
 
Third Quarter 2015 Markets Review 
 
 
U.S. Equi es 
 
Investor concerns about a possible rise in US interest rates as well as a China-led global 
slowdown guided the large-cap Standard and Poor’s 500 Index to its largest quarterly 
decline (-6.44%) in four years. The other major benchmarks fared even worse, small cap 
indexes showing the largest declines. Within the S&P 500 Index, energy and materials 
stocks, closely ed to the Chinese demand for commodi es, performed worst declining 
about 17%. Health care stocks were also par cularly weak, with concerns about the 
possibility for new drug price regula ons paring high valua ons in biotechnology issue. 
The defensive u li es sector was the sole segment to register a gain for the period. 
  
 

 
  
 
U.S. Stocks stayed in a trading range through the first half of the quarter, with growing 
evidence of a sharp slowdown in China offset by healthy U.S. economic data and better 
than expected corporate earnings growth. China surprised investors in mid-August by 
allowing its currency to devalue relative to the U.S. dollar. This decision raised further 
concerns about the extent of the country’s economic troubles and led to fears of a 
competitive devaluation across Asia. Other Asian currencies soon fell precipitously. The 
Chinese government then stepped in to bolster plunging stock prices and provide liquidity 
to the banking system with mixed results.  
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The prospect of the Federal Reserve hiking short-term interest rates also weighed on investors’ minds. For 
quite some me the Fed was signaling that a hike was in the cards for the September mee ng. Ul mately, 
the Fed stood pat, ci ng concerns about what impact the developments overseas could have on the U.S. 
Surprisingly, instead of the market cheering low rates, shares sold off on fears that the global economy was 
too weak to support even slightly ghter monetary policy. Most Fed governors s ll expect the first increase 
to happen some me this year. 
  
Consumer spending held up despite pressure as restaurant sales, autos and new home construc on remain 
in a recovery mode. Europe, while not as strong as the U.S. also remains steady, with some incipient signs 
that the European Central Bank’s s mulus program is having a posi ve impact. 
 
  

 
 



                                    Page 3 
Fixed Income 
 
There was considerable vola lity in Treasuries during the quarter due to the same interest rate and “Chinese 
slowing” concerns that impacted equi es. During the most extreme selling in equi es, Treasuries enjoyed 
strong performance from safe-haven seeking investors who pushed the 10-year Treasury note’s yield down 
to almost 1.90%. Treasury yields then increased un l the Fed’s policymaking commi ee started another rally 
in Treasuries by vo ng not to increase the benchmark short-term interest rate at the September 16-17 
mee ng. 

 
 
 During the quarter, U.S. economic data con nued to improve. The unemployment rate reached 5.1% in 
August, the lowest rate since early 2008. Second quarter GDP grew at an annualized pace of 3.9%, improving 
from 0.6% in the first quarter. 
  
Government bonds from other developed countries generated modest posi ve returns in dollar terms, 
lagging the strong performance of U.S. Treasuries. Their performance was actually be er on a non-currency 
adjusted basis, the strong U.S. dollar eroding some of the gains from local price apprecia on (from the 
standpoint of a U.S. investor). 
 
Muni bonds benefitted from the rally in Treasuries to post gains. A low level of issuance and a large quantity 
of maturing bonds also supported the market. Puerto Rico missed some of its payments but the default had 
been widely anticipated.  
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In the face of heavy new issuance, investment-grade corporate bonds posted posi ve returns. Companies 
rushed to bring new deals to market ahead of a poten al Fed interest rate hike. However, investor demand 
so ened at the end of the quarter and a number of companies delayed or reduced the size of their proposed 
offerings. 
  
Locally denominated emerging market debt traded sharply lower although debt denominated in U.S. dollars 
held up much be er. Unstable oil prices weighed on bonds issued by oil exporters. S&P downgraded its 
ra ng on Brazil’s sovereign bonds as well as debt issued by Petrobras, Brazil’s par ally state-owned oil 
company, to noninvestment-grade. With the poten al for a Fed rate increase before the end of the year, the 
dollar could con nue to appreciate against emerging markets currencies in the near term. 
 
  

  



 
Mergers and Acquisi ons 
 
Mergers and acquisi ons exceeded $1 trillion in value globally during the third quarter, the third highest 
quarterly result, as the vola le stock market and more expensive debt financing did not prevent large 
companies from proceeding with their dream deals. 
  
 

   
 

 
  
 
The key trends that have been driving M&A including global scale, synergies, low cost financing and strong 
balance sheets con nue unabated and may very well drive the high level of ac vity well into 2016. While the 
number of deals around the world dropped to 8,989 in the third quarter from 10,614 a year ago, their 
volume totaled $1.02 trillion, up 11% year on year. Only two quarters, the second quarter of 2015 and the 
second quarter of 2007, have recorded higher volumes at $1.29 trillion and $1.41 trillion respec vely.  
  
