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Table 2

1st Quarter, 2016

Six Months

Twelve Months

Table 1: Benchmark Returns as of March 31, 2016

S&P 500 Index (large-cap stocks)
Russell 2000 Index (small-cap stocks)

1.35
(1.51)

8.49
2.02

1.80
(9.76)

MSCI EAFE Index (developed foreign markets)
MSCI Emerging Markets Index

(3.00)
5.71

1.57
6.41

(8.27)
(12.03)

US Dollar Index (DXY)
Gold
Oil (WTI)

(4.10) (1.83)
3.83
16.70
11.04
4.21
3.51 (14.97) (19.45)

INDEX
US STOCKS

FOREIGN STOCKS

COMMODITIES

BONDS

BarCap US Aggregate Bond (investment-grade bonds)
BarCap US 20+ Yr Treas Bd Idx (long-term US treas)
Barclays Municipal Bond Total Return Index
Markit iBoxx USD Liquid Investment Grade Idx (corporate bonds)
Markit iBoxx USD Liquid High Yield Index (high-yield bonds)
S&P/Citi Intern'l Treas Bond Ex-US (foreign bonds)

3.04
8.49
1.58
4.73
3.32
8.77

First Quarter, 2016

2.46
6.99
3.30
4.41
1.79
7.00

12/31/15
02/12/16
12/31/15
Asset Classes
to 02/12/16 to 03/31/16 to 03/31/16
US Stocks (S&P 500)
-10.30%
12.90%
1.35%
Developed Int'l Stocks (MSCI EAFE)
-12.78%
11.80%
-3.00%
Core Bonds (BarCap Agg Bond)
2.25%
0.70%
3.03%
Crude Oil (WTI)
-23.06%
24.64%
-4.10%

In discussing 2015’s flat to very negative returns, along
with our cautious view in our last letter, we said:
Last year’s markets were driven in large part by
oil and the four Ds: Deflation, Deleveraging in
the emerging markets, monetary policy
Divergence and US Dollar strength. In a ZIRP
(zero interest rate policy) world, currency
strength weakens growth. The strong US dollar
has been a de facto tightening of monetary
conditions as it is restrictive rather than reflective
of a strong domestic economy.

1.99
2.46
3.93
1.32
(4.06)
6.95

Source: iShares.com & Bloomberg

It was a volatile quarter. 2016 began with a dramatic
downgrading in global growth expectations. This could be
seen in the rise in safe-haven government bond prices, a
selloff in global stocks and the continued decline in
commodities (Chart 1). Then, midway through the quarter,
markets turned sharply higher (Chart 1 and Table 2).

During the first-quarter, however, some key economic data
turned much more positive and a number of factors
conducive to stronger financial asset performance also
turned for the better.
•

Chart 1 (normalized as of 12/31/14)

Economic data: While the latest economic data have
not been stellar, it has definitely improved relative to
the beginning of the year. Chart 2 shows that
economic surprise indices have moved significantly
higher during the first quarter.

Chart 2: Economic Surprise Indices

Source: Bloomberg

Source: Bloomberg
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A tentative recovery in manufacturing activity also
seems to be underway (Chart 3). Regional Fed data
has also turned higher (Chart 4).

Chart 5: Long-Term Oil Price History

Chart 3: Manufacturing & Non-Manufacturing Indices

Source: Bloomberg

Chart 6: Oil and MSCI All World Stock Index
Source: Bloomberg

Chart 4: Regional Fed Survey Data

Source: Bloomberg

•
Source: Bloomberg

•

Oil: The sharp decline in the price of oil and the
persistently depressed prices in the futures market
finally seem to have resulted in enough production
losses in the US to put a floor under prices. After
reaching lows not seen since 2003, oil posted strong
gains in the second-half of the quarter (Chart 5).

Global monetary policy and the US dollar: Coming
into the New Year, the message from the Fed was to
expect four quarter-point moves to the upside in the
federal funds rate (short-term interest rates) during
2016. However, the March 15/16 FOMC meeting
minutes show a much more divided Fed with only one
member (Kansas City President Esther George) voting
for an increase.
Two weeks after the meeting, Chair Janet Yellen
advocated a “cautious” approach to interest rate
normalization. She emphasized that “global
developments pose ongoing risks…(especially)
influenced by developments in China…(and) likely
require a somewhat lower path for the federal funds
rate than was anticipate in December.”

Global risk assets have become highly correlated with
the price of oil (Chart 6) and the rise in oil prices since
bottoming in mid-February helped lift all risk assets.
Looking out a few years, we expect oil prices to trade
mainly between $40 and $60. This range is based on
the economics confronted by shale oil producers –
below $40 we see production shutting down; above
$60, production will expand. During this period,
demand will continue to grow in a world of very little
excess capacity.

We bring attention to this because a major risk is a
Chinese devaluation of its currency. The issue is that
the Fed’s massive quantitative easing between 2009
and 2014 impacted both the US AND the rest of the
dollarized/pegged world – China being by far the
largest. In the US, the stimulus served to offset a
massive debt deleveraging cycle and encourage
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investors to invest in risky assets driving prices higher
and adding millions of jobs to the economy.

