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THE ECONOMY 
 

As we entered 2016, investors were focused on negative global 

economic news and concerns of a possible U.S. or global 

recession.  Slowing growth in China remained a source of anxiety 

and the adverse implications for emerging economies.  Wide 

swings in oil and downward price pressures in commodity 

markets, plus the rise in the value of the dollar, were also 

concerns.  Investors were focusing on widening credit spreads, 

which seemed to point to the possibility that tightening credit 

conditions could put a damper on economic growth.  Together, 

these factors contributed to a broad risk-off move in the financial 

markets, causing a tough start for the first half of the quarter for 

riskier assets, both equities and bonds. 

 

Investor perceptions about the U.S. economy’s general health, as 

well as expectations for future corporate earnings growth, have 

swung widely since the start of the year, and we have only 

finished the first quarter.  While investor skepticism was high 

during the period, given that we have seen numerous ups and 

downs over the past several years, it does appear to us that the 

economic backdrop had begun to brighten.   
 

Strength in the labor market, with growth in just about every 

domestically-oriented sector, has reinforced positive views that 

the economy is expanding.  Although the unemployment rate 

edged up to 5%, it was largely due to more people joining the 

labor force.  The gains suggest parts of the economy powered by 

consumer spending, such as retail, housing and autos, are keeping 

the U.S. stable despite headwinds from abroad. 
 

OVERVIEW 
 

 The U.S. Economy is Continuing Its Positive but Slow 

Growth Pace 
 

 Global Macro Influences Have had a Significant 

Impact on the Financial Markets 
 

 Central Banks Continue to Have a Major Guiding 

Influence 
 

 Equity Markets are Reasonably Priced and Should 

Move Higher Given Improved Fundamental Factors 
 

 Fixed Income Returns Will be Hampered Due to the 

Low Level of Interest Rates 

 

From:  Philadelphia Investment Management Group 

Manufacturing appears to be finally shifting into a higher gear.  

The March Manufacturing Index beat expectations by rising from 

49.5 in February to 51.8 in March.  (Any number above 50 

indicates growth.)  This was the highest level since July.  The 

details within the report were strong, with new orders showing a 

particularly large increase.  It appears that the recent stabilization 

in oil prices and the decline in the dollar are finally improving 

prospects for the manufacturing sector, as the survey showed 

increases in orders, exports and production. 

 

The added ongoing strength in the labor market, improving 

consumer spending and the long-awaited turnaround in 

manufacturing suggest that the U.S. economy is moving in a 

slow, but steady, state of improvement as we move into the 

second quarter of the year. 

 

Yes, as we all know, there are, as always, risks that must be 

considered; but from a broad perspective, risk factors seem less 

pressing than they did several months ago.  The Fed’s recent 

indication that it will slow the pace of rate increases provides 

more certainty for a positive trend in financial markets.  Inflation 

appears to be rising, but remains below the Fed’s two percent 

target level, which gives the Central Bank added flexibility. 

 

Of importance, as well, the weaker dollar has removed some risk 

from the economy and financial markets.  This has helped to 

stabilize commodity prices and emerging market currencies.  The 

weaker dollar should provide some sorely needed support for 

corporate earnings.  Near-term weakness in corporate earnings 

may persist, but results should improve later this year.  First 

quarter earnings results will be released soon, and we anticipate 

the numbers will show a year-over-year decline.  We believe 

corporate profits are bottoming and expect to see better results in 

the second half of 2016 as headwinds fade from the “oil 

down/dollar up” dynamic. 

 

In our view, the global economy remains rocky and is still 

dependent on supportive monetary policy in some regions.  In the 

near term, financial markets may experience some volatility and 

consolidation.  Nevertheless, we believe global growth conditions 

will improve as the year progresses, which should provide more 

support for corporate earnings and a favorable view toward risk 

assets on a six-to-twelve month horizon. 

