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Investment Overview
financial markets review
Market-moving headlines during the second quarter included the 
protracted negotiations between Greece and its creditors, continued 
solid job growth in the U.S., speculation about the Federal Reserve’s plan 
for hiking short-term interest rates, and rising long-term interest rates.

U.S. equity market returns have been more subdued year to date in 2015 
relative to 2013 and 2014, with the S&P 500 Index up just 1.23% through 
the second quarter. The bright point in U.S. markets has come on the 
technology side as the NASDAQ Composite is up 5.90% for the year, led 
by technology giants such as Apple and Gilead Sciences, Inc.

 Developed international equities, represented by the MSCI EAFE 
Index, have substantially outperformed U.S. stocks and are up 5.88% 
through the second quarter of 2015, riding the tailwind of ultralow euro-
zone interest rates, a stimulating European Central Bank, and improving 
euro-zone economic fundamentals. Second quarter emerging market 
performance was largely driven by the whipsawing volatility of Chinese 
equities, which were up 16.7% in April, then down 3.7% in May and 
another 5.6% in June. Nonetheless, emerging markets were still up 3.12%  
year to date as of June 30. 

Global bond markets have been volatile in 2015, with interest rates 
rebounding off the lows established earlier in the year when oil prices 
were falling and deflation fears became elevated. The U.S. 10-year 
Treasury yield rebounded off its January low of 1.65% to 2.36% as of 
second quarter end. German Bunds saw a significant sell off in late 
April and early May as 10-year rates rose from a record low of 0.08% to 
end the second quarter at a yield of 0.77%. See Table 1 for a summary 
of market performance.

WETHERBY

Our 25th anniversary “Year of Learning” continues 
with Building a Legacy of Stewardship and Financial 
Health in July, Making Authentic Connections in 
August, and Strategic Philanthropy in September. 
We will send invitations for events by email through 
Paperless Post (which may be filtered to your junk 
email). Client events are planned for July 15 and 
September 24. Please note that the December 
client event on Caring for an Elderly Family Member 
will be held on December 9 (this is a change from 
the previously planned December 8 date).You will 
be able to participate in talks by guest speakers 
in person, online through live streaming, or by 
replay on our web site. Contact Wetherby Asset 
Management for more information. We look forward 
to celebrating our 25th anniversary with you and 
building our knowledge for the next 25 years. 

During the second quarter, Jennifer Acker Ayer, 
Wealth Manager, and Megan Tom, Financial 
Operations Associate, joined the Wetherby team. 
Welcome Jennifer and Megan!

Curtis Kayser, Financial Operations Associate, was 
married during the second quarter. Congratulations 
to Curtis and his new wife Anna Kayser!

Our New York Office has a new address: 
One Rockefeller Plaza, Suite 2610 
New York, NY 10020 
Phone: 212.292.4809    Fax: 212.245.2737
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Source: MPI Stylus data through June 30, 2015

2q15 1-year 3-year 
annualized

S&P 500 .28% 7.42% 17.31%

MSCI ACWI ex-US .72% -4.85% 9.92%

MSCI EAFE .84% -3.82% 12.45%

MSCI EM .82% -4.77% 4.08%

DJ-UBS Commodities 4.66% -23.71% -8.76%

Barclays Aggregate Bond -1.68% 1.86% 1.83%

Table 1. Market Performance, as of June 30, 2015
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outlook and positioning
Investing is a long-term game, but it is also important to monitor 
shorter-term trends for signs of excess or opportunity. Granted, 
much of what happens in the short term is “noise” that has no 
bearing on the long term, but some of it is significant. Investors 
who understood the major valuation excesses that developed 
in the late 1990s, for instance, may have been able to avoid 
the massive correction in equities that ensued. Stock prices 
during that time were heavily influenced by the promise of the 
Internet and price-earnings (P/E) ratios surged beyond record 
levels based on the possibilities. We were witnessing a paradigm 
shift in the way we communicated, shopped, advertised, and 
entertained ourselves. At the time, the possibilities seemed 
endless, blinding in their intensity and promise, and believers 
said to non-believers, “You just don’t get it.” 

In retrospect, significant change driven by the Web was coming, 
but prices had risen too far too fast in anticipation, and valuations 
were more than extended, as shown in Figure 1.  Value-oriented 
investors apparently “didn’t get it,” and shockingly believed that 
stocks were looking overvalued despite the infinite promise 
of the Web. Many of these value managers were fired by their 
clients as a result of their limited participation in the massive 
rally in a select group of stocks that took place during the late 
1990s. Valuations ultimately corrected in the market sell-off 
of 2001-2002, proving the value-oriented managers correct. 
The observable phenomenon, illustrated in Figure 1 below, was 
valuation (P/E ratio), and this is one of the big picture statistics 
we monitor constantly, looking for signs of either overvaluation 
or undervaluation.

