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Economy
While the economy improved a touch from the annual pace of growth reported in 
the prior quarter, the predicted 3% growth rate remains elusive, and we expect third 
quarter GDP to be closer to 2.5%.  The consumer continued to do well, buoyed by 
low energy prices and steady wage gains, and consumer confidence measures 
advanced.  However, manufacturing stagnated in the recent period, reflecting 
caution among CEOs in advance of the US presidential election, as well as the 
lagging negative impact of dollar strength on exports.  In housing, despite a further 
downdraft in mortgage rates, data have been inconsistent at best.  Housing starts, 
as well as new and existing home sales, fell in August after decent prior readings.  
While a drawdown in inventory was the obvious reason for the prior quarter’s 
disappointing results, this recent showing is somewhat alarming given that the 
environment seemed conducive for a more robust recovery.

3rd Quarter Review
Performance Summary
Total Returns & Values for Selected Assets as of 9/30/16

Introduction
The third quarter was a period of relative calm in the financial markets, a somewhat 
surprising result following the late second quarter volatility surrounding the Brexit 
vote.  Markets recovered from this surprising outcome, and investors were calmed 
by ample central bank liquidity and no increase in interest rates by the Federal 
Reserve.

The US stock market, as measured by the S&P 500 Index, ended the quarter higher 
by nearly 4%, for a year-to-date return of 7.8% through the end of September.  
The Dow Jones Industrial Average is up 7.2% for the year.  In a switch from past 
quarters, equity investors showed a penchant for taking on more risk, resulting in 
the outperformance of technology stocks over all other sectors, while lower-volatility, 
dividend-paying stocks of consumer staples, telecom, and utility companies 
actually dropped during the period.  In the same vein, higher-volatility small-cap 
stocks continued their first half rally and are now up 11.5% for the year, rising 9% 
in the quarter.  The MSCI-EAFE Index of developed international stocks likewise 
outperformed US stocks, rising 6.5%, despite a sharp drop late last quarter following 
the Brexit vote.  At the same time, stocks of higher-risk, emerging economies added 
9.2% to first-half gains, returning 16.4%.

In the bond market, the Barclay’s US Aggregate Bond Index added minimally to 
earlier gains with an increase of half a percent, as the Federal Reserve left interest 
rates unchanged during the quarter.  The yield on the bellwether 10-year US 
Treasury bond ended the quarter up slightly at 1.61%, although not before reaching 
a historic low yield of 1.36% in July.  The Bloomberg Commodity Index, while still up 
more than 8% for the year, gave back 3.9% this quarter due to small declines in the 
two biggest components of the index, oil and gold.

While we appreciated the relatively calm third quarter, there are many issues we 
are keeping an eye on that may raise volatility during the balance of the year.  Most 
notable are the US presidential election and any decision by the Fed in December to 
raise interest rates.   At the same time, subdued economic growth around the world 
continues to weigh on the outlook as does the diminishing impact of easy money 
policy.  Concerns about the health of Deutsche Bank, Germany’s largest bank and 
a large global lender, serve as a reminder that we still are working through the 
financial crisis of 2008.

Source:  Factset
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It is doubtful that the business sector and capital spending will revive meaningfully 
ahead of the election.  In addition to the issue of marginal tax rates for individuals, 
corporate tax policy fundamentally differentiates the candidates, so embarking on 
a big capital outlay in this environment seems unlikely.  The more pressing concern 
would be if corporations curbed the pace of hiring that has underpinned consumer 
confidence and spending this year.  For example, gains in non-farm payrolls have 
averaged a sturdy 232,000 in the last three months, and the economy has created 
nearly 1.5 million jobs in 2016 through August, while layoffs remain low.  According 
to Bloomberg, initial jobless claims have been below 300,000 for 82 straight 
weeks through the end of September, the longest such streak since 1970.  As the 
unemployment and underemployment rates fall below 5% and 10% respectively, 
wage pressures have built and are expected to grow at the mid-2% annual rate 
evident for much of the year.  However, with caution pervasive at the executive 
level and profit margins seemingly ebbing, the worry is that hiring could be the next 
casualty following a pullback in capital spending.  

