Equity & Fixed Income Outlook
Federal Reserve Monetary Policy
After a 25 basis point (0.25%) increase in the Federal Reserve
fund rate in December, market pressure is mounting for the Fed to
abandon its current plans for three to four more rate hikes in 2016.
Our estimate at this time suggests the Fed will not be in a position
to follow through with its plans. For purely economic reasons, the
Fed may be afraid of raising rates even one more time this year.
Instead, we see the rate increases as the Fed’s way of saying it is
not in the business of supporting the market. Even if short-term
rates are 1% to 1.5% at the end of 2016, that range of rates is still
low compared to past averages. Maybe the Fed should just sit tight
and let markets settle down on their own.

Inflation
Inflation is moving in the direction that the Fed hoped, but it might
not move as high or as fast as the Fed wanted. The year-over-year
consumer price index (CPI) released in January was 0.7%, which is
still below the Fed’s target of 2%. Later this month, we expect the
year-over-year rate to push above 1% and then flatten out around
that level for the next few months.

Economic Activity
U.S. gross domestic product (GDP) for the full year 2015 was
2.4%. This was noticeably short of the average economists’
forecast for 3% growth at the beginning of 2015, but very close
to our projection of 2.5%. At the start of 2016, the economists’
consensus forecast for GDP growth was 2.5%. As of February 1,
that consensus has already been reduced to 2.4% annual growth.
Our own estimate looks for growth in the area of 2.1% this year.
Here is the recent history of annual real GDP growth: 2015 was
2.4%; 2014, 2.4%; 2013, 1.5%; 2012, 2.2%; 2011, 1.6%; 2010,
2.5%; 2009, -2.8%; 2008, -0.3%; 2007, 1.8%; and 2006, 2.7%.
Central banks across the globe have tried to stimulate economic
growth with low interest rates, but world economies have not
responded as hoped. At some point it will be necessary to give up
the ghost and try a different strategy. Such action would require
political cooperation, so don’t look for a change anytime soon.

February 2016

the percentage rate drops below 7%, even though the country’s
absolute economic increase is greater than the previous year. Let’s
say we run a small business. Our first year sales are $1,000. In
the second year of business, our sales increase 100% to $2,000.
In year three, our sales go up 90% to $3,800 for the year. In
the fourth year we have our greatest single increase in sales.
Sales rose by $2,500! But wait, that was only a 66% increase in
sales. You get the picture. The rate of growth each year has been
declining while each year produced a record year for new sales.

Fixed Income
Contrary to popular thinking that long-term interest rates would
rise in the wake of a Fed rate increase, they actually declined. After
the rate hike in December, nearly every news headline was about
how mortgage market consumers would be hurt. The average
30-year mortgage loan rate last December 17 was 3.93%. On
February 1, it was 3.76% and looking like it may go a bit lower
still. For the same dates as above, the 10-year U.S. Treasury bond
was 2.22% and now is 1.95%.
While low U.S. Treasury interest rates dictate favorable loan
rates for mortgage borrowers, they also say something about the
economy. Low U.S. Treasury rates normally suggest a “flight to
quality,” which means investors are trying to move away from
elevated risks they see in the markets or the economy.

Stock Market
The challenging revenue and top line earnings environment that we
have been writing about finally caught up with the market. Stock
prices have been under pressure since the first of the year and
mostly remain in that position for the time being. Energy company
revenues have declined noticeably, in lockstep with the price of oil.
One thing to remember about oil is that many economies (e.g.,
Venezuela, Iran, Iraq, Russia and Saudi Arabia) depend upon it as
their primary source of government revenue. When government
programs get cut because the revenues are insufficient,
citizens get mad. This tension will last only so long before
something breaks.

Unemployment has been declining, which also helps improve
consumer confidence. As unemployment drops lower, incomes
should start to rise as labor becomes scarce and employers look to
keep their productive employees. Plus, contrary to all of the market
fear over falling energy prices, most consumers appreciate lower
energy costs. At some point, the money consumers previously
spent on energy goes toward something else. It does not disappear.
Get used to the phrase “declining Chinese economic growth.” The
idea is that China needs to grow in excess of 7% per annum to
move forward. At some point, the denominator gets so big that
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