So where are we today? Does the investing landscape make 
sense given everything we know? Are there signs of actionable 
excess? Let’s take a quick and objective run through of the 
market environment. For the first time since 2007, every 
advanced economy in the world is in expansion mode. The 
economic growth and related inflation we are experiencing are 
both muted and reasonably consistent. Because growth is slow 
and even, inflation is low and global debt levels remain high, 
there is still fear of deflation and backsliding into recession. 
The global economy, while healthier, is still on somewhat shaky 
ground. As a result, interest rates still sit near all-time lows. 
This includes “policy rates,” like the fed-funds rate (which is 
controlled by central banks), and market rates (like the 10-year 
Treasury) that influence what we pay in mortgage interest. 

A low growth, low inflation, low interest rate environment 
is typically friendly for equity markets, and this time is no 
exception. Equity markets have been generally strong, and 
valuation is now on the expensive side of fair value, given the 
supportive influence that ultra-low rates and inflation have on 
P/E ratios. Valuations are not as extended as in the late ‘90s, 
but stocks are not cheap.  

There certainly is no shortage of issues that we need to be 
mindful of as always. We are nearly eight years into an economic 
expansion and the bull market in stocks has gone 43 months 
without a significant (10%) correction. In an immensely fluid 
situation (at the time of this writing) Greece has chosen to put 
its creditors’ economic reform proposals to a public referendum 
and recommend a “No” vote, thus raising the prospect that it 
may potentially leave the euro-zone  and create the possibility 
of negative contagion.  The Federal Reserve is expected to start 
tightening monetary policy sometime in the next 12 months, 
perhaps as early as September. It will be important to gauge 
what impact this policy shift will have on markets, given that 
easy monetary policies have left the world awash in capital, 
forcing down yields (and prices up) on the safe investments 
typically used for saving (high quality bonds), and upwardly 
influencing the value of riskier investments like equities. 
Finally, the meltdown in energy prices is having an influence 
on profit expectations for S&P 500 companies – earnings growth 
expectations have slipped from roughly 12% in 2015, to 2% (4% 
excluding the energy sector).  

These issues are all worth monitoring. But we must keep in 
mind that they are not as significant as, for example, runaway 
inflation, a housing bubble, or a major collapse in corporate 
profits. Our take is that the current valuations of both stocks 
and bonds, while by no means cheap, are at least understandable 
in the context of the current and expected economic and policy 
backdrop.

Figure 1: S&P 500 P/E Forward 12 Months P/E Ratio

Source: BCA Research – Datastream



Wetherby Asset Management     Second Quarter 2015 3

four possible economic scenarios
Let’s look at some possible scenarios for how things might play 
out from here in the medium term, and our take on the likelihood 
of each of these scenarios occurring.  

Scenario One - Status Quo: The low and steady growth 
environment persists, interest rates stay low, the Federal Reserve 
tightens monetary policy slightly, and the beat goes on. (30% 
Chance).

Scenario Two - Normalization: Global growth begins to accelerate 
in 2016, driven by ultra-low interest rates and a rebirth of credit 
growth. Inflation begins to slowly rise, as do market interest rates 
like the 10-year Treasury yield. The Federal Reserve continues 
tightening, following the upward move in the 10-year Treasury. 
(50% Chance).

Scenario Three - Step Backward: Despite the aggressiveness of 
central banks, the global economy runs out of steam and we 
slip into a recession or zero growth environment. Global central 
banks keep interest rates at zero or lower. (10% Chance).

Scenario Four - Growth and Inflation Surge: Suddenly and 
unexpectedly, growth accelerates and inflation surges. The 
Federal Reserve is behind the curve and must raise rates 
aggressively as market interest rates soar. Earnings growth 
rises, but both bonds and stocks suffer in the short term as P/E 
ratios decline on stocks and bonds sell off. (10% Chance).

Why do we believe the more positive/benign Scenarios One and 
Two are more likely? We continue to see secular forces, such as 
elevated consumer debt versus income shown in Figure 2, and 
limited wage growth dampening economic growth for the near 
future. And we do not see any compelling signs that significant 
inflation pressures are building. We therefore expect global 
central banks to remain relatively accommodative in light of 
these secular forces.  As we expect this economic backdrop 
to persist for some time, we believe the moderate growth, low 
interest rate and low inflation Scenario One to be fairly likely 
in the near term. 

