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THE ECONOMY 
 

The economy in 2015 was one of two steps forward and one step 

backward.  A weather-induced U.S. economic slowdown started 

2015; then, headlines declared a possibly messy exit by Greece 

from the eurozone.  During the summer, a decelerating Chinese 

economy led to the surprising devaluation of their currency, 

helping to trigger a massive drop in the U.S. equity markets. 

 

As the fall began, investors grew uneasy over the prospects of 

Federal Reserve tightening; a late-year meltdown in commodities 

hurt resource-based industries and economies around the world; 

and geopolitical crisis, terrorism and a bizarre U.S. political 

backdrop all helped to keep the domestic economic pot boiling. 

 

Overall, optimistic consumers kept the U.S. economy on track for 

continued modest growth during 2015, despite weakness overseas 

and a manufacturing slump at home.  The U.S. remains a bright 

spot in the global picture, and Federal Reserve officials expressed 

their confidence in the outlook in December by raising short-term 

interest rates for the first time in nearly a decade. 

 

One potentially big boom for the economy was the decline in 

energy prices that has freed up billions of dollars for consumers 

to go shopping or stash savings and shore up household finances.  

Meanwhile, overall inflation has remained subdued, with the 

broad Personal Consumption Expenditure Price Index rising just 

0.4% in November from a year earlier.  Underlying inflationary 

pressures appear steady, with prices, excluding food and energy, 

rising 1.3% on the year through November. 
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The upshot is that solid consumer sentiment has helped offset 

some of the weak spots elsewhere in the economy.  Gross 

Domestic Product (GDP), the broadest measure of goods and 

services produced across the U.S. economy, grew at a 2% annual 

pace in the third quarter on the back of solid growth in consumer 

spending.  The reading marked a sharp slowdown from the 

second quarter’s 3.9% rate of expansion, basically reflecting the 

drag from inventory drawdown on a deceleration in both 

consumer and business spending from the prior quarter.  Many 

forecasters, however, expect somewhat more modest growth in 

the fourth quarter. 

 

On the other hand, the Fed’s broad measure of industrial 

production fell 1.2% in November from a year earlier, largely 

reflecting drops in mining and utility output, while manufacturing 

production was up only 0.9% for the year.  A gauge of U.S. 

factory activity produced by the Institute for Supply Management 

fell in November to its lowest level since the end of the 2007-09 

recession, indicating contraction. 

 

One economic trend that has not done its best for this 6½ -year 

recovery is capital spending.  Hiring has improved, stock markets 

have rallied and consumer confidence has rebounded, but U.S. 

corporations remain hesitant to deploy funds to new projects and 

equipment or to upgrade facilities and technology.  Instead, they 

continue to shower shareholders with record levels of dividends 

and buybacks. 

 

This skittishness to spend has hurt productivity, weighing on the 

economy’s long-term growth prospects.  Through the first ten 

months of 2015, durable goods orders dropped 4.2% compared 

with the same period a year ago.  Yes, these drops are related to 

weak oil, the strong dollar and tepid overseas growth.  The lack 

of capital spending has taken an economic toll.  Until spending 

picks up and demand for durable goods rises, do not be surprised 

if economic growth remains subdued. 

 

Meanwhile, a strong dollar, low global commodities prices and 

slowdowns in overseas economies have weighed on exports and 

curbed business spending on factories and energy infrastructure.  

Rising interest rates will also further boost the dollar’s strength 

against other currencies, a key headwind facing multinational 

firms.  All in all, the U.S. economy wrapped up another year of 

modest, if unspectacular, growth.   

 

From a global perspective, the financial markets in 2015 were 

pulled between two opposing forces: the Federal Reserve’s 

determination to raise interest rates as the job market 

strengthened and pressure for lower interest rates in much of the 
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rest of the world as China’s economic growth slowed and 

commodity prices sank.  The results of the tug of war were a 

soaring dollar, as stated, crumbling junk bond prices, stubbornly 

low Treasury yields and a manic-depressive stock market that 

ended the year roughly where it started. 

