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T

he third quarter saw an increase in vola lity
and wide dispersion in returns among diﬀer‐
ent asset class categories. For instance, the most
popular large cap proxy, the S&P 500, returned
1.13 percent for the quarter, while the small cap
proxy, the S&P SmallCap 600, lost 6.73 percent, a
diﬀerence of almost eight percent. The S&P 500’s
third quarter posi ve return represents the sev‐
enth straight quarter of posi ve returns, while the
small cap index’s nega ve return broke its eight
consecu ve‐quarter “win” streak. Equity markets
outside the U.S. also struggled during the third
quarter. The MSCI EAFE NR, a proxy for interna‐
onal, developed markets, lost 5.88 percent dur‐
ing the quarter. MSCI Emerging Markets NR index,
a proxy for emerging markets, lost 3.49 percent
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during the quarter, which included a 7.41 percent
drop in the month of September.

T

he S&P 500’s gains for the year remain
strong at 8.34 percent, but year‐to‐date
gains in the U.S. small cap index and interna onal
developed markets were wiped out by the poor
third quarter performance; the S&P SmallCap 600
is down 3.72 percent for the year, and the MSCI
EAFE is down 1.38 percent. The MSCI Emerging
Markets index remains in posi ve territory by 2.43
percent.

I

nterest rates stayed rela vely flat during the
quarter; however, credit spreads widened
quite a bit which hurt the performance of the
more credit‐ sensi ve fixed‐income investments,
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like high yield bonds. The Barclays U.S. Aggregate
bond index rose 0.17 percent during the quarter.
The lower quality bond index, the Barclays U.S.
Corporate High Yield, fell 1.87 percent during the
third quarter. Both indices remain posi ve year‐to
‐date (the Aggregate bond index is posi ve by 4.10
percent, while the high yield index is posi ve by
3.49 percent).

T

he majority of commodity spot prices fell
through the quarter, some by a significant
amount. Probably the most significant and benefi‐
cial drop was in oil and energy prices. The S&P
GSCI Brent Crude spot price fell 14.95 percent and
the S&P GSCI Energy spot price index fell by 13.88
percent. Energy prices were impacted by lower
global demand and a strengthening dollar. Other
large price declines were seen in the lean hog (‐29
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percent), corn (‐23 percent) and soybeans (‐21
percent) markets. Precious metals saw declines,
led by silver’s 19 percent decline. Addi onally,
gold, a favorite of bear market investors, lost 8.35
percent.

T

he Euro‐region is con nuing to show signs
that defla on is a real risk; the probability of
a recession is increasing. Recent economic read‐
ings hint toward a slowdown in Germany, which is
a shi from previous quarters when the periphery
countries were the concern and Germany was
strong enough to hold up the en re region. A
slowdown in Germany could be detrimental to the
en re region. The European Central Bank (ECB)
has con nuously failed at adop ng policies that
will promote growth.

T

he third quarter saw a con nua on ‐ and in
some cases an escala on ‐ of some global
risks. The war on terror has escalated, as mem‐
bers of the Islamic State of Iraq and Syria, known
in the media as ISIS or ISIL, posted disgus ng vide‐
os on YouTube of the beheading of two U.S. jour‐
nalists and a Bri sh aid worker. In addi on to the
beheadings, it has been reported that these
groups are known for killing dozens of people at a
me, and carrying out public execu ons and other
unthinkable acts. This group appears to be strong,
well‐financed, and does not par cularly like the
U.S. and other developed countries such as France
and Great Britain. As a result of their growing
power, concerns have been raised around a poten‐
al a ack on U.S. soil as well as around other parts
of the world.
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R

umors surfaced during the end of the quar‐
ter that Russia’s central bank would be ini ‐
a ng capital controls to reduce the flow of money
out of the country. The concerns over the
ou lows support the thesis that the U.S. and Euro‐
pean sanc ons are con nuing to take their toll on
the Russian economy. The capital controls were
denied, but it can be assumed that Russia is pre‐
paring to restrict ou lows if they become over‐
whelming. The sanc ons have been the U.S.’s and
Europe’s retalia on to Russian President Pu n’s
defiance and a empt to take back control of
Ukraine. Fortunately, much of the figh ng has
been suspended as a result of the September 5
ceasefire.