 

Even as the U.S. economy advances, politics, both domestic and 

global, will be an increasing risk factor as we move through the 

year.  The unprecedented presidential election dynamics have 

been another cause of recent market turbulence, and the situation 



Market Commentary 2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

appears likely to continue.  Outside the U.S., a rising concern is 

the pending referendum in the United Kingdom over whether or 

not to leave the European Union.  If Britain were to vote to leave, 

the political shockwaves could be severe. 

 

So, given all of these crosscurrents, where does that leave 

investors?  Over time, we feel improving economic growth, still 

low interest rates, low inflation and a more stable dollar should be 

positive for corporate earnings and, ultimately, for equity prices.  

This process may take several months to materialize, however, 

and will continue to hang a cloud over the fixed income markets. 

 

 

FINANCIAL MARKETS 
 

EQUITIES 
 

Have we seen this movie before?  The performance of stocks 

during the past three months looked similar to what transpired in 

the first quarter of 2015.  The S&P 500 fell, bottomed and 

rebounded through the first quarters of each year, following 

roughly similar trajectories. 

 

As the sell-off gained pace, the list of explanations for why it was 

happening grew longer (and no, it was not the weather, like last 

year).  It was China’s stagnation.  It was poor global economic 

growth.  It was low oil prices.  It was interest rates turning 

negative.  It was fears about banks’ capital.  It was looming loan 

losses.  It was a herd mentality spiraling out of control.  It was 

schizophrenia.  Rational people suspend rationality in fast 

moving markets.  There was no single cause to which one could 

point. 

 

Many of last year’s laggards have recently led the way higher.  

Low-quality stocks were hit hardest early in the year, as falling 

oil prices and resurgent recession fears called into question 

whether the least profitable companies, as measured by return on 

equity, would manage to stay afloat, let alone prosper.  Now, 

however, oil prices have climbed to near $40 a barrel and the 

economy, if not firing on all cylinders, is making steady progress, 

supported by recent reports from the Fed. 

 

With a dismal scenario avoided, it was inevitable, perhaps, that, 

while all areas moved higher, the most severely punished stocks 

would rebound the most.  The last six-week rally was led by the 

worst of the worst: shares of companies with weak balance 

sheets, poor profit trends and the wildest price swings.  

Companies with the lowest returns on equity, a measure of 

profitability, had gained close to 40% since the market bottomed 

out on February 11
th

, far outpacing about a 12% rise in the S&P 

500 Index and a 15% increase in stocks with the highest returns 

on equity. 

 

We do not expect the lower-quality move to continue.  The Fed, 

in time, will maintain its tightening cycle that began in December 

and oil would have to climb much higher, something that likely 

depends on OPEC agreeing to cut production.  We do not expect 

this to happen. 

 

Conditions since mid-February, as stated above, have begun to 

turn around, calming, to a degree, the uncertainty.  One of the 

main changes has been additional support from central banks.  

The European Central Bank and Bank of Japan both have 

promised more easing measures.  Chinese policymakers are 

focused on increasing clarity, and the Fed lowered its expected 

path of rate increases.  At the same time, the rising price of oil 

and falling value of the U.S. dollar have removed some risk from 

the global financial markets. 

 

The following table, showing the performance of the four major 

equity indexes, reflects the volatility of the markets in the first 

quarter.  While the S&P 500 and Dow Jones Industrials have 

recovered close to their all time highs from their earlier declines, 

the NASDAQ and Russell 2000 (a measurement of smaller 

companies) remained slightly in the red for the period.  Basically, 

it was a reflection of the demand for companies with stronger 

balance sheets over a basket of those with weaker fundamentals. 

