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The market continues to be quite a ride. The first quarter of 2016 goes down as one of the most volatile
quarters ever experienced. After dropping very sharply in the first part of the quarter, equities rallied later in
the quarter, with domestic large-caps and mid-caps posting modest gains. However, small cap stocks and
international stocks remained in negative territory for the quarter.

The Economy
Domestically,

the

economic

environment was sluggish in the
first quarter of 2016, with lackluster
results in several areas of the
economy.

However,

the

employment situation remains an
important bright spot, as are vehicle
sales and retail sales. The domestic
economy continued to face the
fallout from ongoing issues in
international

developed

and

emerging markets economies, which
resulted in economic uncertainty
and financial markets volatility.
The Bureau of Economic Analysis
reported its third estimate of fourth quarter 2015 gross domestic product (GDP) of +1.4%, higher than the
prior estimate, but lower than the +2.0% reading of the third quarter. The employment situation remained
resilient, with an average of about 228,000 jobs added each month. The unemployment rate declined to
4.9%.

Globally, economic growth continued to lag as a result of several factors. In Europe, the health of banks
remains a major concern, and the region is suffering from low demand despite the European Central Bank’s
(ECB) aggressive asset purchase program. European authorities’ handling of the flow of refugees from the
Middle East has also been a cause for concern. China’s policymakers are attempting to engineer a soft
economic landing while also navigating tricky stock, bond, and currency markets.
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At its most recent meeting in March, the Federal Open Market Committee (FOMC) stood pat, deciding not to
increase the target fed funds rate from the current range of 0.25% to 0.50%. The FOMC reduced the number
of expected additional rate increases this year from four to two.

Highlights
GDP
The Bureau of Economic Analysis released the third estimate of the fourth quarter 2015 real GDP, a
seasonally adjusted annualized rate of +1.39%, down from the +2.0% annualized growth of the prior quarter,
but a notch higher than the prior estimate of +1.0% growth. The results were somewhat disappointing to
analysts, and demonstrated the weakness of the economy at the end of the year.

The two primary

impediments to growth were
reduced

inventory

accumulation and trade. In
addition, some economists
have lowered their growth
outlook for this year due to
the

negative

effects

of

unsettled financial markets.
The

strong

U.S.

dollar

continues to have an adverse
impact

on

trade,

and

sluggish emerging markets
economies
difficult
U.S.

make

environment

exports.

sustained

in

quarter’s

stock

turmoil

for

also

a
for

Losses
the

first
market

create

a

negative wealth effect, sapping consumer confidence, which may come into play in ensuing quarters.
However, not all the news is negative. Lower oil prices have hurt energy companies, but are generally a
positive for the economy as a whole. In addition, with the decline in interest rates resulting from the flight to
Treasuries during the first quarter, mortgage rates have remained low. Corporate profits dropped by -7.8%
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(not annualized) after declining -1.6% in the prior quarter. As has happened in recent quarters, low energy
prices kept inflation in check, with the personal consumption expenditures (PCE) index of prices rising
+0.3%, following a +1.3% climb in the prior quarter.

HOUSING
The housing segment continued to struggle. Existing-home sales for February (the latest monthly data
available) advanced at an annualized rate of 5.08 million units, down about -7% from the 5.47 million unit
rate reached in January, but still up +2.2% from February 2015. The inventory of existing homes remained
relatively loose, with about 4.4 months of supply. Existing-home prices in February were down slightly from
November, but higher by about +4.3% from year-ago levels. In the new-home segment, the NAHB Housing
Market Index, a measure of homebuilding activity, ended the quarter at a level of 58, slightly below the
reading of the prior quarter. Analysts are encouraged by the stability of the index at these levels, which
suggest homebuilders have a positive outlook for the year ahead. Continued job growth and increased
mortgage availability will also be positives for the housing market for the remainder of the year.