We do feel that the growth situation will gradually improve 
however, eventually transitioning us toward Scenario Two. 
Why? Because central banks have worked hard to rekindle and 
maintain the growth we are experiencing and to bring inflation 
back toward target levels, and do not want to destroy the growth 

environment they worked so hard to resurrect by being overly 
aggressive. They will likely maintain a pro-growth stance and 
Europe in particular is expected to maintain ultra-low rates. But 
even though global short-term interest rates may stay “low” as 
a result, they will probably not hover near zero much longer, 
particularly since the Federal Reserve is expected to start raising 
rates sometime in the next 12 months. The global economy 
should likely still be in a synchronized recovery in 2016, and 
it is hard to believe that this will not start to put some upward 
pressure on longer-term interest rates.

But aren’t stocks getting expensive, you might ask? We 
acknowledge that equity valuations are elevated as shown in 
Figure 1. And we recognize that some of the forces like low 
inflation and interest rates that have been pressuring P/E ratios 
higher as shown in Figure 3a and 3b will ultimately provide less 
of a support to the stock market. As such, our forward-looking 
return expectations for equities assume that P/E ratios will 
contract from today’s levels. We also recognize that both the 
duration of this economic expansion and bull market and the 
length of time without a correction are historically high.  See 
Figure 4. Thus, we are not aggressive buyers of equities right 
now. However, we still expect far superior returns from equities 
than from fixed income.  So we still want to overweight growth-
oriented investments versus income-oriented investments, and 
we would likely be buyers of equities and other growth assets 
if a significant correction were to take place.  

Positive 
LESS LIKELY 

 

Negative 
LESS LIKELY 

 

MORE LIKELY 

 

Growth/Inflation Surge                         Step Backwards                                   Normalization                                        Status Quo 

Figure 2: U.S. Debt to Income Ratio

Source: BCA Research
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What about key risks? Certainly the markets and the news outlets 
are focused on Greece right now, worried and wondering how 
the situation will be resolved.  The ultimate outcome is unclear 
at the time of this writing but, at the very least, the possibility 
of Greek exiting the euro-zone is likely to make for continued 
volatility. And while no one can foresee all the potential knock-
on effects that this scenario would bring, we do not anticipate 
substantive economic or market contagion as our base case. As 
such, we would likely view any negative market fallout from the 
situation as more of a buying opportunity than anything else. 

If there is one more strategic issue to watch closely, it is 
interest rates. After the dramatic fall in oil prices late last 
year and early this year raised real deflationary concerns and 
drove long term rates lower, rates have risen recently. But with 
rates still extremely low by historical standards, synchronized 
global growth may start to set the stage for higher rates in 
2016. The interest rate environment has been so supportive to 
global economies and financial markets that any sudden and 
unexpected surge in rates against a backdrop of still tepid growth 
and high equity valuations would be a concern.   

The positive impact of low interest rates has been pervasive. 
Corporations have taken advantage of low rates by issuing debt 
at low yields, thus lowering expenses and improving their own 
financials. Many are using the proceeds to buy back shares, 
which has supported earnings per share growth and hence 
valuations. Equity markets have risen, driven by both increased 
profits, and the valuation expansion that comes with low interest 
rates and inflation along with higher margins and profits.

Corporate merger activity is robust, also fueled by the low cost 
of capital. The public has benefited as well, especially mortgage 
holders who were able to refinance at lower rates. Real estate is 
soaring in many geographies based at least in part on the low 
cost of debt. More new residential real estate projects began in 
March (on an annualized basis) than at any time since 2007. 
Owners of rising equities and houses feel wealthier and spend 
more on consumer goods. So the “medicine” of low rates has 
had a major impact on financial assets, as well as corporate and 
household fundamentals, and if it were suddenly cut off, the 
“patient” (markets) could struggle.  

So what are our expectations for interest rates?  The doctors 
prescribing the medicine of low short-term rates are the Federal 
Reserve and many other global central banks. But like all good 
doctors, the Fed is monitoring its patient closely, looking for the 
right time to stop the soothing IV drip. Its days are numbered. 
The Fed has already stopped quantitative easing, and many 
economists feel that sometime in the fall of 2015 or early 2016, 
they will start to raise rates, and wean us off the medicine 
we have become so accustomed to for the last seven years. 
Employment statistics support an increase, as does the return 
of credit creation as illustrated in Figure 5.

* Deflated By Headline Consumer Prices. Source: BCA Research – Flow Of Funds.

