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Roller coaster. Volatile. Up and down. Choppy. Correction. These are a few words to describe the market in
2016 so far. While this quarterly report addresses the last quarter of 2015, the quarter’s returns seem to be
overshadowed by the current events in the market (and the world). It is even hard to remember that the
returns for the fourth quarter were positive since most of the positive returns happened in October. As you
may remember, we have been expecting a correction given how far up the market has climbed since the low
in 2009. But more on that later, now back to the fourth quarter of 2015.

The Economy
The domestic economic landscape continued to be positive in the fourth quarter of 2015, highlighted by
ongoing improvement in the labor market. The quarter was generally quiet, highlighted by a decision from
the Federal Open Market Committee (FOMC) to begin raising interest rates for the first time in nearly 10
years. The Bureau of Economic Analysis’s third estimate of gross domestic product (GDP) for third quarter
2015 was +2.0%, in line with the prior estimate, but lower than the second quarter’s +3.9% reading. The
employment situation remained strong, with an average of about 218,000 jobs added each month. The
unemployment rate declined to 5.0%.
Global economic growth remained tepid
due to several factors, including the
ongoing decline in commodity prices,
below-trend growth in China, and the
flow of refugees from the Middle East
and Africa. The European Central Bank
(ECB) indicated it would maintain an
aggressive monetary policy to provide
adequate stimulus to promote accelerated
growth. The Eurozone has overcome
several impediments in recent quarters,
including questions about its viability
and tension pertaining to member
countries’ policies. With economic
growth beginning to improve, analysts
are encouraged by the region’s outlook.
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In China, growth was below historical
averages, but remains robust relative to
other emerging and developed
economies. Policymakers maintained an
accommodative monetary posture in an
effort to meet the country’s economic growth target of 7%.
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At its most recent meeting in December, the FOMC initiated the long awaited “lift-off” of rates. The move
increased the federal funds target rate by 25 basis points to a range of 0.25% to 0.50%. The FOMC indicated
that additional rate increases will be gradual, with the committee focused on allowing economic data (and the
impact rate increases have on financial markets) to drive the decision.
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Highlights
GDP
The Bureau of Economic Analysis’ third estimate of real GDP for third quarter 2015 reflected a seasonally
adjusted annualized rate of +1.98%, down from the +3.9% annualized growth of the prior quarter, and in line
with the previous estimate of +2.1% growth. The results demonstrated sluggish economic expansion, with
inventory accumulation acting as a drag. Exports were also a detracting factor, as the strong dollar continued
to hamper exports while encouraging imports. Analysts also cited the decline in oil process as another
inhibiting component, but believe it should be short-lived. On the positive side of the ledger, consumer
spending remains resilient, and efforts undertaken by Chinese authorities to stabilize their economy should
bear fruit in 2016. In addition, the markets
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prices in November were up slightly from
August, and higher by about +6.6% from year-ago levels. In the new home segment, the NAHB Housing
Market Index (a measure of homebuilding activity) ended the quarter at 61, in line with the reading of the
prior quarter, and close to its highest level in the last decade. All regions except the South lost ground from
the prior month. Analysts cite several factors supporting their contention that housing should continue to
gradually improve in 2016: resilient job growth, moderate economic growth, and growing new home
demand.

EMPLOYMENT
The employment situation remained relatively robust in the fourth quarter, and the continued modest
growth was a key factor in the Fed’s decision to initiate a “lift-off” in interest rates. Employers added
211,000 jobs during November, in line with consensus expectations. In addition, the gains for each of the
prior two months were revised higher. The three-month moving average was 218,000, slightly higher than
the average for the period ending in August, and also above the levels of each of the prior two months.
November’s employment rate was 5.0%, below the 5.1% posted in August, and the same level as the prior
two months. Average hourly earnings increased 2.3% in the past 12 months, a rate indicating a somewhat
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tightening labor market. Analysts expect the employment gains to average approximately 250,000 through
2016, and many expect the economy to reach full employment by the middle of the year.