Despite this potential dour outcome, we believe post-election clarity will revive both 
consumer and business sentiment.  A meaningful boost in fiscal spending seems 
likely regardless of who wins the White House, and the recent surge in corporate 
inversions as a way to mitigate corporate tax treatment has increased discussion 
of US corporate tax policy, which likely will be modified to restore competitiveness 
for US-domiciled multinationals.  We expect hiring to remain sufficient to absorb 
excess labor capacity, further underpinning wages and the consumer, who currently 
is stronger due to the impressive rebuilding in aggregate savings.  The Fed is 
aware of the potential for solid growth as evidenced by its upgraded assessment of 
the economy in remarks following the September meeting.  While guiding market 
expectations to a December rate hike, the Fed under Janet Yellen has erred always 
to the cautious side and will not let interest rate hikes short-circuit this frustratingly 
slow recovery.  Housing will be a beneficiary of the benign interest rate environment, 
as will the corporate sector in time, if the recent tightening in lending standards 
abates as we expect.  Therefore, we continue to see modest growth in the near term 
as we navigate the election, with the potential for further improvement in 2017 as 
fiscal measures boost domestic growth.

Equities
Equity markets began the quarter on a strong note as Brexit concerns were quickly 
shrugged off, resulting in a return of 3.9% for the S&P 500 index, almost all of which 
was realized in the month of July as the market stalled in August and September.  
While concerns over Fed policy and the US presidential election ebbed and flowed 
during August and September, market volatility was muted.  From July 11 through 

September 8, the S&P 500 posted 43 consecutive days without a 1% move in either 
direction.  On more than 90% of all trading days in the quarter, the market moved 
less than 1%, resulting in one of the least-volatile quarters in the last 20 years 
(Ned Davis Research).  European markets also recovered during the quarter and 
lifted the MSCI-EAFE index to a 6.5% return.  As fears abated about an imminent 
meltdown in China and Brazil, emerging markets led the way with a strong 9.2% 
return for the period.

Within the large-cap equity segment of the US market, investors eschewed the 
lofty valuations found in the higher-yielding utility and telecom sectors in search of 
growth.  As more attention was paid to the continuation of the Fed tightening cycle, 
bond proxy stocks came under pressure, resulting in the utility and telecom sectors 
retreating by 5.9% and 5.6% respectively.  Sales and earnings growth have become 
a scarce and increasingly valuable commodity, making the growth prospects of 
information technology companies increasingly attractive.  The sector led the S&P 
500 index with a 12.96% return for the quarter.

We know a primary driver of equity prices has been, for quite some time, low global 
interest rates.  This is likely to be less of a factor over the next few quarters as the 
Fed has broadly signaled that higher interest rates are coming.  The important 
question is whether moderately higher interest rates end this bull market.  

However, in the near term, the greatest risks are political, as the climate heading 
into the election is not encouraging, neither candidate has captured the hearts 
and minds of the electorate.  Beyond the US elections, Germany, France, and 
the Netherlands have elections pending.  Longer term, we are monitoring 
China’s growth rate and the continuing challenges faced by Europe.

Economic and Market Drivers

Tailwinds Headwinds
Improving Real Personal Income Expanding Global Political Uncertainty

Low Inflation Higher US Equity Valuations
Low Energy Prices Slowing Global Growth
Low Interest Rates Aging Demographics in Developed Markets

Household-Formation Increasing China Over-Investment

There are a number of clouds on the horizon.  Russia, China and the Middle East 
are big unknowns but can flare up at any time.  Market confidence is fragile and a 
crisis, or near-crisis, could send investors to the relative safety of bonds.  For now, 
the market seems to have discounted Brexit, although the problems may take years 
to develop.
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While it would seem that the negatives outweigh the positives, we see some 
encouraging signs.  The US economy is growing at a steady pace as both 
employment and incomes are on the rise. The consumer represents 70% of the 
US economy, and employment and income growth positively affect consumer 
spending.  Both candidates have said they are in favor of additional infrastructure 
spending that, along with the spending already scheduled, should give a boost to 
the economy and corporate profits.

