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INVESTMENT THEMES – JANUARY 2016 
 
The trend in U.S. Economic growth will stay near 2%, but downside risks have increased. 
Weakening growth in the developing world, historically low labor participation (as baby 
boomers retire), and high levels of debt constrain U.S. growth over the short and long-
term. On a more fundamental level global manufacturing productivity is eliminating jobs 
faster than the global economy can create new jobs. Historically, declines in 
manufacturing below a 2% growth rate have preceded recessions; however, the slow 
growth of the current expansion makes traditional recession indicators suspect. Thus, the 
chances of interest rates declining now exceed the possibility of a sustained rise in rates, 
supporting a full allocation to bonds and a duration closer to the benchmark. 
 
Commodity prices will be under pressure for an extended period of time. The demand for 
commodities was primarily driven by China’s rapid growth. This demand growth 
encountered limited supply, since commodity prices had generally been flat or declining 
during the 1980’s and 1990’s. Prices steadily rose during the 2000’s, signaling producers 
to invest in new capacity as well as new technologies. Financial buyers further elevated 
prices. The effect, which is most evident in energy, was massive expansion of drilling 
and new technologies that led to the shale oil and gas boom in the U.S., while 
conservation efforts and alternative energy sources reduced demand. Normally, when the 
price of a commodity falls, producers reduce supply and consumers increase demand, 
bringing supply and demand back into balance; however, a number of producers are not 
behaving according to economic principles. For example, Saudi Arabia and Iran are 
focused on market share. China continues to extend credit to industries with overcapacity 
in an effort to manage the adjustment process.  
 
Profit margins are at risk. Corporate profits are at historically high levels for several 
reasons: lower taxes, lower interest costs, lower labor costs, and the business cycle. The 
business cycle refers to the tendency for profits to be highest near the peak of an 
economic cycle and lowest at the bottom of a recession. Margins have begun decreasing, 
having apparently peaked at the end of 2014. Energy companies have contributed to this 
deterioration because earnings have dropped faster than sales; thus, operating leverage is 
reversing for companies suffering earnings declines. In addition, interest rate costs for 
lower quality borrowers are increasing significantly.  
 
Inflation will remain low because of deflationary pressures from technology, trade, and 
over-capacity in a number of industries. Inflation reports over the last year have been 
over-shadowed by the drop in energy prices.  
 
Out-performance of U.S. stocks over international stocks occurs over long cycles that 
reverse with major bear markets. The recent strength in the Dollar has depressed foreign 
investments for Dollar based investors. While valuations of developed foreign stocks are 
more attractive than U.S. stock market valuations, they are not particularly under-valued. 
The U.S. market also provides a safe haven status, which was evident in the 3rd quarter, 
when U.S. stocks out-performed foreign stocks. 
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INVESTMENT THEMES 
(continued) 
 
Stock and bond valuations are high, implying low prospective returns. Stock market 
valuations have only pulled back by a small amount. Thus, current valuations in the stock 
market imply that returns over an extended period will be in the low single digits. 10 year 
government bond returns, which are now near 2%, imply a barely positive return over a 5 
year horizon. 
 
Stock risk has increased, and a number of market segments peaked months ago. While 
high valuations represent a risk of greater losses, as we experienced in the late 90’s, high 
valuations can continue for long periods of time. However, bull markets are more at risk 
when divergences develop and the primary themes that drove the market are called into 
question. Thus, the China and emerging market themes have unraveled, and money is 
flowing out of those markets. Similarly, the theme of central bank omnipotence appears 
to be fading. The narrowing number of stocks making new highs, as well as the short list 
of stocks driving the stock market, are typically associated with market peaks. Earnings 
declines last quarter and probably this quarter are also trends that develop at a market top. 
 
High quality stocks and bonds balance and diversify stock market risk. The January sell-
off, like other corrections over the last several years, provided additional evidence that 
during a sell-off investors favor bonds over stocks, domestic stocks over foreign stocks, 
large company stocks over small company stocks, and higher quality more stable 
company stocks over lower quality stocks. 
 
“Growth” stocks have been outperforming “value” stocks for several years. However, 
this cycle may be set to change as highly valued sectors such as biotech drop into a bear 
market. The degree of out-performance has been over two standard deviations away from 
the average relative performance between growth and value, implying that this degree of 
out-performance occurs less than 5% of the time. In the past, these shifts have occurred 
near the peak of the market, but sometimes months in advance.  
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The Economy Will Grow Slowly 
 
Economists expect the U.S. economy to post a 2.1% growth rate for 2015. Despite 
weakness in manufacturing and exports, the economy managed to maintain the 2% 
growth rate that has characterized the expansion since 2009. The recovery path from past 
crises, high debt levels, and an aging population point to slow growth. Nonetheless, risks 
have increased: in addition to manufacturing weakness, the cost of credit is increasing for 
many companies. However, once again forecasters are projecting 2.5% growth, and, 
while this is a lower starting point than in prior years, it seems unlikely to hold up given 
forecasters perennial optimism. 
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The Service Economy Reflects Almost 90% of the U.S. Economy 
 
The service economy continues to expand, as illustrated below by the Institute of Supply 
Management Non-Manufacturing index, which indicates expansion when survey results 
exceed 50.  
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Solid Income Growth Supports Consumer Confidence 
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Domestic Sales Are Solid 
 
Car and truck sales reflect not only employment gains but also access to credit. The 
recent increase in truck sales may also reflect lower gas prices.  

