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Market Commentary Spring 2016
A Tale of Two Halves

The first quarter of 2016 is best characterized as a tale of two halves. The first half was marked by an
exceedingly tumultuous equity market and a growing portrait of gloom, doom and uncertainty as to
whether an imminent recession was finally in the making. To everyone’s surprise, the sentiment quickly
faded as a strong relief rally firmly took hold in latter half.

With investor fear dominating the first six weeks, most major US equity indices fell by as much as 10-
15% depending on capitalization. The Dow Industrials and the S&P 500 both fell into correction territory
off some 10%, while the tech heavy Nasdaq and the Russell 2000 Small Cap Index fell by as much as
15%. Reflecting this fear, the ten year Treasury yield which began the year at 2.27% shed some 64 basis
points to mark a bottom at 1.63% as investors sought the safety of government paper.

Despite the illogic, this broad downdraft remained driven almost solely by the volatile price of West
Texas Crude Oil and its underpinnings: the disequilibrium between world oil supply and demand. In
hindsight, the correlation or price movement between oil and the S&P 500 since December was
calculated at over 97%, an almost perfectly synchronous relationship and one not seen since the early
1990s.

Fortunately, negative sentiment began to abate right after February 11", the deepest point of the
market sell off. Crude oil prices which had slumped some 30% from January 1st to mid-February ($37-
S26/barrel at the bottom) had begun to shore up. Thankfully, Janet Yellen’s Congressional testimony
couldn’t have been timed more perfectly as her message once again turned dovish on the prospect for
near term rate rises. Her year-end call introducing the likelihood of four rate increases in 2016 gave
way to a more cautious stance - one that now seems more dependent on the near term path of stock
market volatility and the outlook for global growth rather than inflation and employment targets.

Following the market’s bottom, US equities began a virtually uninterrupted rally to recapture most of its
lost ground. The Dow and S&P 500 each re-claimed as much as 12-13% over the ensuing six weeks of
the quarter. Again, this move was in lock step with improving oil prices but was also based on a
renewed prospect for continued Fed accommodation. By quarter’s end the broad market was largely
back to even on the notion that the worst was likely behind us and that recessionary fears had been
overblown. The S&P 500 ended the quarter up +1.35%, while the Nasdaq and the Russell Small Cap
Index closed at -2.4% and -1.5% respectively.

On the flip side of things, most bond markets weathered the storm well or even thrived as one would
expect in a risk- off environment. The Fed’s softening rate message combined with investor demand for
safe havens served to enhance performance both in the municipal and investment grade corporate
markets. Municipals bonds posted solid quarterly returns with the Barclay’s 10 year Municipal Bond
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index posting +1.9% on the back of low supply and strong demand. In the taxable market, the
bellwether Barclay’s Aggregate Bond Index returned over +3% as interest rates fell across the curve.
Despite this accommodation, the less creditworthy and junk bond funds experienced equity-like
volatility during the period as investments in the energy, materials and commodity sectors remained
sour before their later modest recovery. The Barclay’s High Yield Index posted +3.4%.

For our many clients who are invested in the oil and gas MLP midstream infrastructure space, price
volatility remained brutal during the quarter’s first half despite that our MLP cash flow distributions for
4Q15 remained intact and in many cases increased. Daily and weekly price action has been as wide as 5-
10% based on headline energy news. This along with investor angst over the prospect of “lower for
longer” oil prices and its potential impact on energy pipelines and storage kept sentiment decidedly
negative. However once oil prices began to recover from their February lows to reach $37/ barrel,
investor sentiment turned less negative, and selling pressure and short interest began to subside as new
investor flows entered the space. An important side-note in the MLP story is to recognize how creative
most MLP management teams have been in responding to their liquidity and capex needs during this
very stressful cycle. We’ve seen the MLPs do everything from trimming capex projects to selling non-
core energy assets, forming strategic alliances to relying on private equity opportunities and issuing
preferred stock. Most of these creative solutions have helped to stabilize their balance sheets, retain
their credit ratings, and allowed them to temporarily avoid the costly capital markets they so heavily rely
upon in good times to fund their organic growth.

Switching to the international front, our first look is into the seeming world culprit of the last several
months: China. While having contracted from years of double digit GDP growth, its economy is still
projected to expand at a healthy annualized target rate of 6.8%. The good news is that the hard
landing everyone so feared just months ago now seems much more remote. While its emerging
markets trading partners did suffer measurably from its slowing trajectory, many emerging economies
have begun to snap back on sovereign financial strength and the notion of a new normal. After
retrenching most of last year, the MSCI Emerging Markets index found its way back to positive territory
having posted a generous +5.7% through March. In the meantime most developed economies
continue to struggle with stagnant growth, high unemployment, and modest disinflation as central
banks do everything possible to spur a turnaround. A reflection of this stagnation is indicated in the
developed markets EAFE index which posted a -2.9% return during the period. With annual global
economic growth recently trimmed by the IMF to some 3.2%, the growth outlook while not grim
remains at best challenging. So for us, the global picture seems to be more of the same.
Notwithstanding our own modest results, the US continues to be the bright light across the whole of the
developed and emerging market world.
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