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Following are highlights from the full quarter-end Commentary, which is available on our web site.

•   The Federal Reserve, fluctuations in the price of oil, and Brexit seemed to be the most topical and influential drivers of the capital 
markets during the second quarter of 2016.  

•   The Brexit vote caused fairly significant moves across many currencies that may adversely impact U.S.-based companies with 
meaningful operations in Europe.  We believe our exposure to the region, and specifically the United Kingdom, is relatively limited.

•   Equity market volatility was relatively muted during the second quarter after significant price fluctuations early in the year.  Many 
indices ended the quarter within a few percentage points of prior record highs achieved in 2015.  Given that many equity indices had been 
off to their worst calendar year start, the positive price movement and relative stabilization within the equity market since mid-February 
has been impressive.

•   First quarter 2016 earnings results were generally weaker than many had expected heading into 2016, and companies continued to 
show anemic revenue and earnings growth.  We are mindful that earnings growth and cash flow generation ultimately drive stock prices 
over time. Valuation metrics and market expectations are likely to play an integral role in the performance of individual company stocks 
throughout 2016.  In general, we continue to believe valuations across the equity market remain somewhat elevated and, in our opinion, 
many companies will need to show reasonable earnings and cash flow growth to continue to garner such valuations.

•   According to Bloomberg, announced global M&A topped $1.0 trillion for a record ninth consecutive quarter.  There is an expectation that 
M&A activity will remain elevated in this current environment of low organic growth and relatively easy access to capital.  We continue to 
see some investor skepticism on certain deals where either significant debt is being used to fund the purchase or where the business being 
acquired operates in an area that is not a core competency of the acquiring company.  We view both of these factors as potential risks to a 
transaction and a potential sign that aggressive risk-taking is beginning to occur more frequently.  

•   In our opinion, the significant price volatility that the capital markets have experienced over the past two years has been concerning.  
We continue to believe these fairly violent swings indicate a great deal of angst and uncertainty with regard to the economic landscape, 
monetary policy, corporate earnings, and asset-price valuations (domestically and abroad).  With household spending accounting for 
approximately 70% of U.S. economic activity, the strength of the consumer and their willingness and ability to purchase goods and services 
are a key driver of corporate profits and economic activity.

•   We continue to highlight companies that we believe are striving to improve their financial profile and credit quality through prudent 
use of debt/leverage.  We look for companies with stable cash flow generation that is sufficient to service, if not reduce, debt, as well as 
companies that are able to show reasonable growth in operations.  We remain cautious of highly-leveraged companies and highly-cyclical 
industries, and believe that the return potential of such fixed-income investments is not adequate to compensate for the elevated risk of 
financial distress if the economy slows.

•   The perception of continued accommodation and low rates drove a search for yield across the capital markets.  With many sovereign 
government securities around the world having negative yields, foreign investment continued to flow into U.S. fixed-income asset classes, 
which has benefited Treasury securities as well as corporate bonds in both the investment-grade and the high yield bond markets.
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•   The average yield-to-worst of the JPMorgan Domestic High Yield Bond Index declined to 7.68% at the end of June from 8.80% at the end 
of March and ended the first half of the year 160bps lower than the 9.28% average yield-to-worst to start the year.  The average bond yield 
spread of the Index declined to 669bps at the end of June from 753bps at the end of March, and ended the first half of the year 88bps lower 
than the 757bps average bond yield spread to start the year.  

•   The price of a barrel of oil rose approximately 85% from its February low of nearly $26 per barrel, and was 30% higher since the 
beginning of the year.  Due to the Energy segment’s outsized weighting in the high yield market compared to the equity market, this had a 
more direct impact on the high yield market.  The positive directional movement of oil prices indicated to some market participants that 
the industry might be starting to balance the supply/demand equation.  The positive price action since the beginning of the year has also 
alleviated some of the solvency concerns surrounding the industry.

•   For reference, as of 6/30/16, the Energy segment carried a 13.75% weighting in the Barclays High Yield Index, while the Basic Industry 
segment (which includes the Chemicals, Metals & Mining, and Paper industries) accounted for an 8.74% weighting in the Index.  For 
the quarter, the Energy and Basic Industry segments generated 18.34% and 12.02% returns, respectively, which vastly outperformed 
other industry segments of the Barclays Index.  Additionally, the lower-rated segment of the Barclays Index significantly outperformed 
during the quarter.  The Caa-rated or lower-rated portion of the Index generated an 11.83% return during the quarter and carried a 15.70% 
weighting at the end of June.

•   Our relatively defensive positioning across industry segments and credit ratings, as well as our lower relative duration and maturity 
profile, hindered the performance of our strategy relative to the Index during the quarter.  We continue to believe investments across 
the energy and commodity-related industries carry an elevated amount of uncertainty and will likely continue to experience significant 
volatility as the year progresses, therefore, we continue to have a significant underweight to no positioning in these industries.   We also 
have reservations about lower-rated issuance in the current environment, and a significant underweight to no positioning in lower-rated 
companies.

•   The risk to the performance of our high yield strategy relative to the Index is that the ‘risk-on’ trade that occurred in the high yield 
market during the second quarter, across the segments mentioned above, persists.  We believe that in the current economic environment, 
there are significant risks to investing in these segments of the high yield market.

•   Default activity remained elevated throughout the second quarter of 2016, although it declined compared to the first quarter.  Through 
the first half of 2016, 29 companies have defaulted on $35.2 billion of bonds, already nearing the highest annual amount since 2009.  
Distressed debt declined fairly dramatically during the quarter and has shown continual improvement on a monthly basis since the end 
of February.  Bonds trading below 70% of par ended the quarter at 5.5%, a sharp improvement compared to the 12.1% at the end of the first 
quarter and the 14.5% at the end of 2015.  As the price of oil and other commodities have improved throughout the last few months, so too 
has the distressed ratio.  

•   Maintaining a short maturity profile not only allows the securities held within the bond portfolio to better withstand an increase 
in market volatility, but it also increases the potential that holdings will be redeemed by the company through either a call, tender, or 
maturity.  As cash is created by these actions, it allows us the ability to assess the opportunities present in the high yield market at that 
time.

Thank you for your continued support and investment.

July 2016

Before investing in a Fund, carefully read about and consider the investment objectives, risks, charges, expenses, and other information 
found in the Fund prospectus.  The prospectus is available from your financial advisor, and when you call 800-437-1020 or visit www.
aquilafunds.com.
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