Figure 5: U.S. Non-Financial Credit Creation

Figure 4: Longest Stretches Without a Correction 

* Based on daily closing prices. Source: BCA Research

* Source: Thomson Reuters / IBES

Figure 3b: S&P 500 Forward P/E Ratios

Figure 3a: 10-Year Treasury Yields

* Source: Thomson Reuters / IBES
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Interest rates have been very supportive and some kind of 
change, at least in the short-term rate picture, is likely. It is 
a transition we have been anticipating for some time and we 
believe that short-term rates should be higher. We are no longer 
in an emergency economic situation, so why have rates remained 
at emergency levels? In our view the Fed is likely to raise rates 
slowly and cautiously, monitoring the economic data closely to 
see how the economy responds, so as to avoid threatening the 
growth that they have worked so hard to engender. They are 
nervous and, indeed, Christine Laguarde of the International 
Monetary Fund (IMF) urged the Fed to hold off raising rates 
until 2016, asking them to wait until signs of wage or price 
inflation actually appear before increasing rates. While global 
central banks have arguably used up the majority of the deflation 
fighting strategies in their arsenal, we believe that they still have 
plenty of tools at their disposal to fight inflation. We therefore 
think that the likelihood of Scenario Four (Growth and Inflation 
Surge) unfolding is low. 

A second key risk is the outlook for earnings growth, especially 
against a backdrop of higher interest rates and elevated P/E 
ratios. The prospects for earnings growth have weakened 
markedly, especially in the U.S. and Japan, since the fall of 2014. 
In the U.S. this profit decline is at least partially due to the fall in 
oil prices and the impact of the stronger dollar on exports. But 
while we expect an earnings rebound for U.S. companies in the 
second half of the year based on stronger economic performance, 
earnings are expected to grow only 2% for the companies in 
the S&P 500 Index in 2015. While a stark correction need not 
necessarily be in the cards for U.S. equities, they may need to 
at least pause or tread water for some period of time and grow 
into their valuations. 

In contrast, European year over year earnings growth rates 
are expected to be 14%, albeit with easier comparisons, led by 
a resurgent Italy, Spain and Germany. See Figure 6. We are 
attracted to European shares, because of their lower valuations, 
higher profit growth expectations, margins that seem to have 

more room for improvement, and the European Central Bank’s 
ultra-aggressive monetary policy. We believe that Scenario Three 
(Zero Growth and Renewed Recession) seems unlikely, based on 
just how aggressive global central banks are currently and may 
continue to be, and a reasonably healthy outlook for corporate 
earnings.

In summary, we expect a low growth, low inflation and low 
interest rate environment to persist for some time, although we 
would not be surprised by a gradual increase in interest rates in 
2016. We see balanced global economic growth going forward, 
although Europe may experience a rebound over the next couple 
of years. Our expectations for portfolio returns are a bit more 
muted than last year, especially given low return expectations 
for fixed income, and fair (if not somewhat expensive) equity 
valuations. We continue to look to the growth side of the portfolio 
to drive returns, and are holding high quality fixed income more 
for protection than for impressive expected returns. We are 
prepared to add risk to portfolios if the occasion arises, and as 
always are on the outlook for compelling individual investment 
opportunities.

The Need to Review Your Life 
Insurance Policy

The persistence of low interest rates creates a changing landscape 
for the life insurance industry that could be detrimental to 
your policy. In this current environment it is a good practice to 
periodically review the characteristics and performance of your 
life insurance policy. 

The objectives of a policy review are to ensure your coverage 
aligns with your financial needs and to measure the policy’s 
effectiveness and longevity. Below are a few reasons for a policy 
review:

• credit interest rates The ongoing low interest rate 
environment coupled with increasing insurance costs puts 
many policies at risk of lapsing. If a policy was purchased 
more than five years ago, it may not be performing as 
intended. The drop in crediting rates has decreased 
the longevity of variable and universal policies unless 
policyholders increase their premiums significantly.

• change in goals Consider the original goals of your life 
insurance policy. Are the reasons you purchased the policy 
still valid?

*Represents China H-Share Index

Source: IBES/MSCI Inc. (See copyright declaration).

Figure 6: Earnings Rebound in Europe and Japan
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• lifestyle changes Quitting smoking often reduces policy 
premiums significantly. Also, rates may be lower if you no 
longer participate in hobbies like racing, scuba diving or 
piloting a private aircraft.

• increase in debt If one of your policy goals was debt 
coverage and, for example, you recently took on a larger 
mortgage, you may need to increase your coverage. 
Conversely, if you substantially reduced your debt, you may 
consider decreasing your coverage.  

• beneficiary updates Changes in marital status and the 
birth of a child may simply require updating the beneficiaries 
of a policy. You may also want to adjust your coverage by 
determining if your family needs additional protection. 

• policy loan An outstanding policy loan could cause 
a taxable event if lapsed or may affect your policy’s 
performance. If the life insurance is still needed, it is 
advisable to consider actions to mitigate that risk.

Reviewing your life insurance policy will help highlight any 
potential problems and may also uncover potential solutions. For 
a term policyholder, check your statement and declaration page 
to refresh your memory on premiums, protection and coverage 
period. If you have a more “permanent” policy (i.e., variable 
or universal) request an inforce ledger/illustration from your 
insurance agent or carrier. 


