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As February progressed, it became apparent that 
the U.S. economy was indeed only getting better, 
not worse.  As a result, the recession calls quietly 
disappeared into the background while a sharp 
largely unexpected reversal occurred during the 
middle of the month that carried risk assets 
dramatically higher into the first week of March.  
Despite all of the recent hand-wringing, the risk-on 
rally has left the S&P 500 only 2 percent lower for 
the year and only 6 percent away from its all time 
high when we include the first week of March.  As 
Peter Lynch once stated, “Far more money has 
been lost by investors in preparing for corrections, 
or anticipating corrections, than has been lost in the 
corrections themselves”.   


As always, thank you for reading our monthly 
Insights.


Insights: March 2016

Market Overview and Performance

  	  	  

S&P 500 Index	 	 	 	 	 	                -0.13	 	              -5.09 

Russell 2000 Index	 	 	 	 	 	     0.00                           -8.80

MSCI EAFE Index	 	 	 	 	 	    -1.83	 	              -8.93

MSCI Emerging Markets Index	 	 	 	    -0.16                           -6.64


 

Barclay's U.S. Aggregate Bond Index	 	 	 	    0.71	 	 	  2.10

Barclay's U.S. Credit Index	 	 	 	 	    0.84	 	 	  1.36

Barclay's Corporate High Yield Index	 	 	 	    0.57	 	 	 -1.04 

Barclay's Municipal Bond Index	 	 	 	    0.16	 	 	  1.35


Gold	 	 	 	 	 	 	               10.57 	 	 	  16.37

Crude Oil	 	 	                                                      0.39	              	  -8.88

CBOE Volatility Index	 	 	 	 	                1.73	 	               12.85

USD Dollar Index	 	 	 	 	 	   -1.44	 	 	  -0.54

Equity

Fixed Income

Macro Measures

Percentage Change (USD$) Percentage Change

Month to Date Year to Date

When all was said and done, the month of February 
looked like a fairly unremarkable period based 
simply on return figures which were by and large 
flat.  However, the most defining characteristic of 
February was actually what didn’t happen during 
the month.  There was no recession.  Since the end 
of last year, the market has been mired down in a 
negative feedback loop of well publicized concerns 
touting slowing global growth, geopolitical 
tensions, uncertain central bank policies and 
increased market volatility that led many to 
suggest that the U.S. was headed for an imminent 
recession.  As we said in last month’s Insights, we 
saw no evidence supporting this argument.  In fact, 
we cited many reasons to believe that the U.S. 
economy was on strong footing.  
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As we discussed last month, January witnessed an 
equity market that basically fell consistently 
throughout the period, declining roughly 5 percent 
even with a rise of 2.5 percent on the last trading 
day of the month.  The onset of February didn’t 
bring much relief.  The S&P 500 tumbled its way 
down even further until February 11th.  At that 
point, the S&P 500 was down 5.7 percent for the 
month and 10.5 percent for the year.  Rough start.

was not going to head into another crisis as some 
had suspected.  Bank shares accordingly rocketed 
higher.  On the same day, the United Arab 
Emigrates Minister of Energy indicated that key 
members of OPEC would be open to a coordinated 
effort of oil production cuts.  Consequently, WTI 
Crude shot 11 percent higher on the day.  And thus 
began the February rotation.  It is important because 
it marked a shift in positioning toward the most 
beaten down areas of the market as well as a 
change in the prevailing view that a crisis or 
recession was taking hold.       

March Themes – Recession Fears 
Abate; Market Pivots; Worst Performers 
Rally the Most; China Stabilizes for 
Now; Fed in a Difficult Spot; Entering a 
Seasonally Strong Period    


Volatile February Marked by 
Turn-Around

Source: Bespoke Investment Group

23 Trading Days in 2016 Have Seen Moves of +1%

Market Pivots Higher in Mid-February

Source: Thomson Reuters

Just getting back to basically even for the month of 
February did not come easily and more confirmation 
was needed for the rally to continue as we will 
discuss.  Volatility during January and February was 
extraordinary.  This was not reflected in the CBOE 
volatility index per se, but more clearly in the 
behavior of stocks.  As the chart above from 
Bespoke Investment Group highlights 23 trading 
days in the first two months of 2016 saw moves of 
greater than 1 percent.  This is the third highest 
measure on record bested only by 1932 and 2009.  


Not quite as rare, but certainly unusual are 
essentially full reversals of an intra-month loss of 
greater than 5 percent. Standard and Poor’s has 
found this occurs roughly once every four years on 
average with a subsequent forward twelve month 
return of 12 percent.  If those averages held true this 

But then something changed.  As usual, there is no 
one single driver behind market movements, but 
on February 12, the financials sector which had 
fallen almost 18 percent in just the first 6 weeks of 
the year began to move sharply higher.  On that 
day Deutsche Bank, the German bank under severe 
distress as we outlined in last month’s letter, 
announced a $5.4 billion buyback of its debt.  On 
the same day Jamie Dimon, the CEO of JP Morgan 
Chase reported that he had purchased $25 million 
of the company’s stock in his own account. The 
combined effect was a sudden flag to investors 
that the vitally important sector of the economy
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Most Shorted Names Have Outperformed This Year

year it would put the S&P 500 at 2160 which just 
happens to be the consensus year end price target 
of strategist’s estimates collected by Bloomberg.   