EMPLOYMENT
The employment situation remained encouraging, despite the headwinds of slowing global economic growth
and financial markets turmoil. Employers added 242,000 jobs during February, far exceeding consensus
expectations. In addition, the gains for each of the prior two months were revised higher. The three-month
moving average was 228,000, modestly lower than the average for the period ending in November, and also
below the levels of each of the prior two months. As in the prior quarter, payroll gains were broad across
industries, with segments such as education and healthcare setting the pace, adding a combined 86,000 jobs
for the month. The unemployment rate in February was 4.9%, below the 5.0% level in November, and the
same level as the prior month. Average hourly earnings increased 2.2% in the past 12 months, a somewhat
weaker rate than previous months, yet still a sign of an improving labor market. Analysts expect the
employment gains to remain above 200,000 through 2016, and that the unemployment rate should remain
below 5%.
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FED POLICY
The FOMC ended its recent March meeting standing pat, maintaining a target range of 0.25% to 0.50% for
the fed funds rate.

The FOMC’s decision was expected by economists, as the committee took into

consideration the financial markets convulsions of the first quarter. Importantly, the committee’s statement
reduced the number of expected rate increases in 2016 from four to two, meaning that the likely amount of
rate increase for the year may not exceed 0.50%. The FOMC’s median estimate for where the fed funds rate
will end 2017 remained at 3%, although there is some skepticism by the markets that it will achieve that
level. A growing consensus among analysts is that the next increase will occur at the June meeting.

Interest Rates
In the first quarter, global market volatility was the primary driver of the prices of fixed-income securities.
Many analysts had expected rates to begin to trend higher following the FOMC’s decision in December to
begin interest rate policy “lift-off” by initiating the first increase in the fed funds rate in almost 10 years.
However, yields were quickly driven sharply lower at the beginning of the year as a result of a flight to
quality precipitated by the historic decline in global stock markets.
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As happened in the prior quarter, 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 declined to 1.77%, from 2.27% on December 31st.

In terms of total returns, fixed income securities almost universally delivered positive returns. The Barclays
Treasury 5-7 Yr. Index rose +3.6%, and the Barclays U.S. Corporate 5-10 Yr. Index added +4.1% during the
three months. High yield securities fared well despite the equity market’s volatility, advancing +3.4%.
Municipals continued to generate solid gains, as the Barclays Municipal Bond Index gained +1.7%. Prices
of non-U.S. fixed-income securities surged, as the Barclays Global Aggregate ex-U.S. Index posted a +8.3%
return. Emerging markets bonds were one of the best-performing fixed-income asset classes, with the JPM
EMBI Global Index jumping +5.2%.

Equity Markets
The first quarter of 2016 was, if nothing else, a volatile period for equities. The advances posted by many
broad market indices belie the tumult of the quarter. The new year began ominously for stocks, as a mix of
global economic slowdown, slumping emerging markets economies, China’s stumbling efforts to re-ignite
growth, and the December decision by the FOMC to raise rates conspired to produce stocks’ worst two-week
opening of any year on record. The S&P 500 tumbled about 9% over the first 12 trading days of the year,
and remained depressed through the middle of February, as investors sought clarity on the economy and
interest rates. However, buyers began to step in during the latter half of February and through March, not
only recouping losses for many
indices, but tacking on modest
gains. The S&P 500 Index finished
the quarter with an advance of
+1.4%

The ten primary economic sectors
generated a significant dispersion in
performance, creating a difficult
situation

for

Utilities

and

active

managers.

telecommunications

services were by far the strongest
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performers for the quarter, delivering gains of +15.6% and +16.6%, respectively.

Managers with

underweight exposure to these sectors lagged their benchmarks. The financial services and healthcare
sectors were the poorest relative performers during the quarter, posting losses of -5.1% and -5.5%,
respectively.