 
      Equity Returns*    

Index  Jan    Feb    Mar    1st Qtr 

S&P 500 -4.96% -0.13% 6.78% 1.35% 

Dow  -5.39% 0.75% 7.22% 2.20% 

NASDAQ -7.86% -1.21% 6.84% -2.75% 

Russell 2000 -8.79% 0.00% 7.98% -1.52% 

*Total: price change + dividends 

 

The NASDAQ has lagged the most simply because some of the 

speculative growth companies, especially biotech and technology, 

have not really regained favor after concerns were raised late in 

2015 about their politics and drug pricing, an issue which came to 

the forefront in the presidential campaign, as well as valuations 

on new issues.  In addition, Fed rate hikes, when they occur, 

would give an advantage to larger companies with stronger 

balance sheets because they would not need to borrow money at 

higher rates as credit tightens. 

 

Given the low level of interest rates and market volatility, 

investors searching for income in risk assets gave attention to the 

Telecommunications, Utilities and Consumer Staples areas of the 

market, as indicated in the following table, which shows the 

performance of the ten broad sectors of the S&P 500 Index. 
   

 
S&P 500 

  Returns 

Sector Weight* 1st Qtr 

 Materials 2.8% 3.61%  

 Industrials 10.1% 4.99%  

 Telecommunications 2.8% 16.61%  

 Cons. Discretionary 12.9% 1.60%  

 Consumer Staples 10.4% 5.57%  

 Energy 6.8% 4.02%  

 Health Care 14.3% -5.50%  

 Info Technology 20.8% 2.60%  

 Utilities 3.4% 15.56%  

 Financials 15.6% -5.06%  

*03/31/16 

Source: S&P  
 

Telecom and Utilities achieved double-digit rates of return, while 

Consumer Staples had mid single-digit returns, a reflection of 
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their higher dividend levels, as well as being considered, by many, 

as defensive in nature in an uncertain market environment.  These 

sectors have come into favor in what is shaping up to a year of 

uncertainty and tend to consist of high dividend paying companies 

that benefit most in slow-growth, low-rate environments, such as 

the current one.  The allure is being burnished by the further fall in 

bond yields, and their dividends also look a lot more secure than 

those in the Energy sector.  All in all, however, they only make up 

16.6% of the full index. 

 

On the other hand, Financials, Health Care, Consumer 

Discretionary and Technology moved from the top of the leader 

board last year to the bottom in 2016.  Concerns about price 

gouging and increased control hurt the Health Care group, while 

the low level of interest rates continues to be a headwind for 

Financials.  Technology was hindered by speculative growth 

stories, as reflected in the NASDAQ’s performance.  All in all, the 

group rotation may simply be a manifestation of the injunction that 

the first will be last and the last will be first, at least for the 

moment. 

 

U.S. stocks have, thus, come a long way since February 11
th

, 

helping the S&P 500 record its sharpest six-week advance since 

2011.  We are entering the period of first quarter earnings reports, 

which may be a time for caution.  Earnings for the S&P 500 

companies are forecast to slump 8.5% from the same period last 

year, according to FactSet.  That would reel the Index’s first four-

quarter streak of declines since the financial crisis.  This quarter, 

however, may mark an inflection point regarding the trajectory of 

earnings, because the pressure on earnings from oil weakness and 

the U.S. dollar’s strength is starting to abate.  For the full year 

2016, FactSet’s consensus numbers call for S&P per share 

earnings to rise 2.4% on a 1.4% sales gain.  By the fourth quarter, 

profits and revenues are expected to accelerate with an 11% 

increase in earnings and a 4.3% rise in revenue. 

 

When we tone down the daily market noise and look at the big 

picture, the markets are reasonably valued.  Stock valuations, as 

measured by price-to-earnings, are running near their long-term 

average of 15 times.  A corporate earnings recovery expected in 

the third and fourth quarters has the potential to move prices 

higher into year end. 

 

Looking ahead to the second quarter, more volatility is the most 

probable outcome.  While the favorable trends of the second half 

of the first quarter may continue to lift stocks, a reversal in the 

value of the dollar or oil prices would likely again weigh on stock 

market performance. 

 

A key trend to watch is the renewed slide in inflation expectations 

that began in the last few weeks of the first quarter.  If inflation 

declines, the financial sector would possibly be under pressure.  