 

These tensions are more likely to continue into 2016.  The 

probable result: a global economy that escapes recession, but 

investors’ nerves will be frayed and the bull market in U.S. stocks 

tested.  The first global flashpoint to watch is China.  Fears, as 

reflected in the first trading days of 2016, that its economy would 

slow abruptly have persisted for at least a decade and reached a 

fever pitch in August of 2015, when the U.S. market sustained its 

first “correction,” or a drop of at least 10%, in four years.  

Beijing’s priority in 2016 is to continue the economy’s shift 

toward consumer spending and services from heavy industry and 

construction, two areas plagued by excess capacity. 

 

The second flashpoint is oil.  Saudi Arabia, in 2014, kicked off a 

price war to recapture market share from American shale oil 

producers, which has sent prices down to around $36 a barrel.  

Even if the drop is mostly over, the geopolitical and financial 

repercussions are not.  Shale companies were heavy borrowers, 

affecting the junk bond market and others that have lent money to 

them.  Globally, it has already pushed Russia into a deep 

recession, cost Venezuela’s ruling party its majority, contributed 

to the defeat of Canada’s conservative government and plunged 

Saudi Arabia’s budget deficit down 15%, risking social tensions 

within the area. 

 

We believe we are in the midst of a very long, if slow, economic 

expansion that should produce choppy returns in most asset 

classes.  Global growth, as indicated, was uneven in 2015, and a 

major variable will be whether the growth slows or regains 

traction.  Our feeling is the latter.   

 

While unpredictable geopolitical developments will remain, the 

United States should enjoy an expansion that should not be 

derailed by modest Fed rate hikes.  Continued policy easing in 

Europe should help that region’s rebound.  On the negative side 

are the concerns mentioned above.  In time, we expect the 

Chinese economy to stabilize, that oil is in the midst of a 

bottoming process and the global economy will, in turn, modestly 

accelerate.   

 

 

FINANCIAL MARKETS 
 

EQUITIES 
 

Investors may have been disappointed with the lackluster 

performance of the stock market in 2015; but given all that 

happened, as stated above, it could have been worse.  The 

Standard & Poor’s 500 stock index finished the year down 0.73% 

in price, but up 1.38% when dividends are included, as outlined 

in the following table.  The performance, however, was well 

below the solid gains of the last three years.  But, the Index was 

still up 63%, on a non-annualized basis, over the last five years.  

What is more, the stock market was able to bounce back from a 

summer rout that dragged the S&P 500 more than 10% below the 

normal high it reached in May. 

 
                    Equity Returns*   

Index 4th Qtr 3rd Qtr 2nd Qtr 1st Qtr YTD 

S&P 500 7.04% -6.75% 0.27% 0.95% 1.38% 

Dow  7.70% -6.91% -0.32% 0.31% 0.21% 

NASDAQ 8.38% -7.35% 1.75% 3.48% 5.73% 

Russell 2000 3.59% -11.92% 0.42% 4.32% -4.41% 

*Total: price change + reinvested dividends 

 

The Dow Jones Industrial Average was down 2.2% for the year, 

its first annual decline since 2008, but up 0.21% including 

dividends.  The technology-heavy NASDAQ index did better 

than the others, rising 5.73% for the year.  The Russell 2000 

index of small cap stocks, with its larger representation of 

financial names, struggled somewhat due to the fear of rising 

interest rates and their effect on the cost of funds for smaller 

firms.  This group has been the best performing in periods when 

rates were not expected to rise. 

 

After notching more than ten new record highs early in the year, 

the S&P 500 was rocked by wide swings in the second half.  To 

some, it felt like the markets were having simultaneous bull and 

bear markets in the same year in different stocks and sectors.  The 

volatility is caused by rising investor anxiety; and if the anxiety 

gets bad enough, it can eventually produce a bear market, 

meaning a decline of 20% or more, a situation that does not 

appear to be in the picture at this time. 

