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Oil, the Dollar, the Fed and China 

Happy New Year!  Let’s hope for a better market in 2016. The equity markets, with the exception of NASDAQ, closed down for the week and down for the year.  The 
Dow ended the year -2.23%, the S&P -0.73% and the NASDAQ +5.73%. The markets were buffeted by a number of problems during the year.  The major ones, in no 
particular order were:  oil, China, interest rates, the dollar and earnings.  Each of these separately would be enough to give investors pause; together they became 
insurmountable.  All of these are not independent.  Most in some fashion are interrelated; they feed upon each other.  We should note how they are related, and 
most importantly, will these negative stimuli continue through 2016.  The dramatic fall in oil prices may very well be the most significant impediment to higher 
equity markets. The reasons for the fall are well documented:  the dramatic abundance of shale oil in the U.S. and the economic slowdown in China which reduced 
demand for all commodities.  Interestingly, when oil prices first began to fall, many thought it would be a positive for both the economy and the financial markets. 
The reasons for this are numerous.  Any reduction in the price of oil has, in the past, been considered an increase in the disposable income of consumers, and the 
lower prices are a boon for manufacturers where energy is a feed stock or part of the process.  Unfortunately, the latter came about but the former didn’t.  Rather 
than increased consumer spending, consumers strengthened their balance sheets by saving the additional income.  

Because energy is such an important and prevalent part of our economy, it has been an important factor in keeping inflation under control. This put the Federal 
Reserve in a difficult position.  The economy was strengthening, employment expanding and lately wages slowly growing so the Fed wanted to gradually raise 
interest rates.  They were hesitant because they felt 2% inflation was the natural rate of inflation and in the U.S. inflation was nowhere near that number. Investors 
were in a quandary about when and how high rates would go.  All this concern about rising interest rates had its effect on the financial markets, but combined with 
weak overseas economies, it had a powerful effect on the value of the U.S. dollar.  The rising dollar made it more difficult for U.S. producers to sell their products 
overseas, further depressing U.S. earnings.  Finally, the economic slowdown in China, along with the increased value of the U.S. dollar, weighed heavily on the 
economies of the emerging markets.  The underlying strength of the U.S. economy might have allowed the equity markets to withstand one or more of these 
problems, but the combination was just too much.   

While on the subject of China, today, January 4, 2016, the Chinese equity market fell 7% before authorities shut it down.  It is just one more indication that the 
Chinese market remains the Wild West for investors.  The more important question is, will these problems continue?  The unsatisfactory answer is, some will, some 
won’t.  The dramatic and rapid drop in energy prices, almost by definition, can’t continue at the rate of last year’s decline.  It is likely that the price of oil is near a 
bottom.  This is not to imply that energy prices will rebound.  They may or may not.  If that occurs, then some of the weight on the market will be lifted.  This will not 
happen until the second half of 2016 because the effects of low energy prices on earnings will continue through the first half of the year.  Earnings may not rise, but 
if they just stop falling that will be a big help to the S&P earnings number.  Much of Western Europe seems to be coming around.  We don’t expect anything great 
but even a slight turn around will help U.S. exporters and perhaps restrain the dollar’s rise.   China remains very difficult to read.  The best analysis says China 
continues to slow.  This is not particularly bad news for the U.S. economy but glum indeed for emerging markets.   
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The Week Ahead: 
MONDAY:  US Construction Spending (m/m) expected at 0.70%, Germany Retail Sales (m/m) expected at 0.50%
TUESDAY:  EC CPI Core (y/y) expected at 1.00%, Canada Industrial Product Price (m/m) expected at 0.00%
WEDNESDAY:  US Trade Balance expected at -$44.00B, US Factory Orders expected at -0.20%
THURSDAY:  Germany Factory Orders (m/m) expected at 0.10%, Italy Unemployment Rate expected at 11.50% 
FRIDAY:   US Unemployment Rate expected at 5.00%, US Wholesale Inventories (m/m) expected at -0.10%.
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Interest rates will continue to rise but gently which should not hurt U.S. growth.  Which brings us to the consumer.  The consumer has been helping the economy all 
along but not as aggressively as in past recoveries.  Two thousand sixteen may be the year of change.  Household balance sheets are dramatically improved, debt 
service-to-income is the lowest in decades and household creation is on the rise.  This may be the year we see millennials begin to resemble past generations and 
start buying houses and cars.  There is growing evidence of this.  If all this occurs, 2016 should be a better year than 2015.      
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