As we stated earlier, the S&P 500 is now only 6 
percent off from its all time high reached last 
summer.  But the reversal that pulled markets back 
from an almost 15 percent drawdown required 
some dramatic shifts. The financial and energy 
sectors served as the catalysts for the early moves 
higher, but further gains were fueled by money 
moving into areas that had been chronically sold, 
often for good reason.  As you can see in the chart 
below, the most shorted names in the S&P 500, 
those that investors believe have best chance of 
declining, have actually performed the best so far 
in 2016.

2016 Correction Just Shy of 15% off All-Time High 

Source: Doug Short

This pattern of short covering, the process where 
shares are bought by those “short” a company in 
response to prices actually moving higher, 
extended into other areas as well, most notably 
emerging markets.  As a group, emerging markets 
have moved roughly 20 percent higher off their 
recent lows and countries like Brazil and Russia 
have raced 44 percent and 34 percent higher 
respectively.  


In general, a so called short-covering rally is not 
believed to be a long-lived event.  However, there 
have been many encouraging signs over the last 
three weeks which give greater credence to the 
belief that the rally is sustainable.  By Friday March 
4th, the S&P 500 had risen in 10 of 15 sessions 
since the February 11th low, and the Index closed 
above its 200 day moving average for the first time 
in 2016.  This is an important indicator of strength 
that couldn’t be achieved with only the most 
beaten down stocks recovering.  In fact, half of the 
ten S&P sectors had turned positive for the year by 
the 4th of March.  This is a good indicator that 
“breadth” had returned to the market.  It essentially 
means that a broad range of stocks were 
participating in the rally rather than just a select 
few.    


Source: StockCharts

Source: Standard &Poor’s 

81% of Stocks Now Trading Above Their 50-Day 
Moving Average
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High Yield Turns Positive with Record Level In-Flows

Source: Thomson Reuters; Wall Street Journal.  

Unlike October, February Recovery Was Wide-Spread

The widening of spreads in the high yield market 
was extensively watched earlier this year as a 
potential forbearer of trouble.  The other major 
worry was China.  We discussed many of the issues 
China faces in our January Insights letter, but as 
with high yield, fears that a disorderly depreciation 
of the Chinese Yuan igniting a global sell-off also 
dissipated in February.  The risks present in the 
Chinese economy have not gone away and it 
remains as the largest potential threat that could 
upset the global economy. However, the 
government’s actions to stabilize their currency via 
their massive $3.2 trillion in reserves seems to have 
worked for the time being. And, as the figures 
came in for February, they had to use a much lower 
amount of currency than anticipated to accomplish

As seen in the chart above, 81 percent of stocks are 
now trading above their 50 day moving average. 
While we freely admit that this can be a volatile 
measure, the swift move from just 10 percent in 
mid-February to over 80 percent has been dramatic. 
 And if one extends the exercise out to a more 
exclusive cut-off of stocks trading above their 200 
day moving average, the number is 40 percent 
which is a level last consistently seen in August of 
2015.  


Beyond technical trading levels, there have also 
been more fundamental indicators that the 
concerns so dominant in the early part of the year 
have diminished.  We by no means believe that all 
of the macro issues plaguing global markets have 
suddenly disappeared in just a matter of weeks, but 
investor behavior has shown enough fortitude to 
move assets into areas previously believed to be 
the most troubled.  For example, consider the chart 
below.  


Unlike the recovery we saw last fall when a narrow 
set of momentum stocks led the market off the 
lows, this year’s rally saw small cap stocks, 
commodities and high yield all participating in the 
move higher. What is particularly noteworthy was a 
record amount of funds flowing into high yield 
bonds.  High yield is widely viewed as being tied to 
broader economic health since the issuers of the 
debt have less flexibility to weather a downturn than 
companies with higher credit ratings. After spreads 
widened by almost 30 percent at the start of the 
month, investors saw enough encouraging signs to 
plow over $5 billion into the oversold sector.  This 
shift is one of most convincing signs that investor’s 
fears of recession have faded.   

Source: Bloomberg; Franklin Templeton
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this which proved very soothing to the markets.  In 
fact, the Yuan actually strengthened against the 
dollar at the end of the month. The release of 
Chinese leaders’ 5 year plan with average growth 
of 6.5 percent further boosted investor confidence.

Measures of Inflation are Approaching Fed Target

However, the economic data in the U.S. continually 
surprised to the upside throughout the period.  Labor 
has long been the foundation of economic strength 
in the recovery and as of February the 
unemployment rate is 4.9 percent and monthly job 
gains are averaging 222,000.  A string of positive 
data including retail sales, housing, industrial 
production and manufacturing ISM all pointed to 
improving conditions.  That leaves the last piece of 
the Fed mandate, inflation, as the only question 
mark.  As you can see below, Core CPI is now over 
2.2 percent and most measures are also rising.  If 
the Fed was true to its data dependent mantra, they 
would hike rates in March.  We think this unlikely, 
but the gap between market expectations and real 
data is something we will be watching.    

