
Santa, Do I Still Feel Your Presence?
(An ode – and apology – to Star Wars and Santa, an Outlook for 2016)

“A long time ago, in a galaxy far, far away ...” Well, it wasn’t that long ago; it just feels like 
a long time ago. But here in the middle of January, the market has (ahem!) adjusted 
downward about 8-10% and the Howard Beale’s of the world (on CNBC anyway) are hurling 
the window open and screaming incoherently. So this is our opportunity to take a breath, 
center ourselves, and think calmly and logically about the current state of the market and 
what may be in store for us over the next 12 months. So pick your poison; coffee, tea or 
something stronger and let’s see what sort of gifts the big guy has for us for 2016. Here at 
Hooker & Holcombe, our children have overwhelmed our homes with light sabers, BB-8’s, 
R2D2’s . . . well, you get the picture. So don’t be surprised if Santa’s gift list has more of an 
out-of-this-world feel to it this year.

Domestic Equities – Santa has decided to give you an annual fast pass to the Star Tours 
ride at Disney World. Why? Because this year the stock market, like the ride, will be filled 
with volatility, lurching about and perhaps will require an air sickness bag. However, when 
the ride ends you won’t be very far from where you started. We are forecasting that 
volatility will be well above the relatively benign levels we’ve experienced over the last few 
years (985 days between 10% corrections, ending in August 2015), and with less than stellar 
returns. The US economy is expected to grow 2 – 2.5% and earnings will not face the strong 
headwinds they did last year; namely a strong dollar and falling oil. But, there will be other 
challenges. As we continue to eat away at unemployment (now 5%) wage pressures will 
eventually kick in, which will likely cause profit margins to fall. Also, to the extent that the 
Federal Reserve follows through on their plans to raise rates four times this year, there could 
be margin compression. These countervailing forces of a slight multiple drop plus overall 
earnings increases plus a 2% yield all equal an S&P 500 target of around 2125, or a total 
return of about 6% for Large Cap Domestic Equities. 

In 2015, there was a huge disparity between growth and value performance (over 9%), 
mainly because the three big growth sectors (Tech, Health Care and Consumer 
Discretionary) averaged returns of +7.5% while almost 50% of the Value sectors (Financial, 
Energy and Utilities) averaged -9%. We expect some mean reversion this year with Energy 
doing better and Health Care worse as it is negatively affected by political posturing; 
Technology should do well but Financials are problematic in light of slow Fed tightening. Call 
Growth and Value a draw but focus on sectors for differentiation. Beware of the crowded 
trades because investors got burned last year and they will be quick to sell losers. Small 
Caps did poorly in 2015 but should recover and do as well as Large Caps this year. Cheap 
energy, a reasonable US economy and still low interest rates should help.
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Developed International Equities – Santa has arranged a special “meet and greet” 
with Han Solo and Luke Skywalker. Both fun loving, adventurous and a little scary. 
Europe and Japan have broad similarities; good prospects for earnings growth with a nice 
tailwind because of an accommodative central bank monetary policy. In addition, non-US 
equity markets have historically done better after the first Federal Reserve hike. Valuations 
are reasonable overseas given the continued expected expanding growth. And energy 
importing countries are looking at a huge windfall that is only starting to ripple across the 
economic landscape. Europe will continue with its gradual economic recovery which 
should generate decent earnings improvements. There could also be an economic boost 
for countries like Germany because of the large influx of refugees, even though tough 
political questions need to be answered. Japan should benefit further from its economic 
recovery combined with continued structural reforms and improved corporate 
governance. Both Europe and Japan are likely to generate high single digit capital 
appreciation combined with a 4% dividend yield resulting in low double digit total returns 
in local currency. Although the dollar will continue to show strength versus the Euro and 
Yen, it should be limited compared to 2015 because of slow rate moves by the Fed. Figure 
about 10% returns for both Europe and Japan in USD.

Emerging Market Equities – A two week vacation on the Death Star! Yeah, don’t 
everybody run to the head of the line! EM, any way you slice it, has challenges. Many 
large countries are either slowing (China) or selling into slowing economies. Also, there 
are a large number of commodity dependent EM producers (e.g., Russia, Brazil, etc.) who 
also have substantial internal issues (e.g., inflation, political problems, etc.). A strong 
dollar and the start of US Fed rate increases have historically been a problem for EM 
countries. Finally, investors continue to unwind positions and flee the space. There is an 
interesting development where well respected foreign investors are starting to take 
positions in high quality EM stocks that have been beaten down, but this is just a small 
effect thus far. Longer term, EM looks promising, but we again expect 2016 to be a bust 
with small gains at best, but more likely continued losses. 

