
leadership was a negative. As the Federal 
Reserve’s Open Market Committee kept 
its promise to increase the Fed Funds rate, 
investors began to move away from the 
high fliers in favor of the tried-and-true 
and conservative shares. 

Conservative, traditional managers did 
not fare well. Blue-chip multi-national 
companies faced several headwinds: a 
strong dollar, slower growth in China, and 
a tepid US recovery to name a few.  Shares 
of Warren Buffet’s Berkshire Hathaway 
were down -12%. Buffet is probably not 
very happy about this performance, but 
he is not surprised, not panicky, and not 
selling. One of the most critical priorities 
for any investment manager is to monitor 
and assess risk. There is no shame in 
underperforming an index if matching 
or beating the index would have required 
taking inappropriate risks with clients’ 
money. After ascending 220% from the 
March 9, 2009 low to the May, 2015 
all-time high, investors are beginning to 
sound petulant that prices might dare go 
down a bit.  

Through the first week of 2016 we have 
seen a 10% drop from 2015 highs. That 
qualifies as an official “correction.” Investor 
psychology has started a negative shift: 
bad news is embraced as sensible, and 
good news is beginning to be dismissed 
as Pollyannaish.  Until investors begin to 
feel that they should sell everything and 
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last year.

quarter at 1.05%. 

margins.

2015 was not a horrible 
year. 
That may be the faintest praise we can 
muster. The numbers tell part of the story: 

perspective, the year was one of the haves 
and the have-nots. A small cohort of 
high-flying stocks flew ever higher. The 

The top 20 performers were up an average 
of 60% for the year (total return) while 

and warned that this narrowing of market 
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never consider owning stocks, markets 
have likely not hit bottom. This is not 
to say that we see an historic decline 
coming. While this decline may reach 
“bear” status (down 20%), it does not have 

Among our most consistent advice is 
“Ignore the noise, and pay attention to 
price.” At the beginning of a new year, 
we return to process and discipline. 
Ignore the market action and review your 
investment strategy. Did your accounts 
perform in keeping with the risks to which 
they were exposed? Are your accounts 
currently risk-appropriate for this stage 
in your investment horizon? Are changes 
required? Are your wills, powers of 
attorney, and healthcare directives up to 
date? Are any significant changes to your 
financial life getting closer (retirement, 
sale of a property, recent inheritance, 
etc.)? If there are life reasons to adjust 
your investment approach, then do so and 
please call us if we can help. Above all, 
do not let the emotional strain of market 
conditions affect your long-term strategy. 

The Economy
Despite significant quarterly volatility, the 
US economy continues to grow at a pace 
consistent with its post-recession average 
of about 2.0%-2.5%. That pace of growth, 
while modest considering the depth of 
the recession, has been heavily dependent 
on ultra-low interest rates. Low rates have 
bolstered spending on housing, home 
improvements, commercial real estate, 
autos, appliances, college tuition, health 
care and just about anything else that is 
generally purchased on credit. 

Unfortunately, though, the Fed’s 
aggressiveness in its efforts to “prime the 
economic pump” through low interest 
rates has been ill-conceived. Rather than 
allowing the process of deleveraging to 
run its course, low interest rates have 
simply encouraged the assumption of 
more debt as a solution to the problem of 
too much debt. In addition, low rates have 
pulled forward demand for goods and 
services that are purchased primarily on 
credit. So, as a consequence of the Fed’s 
actions, the potential for an acceleration 
in economic growth over the next few 
years seems rather limited. And this says 
nothing about possible fallout resulting 
from the creation of new assets bubbles. 

Something you’ve probably heard us 
repeat several times by now is that 
the economy is not strong enough to 
withstand meaningfully higher interest 
rates. Over six years into the recovery, 
that contention remains valid. Smart 
people can debate about the cadence of 
Fed rate hikes to come, but the reality is 
that any meaningful monetary tightening 
at this stage is likely to thrust us back into 
recession. Higher interest rates will not 
only raise the cost of servicing a mountain 
of debt, both public and private, but it 
could also exacerbate the recent gains 

in the US dollar. Further increases in 
the dollar would continue to eat into 
exports, which account for well over a 

a strengthening dollar could exacerbate 
recent disinflationary pressures at a time 
when the Fed would like to see more 
inflation. And then there’s the problem  
of China. 