In Mid-February, Market Priced in Zero Hikes in 2016

Source: Bloomberg; Pension Partners

Source: Deutsche Bank Global Markets 


Another major shift in market views that occurred 
in February was the outlook regarding potential Fed 
interest rate hikes.  As global markets collapsed in 
coordinated fashion during the first six weeks of 
the year, market expectations for another Fed rate 
hike in 2016 fell to zero.    

Source: Macquarie Securities; Wall Street Journal

With the seventh anniversary of the current Bull 
market occurring on March 9th, we thought we 
would mention a few things on market direction.  
There are many who wonder if seven years and 
roughly 200 percent cumulative gains are too 
much.  Although it is the third longest Bull market 
on record it is not outside of the normal either for 
its total return or slope of its path upward.  We do 
not make market forecasts, but with that said, 
history would point to a positive return period 
throughout March and April. 

Chinese Yuan Stabilized in February  
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Going ForwardMarch and April are Historically Strong Return 
Periods

Source: Stockcharts

And with this being an election year, the track 
record dating back to 1900 would suggest a solid 
spring period for equities followed by some 
consolidation and then a move higher as the 
election nears.  While history never repeats, it is 
often a reliable guide so we will be looking for 
confirmation of the rally between now and roughly 
the end of April.  Certainly, a lot can change 
between now and the election, but as long as the 
U.S. economy remains on solid footing, the is a 
reasonable case to be made that we could see the 
2160 consensus target on the S&P 500 met by the 
end of this year.  

Much of what we said last month regarding our 
market views still holds true.  In our February 
Insights we wrote, “We continue to believe that 
U.S. economy is robust and improving as we move 
forward in 2016, however, we also believe that 2016 
will represent a continuation of an increased level 
of volatility across markets.  Uncertainty around the 
globe does have the potential to create a negative 
feedback loop and we are therefore faced with very 
poor market sentiment at present.  As long-term 
investors, these types of extreme sentiment levels 
have historically proved to be indicators of an 
inflection point, which in this case could lead to a 
surprise to the upside in markets.”  February 
delivered that surprise to the upside and we are now 
monitoring the environment for confirmation of that 
path upward for remainder of this seasonally 
constructive period.


Within equities we continue to favor the large cap 
segment of the U.S. market.  We would prefer to 
achieve our exposure through cyclical areas of the 
market such as the technology, selected health care 
and consumer discretionary sectors which stand to 
benefit the most from a strong U.S. economy.  
Those areas underperformed during the early part of 
the year but have since benefitted from the recent 
change in sentiment toward a more pro-growth 
environment.  Additionally, our selected exposure to 
the heavily sold financial and energy sectors have 
rebounded sharply in the latter half of the month. 


While we are believers in the strong U.S. growth 
story, we think that international diversification 
through allocations to Europe and Japan remain 
attractive.  Both of these global regions are firmly 
entrenched in a very accommodative policy 
environment.  The meeting of the European Central 
Bank on March 10th will be closely watched as the 
market largely anticipates the announcement of 
simulative actions including rate cuts and increased 
quantitative easing measures.  

Election Years Begin Choppy But Finish Well

Source: www.chartoftheday.com
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Despite the central bank’s policy actions, Japan 
continues to be impacted by their status as a 
“safe-haven” currency.  As a result, the Yen has 
strengthened, slowing their efforts to spur inflation.

   

We remain underweight traditional fixed income.  
As the Fed begins the process of slowly increasing 
interest rates, we continue to advocate an emphasis 
on less interest rate sensitive options available with 
shorter duration exposures and unconstrained 
strategies as a focus.  The yield curve did steepen 
slightly during February, an encouraging sign as the 
demand for the safety of bonds abated and yields 
moved higher.  We continue to favor our explicit 
exposure to the muni markets which has performed 
well relative to other asset classes.

  

Despite the remarkable rally witnessed in February, 
commodities remain structurally challenged in our 
view.  With regard to oil, the mere mention of 
output cuts (in spite of the lack of concrete action) 
has seeming solidified a bottoming in prices.  Given 
this fact, we believe that high quality names within 
the sector represent good long term value.  As 
discussed in detail in our January Insights, the 
potential for sharp swings in the price of oil is one 
of main factors we were looking for in 2016.  While 
we do not believe the volatility in oil is in any way 
over, we do feel that the sharp February rally has 
helped establish a more sustainable trading range.  
Thus far in 2016, gold has been the one asset class 
to both serve its purpose as a diversifier and provide 
attractive returns.  Given the macro outlook, we are 
not buyers of gold for fundamental reasons however 
we have maintained a small position in certain 
portfolios as a hedge which has performed well year 
to date.


Thank you for taking the time to read our thoughts 
and opinions on the markets this month and we look 
forward to speaking with you soon.