The evidence is clearly mixed, but in our view the debate at the moment is still 
on the positive side.  The current bull market is 91 months in duration, well above 
the average of 56 months. The end of a bull market is usually associated with the 
following conditions (Strategas Research Partners):

1. Blow-off speculative buying
2. Heavy inflows into equity funds
3. Significant increase in merger and acquisition activity
4. Robust IPO market
5. Rising real interest rates
6. Weakening upward earnings revisions
7. Erosion in number of stocks making new highs
8. Shift towards defensive stock leadership
9. Widening credit spreads

Increases in earnings revisions are tepid and uninspiring, currently the only one of 
the nine that concerns us.  We will continue to watch for early warning signs of a 
market top but are primarily focused on finding higher-quality companies that are 
able to generate sales, cash flow, and earnings growth.

Taxable Bonds
Following the Brexit bond rally in June, investors quickly shifted back to a reach-
for-yield mentality in July, boosting riskier bonds.  However, slightly negative 
performance in August and September brought the quarterly return for the Barclays 
Aggregate Index to 0.50%. More impressive has been the year-to-date results 
of less credit-worthy and longer-duration debt.  BBB-rated bonds posted returns 
of 11.25% and securities maturing in 10+ years advanced 16.71%, boosting the 
Barclays Aggregate Index by a very respectable 5.80% and defying expectations 
from the beginning of 2016.

During the third quarter, fixed income markets were significantly influenced by 
the actions of central banks, which have been the driver of both volatility and 
performance. With Japan stuck in the doldrums, its central bank expanded the 
purchases of exchange-traded funds (ETFs) in an effort to provide additional 
stimulus rather than to further reduce already negative interest rates.  The Bank 
of England followed by expanding the size of its quantitative easing program and 
adding purchases of corporate bonds into the mix.  Also distorting markets are 
the negative yields now being offered by European corporations.  With over $13 
trillion in bonds of both global corporations and governments at negative yields, 
these phenomena should provide ongoing support for continued fund flows into 
the positive-yielding US market and keep longer-dated US Treasuries relatively 
anchored.

While we remain overweight corporate bonds, we are wary of another dynamic that 
is impacting the demand from overseas investors via foreign currency exchange 
rates.  As the dollar continues to strengthen, foreign investors, particularly those in 
Japan and Europe, have found that the additional yield offered by US Treasuries 
and corporates is now being offset by the cost to hedge currency exposure.  Despite 
the pullback from overseas, the appetite for US debt remains robust, as reflected by 
the record August issuance and tightening spreads. Strong inflows into mutual funds 
and ETFs provide another positive aspect for domestic bonds.   

Also unchanged is our current barbell strategy whereby longer and shorter 
maturities are more heavily weighted relative to medium-term maturities.  While the 
spread between the 10-year and 2-year Treasuries is on the low side, we do not 
believe that a drastic steepening of the yield curve is on the horizon.  Firm demand 
for longer bonds provides downward pressure on yields while money market reform, 
along with Fed activity, produces upward force on the short end. With a mid-October 
deadline looming for money market reforms, securities maturing in less than a year 
are attractively priced, as prime funds transition to government-only holdings.  Our 
expectation for a Fed hike in December and the global need for longer-duration, 
high-quality assets are consistent with this strategy.

Municipal Bonds
The tax-free bond market finally cooled during the third quarter, with the Barclays 
Municipal Bond Index declining 0.3% during the period.  Absolute returns for the 
calendar year remain strong at 4.0%, although relative performance versus the 
taxable market disappointed for the second straight quarter, somewhat of a surprise 
given the seemingly widespread demand.  Weekly mutual fund flows were positive 
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Commodities
The commodity markets were fairly quiet during the quarter, although small 
declines in the prices of oil and gold, the two biggest components of the Bloomberg 
Commodity Index, resulted in a decline of 3.9% for the benchmark.  Despite this 
drop, the index still is up almost 9% this year.  Oil finished the quarter at $48.24, 
minimally below its June 30th close, but still strongly positive year-to-date, up 
30.2%.  Much of the reason for such a small decline was a sharp rally in oil during 
the last days of the quarter following OPEC’s proposed deal to cut its crude output.  
Gold saw similar results, declining 0.3% during the third quarter, detracting only 
slightly from earlier strength, for a 2016 return of 24.2%.  
Over the last five years, commodity prices have had negative returns in the fourth 
quarter, sometimes sharply negative ones, as investors grew pessimistic about 
global economic forecasts in the waning months of the year.  Our macro view 
that ongoing sluggish global growth will keep the lid on commodity prices has not 
changed.  However, in the oil market, the competing forces of imposed cuts in 
production offset by muted demand should pave the way to a more positive supply/
demand balance resulting in some price stability.  During 2016, gold has benefitted 
from the possibility of loose money policy driving an increase in inflation.  However, 
as the Fed seems likely to raise rates again this year, resulting dollar strength may 
dampen any further price increase in the metal as well as in the price of oil.  On 
the other side of the world, China’s economy remains burdened by overcapacity 
and debt.  Since demand in that country is a significant driver of global commodity 
prices, this further supports the view that commodity inflation should remain 
subdued.

