters of revenue declines. Analysts are not
predicting growth until the third quarter of 2016.

Figure 4: S&P 500 Earnings Per Share Growth^
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Throughout the current bull market—which will become the second
longest in history on April 29—growth has concentrated in the Technology,
Consumer Discretionary, and Healthcare sectors. We still own many
compelling investments in these sectors, although Healthcare is no longer
leading the way.
Healthcare underperformed both in the latest down market and during the
rally this quarter. Drug pricing has become a key issue in this political
season. Express Scripts, the country’s largest pharmacy group, recently
reported that the average wholesale price of branded medicines, which
are protected by patents, rose 16% in 2015 and was up 98% since 2011.
With prices receiving more scrutiny, growth will likely be slower for this
sector, and valuations will suffer.
We have found it difficult to find new opportunities in the more
economically sensitive sectors. With signs of stabilization in the ISM
Manufacturing Index, we are identifying some prospects in the Industrials
sector. We continue to struggle in the Energy sector. More than 50 North
American oil and gas producers have entered bankruptcy since early 2015,
and consultant Deloitte says a third of shale producers face bankruptcy in
2016. Reuters reports that many bankrupt operators keep pumping oil at
full capacity, as creditors see that as the best way to recover owed cash.
For now, supply still exceeds demand, and we are concerned that current
valuations are pricing in a stronger recovery than may materialize.

Course of Action
We continue to have meaningful exposure in the Technology, Consumer
Discretionary, and Healthcare sectors, which offer attractive earnings
growth relative to other sectors. Given the volatility during the quarter, we
did not make too many adjustments. We did increase exposure to the
housing market.
We expect volatility to remain elevated in 2016, and we continue to focus
on high-quality, large, domestic 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 continue to be sources of volatility during the year. The current rally in
the market presents an opportunity to replace some laggards with superior
performers.
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