Since the financials are the largest sector of the world’s stock 

market, a falling group would make it hard for the overall market 

to move higher in the second quarter. 

 

Volatility will be here for the remainder of the year, as economic 

and political uncertainties will create bumps in the road.  If one 

monitors the market on a daily basis, the bumpy road is more 

likely to throw you off course.  It is important to remember capital 

markets trend up or down and not in a straight line, but the long-

term direction is upward.  Keep a long-term market perspective 

on your financial plan, and let the markets work for you over 

time. 

 
FIXED INCOME 
 

Treasury yields remained relatively range-bound during the first 

quarter, with the benchmark 10-year Treasury note yielding 

below 2% for the majority of the period.  The consensus is that 

the note’s yield is not expected to increase much above the 2% 

level over the next six months.  In general, low rates are likely to 

be with us for some time.  Federal Reserve Chair Janet Yellen 

made clearer than ever in a late March speech that concerns about 

slowing global growth and the potential for more market mayhem 

will keep the Fed extra cautious about hiking rates this year. 

 

Long-term U.S. Treasury yields posted their steepest quarterly 

decline in more than three years in the first quarter of 2016 and 

closed at their lowest quarter-end level since the end of 2012.  

The yield on the benchmark 10-year Treasury note settled at 

1.77% at the end of March, as reflected in the following table, 

down sharply from 2.27% at the end of 2015. 

 

Base Interest Rates 
 

 

 

U.S. Treasury Yields 

 ------------------------ Maturity ----------------------- 

Date  3 mo.   2 yr.   5 yr.   10 yr.   30 yr. 

Dec 31, 2015 0.16% 1.05% 1.76% 2.27% 3.02% 

Mar 31, 2016 0.20% 0.70% 1.21% 1.77% 2.61% 

      
Change:      

12/31-3/31/16 0.04% -0.35% -0.55% -0.50% -0.41% 

 

In fact, yields across the full interest rate curve declined, 

indicating investors were not concerned about the risks of buying 

and holding bonds during a period of supposedly rising interest 

rates.  While the economy is slowly picking up, as stated above, 

the Fed has recently stated a cautious approach to increase rates.  

However, it is hard to figure out, at times, what is going on with 

the disconnect between data and the bond market, just like the 

equity markets. 

 

On one side, there is the belief that coming months could bring an 

intense shake-up in the bond market, echoing the “taper tantrum” 

of mid-2013.  The sell-off in high yield earlier in the quarter 

could be an indication of this.  Others say that Europe and Japan 

will move deeper into negative interest rates, spurring greater 

demand for U.S. securities for their added yield, although 

nominal in nature, even as the Fed prepares to raise short-term 

rates.  Nevertheless, the forces are substantial on both sides, and 

many analysts have resigned themselves to market swings that 

are not necessarily driven by basic fundamental economic shifts. 

 

The overall demand for yield in an environment of slow 

economic growth and a cautious Federal Reserve posture is 

reflected in the following table, which shows the returns for the 

investment grade bond market for the first quarter of 2016.  All 

three major groups outperformed their equity counterparts during 

the period. 
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Fixed Income Returns 

Index 

 

1st Qtr 

Corp/Govt 3.50% 

Int. Corp/Govt 2.44% 

Long Corp/Govt 7.33% 

U.S. Government 3.35% 

   - Intermediate 2.31% 

   - Long 7.90% 

Corporate 3.92% 

   - Intermediate 2.82% 

   - Long 6.87% 

   - Quality  

       - AAA 4.42% 

       - AA 3.68% 

       - A 3.64% 

       - BBB 4.27% 

Municipal 1.64% 

   - Intermediate 1.12% 

   - Long 1.97% 
Source: BofA Merrill Lynch 

 

The Corporate/Government Index returned 3.50%, with the 

corporate group slightly outperforming Treasurys due to their 

higher yields.  Corporate bond spreads (yield versus comparable 

maturing Treasurys) came full circle, widening through mid-

February, then rallying through the end of March—to a degree, 

the same move as the equity markets.  Longer-maturing 

Treasurys, however, outperformed corporates due to their depth 

of issues, i.e., liquidity, and riskless feature, strong factors that 

appeal to global investors, such as central banks, where, in some 

cases, yields are negative. 