 

Volatility became dominant during the second half of the year 

versus the first half, when markets moved well within a narrow 

trading range.  The Dow moved 1% or more on 70 days, nearly 

twice as many as in all of 2014.  That is far more than in any year 

since 2011, when it happened on 89 days.  Even larger daily 

lurches became more common: the Dow moved 2% or more eight 

times, twice as often as in any year since 2011.  On three days, 

the Index moved 3% or more, twice down and once up.  Figures 

for the S&P 500 are similar. 

 

Two factors pushed volatility higher.  First, the Fed has been 

removing the stimulus that kept markets calm for years after the 

financial crisis.  In December, as stated, it raised its target interest 

rate for the first time in nine years.  In addition, corporate 

earnings stagnated last year for the multinational companies in 

the S&P 500 due to the oil price collapse and the rise of the dollar 

against other currencies.  Although the feeling is that oil could 

stabilize in 2016, many fear another moderate year for corporate 

sales and profits. 

 

During some periods, investors appeared to love the idea of lower 

rates for longer, thus pushing stocks toward highs.  At other 

times, when the Fed’s hesitancy was interpreted as a lack of 

confidence in U.S. economic growth, stocks fell.  The market had 

a 12% correction in the August-September period when China 

devalued its currency, sparking fears that growth had hit the wall. 

 

Despite all of the volatility in the markets, all ten sectors of the 

S&P 500 showed positive total returns (price change plus 

dividends) in the fourth quarter, basically a reflection of the 
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strong market move during the month of October, offsetting, to a 

degree, the weaker returns in November and December, as shown 

in the following table.  It is interesting to note that the strongest 

sector for the period was Materials, which had been hurt most of 

the year by the decline in commodities and the strong dollar, as 

indicated in their negative return for the full year, followed by 

Health Care and Information Technology. 

 
S&P 500   

  Returns* 

Sector Weight* 4th Qtr 2015 

 Materials 2.8% 9.69% -8.38% 

 Industrials 10.0% 8.00% -2.53% 

 Telecommunications 2.4% 7.61% 3.40% 

 Cons. Discretionary 12.9% 5.79% 10.11% 

 Consumer Staples 10.1% 7.64% 6.60% 

 Energy 6.5% 0.20% -21.12% 

 Health Care 15.2% 9.22% 6.89% 

 Info Technology 20.7% 9.17% 5.92% 

 Utilities 3.0% 1.07% -4.85% 

 Financials 16.5% 5.96% -1.53% 

12/31/15 

*Price + income 
Source: Standard & Poor’s 

 

Low oil prices and the dollar also impacted the Energy sector, as it 

was the lowest return for the quarter and had double-digit negative 

returns for all of 2015.  Information Technology held up relatively 

well for the quarter and year, as reflected above and in the return 

of the NASDAQ for both periods. 

 

While the stock market was basically flat for the year, there was a 

wide dispersion of returns among some of the subsectors of the 

S&P 500.  Consumer Discretionary was the best performing 

group, up 10.11%, and Energy continued as the worst performing 

area, down 21.12%.  Overall, the ten sectors were split, with five 

positive and five negative. 

 

The general consensus for the market in 2016 is slightly positive, 

much like it was for 2015.  It is interesting to note that for most 

market predictors, a near-zero forecast is about as low as they will 

go unless there is an obvious recession or bear market already in 

progress, which we feel there is not.  The prediction from a year 

ago was for a somewhat better-than-average market gain of 10-

15% for 2015, which was then steadily adjusted lower at the year 

wore on.  We have often seen how consensus opinions can be 

wrong, as the forecast is being made within the current news 

backdrop, which really offers little clue as to what the news will 

be a year from now. 