China
If the volatility and uncertainty in 2015 
revolved around the Fed, China is likely 

sure, China’s direct effect on the US 

China. Therefore, our economy’s direct 
exposure to China is limited to just about 
1%. However, a dramatic slowing in the 
Chinese economy, which is the second 
largest in the world, can have many 
ancillary effects on the US and global 
economies:

China’s other trade partners, including 

Smart people can debate about the 
cadence of Fed rate hikes to come, but the 
reality is that any meaningful monetary 
tightening at this stage is likely to thrust 
us back into recession.
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markets that are heavily dependent 

economic weakness in these economies 
could have a negative impact on US 
economic growth through lower 
exports, profits and employment at US 
multinational corporations. China’s 
recent currency devaluations magnify 
the pressures on its trading partners.

fifth of total US debt held by foreign 
countries. Any liquidation of its 

spend on stabilizing the economy 

boom has effectively ended, the 
slowdown in China creates the risk of 
another financial crisis resulting from 
huge amounts of debt accumulated 
in that country as well as in other 
emerging markets. 

and bonds could lead to investment 
losses in the US, which could spread 
to other markets and create a negative 
wealth effect. 

The Energy Sector

well documented and understood at this 
point. First, notwithstanding the Fed’s 
optimism for the US, global economic 
growth is weak and may be getting weaker, 
and the sluggishness is not confined 

China) are suffering from massive capital 
outflows due to economic stagnation, 
overinvestment, falling currency values, 
and their heavy dependence on the 
commodity markets. Meanwhile, the 
variance in economic growth between 
the US and the rest of the world is 
contributing to strength in the US dollar, 
which further pressures commodity prices 
in the global marketplace. 
But the collapse in the energy prices is 
not solely due to sagging demand. As 
mentioned, the sector is also suffering 
from the aftereffects of a supply-side 
shock, itself the result of many years of 
easy money. During the past 6-plus years 
of ultra-loose monetary policy in the US 
and beyond, credit has been cheap and 

through fiscal stimulus, for instance) 
could lead to higher interest rates in 
the US. 

contributed to a devastating crash 
in commodity prices, especially 

has subsided, there is a huge amount 
of overcapacity in many commodity 
markets. Producers of energy and 
other commodities in the US are  
not immune.

triggered in response to the financial 
crisis, was funded with huge amounts of 

Continued
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abundant as investors frantically sought 
acceptable returns on their money.  The 
easy money led to massive investments 
in energy exploration and production, 
which created a global boom in the 
industry. The biggest production gains, 
though, came in the US where new 
technologies like horizontal drilling and 
hydraulic fracturing created an energy 
renaissance not unlike the 1990s boom in 
Silicon Valley. The widespread adoption 
of these new drilling techniques was 
made possible by easy access to cheap 

the supply of energy. 

Again, the problems now surfacing in 

of ultra-loose monetary policy. But 
the pain that energy investors are now 
experiencing is all too familiar. For the 
past 20+ years the Fed has repeatedly 
propagated these boom-bust cycles that 
always end in severe pain for speculators. 
Whether it be the technology, housing, 
the energy complex, high-yield bonds, or 
stocks, the Fed’s largesse has consistently 
put us in these predicaments.  Fortunately, 
stocks are not in bubble territory this time 
around, and valuations have already come 
down quite a bit.

Stocks
Are we already in a bear market? I received 

week. Adam wanted my thoughts on the 
internal performance weakness that is 
not being captured in the major market 

500 is now down a little over 10% from 
its all-time high in May, 2015. However, 
if we look at the individual stocks within 

is weighted by market capitalization, 
a relatively small number of very large 
companies is hiding a lot of pain for 
investors. In other words, investors 
who didn’t own the market darlings, 
which include Facebook, Amazon.com, 

among others, are highly likely to have 
underperformed the index. Importantly, 
though, this also means that valuation 
adjustments for a large percentage of 
stocks have already been quite meaningful, 
and opportunities are being created for 
the first time in a while.    

a fool’s errand. While we’d agree that the 
preponderance of evidence suggests that 
investors should keep their expectations 
low for 2016, we also believe that there 
are solutions to many of the challenges we 
face. We think investors need to remain 
mindful of the opportunities as well as 
the challenges. In a recent speech I listed  

some potential positive developments which 
could positively impact the economy, and 
therefore corporate profits and stock prices, 
over time. They included the following: 
address entitlement spending; enact 
corporate tax reform; repatriate corporate 
cash trapped outside the US; invest in 
infrastructure and education; promote 
immigration; and reduce trade barriers. 

will require improved political cooperation. 
But there again, the market may already be 
assuming the worst. We are hopeful that 
the election of a new president will bring 
the elimination of some uncertainty and 
a new spirit of compromise that has been 
glaringly absent. 

When collective investor sentiment 
becomes too negative (which I am 

opportunities are created. If there’s one 
thing we learned from 2015, it’s that 
sentiment can turn on a dime. Just as we 
have been cautioning against excessive 
optimism, we also caution against 
excessive pessimism. And so the best 
advice we can offer is keep your wits about 
you, do your homework, and benefit from 
the undisputed wealth creator that is the 
U.S. economy. 

When collective investor sentiment 
becomes too negative (which I am 

opportunities are created.