 

For several years, investors, including ourselves, have been 

predicting interest rates will go higher, in time.  The bearish 

predictions were partly predicated on overzealous growth 

expectations.  Although the Fed has raised the funds rate, a trend 

we believe will continue methodically in 2016, the view is that 

long-term interest rates should be subdued and, therefore, lower 

for longer.  Lower for longer does not translate into interest rates 

declining.  It means an environment as a measured increase 

where interest rates are below pre-crisis levels, or within the 

range of historical lows.  As an example, the average 10-year 

yield since 1962 is 6.3%. 

 

With the Federal Open Market Committee reflecting the dovish 

sentiment and the future path of rate hikes still unknown, we are 

in the lower-for-longer camp and do not expect the 10-year note 

to increase much above the 2% range over the next six months.  

The yield curve, short-to-long rates, has witnessed a dramatic 

flattening in 2016, and we expect this trend to persist, but may 

not reach an inverted posture, where short rates move higher 

than longer-term rates. 

 

 
Besides a gradual and methodical move by the Fed, there are 

other key factors that should keep a large rise in interest rates at 

bay.  This includes quantitative easing from the European Central 

Bank, lower U.S. Treasury supply in 2016, heightened 

geopolitical risk and the simple diverging yield levels between 

the U.S. and global sovereigns. 

 

There are, however, risks to the lower but longer mentality.  The 

first is an above-trend move in global economic expansion, or a 

large increase in inflation expectations could result in larger 

increases in rates by the Fed.  The second could be a sudden 

change in Fed policy where the Fed chooses to sell securities 

from their balance sheet as a means of a tightening policy.  There 

could also be a loss of demand from the private sector, i.e., 

insurance companies or pension funds.  Furthermore, foreign 

central banks have recently shifted course and become net sellers, 

and an increase in selling could affect rate levels. 

 

Given the slow but positive trend to U.S. economic growth, 

investors can find value in the investment grade corporate bond 

market due to the current interest rate spread values versus 

comparable maturing Treasury issues.  Corporate fundamentals 

are basically sound overall despite concerns about deteriorating 

credit metrics in certain sectors, such as metals and mining, as 

well as energy-related credits, which have led to a growing 

number of downgrades.  We believe certain areas of the 

Consumer Discretionary and Staples sectors should benefit from 

fundamental trends, including solid job growth, higher wages and 

improved balance sheets.  We remain constructive on Financials, 

and particularly see banks as safe havens in the investment grade 

corporate market given their increased capital requirements. 

 

Investment grade municipal bonds underperformed both their 

Treasury and corporate counterparts across the full yield curve, a 

setback from prior periods.  While market technicals weakened 

early in the quarter due to downgrades in energy-reliant states 

and localities, we believe that they do not post a systemic risk to 

the broader municipal market and that they will perform in line 

with corporate bonds. 

 

Looking ahead, we continue to position portfolios defensively, 

with a shorter-than-average maturity structure, to perform well in 

the dynamic markets we are observing, as we see the bond 

market outlook as a glass more than half full.  Granted, a 

veritable laundry list of risks exist on the horizon, as stated.  

These risks, and/or others, will create intermittent volatility.  

However, the combination of low and range-bound government 

bond yields and attractive valuations in the spread sectors, i.e., 

corporates and municipals, should allow them to amply 

outperform cash over the intermediate to long term. 

 

Philadelphia Investment Management Group does not guarantee the accuracy of any statement contained herein.  This report is for 
informational purposes only and does not constitute an offer or recommendation to buy or sell any security.  For more information on 
Philadelphia Investment Management Group, please contact us at (800) 935-PIMG [7464]. 
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