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The U.S. economy continues to be among the most resilient in the world with recent data continuing to suggest that 
the modest growth trajectory remains on track.  The September employment report was softer than expected, but 
still indicated that      private sector job creation is occurring though at a more modest pace than we would have 
hoped for.  The Fed’s decision to leave short term rates unchanged was confirmed by the jobs report as the Fed is 
committed to providing as much insulation as they can at this point to ensure that the growth trajectory continues.  
It is fortunate that inflation is largely absent from the equation which gives the Fed the ability to be more patient as 
they consider when to begin to adjust rates higher which now is more likely to occur in March 2016.  While we are 
encouraged by the domestic situation, we do have concerns about the cyclical ebb in China and the pressures that 
have been created in the emerging markets by lower commodity prices.  This will bear watching between now and 
year end especially if the result is further strength in the dollar which could restrain exports. 

 

Equity Markets 

 

Stock markets have been choppy for most of this year, but particularly in the last four to five months as volatility  

has increased noticeably.  This has been driven by a variety of  issues such as speculation about when the Fed would 

nudge rates higher, the potential  default and restructuring of Greek debt and cyclical weakness that has presented 

itself in China.  Even with some of the headwinds that we have seen, the economic data doesn’t yet indicate the  

potential for a bear market but has been sufficient to trigger some long awaited consolidation and shifting             

leadership within the market.  Valuations in the U.S. are reasonable, but not cheap, and we don’t really see any         

catalysts for P/E multiples to expand in the coming six to twelve months.  This means that earnings growth will likely  

be the primary driver of returns looking out into 2016.  S&P 500 consensus earnings estimates for 2016 are currently 

looking for 9% growth over this year which suggests some potential upside in the year ahead.  Our focus in this      

environment is on companies with competitive advantage which allows them to increase sales and to be strong       

free cash flow generators.  This gives them balance sheet flexibility to help shareholders in a more challenging         

environment  because they can repurchase stock, increase dividends and/or make acquisitions that are accretive to 

growth.   

As markets have gotten choppier, we have placed more focus on managing the risk budget in portfolios particularly 

in regard to more volatile segments of the equity market such small caps and emerging markets.  These comments 

could also be applied to more cyclical, economically sensitive holdings where there have been some opportunities to 

do some “pruning” over the course of 2015.  On the international front, we continue to be cautious with regard to 

the resource driven markets which have been unduly depressed by the downward trend in commodities.  While  

 

 



valuations are unusually cheap, the catalysts for a rebound are not yet in view and these markets should continue 
to be volatile in the short to intermediate term.  Developed international markets are also cheaper from a valuation 
standpoint but lack catalysts for sustained earnings growth.  The Eurozone continues to be restrained by high levels 
of government debt and Japan continues to attempt to inflate itself out of what is now a  decades-long deflation.  
The bottom line is that we would favor domestic stocks for the moment and be modestly underweight benchmark 
exposure to international stocks.  Patience and discipline should continue to be rewarded as we continue to         
emphasize a high quality approach heading into 2016. 
 
Fixed Income 
 
Bonds continue to offer limited opportunities on a total return basis looking out over the next five to ten years as a 
function of historically low interest rates and a barely visible inflation rate.  Even so, they continue to provide ballast 
to portfolios in the form of protection against the volatility of sluggish economic environments.  As such, they      
continue to play a vital role in the overall asset allocation of most portfolios.  For the moment, we would be neutral 
in our maturity structure and would seek to position some maturities in the 2017-2020 range so that there will be 
issues coming due once the Fed has returned rates to more normal levels.  This should give us an opportunity to 
lock in higher rates during that timeframe as maturities come due which would be helpful to income oriented          
investors.  The yield curve seems to be flattening very slowly at this point with longer term rates stable to slightly 
lower based on an expectation of low inflation in the months ahead.  The short end has nudged up in expectation  
of future Fed action and could move slightly higher during the first half of next year.  Given the lack of inflation and 
the patience on display from the Fed, it is not likely that rates will move significantly in the near future.   
 
There are a couple of themes that we would choose to emphasize on the bond side at the moment.  The first is the 
continuing advantage to tax exempt municipal bonds for higher bracket investors.  While some attention should be 
paid to the revenue source of particular issues, there are many high quality bonds in the marketplace that will offer 
clients an attractive net of tax return with an appropriate margin of safety.  The second theme that we would point 
to here is to resist the temptation to “reach for yield” in certain higher yielding market segments such as high yield 
and preferred stocks.  While the yield pickup in these vehicles is significant so too is the potential for principal         
volatility should the economy backslide and credit concerns resurface as they did during 2007-2009.  After five plus 
years of excellent returns in these segments, it probably makes sense to think about  some profit taking as these 
areas represent the most cyclical and volatile sectors of the fixed income markets.   
 
 
Charlie Mathews, CFA 

 

 