T

he Ebola virus outbreak appears to be wors‐
ening. Americans infected with the disease
in Africa, were flown back to America for treat‐
ment, increasing the risk that Ebola can spread in
America. In a separate case, the first American on
U.S. soil had been diagnosed with the virus and as
of the end of the quarter, he remained in cri cal
condi on. It is s ll unlikely that we will see an out‐
break in developed countries like the U.S., but if
something is not done to address the outbreak in
Africa, we could see a much greater issue than
many are projec ng.

T

he U.S. economic news through the quarter
remained generally posi ve. The employ‐
ment picture con nued to show signs of improve‐
ment. The closely‐watched unemployment rate
dropped to 6.1 percent, and the weekly jobless
claims con nued to fall throughout the quarter.
The four‐week moving average for jobless claims
dropped to the low 290,000s, a level not seen
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since 2006. As expected, economic growth accel‐
erated during the second quarter. Gross Domes c
Product (GDP) grew at an annualized rate of 4.6
percent, which is likely an outlier on the upside,
since the first quarter reading was a downside out‐
lier and showed a nega ve growth rate.

T

he U.S. Federal Reserve con nued on its ex‐
pected path of tapering bond purchases.
Assuming everything con nues to move as ex‐
pected, the Fed will end the bond purchase pro‐
gram during the October mee ng. The Fed re‐
aﬃrmed its previous guidance that the current
interest rate policy will remain appropriate for a
“considerable me” a er asset purchases end.
The “considerable me” phrase is the most
watched language of the report. Once the phrase
is removed, it is expected that the Fed will begin
raising rates about six‐to‐ten months later. We
are hopeful that rate increases will be as a result
of suppor ng data and not a set meline.

I

ni al Public Oﬀerings (IPOs) can be an indicator
of market par cipants’ confidence. According
to Renaissance Capital, the U.S. IPO market raised
$37 billion in the third quarter, more than any
quarter since Q4 1999. A significant amount of the
funds raised came from China’s e‐commerce com‐
pany, Alibaba, which raised a record $22 billion in
assets. Although proceeds from IPOs were high,
number of issuers fell to 59, down from 83 last
quarter and 60 during the third quarter of 2013.
When the IPO market is hot, the lines get blurred
as to whether it is becoming frothy (like right be‐
fore the dot‐com bubble), or simply showing signs
of a healthy market with high demand for new
issues.
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DJ Industrial Average TR USD
S&P 500 TR USD

1.13

S&P MidCap 400 TR

‐3.98

S&P SmallCap 600 TR USD

‐6.73

NASDAQ Composite TR USD

2.24

MSCI EAFE NR USD

‐5.88

Barclays US Agg Bond TR USD

0.17

Wilshire US REIT TR USD

‐3.07

IA SBBI US 30 Day TBill TR USD

0.00
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T

here are plenty of reasons to be bearish —
like the risk of an Ebola outbreak; the
strengthening of a dangerous terrorist group, ISIS;
the poten al for violence to escalate in Russia and
Ukraine; a poten al recession in Europe; and a Fed
rate hike in the coming months. Despite this grow‐
ing list of concerns, we remain bullish on the equi‐
ty markets.

W

e remain especially construc ve on the
U.S. economy and stock market. An im‐
proving employment picture, falling oil prices, low
interest rates, and a stable housing market have
consumers feeling more confident as we move
into the holiday shopping season. We expect to
see retailers benefit from a be er posi oned con‐
sumer.
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T

he Fed is expected to
announce an end to its
bond purchases in October,
but a rate hike is not expected
un l middle to end of 2015, or
8.34
poten ally even later. The Fed
3.22
does not want to raise rates so
quickly that it deters the re‐
‐3.72
covery; however, they would
8.56
like to raise rates soon, so they
can have a tool to help the
‐1.38
economy in the future when
4.10
needed. Investors fear that
14.46
the Fed ac ons will push inter‐
est rates higher, even though
0.01
interest rates have declined
during 2014 as the Fed ta‐
pered its bond purchases. Rates falling so signifi‐
cantly during 2014 were a surprise to many. One
thesis for the drop in rates is because of a lower
supply of Treasury issues. The government’s defi‐
cit has fallen as revenues increased from a be er
economy.
Another poten al reason is the
strength of the U.S. economy rela ve to other
economies. Investors may feel more comfortable
having money in U.S. dollars as opposed to other
currencies, which results in capital flows into the
United States. The trend of a strengthening dollar
should con nue over the short‐term, especially if
the ECB announces any meaningful ac ons in the
coming months.