There is no science that helps differentiate between
temporary rebounds and lasting bull markets in the early
stages of a market upswing. We acknowledge that this
rally has momentum that could continue to carry it in the
near term. However, there are several indicators that imply
the rally may be in its later stages and that a pullback is
likely.

This monetary policy was also forced onto the
Chinese economy via its currency peg at a time when
China did NOT need the stimulus. The result was a
debt binge creating nearly $20 trillion of debt in six
years. Chinese debt to GDP rose from 165% in 2008
to 282% at the end of 2014. In essence, when the Fed
executed QE between 2009 and 2014, it overstimulated China’s economy.

•

Given the linkages between the US and China through
the US dollar (USD)/Chinese renminbi (CNY) peg,
both countries essentially have the same monetary
policies. At this point, the US economy has recovered
to the point where it makes sense to continue
removing policy accommodation (normalizing interest
rates). The effect of doing so would most likely be a
strengthening of the USD (and thereby a
strengthening of the CNY). However, China is in a far
different spot and cannot handle monetary policy
being tightened. China’s most likely course of action
would be to devalue the CNY versus the USD which
would result in global financial market stress/distress.

Equities in general have moved from being deeply
“oversold” in mid-February to once again being as
“overbought” as they were toward the end of 2015.
Chart 7 below shows that the shorter-term rates of
change (ROC) for the S&P 500 have again reached
levels typical of a pullback while the longer term ROC
has been declining over the last few years and has
been around zero for the last year or so.

Chart 7

Market participants seem to be aware of this delicate
equilibrium and that the Fed’s hands are tied to a large
degree because it cannot remove accommodation in
any meaningful way without upsetting the People’s
Bank of China (PBOC). If the Fed attempts to tighten
policy materially, it will force the PBOC to devalue –
and possibly a complete break of the USD/CNY peg.
The peg is not only standing in the way of Fed
tightening, but is also shaping monetary policy in
Europe and in Japan because policy induced weakness
in the euro and the yen will likely lead to USD and
CNY strength. The evidence of this can be seen in the
March 10 decision by the European Central Bank. The
Bank eased aggressively on all measures related to the
domestic credit channel. What was missing from the
new policy was the traditional usage of short term
interest rates as a driver of further easing.

Source: Bloomberg

•

Stocks appear to be moving sharply higher in part
based on very optimistic earnings expectations. As
shown in Chart 8 below, earnings per share (blue line)
have been declining since late-2014, while the
consensus of analysts’ expectations is for 18% growth
by year-end 2016 (dashed blue line).

Chart 8: S&P 500 and Earnings Per Share
It appears the positive financial market implications of
extremely low interest rates will remain at play longer
than most investors thought. It will be very interesting
to see how the Fed engineers a tightening in monetary
policy if the data (particularly employment and
inflation) continue to strengthen.
Outlook and Investment Strategy
As risk assets have rallied strongly since mid-February
(S&P 500 up 15% as of April 20 off its bottom on
02/11/16), our cautious outlook is definitely being
challenged.
Source: Bloomberg
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The rally in risk assets appears mostly predicated on
liquidity rather than growth. While the divergence between
economic growth and stocks prices is somewhat
unnerving, we may be at an inflection point in the former.
If this is the case, financial assets may not suffer the type
of setback we experienced at the beginning of the year and
in August, 2015.

This is in contrast to the Atlanta Fed’s weak GDP
forecast (Chart 9) and the weakening trend in
economists’ forecast for 2016 economic growth
(Chart 10).
Chart 9: Atlanta Fed GDP Forecast & US Real GDP

For now, our clients’ portfolios remain cautiously
positioned. Cash is generally at higher levels than normal,
we continue to underweight small-cap stocks and have no
emerging markets exposure. Fixed-income is almost
entirely very high quality.
In early April, we added energy stocks to our clients’
portfolios based on our outlook for the price of oil. We will
likely add to these positions if the price of oil relapses
because we believe we are at the lower end of where we
expect it to trade over the next few years.
Chart 12
Source: Bloomberg

Chart 10: Trend in Economists’ Forecast for US Real
GDP

Source: Bloomberg

•

Corporate balance sheets have been deteriorating for
the last few years. As shown on Chart 11 below, rising
default rates tend to follow.
Chart 11: Atlanta Fed GDP Forecast & US Real GDP
Source: BCA Research

In keeping with our defensive posture, we believe health
care stocks will be added to our clients’ portfolios that do
not already have exposure.
The health care sector has underperformed the overall
market since mid-2015 (Chart 12, Panel 1), but we think
the path of least resistance is up in relative terms:
•
•

Source: BCA Research
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Pricing power for the sector is gathering strength.
Valuations are at low levels (Chart 12, Panel 2).

•

The sector appears “oversold” on technical measures
(Chart 12, Panel 3).

These conditions are unlikely to last as relative earnings
strength continues.
-Brant Kairies
952-885-2732
The views expressed are those of Access Financial Services, Inc., and should not be
construed directly or indirectly, as an offer to buy or sell any securities mentioned
herein. Due to volatility within the markets mentioned, opinions are subject to
change without notice. Information is based on sources believed to be reliable;
however, its accuracy or completeness cannot be guaranteed. Investing is subject to
risks including loss of principal invested. Past performance does not guarantee
future results.
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