FED POLICY
The FOMC ended its highly anticipated recent December meeting by raising its target range for the federal
funds rate by 25 basis points to 0.25% to 0.50%. The move had been expected, and analysts contend that it
should have little impact on consumers, as it already had been discounted by financial markets. The
committee’s statement noted that it expects gradual increases in the federal funds rate. Some analysts are
expecting 25 basis-point increases at alternate meetings in 2016, for a total of four hikes in 2016. The FOMC
indicated that future rate hikes will be driven by economic data, meaning it has not pre-determined the course
interest rates will take. In addition, the FOMC maintained its reinvestment program, which will keep its
balance sheet at existing levels, at least for the present. The Fed projects that there will be 100 basis points of
increase in rates in 2016, and the median estimate for where the fed funds rate will end in 2017 was 3.3%.

Interest Rates
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In the fourth quarter, prices of fixed-income securities were driven primarily by anticipation of potential
FOMC action on interest rates at its December meeting. After declining to begin interest rate policy “lift-off”
at its September meeting, the FOMC confirmed at its December meeting the widespread investor expectation
that the Committee would initiate the first increase in the fed funds rate in almost 10 years. Not only did the
FOMC raise rates by 25 basis points, it also projected additional increases in 2016 amounting to 100 basis
points. However, in its statement accompanying the rate increase, the committee indicated that further
increases would be gradual.
Within this environment, the yield curve rose, and its shape flattened, with yields on short-term maturities
rising more than those in the intermediate- to long-term end of the spectrum. By the end of the quarter, the
yield on the benchmark 10-year U.S. Treasury had risen to 2.27%, from 2.04% on September 30th. Yields
climbed steadily during the quarter, as investors discounted likely action by the FOMC at its December
meeting.
Yield changes along the yield curve reflected the FOMC’s modified interest rate policy. Yields on the
shortest maturities rose more than intermediate and longer term maturities, resulting in an upward shift and
flattening in the yield curve relative to September 30th. Inflation expectations continue to be fairly well
contained, with the Fed’s gauge of five-year forward inflation expectations closing at 1.72% on December
31st, up from 1.65% on September 30th.
Fixed income securities generally delivered negative total returns this period. The Barclays Treasury 5-7 Yr.
Index declined -1.3%, and the Barclays U.S. Corporate 5-10 Yr. Index shed -0.5%. High yield securities
again performed very poorly, as credit spreads widened, dropping -2.1%. The Barclays Municipal Bond
Index was one of the best performing fixed income asset classes, gaining +1.5%. Non-U.S. fixed income also
gave up ground, as the Barclays Global Aggregate ex-U.S. Index posted a -1.3% return, and fell by -6.0% for
the year. Emerging market bonds bucked the overall trend, with the JPM EMBI Global Index tacking on
+1.6%.

Equity Markets
The fourth quarter of 2015 was generally positive for equities. Higher prices coincided with seasonal
tendencies, in which stocks have fared well in fourth quarters of years past. However, this year was slightly
different from the usual scenario, as gains were front-loaded in October. November was essentially flat, and
there was no “Santa Claus” rally this year: stocks limped home with negative returns in December. As with
the fixed income markets, one of the fundamental return drivers was anticipation over the FOMC’s decision
to begin raising interest rates. The S&P 500 Index finished with a gain of +7.0%, but posted a meager
+1.4% for the full year. Excluding dividends, the index fell -0.7%, its first annual price decline since 2008.
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The ten primary economic sectors generated
significant disparities in performance, putting
sector selection at a premium for active managers.
Materials, healthcare and information technology
were the strongest performers, delivering gains of
+9.7%, +9.2% and +9.2%, respectively.
The energy and utilities sectors were the poorest
relative performers, posting gains of +0.2% and
+1.1%, respectively.

Non-U.S. Equity Market Returns
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Fourth Quarter 4Q15
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information technology stocks, generated solid
gains, ending up +8.7%, and advancing +7.0% for
the year. The Dow Jones Industrial Average of 30 large industrial companies gained +7.7%, and eked out a
meager +0.2% return, when dividends were included, for the full year.