3rd Quarter 2014
(%)
1.87

Year to Date
(%)
4.60

I

n addi on to the upcoming holiday season and
Fed announcements, investors will also be fo‐
cusing on the mid‐term elec ons in the U.S. and
earnings announcements. Many strategists be‐
lieve that if the Republicans take control of the
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Senate ‐ which is not far‐fetched ‐ it could be a
catalyst for pushing equity markets higher into
year‐end. According to S&P Capital IQ consensus
data, earnings for the third quarter are expected
to grow at just under seven percent, from the year
ago quarter, similar to the expecta ons going into
last quarter. Es mates last quarter were conserva‐
ve, as actual earnings reported grew at an over
10 percent rate. Another surprise to the upside
could provide a boost to market sen ment. We
will also be looking at corporate management’s
comments regarding the future impact that a ris‐
ing dollar can have on both sales and the balance
sheet. The coupling of a market decline and an
increase in earnings could result in the current
“fairly‐valued market” being slightly undervalued
from a valua on perspec ve.

O

ur expecta ons over the short‐to‐
intermediate term for the U.S. economy are
generally posi ve; however, the same cannot be
said about the prospects in other parts of the
world. A main area of concern is the weakening
European economy, especially signs of a slowing
German economy. Even though economies in Eu‐
rope do not look great right now, things can im‐
prove with the assistance from the ECB. ECB Presi‐
dent Mario Draghi has ini ated some s mulus
from the central bank, but not nearly enough to
fight the rising fears of defla on and deteriora ng
economic growth. Draghi has floated the idea of a
U.S.‐like asset purchase program, but as expected,
he has been slow to implement. The lack of imple‐
menta on could be a result of a lack of support
which might be changing as struggles in Germany
con nue. Draghi has said that he will do anything
necessary; we believe it is me for ac on instead
of words.
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A

sales tax increase that went into eﬀect in
April is hur ng Japan’s economy. Since Au‐
gust, the dollar has strengthened by about eight
percent versus the Yen. This currency move will
benefit Japanese exporters but will nega vely im‐
pact corporate earnings of companies buying ma‐
terials abroad. Although somewhat weaker than
expected, the Japanese economy is doing fairly
well. Future ac on by the Bank of Japan is possi‐
ble but the ming is uncertain. The Chinese econ‐
omy con nues to remain in ques on; however, its
government has taken ac on in an a empt to sta‐
bilize the economy. Expect to see stable to slightly
lower growth in the coming quarters. We con n‐
ue to believe there remains long‐term value in se‐
lec ve areas of other emerging market countries.
We believe some of the larger emerging markets,
like Brazil and Russia, will con nue to see higher
levels of vola lity. Brazil is currently going through
a Presiden al elec on and Russia will con nue to
be led by an unpredictable Vladimir Pu n. In addi‐
on to poli cal uncertain es, both countries rely
on selling commodi es for revenue which will be
impacted if prices con nue to fall.

W

e believe the greatest immediate risk is the
slowdown in global economic growth and
the poten al ac ons that will be necessary by the
undependable European Central Bank. With that
being said, we con nue to see strength and oppor‐
tuni es in U.S. stocks. We believe there is a rea‐
sonable chance to see a correc on in the U.S. equi‐
ty markets over the near term. This is not to say
that new money or cash balances should not be
invested prior to the inevitable pullback. Investors
who have waited for the last correc on poten ally
missed a 30 percent gain in equity markets. On
the other side, investors who are fully invested
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should look to rebalance their por olios if they
have significantly strayed from their ini al alloca‐
on. Correc ons are common, and can happen
rela vely quick. Trying to me the top and bo om
is nearly impossible, and may result in earning a
lower return than if one would just stay invested.

I

f anything in your financial situa on has
changed, please let us know so we can deter‐
mine whether a change in your por olio is neces‐
sary.
— Robert Moyer, CFA, CFP®
Director of Research

The views and opinions expressed are for informaƟonal purposes
only and should not be construed as investment advice. The data
provided is as of the wriƟng and is subject to change without
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cannon be guaranteed. The material is not intended to be relied
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