The year-on-year rise in transac on volumes was due to big deals. Among them was Allergan Plc’s acquisi on 
of Teva Pharmaceu cals’ generic drug business for $40.5 billion, Berkshire Hathaway’s purchase of aerospace 
equipment maker Precision Castparts for $37.2 billion, and ACE Ltd’s acquisi on of property and casualty 
insurer Chubb Corp for $28.3 billion. 
  
A key difference with previous quarters has been the cooler recep on of some deals by stock market 
investors. Shares of acquirers are no longer rising indiscriminately on the day their deals are announced. 
Investors are more suppor ve of well thought out transforma onal deals and expect management teams 
and boards to have done their homework before coming to market with large-scale acquisi ons. 
  
Deal making has remained brisk across all sectors of the economy. M&A ac vity in the energy sector has 
accounted for 15 percent of all mergers year to date in spite of the vola lity in energy prices. Healthcare 
followed with 14 percent and technology with 10 percent of all ac vity. 
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Commodi es 
 
 
Commodi es as a class were among the hardest hit during the third quarter, reac ng, as did equi es to the 
concern about a slowdown in China and U.S. interest rate uncertainty. Copper prices hit a six-year low during 
the last week of September while Brent crude oil prices fell about 23 percent for the quarter. Analysts 
indicated that growing signs of weakness in China’s economy (the world’s second largest and the largest 
consumer of many raw materials) prompted investors to rethink the value of a host of commodi es. 
 
 
 Oil prices fell during a vola le third quarter 2015. Despite low prices, global produc on of oil and oil prices 
remains high, keeping the market oversupplied and inventories above normal levels. Crude oil prices plunged 
in July and August due to the Iranian nuclear agreement along with moun ng concerns about the Chinese 
economy. OPEC produc on remained at high levels with more supply expected in 2016 as Iran fully enters 
the global oil market. West Texas Intermediate (WTI), the domes c benchmark, fell 24% to finish the quarter 
at $46 per barrel, while Brent, the global benchmark fell 22% to $47 per barrel. 
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 Master Limited Partnerships (MLPs) 
 
The first week of October was perhaps the wildest week of MLP unit price ac on since late 2008, with the 
Alerian MLP Index finishing the week up 3.9%, breaking a four-week losing streak. Each day of the week saw 
the index move more than 3.5%. It opened with two 5%+ decline days, only the third me ever the index has 
fallen that much on consecu ve days. That was followed by the best day ever for the index (excluding fall 
2008), and the third-best day all- me overall.  The index finished the week 17% higher than Tuesday’s close, 
but remains 35.6% (on a total return basis) below the August 2014 peak. 
  
The current disconnect between strong fundamentals and current valua ons have, in our opinion never been 
so great. Percep ons related to falling oil prices and a number of technical factors, both essen ally unrelated 
to fundamentals have come together to drive Midstream MLP prices down to levels that we view as 
extraordinarily a rac ve. The sharp rebound last week may indicate that the group has finally entered a 
bo oming phase. We can’t predict that MLPs will move up strongly over the very near term but they have 
well overshot reasonable valua on to the downside in our opinion. It doesn’t really ma er if there is another 
retest of the lows or if MLP prices dri  around for some weeks or months before rising. We are convinced 
that substan al upside price poten al is likely over the intermediate and longer term for the best posi oned 
Midstream MLPs and that the risk/reward is excellent. 
  
  

 
  
  
We do not doubt that MLP distribu ons are safe and will con nue to grow. The main thing that has changed 
are MLP prices and, consequently valua ons. The industry’s need for infrastructure growth investments over 
the next five years are projected by the US Energy Informa on Administra on to run 8%-10% of the current 
market cap of the industry which will be addi ve to distributable cash flow.  The 60% collapse in crude oil and 
natural gas prices has slowed development, but has not stopped – not even temporarily – the need for new 
energy infrastructure. None of the decline in MLP unit prices is ed to earnings revisions, they have simply 
become cheaper. It doesn’t ma er which valua on metric that one uses, comparison to the broad market, to 
investment grade bonds, or to historic averages of price to book, cash flow, earnings, or distribu ons, there is 
no doubt that current price levels are a rac ve. 
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Alerian Index October 11, 2005 through October 9, 2015: 
  
 

  
 
 
 
Comfort is taken in that the U.S. has become the lowest cost major incremental supplier of oil, natural gas, 
ethane and propane in the world. Mammoth incremental quan es are likely to be produced at prices below 
those of other major producing countries in the world (outside of the Middle East) and this cost advantage 
appears likely to be sustained or improved. Addi onally, chemical companies, electrical u li es, fer lizer and 
other energy intensive manufacturing companies and export markets are demanding from the U.S. and 
midstream MLPs are the main en es which gather, process, frac onate, transport and store all of these 
energy products from producing fields and deliver them to customers and end users. Essen ally, it remains a 
volume, not a price issue for midstream MLPs and we believe that volumes will be present. Balance sheets 
are much stronger at most MLP midstream companies than previously and access to debt capital remains 
excellent at reasonable cost. We con nue to expect distribu on increases throughout our MLP por olios. 
 
 

  
  
As always we welcome your comments and ques ons and appreciate the opportunity to be of service.  
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