 
 
Once retail sales are adjusted for the decline in gas prices, they are growing consistently 
with incomes.  
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The Strong Dollar and Declining Emerging Economies Sink 
Manufacturing 
 
Manufacturing continued to decline in the fourth quarter, although the rate of change 
slowed. The strong Dollar makes U.S. manufacturers less competitive. In addition, 
declining oil prices force energy companies to cut costs and investment, which knocks 
down sales and orders for suppliers. 
 

 
 
The GDPNow forecast illustrates increasing downside risks to GDP growth. 
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Low Import Prices and Deflationary Pressures Are Keeping Goods 
Inflation and Overall Inflation Low 
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China Manufacturing Is Contracting and Pressuring Emerging 
Markets 
 
Both the official (NBS) and private purchasing managers indices (PMI) show that 
manufacturing is weak. Manufacturing is not only a large part of the Chinese economy, 
but also their economy is the second largest in the world; thus, the decline in 
manufcturing and investment is crushing the demand for commodities as well as other 
goods and services that supported Chinese manufacturing. 
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Most Investments Were Flat Last Year Except Commodities 
 
Stocks rallied in October offsetting most of the losses from the third quarter; however, 
the rally only brought stocks back to a small positive return for the year. Safe, high 
quality bonds declined in the quarter, bringing their returns to a small positive for the 
year. But oil and most other commodities continued to decline precipitously. Although 
the Federal Reserve finally raised the Federal Funds rate by one quarter percent, the 
action was so well anticipated that it had relatively little effect.  
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Stocks Rally in the Fourth Quarter 
 
The broad U.S. stock market (S&P 1500 composite) returned 6.6% in the fourth quarter, 
reversing the third quarter loss to end the year with a 1% return. Foreign stocks (MSCI 
EAFE) returned 4.7% for the last quarter, ending the year with a return of -0.8%. 
Domestically, large growth stocks had the best returns, while smaller stocks and value 
stocks declined for the year. Similarly, internationally Japan was the only major region 
with positive returns (in Dollars). High quality stocks out-performed low quality stocks 
as well as the broad market. 
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Large Growth Stock Funds Out-performed in 2015 
 
As illustrated in the matrix below, large company stock funds out-performed small 
company stocks. The definition of growth in the table below is stocks with high 
valuations. As one can see, more expensive “growth” stocks out-performed lower valued 
stocks. 
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STOCK MARKET EXPECTATIONS 
 
Analysts Expect Earnings to Decline 
 
Earnings for the fourth quarter are projected to decline by 4.7%, according to Factset. 
While declines are again driven mostly by the energy and materials sectors, expectations 
have come down for almost every sector. Given the pattern of steering down earnings 
estimates and then “beating” those expectations, the earnings decline should be less dire 
than currently expected. For example, the earnings decline in the 3rd quarter began with 
an expectation of a 5.1% decline but ended with a 1.5% decline.  
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Profit Margins are Declining 
 
Much of the margin decline is associated with sales declining faster than costs in the 
energy and materials industries. The strong Dollar is also reducing sales for exporters. 
And higher interest rates, especially for lower credit quality firms, are raising costs and 
pressuring margins.  
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Valuations Remain High 
 
Long-term valuation measures illustrate that stocks are over-valued. These indicators, 
which have a track record of predicting future returns, indicate that prospective returns 
will be low. 
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Short-term Indicators Show That Stocks Are Oversold and Fear Is High 
 
When short-term sentiment measures move to extremes, usually they will bounce back. 
Therefore, we expect some kind of rally given current conditions. However, past cycles 
have illustrated that these oversold measures can become further stretched; thus, they do 
not provide a consistent indication of the timing of a bounce. 
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Bond Returns Were Mixed in the Fourth Quarter 
 
Interest rates on taxable domestic bonds generally rose in the quarter, but high demand 
and low supply allowed municipal bond yields to decline further boosting their returns 
for the quarter and year. Lower credit quality bonds continued to suffer. 
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BOND EXPECTATIONS 
 
The bond market expects rates to rise; however, as with growth expectations, forecasters 
have consistently erred to the upside on rates. 
 

 
 
Expectations for the Federal Reserve to raise rates have put upward pressure on short 
term rates, while low inflation and growth disappointments have put downward pressure 
on longer term rates, as illustrated below. 
 

 
 
 
 
 
 