Conclusion
We remain of the view that the US economy will continue to experience growth 
of slightly above 2% this year, on the low end but still positive.  We expect the 
benchmark 10-year US Treasury to end the year with a yield near 2%.  While slightly 
above its 1.61% level at quarter-end, the low yield is an ongoing reflection of both 
the low growth environment and the demand for positive-yielding safe assets in 
a world of negative rates.  We continue to favor stocks over bonds since bonds 
remain expensive in this protracted period of low interest rates.  However, due to the 
uncertainties around the US presidential election as well as upcoming Fed interest 
rate decisions, we are maintaining a neutral weighting to equities and will trim 
exposure where appropriate.

for 52 consecutive weeks through September 28th and, according to Fed data, 
foreign ownership of tax-free bonds neared its highest total on record.  At the same 
time, other non-traditional buyers such as pensions and foundations also entered 
the market despite not being beneficiaries of the tax exemption.
The primary culprit for the poor recent showing was the surge in new bond issuance 
during the quarter.  We have written in prior communications about robust demand 
consistently outstripping the supply of new bonds.  New money issuance, which 
finances capital improvements and infrastructure spending, adds to the stock 
of outstanding bonds and has been missing for much of the past two years.  As 
long-dated yields collapsed in the immediate aftermath of Brexit, municipalities 
increasingly came to the market.  August municipal issuance was the heaviest 
in thirty years, and September’s increase continued the trend, erasing the 2016 
shortfall.  In response, longer yields began drifting higher as deals were becoming 
difficult to sell at the prevailing low rates.  
By the end of the quarter, prices of short-maturity municipal bonds were likewise 
falling as a consequence of money market reform, effective in mid-October.  Money 
market funds have seen over $100 billion in outflows this year as a result of the 
changes, which can limit investors’ access to funds and require net-asset values to 
float from the traditional $1 per share, possibly exposing investors to losses.  Yields 
on the shortest maturities rose in response to heavy selling by the funds to meet 
the redemptions, which we expect to continue through the balance of the year.  A 
25-basis point increase in interest rates by the Fed at their December meeting, 
which is our forecast, would further pressure short-term yields higher.  Given this 
backdrop, the relatively weak quarter for the municipal market makes more sense.  
In previous commentaries, we expressed wariness about the prevailing level of 
interest rates and have been mindful of the potential damage to portfolio values 
should any meaningful increase in yields materialize.  We remain committed to 
this defensive posture.  The volatility in the money market space makes it an easy 
decision as we move into the fourth quarter since the short-maturity, defensive 
securities we previously favored are now trading at bargain prices.  Outside of an 
unexpected event, there seem to be more factors that would move yields higher 
rather than lower and so we are reluctant to chase the insufficient incremental 
yield given the heightened risk associated with owning longer-duration bonds.  For 
instance, Fed tightening, a potential reduction in global monetary easing, additional 
municipal issuance to fund fiscal stimulus, and an unwinding of the flight-to-quality 
trade all argue for higher yields.  Should this market behavior spook investors 
such that fund flows reverse and foreign buyers lose interest, things could become 
somewhat disorderly.  While disorder is not our base case, we nonetheless expect 
better opportunities are still to come and will alter our defensive stance accordingly. The views expressed are subject to change.  Any data cited herein have been obtained from sources believed to be reliable.  

The accuracy and completeness of data cannot be guaranteed. Past performance is no guarantee of future results.




