2015 4th Quarter Market Commentary
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Fourth Quarter Summary
▪ Growth assets across the globe rallied during the 4th quarter, following the first equity market
correction in nearly five years (Positive)
▪ Lawmakers in D.C. avoided a government shutdown by reaching a bipartisan budget agreement
for the next two years (Positive)
▪ Despite a cautious outlook, the Federal Reserve raised interest rates during their December
meeting, noting a slowly improving economy and labor markets (Neutral)
▪ Volatility in the commodity markets continued as oil declined an additional 31% for 2015
(Negative)
▪ Earnings for the S&P 500 declined by 5.3%, marking three consecutive quarters of earnings
contraction (Negative)
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Stagnant global economic growth and slumping commodity demand have increased deflationary
pressures around the world
Turmoil continued in the Middle East as tensions mounted between Saudi Arabia and Iran
The Federal Reserve raised the Federal Funds rate by 0.25% in December, marking the first increase
since 2006
A slowing Chinese economy has significantly impacted global commodity prices and has contributed
to heightened market volatility in both developed and emerging markets
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Oil Market Update
Periods of global oil supply
outpacing demand generally
coincide with falling oil prices

▪ Global demand for commodities has drastically slowed over the last several years, suppressing
prices further in oil markets as well as other industrial commodities
▪ Commodity price headwinds can persist, driven by, for example, diverging monetary policy,
additional supply in U.S. shale, incoming Iranian oil supply, and slowing global demand,
particularly from China and emerging countries
▪ These imbalances tend to self-correct over time, stabilizing commodity prices and prices of
commodity-linked assets
Source: Federal Reserve Bank of St. Louis (FRED); U.S. Energy Information Administration
Production = Total non-OPEC Liquids + Total OPEC Petroleum Supply; Demand = Liquid Fuels Consumption, Total World
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Global Market Returns
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Despite increased volatility in equity markets, U.S. large cap stocks ended the year in positive territory, rallying
in the fourth quarter along with other global equities
Significant dispersion occurred amongst asset classes and sectors, as accommodative monetary policies in the
U.S. pare back
While most asset classes were positive during the 4th quarter, commodities continued to slump on supply and
global growth concerns

Indices used include the following: MSCI EAFE (Foreign Equities), Barclays Muni 5-yr (Municipal Bonds), ICE USD Spot (USD), Barclays US Agg (Aggregate Bonds), MSCI EM (Emerging
Market Equities), MSCI ACWI IMI (Global Equities), Russell 3000 (U.S. All-cap), Bloomberg Commodity Index (Commodities), S&P 500 TR (S&P 500), FTSE NAREIT All Equity TR (REITs)
Sector returns are from the MSCI All Country World Investable Market Index
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Top-Heavy Equity Returns
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▪ U.S. large cap stocks, while ending the year in positive territory, relied almost entirely on four
large growth-oriented stocks to prop up returns: Facebook, Amazon, Netflix, and Google
▪ After such outsized returns in 2015, these four companies comprise nearly double the index
weighting than they did at the start of the year
▪ Narrow leadership in markets can lead to buying opportunities, as a much larger number of
companies underperformed and may be trading at more attractive valuations

Source: Schafer-Cullen Asset Management; Bloomberg Finance LP; Morningstar Direct
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Growth/Value Dispersion
Russell 3000 Growth vs. Russell 3000 Value
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▪ U.S. growth equities significantly outperformed value equities during 2015
▪ Dispersion between growth and value is common throughout history, but had not materialized postfinancial crisis as the Fed’s policies encouraged broad market equity index purchases
▪ Historically, these dispersions revert back to the mean and provide rich opportunities for active stock
pickers as well as portfolio rebalancing
Source: Morningstar Direct
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Rate Hike Cycles
Effective Federal Funds Rate and Rate Hike Periods

Recent 25
basis point
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Interest rates of different maturities
move unevenly during rate hike periods

Market reaction during previous rate hiking cycles
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▪ While interest rates generally move in the same direction over longer periods, they
rarely move with the same magnitude during rate hike cycles
▪ Over the last five rate hike periods, shorter-term rates have increased significantly more
than longer-term rates, flattening the yield curve
▪ Fixed income portfolios diversified across maturities can provide downside protection
during Fed rate-hike cycles, as income increases in shorter-term bonds and total return
opportunities remain in intermediate and longer-term bonds
Source: Federal Reserve Bank of St. Louis (FRED); J.P. Morgan Asset Management Guide to the Markets
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Enhancing Diversification
Correlation is a statistical measure of how two securities move in relation to one another
Illustrative Risk Reduction from Adding Uncorrelated Assets

Portfolio Volatility (%)

66% Correlation = “High”

33% Correlation = “Low”

Zero Correlation
Adding two uncorrelated assets to a
portfolio reduces volatility by 42%

Number of Assets in Portfolio

▪ Traditional asset classes such as equities and fixed income have moved in very different return
patterns historically, thus exhibiting low correlation to one another
▪ However, diversification can be greatly enhanced by adding other asset classes with low to zero
correlation, like reinsurance, commodities or hedged strategies, improving the overall risk/return
profile of a portfolio
Source: White, T., K. Peterson, Reducing Risk; Columbia Management Investment Advisors, LLC 2014; Stone Ridge Asset Management, LLC
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Investment Themes
▪ The narrow U.S. large cap market seen in 2015 provides an opportunity-rich
environment for active stock pickers as many stocks trade at cheaper valuations than
year-end 2014
▪ Value equity managers may outperform as investors sell fully priced growth stocks
to purchase discounted value equities leading the growth-value dispersion to revert
back towards the mean
▪ Traditional U.S. fixed income remains an important component within the Capital
Preservation portion of investor portfolios despite Fed rate hikes
▪ Diversification of volatile, but uncorrelated assets, reduces the overall portfolio
volatility and thereby protects the portfolio during times of market stress