The Russell 1000 Index of large capitalization stocks generated a +1.2% total return. Within the large cap
segment, value stocks outperformed growth stocks. Small capitalization stocks, as represented by the Russell
2000 Index, underperformed large caps, ending with a total return of -1.5%. However, within the small cap
segment, value surged relative to growth, reversing a recent trend. The Nasdaq Composite, dominated by
information technology stocks, was one of the indices posting a loss, ending down -2.4%. The Dow Jones
Industrial Average of 30 large industrial companies gained +2.2%.
Real Estate Investment Trusts (REITs) were a strong performer, owing in part to the favorable interest rate
environment. The DJ US Select REIT Index produced an advance of +5.1%. Commodities stabilized
somewhat, with the Bloomberg Commodity Index inching up by +0.4%.

With only a couple of regional exceptions, international stocks performed poorly relative to U.S. equities, as
both developed and emerging economies continue to struggle. Disappointing economic data continues to
overhang both the Eurozone and Asia (including Japan), and sluggish demand is contributing to a persistent
low-inflation environment. In addition, the Eurozone is grappling with the swell of refugees from Syria and
other regions where Islamic State (ISIS) has infiltrated. In China, policymakers are attempting to employ all
monetary and fiscal policy levers at their disposal to reverse the negative changes in the country’s growth
rate over the past several quarters. Against this backdrop, international stock indices were mostly lower.
The MSCI ACWI ex-USA Index, which measures performance of world markets outside the U.S., declined 0.4%. The MSCI EAFE Index of developed markets stocks fell by -3.0%. Regional performance exhibited
significant dispersion. Latin America and Eastern Europe were far and away the strongest performers, with
the MSCI Latin America and MSCI EM Eastern Europe indices posting advances of +19.1% and +15.0%,
respectively. China and Japan were the poorest relative performers, suffering losses of -4.8% and -6.5%,
respectively. Emerging markets performance was finally a bright spot, as the MSCI Emerging Markets
Index gained +5.7%.
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Looking Forward
In a sign of its resilience, the domestic economy has held up well in the face of many negative factors,
including a weak international economic growth outlook; a shift in domestic interest rate policy; an unsettled
presidential election campaign; and volatile equity markets. U.S. employment growth is one indication of
the economy’s underlying strength, with many economists expecting employers to continue to add an
average of 200,000 jobs per month for the remainder of the year. In addition, domestic vehicle sales and
retail sales also remain solid. Analysts continue to anticipate the U.S. economy will be at full employment
by sometime this summer. More job-seekers are re-entering the workforce, and earnings are expected to
increase as the labor market continues to tighten. The FOMC’s decision to stand pat at its recent meeting,
coupled with committee chairwoman Janet Yellen’s dovish comments during congressional testimony, have
assuaged financial markets in the near term. However, the FOMC will be looking for continued signs of
improvement—and whiffs of inflation—to ratchet up rates at upcoming meetings.

The international economy outside of the U.S. continues to experience low demand. In the Eurozone,
concern over the health of financial institutions remains, despite the European Central Bank’s (ECB) pledge
to enhance its asset purchase program if necessary. Eurozone policymakers must also consider the potential
effects of a possible exit by the U.K. from the European Union. Potential risks to the global economy
include how the Eurozone institutionally handles the refugee crisis, which many analysts believe has been
poorly managed so far. In addition, China’s navigation out of a slowing-growth environment will be closely
watched. Geopolitical risks such as the Middle East situation and the heightened tension between Russia and
the West could result in economic and financial market uncertainty.

The markets have experienced significant volatility over the past year and a half and we anticipate that it will
continue. One thing to note is that over this period the markets have dropped nearly into or into bear market
territory a number of times, only to very quickly rebound. However, at some point we may well see a
significant drop in the market without a quick rebound. Whether this will happen or when is anyone’s guess,
but we feel it is prudent to be prepared for it.
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With this in mind, please be sure to let us know if they have any concerns regarding your allocation or if you
have any upcoming cash needs that we are not aware of. With the upcoming election, the anticipation that
the FED will continue to raise rates and events internationally, we anticipate the roller coaster will continue.
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