Real Estate Investment Trusts (REITs) also participated in the market’s positive trend, even though interest
rates were generally higher. The DJ US Select REIT Index produced an advance of +7.5%. Commodities
continued to disappoint, with the Bloomberg Commodity Index sinking -10.5% for the quarter ended
December 31st. The index plunged almost -25% for the full year, and has declined at an annualized rate of
more than -17% for the past three years.
International stocks did not fare as well as U.S. equities, despite assertions by the European Central Bank
(ECB) that it would be aggressive in providing stimulus to the Eurozone’s recovery. Many investors are
anticipating improved performance from European equities in 2016, largely because of the accelerating pace
of economic growth and support of the ECB. However, Eurozone leaders also are also trying to grapple with
an influx of refugees from the Middle East and Africa, which has the potential of causing increased tensions
among member countries. International stock indices were mixed, but generally gained ground. The MSCI
ACWI ex-USA Index, which measures performance of world markets outside the U.S., climbed +3.2%, but
declined -5.7% for the full year of 2015. The MSCI EAFE Index of developed markets stocks rose by +4.7%,
but gave back -0.8% for the year. Regional performance was a mixed bag with significant disparity. Japan
and the Pacific region were the strongest performers, posting advances of +9.3% and +8.3%, respectively.
Eastern Europe and Latin America were the poorest relative performers, with the MSCI EM Eastern Europe
and MSCI Latin America indices suffering losses of -6.1% and -2.7%, respectively. Emerging markets
performance was essentially flat, once again a result of the collapse in commodity prices. The MSCI
Emerging Markets Index posted a modest gain of +0.7% for the three months, but sank -14.9% for the year.
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Looking Forward
The domestic economy enjoyed a solid year in 2015, and economists continue to be optimistic about its
prospects in 2016. Fueling the economy’s gains has been the employment situation, with employers adding
more than 200,000 jobs a month on average. Some analysts note that sustaining this trajectory would put the
U.S. economy at full employment by around the middle of 2016. Such a stretch of job gains hasn’t been
experienced since the late 1990s. The improving job market is also resulting in higher wages, one of the
elements the FOMC considered in deciding to raise interest rates in December. The FOMC indicated that rate
increases will be gradual, as inflation is not yet an issue, despite firming wages. The FOMC also will assess
the impact the rate increases have on financial markets. The global economy outside of the U.S. wasn’t quite
as strong as it was domestically in 2015, but analysts expect it to strengthen in 2016 and into 2017. Emerging
markets economies suffered from the plunge in commodity prices, which was keyed by a slowdown in
demand from China and a rising U.S. dollar. Analysts expect a modest recovery for commodities, including
the energy sector, in 2016. Potential risks to the global economy include how the financial markets deal with
the transition in U.S. monetary policy, with some analysts expecting heightened volatility in coming quarters.
In addition, China’s credit bubble could pose an issue if policymakers mishandle its unwinding. Finally,
geopolitical risks such as the refugee situation, potential flare-ups in the Middle East and tension between
Russia and the West could create financial market volatility and cloud the economic outlook.
As of January 15th, 2016 the Dow is down -8.16%; the S&P -7.93%; and NASDAQ -10.34%. With the price
of oil plummeting, the slowdown of the Chinese economy and general unease around the world, the US
market is tumbling even though the US economy is in pretty good shape. Throw in the uncertainty of who
will be the next President and you have the perfect scenario for a volatile market moving towards a possible
correction. Markets dislike uncertainty.
Let’s put this down market in perspective. When the market hit bottom on March 9, 2009, the S&P stood at
676.53. Even with the recent pullback, on January 19, 2015, the S&P closed at 1,880.33
We’ve been in business for over 25 years and know that markets go through cycles. We’ve enjoyed the up,
now we get to live through the down part of the cycle. Since we know the down part of the cycle is
inevitable, we have always believed in diversification across all sectors of the market to dampen the
downside.
We know one other thing…this too shall pass. We don’t know when. We don’t know how much further the
market will go down, but eventually it will go up again. When it does, you want to be in the market, not on
the sidelines, worrying about when will it happen. This is why we don’t try to time the market.
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