 

Analysts, in turn, are projecting a 0.6% decline in earnings for 

S&P 500 companies for 2015, the first yearly pullback since the 

financial crisis, according to FactSet.  For the first quarter of 2016, 

they expect a rise of just 0.8% and 4% in the second.  They 

anticipate stronger gains in the second half, but their forecasts 

have been coming down, such as occurred in 2015.  Earnings are 

continuing to suffer from the same double-whammy that hurt them 

last year: oil and the dollar. 

 

A problem that has, thus, stifled optimism in recent months is that 

stocks had become expensive.  The S&P 500 finished 2015 at 23 

times its component companies’ net profits, far above the 

historical average of 15.5x, according to Birinyi Associates.  To 

push stock prices much higher, investors need some kind of 

positive sign on corporate earnings; and right now, the outlook is 

murky. 

 

As long as global growth increases, earnings should recover; and 

if profits expand even modestly, valuations are unlikely to be 

pressured.  Such a backdrop, combined with still-low inflation 

and still-easy monetary policy should allow equities to improve 

further.  The bull market is maturing, which means gains will 

slow down, as occurred in 2015. 

 

We believe it is better to look at a much longer timeframe to help 

to see where we may be going; and when doing so, the future 

looks more promising than the year we just had.  It is still a bull 

market that started in 2009, and we do not care how old it is, but 

are satisfied that the long term is still intact. 

 

The economy has been improving in an uneven fashion over the 

past seven years, but few believe it and many continue to look for 

reasons why it should not be, and all that is good.  The sentiment 

of investors and consumers has also improved but still has a long 

way to go before we reach a level that would signal any kind of 

euphoria or irrational exuberance.  We think these long-term 

themes should trump any short-term news that may keep the level 

of concern high for investors. 

 

FIXED INCOME 
 

The investment grade U.S. bond market barely budged in 2015, 

even as the labor market strengthened and the Federal Reserve 

raised interest rates for the first time in nearly a decade. The yield 

on the benchmark 10-year Treasury note settled at 2.27% in the 

last trading session of 2015, as reflected in the following table.  

This was only ten basis points higher than its 2.17% yield on 

December 31, 2014.  Many fund managers, rate strategists and 

bond traders at the beginning of 2015 had predicted that the yield 

would rise toward 3% by the end of the year.  Bond yields rise as 

their prices fall. 
 

Base Interest Rates 
 

 

 

U.S. Treasury Yields 

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

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

Dec 31, 2014 0.04% 0.66% 1.65% 2.17% 2.75% 

Sep 30, 2015 -0.02% 0.63% 1.37% 2.04% 2.86% 

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

Change:      

09/30-12/31/15 0.18% 0.42% 0.39% 0.23% 0.16% 

12/31-12/31/15 0.12% 0.39% 0.11% 0.10% 0.27% 

At the same time, 2-year yields rose the most over the course of 

the year, even more than the yield on the 30-year Treasury bond, 

reaching their highest level of 1.05%, an increase of 39 basis 

points from its year-ago rate of 0.66%.  As a result, the yield 

curve (short-to-long interest rates) flattened.  The difference 

between 10- and 2-year yields reached its tightest level, on a 

closing basis, since early 2008.  This is basically a reflection of 

the recent increase in short rates by the Federal Reserve and the 

“anticipation” of further rate increases to come. 

 

It is hard to see, however, how long-term yields can rise sharply 

in the current low-growth and low-inflation environment.  As 
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indicated above, investors are grappling with a muddy global 

outlook heading into 2016.  The bond market has been 

frustrating bears for years.  Since the U.S. economy emerged 

from recession in 2009, many have predicted the bond market 

exiting the long-running cycle of falling yields spanning the past 

three decades. 

 

To understand how rates may stay low even as the Fed hikes, it 

helps to take a global view.  As stated above, there are pockets 

of weakness in the U.S. and global economies.  Slow global 

growth and the strong dollar have hurt U.S. manufacturers and 

other energy- and commodity-related sectors.  Furthermore, 

much of the developed world (Europe, China, Japan) are doing 

their best to stimulate their weak economies via low interest 

rates. 

