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Ringing Out 2015….A Preview of 2016 

Returns were sparse in capital markets during 2015 in spite of a domestic economy that continued on its 
modest growth trajectory with gradually improving employment metrics.  Coming into the year, we might 
have expected a better result given that the Dow Industrials had produced an average annual return of 
more than 28% for years’ ending in the number “5” dating back to 1885. In spite of this promising      
anomaly, performance has been uninspired on a year to date basis across various segments of the equity 
market as of Christmas Eve regardless of company size or geography as illustrated by the indices listed   
below.   

S&P 500      +2.22%
Russell 2000      -3.00%
MSCI All Country World ex US -1.27%
S&P Midcap 400      -1.15%
Dow Jones Industrials      +1.02%

This coupled with the low level of interest rates has left    
investors wanting for a more robust environment in the coming year.  Interestingly, asset allocation did 
not play a major role as returns across asset classes clustered in the low single digits, either positive or 
negative, with the exception of anything commodity related which collapsed dramatically in the second 
half.  It really   didn’t matter if you had 20% stocks or 80% stocks in 2015 since there was more correlation 
among asset classes.  The high level of correlation among returns is unusual and suggests that markets lack 
clear direction heading into 2016.  With that said, we thought that it would be appropriate to have a look 
inside Santa’s bag to offer some insights as to what investors might expect in the months ahead with      
regard to major themes that have been driving the market stalemate these last several months. 

The Fed 

Finally, after a ten year hiatus, the Fed increased interest rates albeit very gently in December.  We are 

pleased that this move demonstrates a degree of confidence in the performance of the economy in recent 

months, but expect that this will be a far from typical tightening cycle.  The major reason for this is the ab-

sence of inflation in the financial system.  In a typical Fed cycle, the presence of inflation will necessitate a  
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series of rate hikes to keep those inflationary pressures from becoming problematic forward in time.  In 
this instance, that is not likely to be the case so we would expect to see more gradual action from the       
Fed over the course of 2016 as they begin to move rates to more normal levels.  Given the deflationary 
pressures that exist in many global markets, we expect the Fed to be dependent on the economic data and 
to be very measured in raising rates only as the economy will tolerate it. 
 
Energy 
 
Lower energy prices have been great for consumers, 
but have wreaked havoc in the economies of many  
resource rich countries over the past year.  There are 
three major factors driving the dramatic decline that 
we have seen in recent months.  First, the U.S. has 
become a lot more energy sufficient with domestic 
production almost doubling over the last six years.  
The second is the reluctance of OPEC nations in the 
Middle East to cut production due to the fear of losing market share.  Third, while production is at high      
levels, energy efficiency has increased dramatically among developed countries creating an environment  
of less robust demand.  This has created a perfect storm within the energy sector that will likely require a 
period of time to dissipate.  Our view is that production cuts have been slow to come, but they  are coming.  
This may not be from OPEC but rather from higher cost producers like Canada, the United Kingdom, Brazil 
and the U.S.  It is likely to take most of 2016 or  longer for demand and supply to find equilibrium, but it will 
happen.  During this time, prices will continue to be volatile and a bottom should gradually come into view.   
 
Bonds 
 
While the Fed has been grabbing the headlines by raising rates at the short end of the yield curve, there 
has not been very much rate movement at the long end over the last year.  This is due to the presence of 
foreign buyers and the lack of inflation.  Both of these factors should remain in place at least for the near 
future meaning that rates should not move dramatically at the long end unless there is a slowdown in the 
economy and a flight to quality trade.  However, we are becoming more concerned about  credit exposures 
as many investors have been “reaching for yield” in a low rate environment and we have begun to see 
some signs of credit quality erosion heading into year end.  Some of these credit headwinds have been cre-
ated by the energy space and some due to a stronger dollar but they bear watching as the credit markets 
have historically been a flashing yellow signal   for capital market trends in a broader sense.  As corporate 
bonds have provided a significant amount of excess return over the course of this expansion, it makes 
sense to moderate exposure at this point and to become more selective buyers.  A quality bias in portfolios 
should serve investors well, and will do no harm, in the coming year. 
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Foreign Central Banks, the Dollar, and Stocks 
 
The Wall Street consensus estimate for 2016 S&P 500 
earnings currently looks for a +9% increase.  This 
would imply that stocks can continue to  produce an 
attractive rate of return in the coming year, especially 
given that the economy has improved to the point 
that the Fed is confident that they can at least begin 
to increase rates.  As we look at initial jobless claims 
and the growth  in non- farm payrolls, it is hard to see 
a precedent for a bear market or  recession at present 
levels.  This  was no doubt given due consideration by the Fed, but we need to put this into the context of 
what has been a weaker global environment so that we  can understand what  factors might impact the 
existing consensus going forward. The strengthening U.S. dollar is the primary concern in the coming year 
given the possible combination of a tightening Fed while foreign central banks (FCBs) are easing in  an 
effort to jumpstart growth. This could cause some volatility as we go through the year depending on how 
much the Fed tightens and how aggressively FCBs ease. This is the hinge variable and it makes 2016 a very 
difficult year to call in terms of what to expect in terms of stock returns and when they will occur.  Given 
the length of the ongoing consolidation in equity prices that is now more than a year old, there is a strong 
likelihood that we will break out of this trading range during the first half of 2016.   
 
The difficulty lies in predicting the direction of the breakout as strong arguments can be made in either 
case.  The positives are a solid domestic economy and relatively benign Fed while the negatives are the 
potential for dollar strengthening amidst a weaker global environment. This level of uncertainty has       
triggered some profit taking in recent weeks as investors wait for some evidence that a trend is emerging.  
While we have become more careful  with regard to the equity risk budget in portfolios by trimming        
exposure to more volatile segments like small caps, we are remaining patient with regard to the overall 
equity allocation for the moment.  This kind of environment is one where investors can benefit from a          
disciplined selection process that focuses on company specific characteristics such as free cash flow, 
profitability, and earnings growth to find companies that will be more resilient in a challenging                   
environment.   
 
The last year will go down as a most unusual one for markets as asset correlations rose and returns shrank 
making it difficult for active managers to make a significant difference in client portfolios.  It is likely that 
2016 will bring some mean reversion for correlations and managers will need to be alert to shifting              
dynamics as they present opportunities to add value.  
 
Charlie Mathews, CFA  

 

 

Small Caps Showing Weakness 