Fixed Income – Your gift, nicely wrapped under the tree is “Star Wars: The Force 
Awakens”!!! – the book. Huh? The book? Yeah, it’s not the movie, with loud noises and 
breakneck speeds. It’s slower moving; can we say – boring? But still okay. And that is 
what we are looking for in the bond market. The Fed has finally begun to increase rates 
while adopting the most dovish stance ever. Our expectation is that the Fed, which has 
targeted four hikes for this year, will come in short at only two or three. We don’t expect 
zero hikes like some (we would be flirting with a recession if that were the case) nor do 
we expect an economy that is so strong that the Fed ends up playing rate “catch-up” 
throughout the year. Bonds positioned in the middle of the yield curve should be 
appealing in light of the fact that German bonds are yielding 0.46% vs. over 2% on US 
Treasuries. Finally, the longer end of the curve will see demand from those managing long 
duration liabilities (e.g. pension plans) or those looking to ladder out bonds. Our 
expectation is that the Treasury curve will flatten out considerably at the short end while 
the longer end remains stable. Corporate spreads should tighten some as the financial 
markets calm down. Assume a coupon return plus or minus 1%.Assume a coupon 
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Commodities – Ah, a special surprise for you. A finely crafted Jabba the Hutt bean 
bag chair. Bond with the biggest couch potato in the galaxy! Unfortunately, the supply/
demand dynamic for commodities does not look enticing. Non-energy commodity 
demand has been pulled through the channel by China and others, and there is a still a 
vacuum to work through. On the energy side, demand still is quite reasonable but supply 
is out of whack as: 1) newer US producers (mainly shale) have lower break-even points 
than originally thought and continue to produce; 2) Iran will start adding 500,000 barrels 
a day and quickly move to 2 million barrels in the next year or so. With an ultimate 
capacity of 10 million barrels, (albeit far in the future) it is enough to scare many energy 
analysts; 3) Russia and the rest of the Middle East continue to pump because they have 
no choice due to extremely stressed energy reliant domestic budgets; 4) Saudi Arabia 
seems determined to bring higher cost competitors to their knees by flooding the 
market with cheap oil; and 5) the Strategic Petroleum Reserve is full and tankers are 
near capacity as producers search for places to put their oil. Although there are 
concerns (e.g., strained OPEC finances, production cuts, and shale life span) we do not 
expect much movement in prices for 2016 which will impair the ability of Commodities 
to appreciate much this year. We are not calling for negative returns like 2015; it’s just 
not the right time to establish a meaningful position.

And Santa has the perfect gift for the REIT investor – An Ewok stuffed animal. Why? 
Because it’s something you can “buy and hold.” REITs, top performers for five of the past 
six years, should be ready for a rest. But this August, REITs will be separated from 
financials and categorized as the 11th Global Industry Classification Standard (GICS) 
category of stocks. This may stimulate buying from Portfolio Managers who are required 
to have positions in each of the eleven categories. Other reasons for optimism are: 1) 
valuations are at discounts to asset values; 2) properties with barriers to entry could 
result in good prospects for rent increases; and 3) the potential for restructuring or 
activism. The one big negative (further into the future) is increasing interest rates which 
affects borrowing costs and provides increasing competition to the traditionally high 
yielding REIT securities. After a long period of terrific performance it feels like a risk but 
we can’t see any compelling reason for REITs to suffer in a very slow increasing rate 
environment. Expect an average equity market return for 2016.

Conclusion – On the whole, we are constructive for the year but not excited. 
Overseas developed equities look interesting with easy Central Bank positioning and 
economies recovering from recession, while US equities will hang in there with rising 
rates, challenging multiples and decent productivity. Fixed Income looks uninteresting 
but not problematic which allows REITs to have another okay year. Finally, Emerging 
Markets and Commodities should be avoided. 

Here’s hoping your large mass of a portfolio has rapid acceleration; in other words, 
may the investing force be with you!
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How Did Last Year Go?
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It drives us crazy when people make forecasts and then throw them into a black hole never to see the light of day again. 
We’ve always believed we should stand by our forecasts; so here we go!

Learn more at hhconsultants.com
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Overall Assessment – We’re pleased with our target versus actual predictions. Bonds, Foreign, Emerging Market and 
Commodities were correctly predicted (and REITs were good as well). Unfortunately, Domestic equities, which are most 
investor’s biggest holdings, were the weakest. 

Bottom line: we should be so lucky to do as well in 2016! 

Emerging Markets
Target Avoid, low single 
digits at best 
Actual -14.6%

Fixed Income
Target Low single digits for 
aggregate, negative for 
long duration bonds  
Actual Agg +0.6%,  
30 Yr. -3.2%

Commodity
Target Avoid, limited 
recovery 
Actual -24.7%

REITs
Target Cut position, expect 
much smaller return in 
2015 
Actual +2.8% (versus 2014 
+28%)

Analysis: We were right to 
avoid, but did not foresee 
the carnage in the EM space

Analysis: On target Analysis: Like EM, avoid 
was the right call, but we 
did not foresee the carnage

Analysis: Again, on target

Domestic Equities: S&P 500
Target 2225 (High single digit return)  
Actual 2044 (+1.4%)

Domestic Equities: Small Cap
Target High single digits 
Actual -4.5%

Analysis: Well, not so great. We got the direction right on the S&P 500 so that’s something, but Small Cap 
was a stinker. Not that we’re coming up with excuses but our quote from last year “Major wild card is the 
Fed . . . could result in a weaker equity market at year end . . . loss of one multiple point is the difference 
between high single digits and a flat return for 2015.”

Foreign: Europe
Target  Local currency positive, US dollars take 
away much of the returns  
Actual Local 9.1%, US dollars 0.1%

Foreign: Japan
Target  Local currency positive, US dollars High 
single digits 
Actual Local 10.3%, US 9.9%

Analysis: Pretty much nailed it with our expectation of the Euro to decline against the dollar and single 
high digit returns for the Japanese market in 2015.
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