 

The U.S. simply cannot go in the other direction too far or too 

fast.  Consider this: the yield on a 10-year German bond is about 

0.62%.  A. U.S. Treasury note, yielding 2.2%, looks pretty 

attractive to Germans now.  If U.S. rates move higher, more 

buyers would move in.  But do not let the benign view on rates 

lull one into complacency.  The year will be a difficult period for 

fixed income, as there are a lot of moving parts which could 

bring on volatility, as experienced in 2015. 

 

The Treasury market is the basis for all other issues in the 

investment grade bond market.  As the result of low rates and 

narrow price movement during the year, total returns (price 

change plus interest earned) were mixed and nominal, as 

reflected in the following table: 

 

Fixed Income Returns 

 
Index 4th Qtr YTD 

Corp/Govt -0.74% 0.30% 

Int. Corp/Govt -0.66% 1.17% 

Long Corp/Govt -1.00% -2.81% 

U.S. Government -0.93% 0.83% 

   - Intermediate -0.86% 1.24% 

   - Long -1.25% -0.97% 

Corporate -0.56% -0.63% 

   - Intermediate -0.35% 1.06% 

   - Long -1.11% -4.87% 

   - Quality   

       - AAA 0.21% 0.57% 

       - AA -0.18% 0.86% 

       - A -0.08% 0.62% 

       - BBB -1.13% -2.19% 

Municipal 1.72% 3.55% 

   - Intermediate 0.68% 2.12% 

   - Long 2.38% 4.45% 
          Source: BofA Merrill Lynch 

 

 
As most of the rate increases came in the fourth quarter, a 

reflection of the Fed’s action, returns across the board were 

basically negative for the taxable groups, both Treasury and 

corporate, regardless of their maturity posture.  However, longer 

maturities suffered slightly more as an increase in rates 

negatively affects their returns due to their longer duration 

posture. 

 

For the full year, the overall taxable market eked out a slight 

return of 0.30%, basically the coupon earned, while longer 

corporate maturities were negatively impacted by the problems 

relative to the commodity and energy economic sectors.  The 

lower quality BBB group was also negatively impacted, as many 

of the companies are within the two industrial groups. 

 

The municipal market outperformed the taxable groups for the 

second time, as interest earned offset any downside in prices.  

Overall, their returns were nearly three times the return for 

Treasurys and above the 0.62% loss in the corporate bond 

market.  With supportive market fundamentals, such as strong 

demand for yield, improved municipal finances and limited new 

issue supply, the demand for munis was strong. 

 

While the Fed can orchestrate a rise in rates, buying and selling 

by investors worldwide dictate the movement of yields in the 

$12.8 trillion Treasury market, a forum that effectively sets the 

borrowing rates for everything from mortgages to corporate loans 

in the marketplace. 

 

The Fed, which raised its target range a quarter point from 0.25% 

to 0.50%, faces a delicate task in guiding the U.S. economy to a 

more normal footing.  The effort stands to be made more 

challenging by the crosswinds roiling economies and financial 

markets around the globe, including soft growth, rising debt 

burdens and a deepening commodity prices. 

 

Going forward, the flattening of the yield curve usually means 

that the market perceives the economy to eventually be slowing, 

while inflation is well off in the distance.  In the case of the 2016 

market and economy, it is more like there is a high degree of 

uncertainty about where the economy is going, while the market 

believes it has a pretty good handle on where inflation is going – 

not too far. 

 

All things considered, it has been a good year for the bond 

market, especially versus the expectations.  Not many were 

predicting the 10-year note yield would remain around the 2.25% 

level by year-end 2015. 

 

Philadelphia Investment Management Group does not guarantee the accuracy of any statement contained herein.  This report is for 
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