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THE ECONOMY 
 

During the third quarter, there was substantial concern that soft 

global demand was weakening the economies of major industrial 

countries.  In September, global market volatility was high on the 

list of reasons the Federal Reserve did not raise an important 

interest rate for the first time in almost a decade, as many had 

expected.  Dwindling demand from Asia, led by China, was 

starting to hurt businesses in the eurozone and emerging markets.  

A strong dollar, flagging demand in many export markets and 

reduced capital spending by energy and other companies were 

dragging on manufacturing in the U.S., as well. 

 

The U.S. economy remained strapped on a rollercoaster ride, 

weathering the same highs and lows that marked its performance 

in the past few years: a sharp slowdown early in the year, 

followed by a surge and then a glide through the year’s end.  

Smoothing over the volatility, however, reveals an economy that 

is expanding moderately, despite global turmoil, a strong dollar 

and low oil prices. 

 

The nation’s Gross Domestic Product (GDP), the broadest 

measure of economic output, revved up to a 3.9% rate in the 

second quarter, after its paltry 0.6% pace in the first quarter.  This 

suggested the economy grew at about a 2.3% pace in the first half 

of the year, a slightly faster pace than in the first half of last year. 

 

In the first three months of this year, a harsh winter and a port 

slowdown on the West Coast forced many companies to keep 

their products on the shelf rather than sell them.  Private sector 

inventories, thus, grew by $127 billion in the second quarter, 

close  to  the  growth  in  the  first  quarter.   In  the  third  quarter, 
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companies were trying to slow down that inventory growth as 

they sold off their existing stock.  That, in turn, could slow the 

pace of overall economic growth, with estimates at present of 

around 2% for the third quarter GDP number. 

 

Global growth has softened materially this year, largely due to 

weakness in China and a downturn in global trade.  At some 

point, we expect these issues to stabilize, but we think they 

represent the most serious risk to the world economy.  Current 

conditions are not as bad as many perceive, and we expect global 

growth to improve, led by ongoing acceleration in the United 

States.  However, we expect rough times for commodity-based 

economies. 
 

While exchange rates may be a worry, there is an additional 

factor putting pressure on emerging market economies these 

days: crashing commodity prices.  Base commodities are their 

main exports.  Brazil, Indonesia and Russia, along with the big oil 

producers of the Middle East, are feeling the pain from lower 

prices for crude oil, iron ore and other raw materials.  It is 

remarkable how focused the world is on the Fed, and there is no 

question emerging markets are very vulnerable right now. 
 

On the brighter side, consumers have not been afraid to spend 

money, a mood that could insulate the U.S. economy from the 

global unease caused by China’s slowdown and the ripple effects 

across emerging markets.  Consumer spending, which represents 

about two-thirds of GDP, grew 3.6% in the second quarter, 

according to the Commerce Department.  The Agency also 

reported positive news on residential construction, which grew at 

a revised pace of 9.3% in the second quarter.  Nonresidential 

construction grew at a 6.2% pace, a sharp increase over the earlier 

3.1% estimate.  The stronger second-quarter numbers led the 

Federal Reserve, in mid-September, to bump up its estimate for 

2015 economic growth to 2.1% from 1.9% projected in June.  

That suggests the economy may be running slightly better than its 

long-term potential growth rate of 2%, highlighting the split in 

the economies between strong domestic growth and weakness 

abroad. 
 

The Federal Reserve’s decision to hold short-term interest rates 

steady on September 17
th

 in the face of deteriorating global 

growth should limit, for a while, further gains in the dollar.  This 

is a turnabout from the substantial appreciation of the past year.  

A slowdown in the dollar’s appreciation could be good news for 

U.S. multinational companies whose sales are being hit by 

unfavorable foreign exchange rates.  This, in turn, should be a 

welcome shift for emerging markets that have been hit by the 

outflows of their funds into the dollar as investors sought to 
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anticipate the beginning of an extended cycle of monetary policy 

tightening by the Federal Reserve.   

 

While the Fed does not consider itself the “control banker to the 

world,” it knows global troubles can spill over to the U.S., either 

through trade or financial linkage.  Increased volatility in stock 

and bond markets may also signal fragility in the financial 

markets that could deteriorate into something more damaging. 

 

Fed policy has been the most debated topic of the year, largely 

since the U.S. economy is accelerating while inflationary 

pressures remain almost nonexistent.  With the Fed on hold, 

investors remain understandably confused and nervous about 

what policy means for the markets and economy.  Yet, the irony 

is that, whenever it occurs, we think small and measured rate 

increases would largely be a non-event.  A modest increase in 

rates would still leave policy accommodative.  And neither the 

economy nor the equity markets still require a zero interest rate 

stance to grow.  By not moving, the Fed may risk being unable to 

fully normalize rates during this economic expansion, due to its 

delayed start and ongoing global vulnerabilities. 

 

We also believe that we are currently not in an ordinary rate cycle 

and that the Fed is simply “normalizing” rates from their low 

levels since the financial crisis.  The Fed has signaled that rate 

increases will be gradual, which should keep interest rates below 

historic averages for some time.  Moreover, rising rates are a sign 

of strengthening, growing economic opportunities.   

 

In some ways, the current economic and market backdrop is 

typical compared to previous periods of rising rates.  In a normal 

economic cycle, the economy emerges from recession as the Fed 

cuts rates and tends to grow relatively quickly during a time of 

low inflation.  At some point, the backdrop shifts and the Fed 

begins to increase rates, usually due to climbing inflation or 

improving growth.  This Fed policy shift divides the first and 

second halves of economic expansion. 

 

Today, we believe the United States has reached that inflection 

point.  Economic growth has been slower than typical recoveries 

and expansions, but it is gradually accelerating.  Despite a few 

blips, growth could be characterized as solid, even given the 

weak employment numbers for September, which suggests this 

growth, in time, will continue to expand, but at a moderate pace.  

It is becoming increasingly clear that the Central Bank’s 

commitment to carry the bulk of the policy burden is not 

sufficient to generate high, inclusive and sustainable growth.  

Congress needs to step in, too, allowing the Government to 

deploy a broader set of policy responses.  The existing inertia is 

holding back corporate enthusiasm for actively deploying large 

cash holdings into larger productive capabilities and employment. 

 

Markets and the global economy are moving closer to an 

inflection point: either the growing global economic malaise, 

accentuated by a structural increase in financial market volatility, 

will be a wake-up call to policymakers, or the global economy 

will slip deeper into a self-reinforcing malaise, making it very 

hard for the Central Bank to contain financial volatility. 

 

FINANCIAL MARKETS 
 

EQUITIES 
 

From worries over a slowing Chinese economy, uncertainty over 

interest rates, to a scary slide in commodity prices, etc., stocks 

were hit with one blow after another in the last three months.  The 

rocky third quarter began with fears over Greece’s debt problems, 

then moved on to worries about a rout in Chinese stocks, signs of 

slowing growth in the country, plunging commodity prices and 

currencies in developing countries that export to it and our local 

concern about rising interest rates. 

 

The S&P 500 dropped more than 10% in August from its May 

high.  All five of the biggest declines in the year-to-date for the 

Index occurred in the last three months.  After a period of pretty 

tepid trading during the first six months of the year, volatility 

finally returned to the equity markets in the latest quarter. 

 

Weakness was driven by both fundamental and technical factors.  

At September’s end, the estimated earnings decline rate for the 

third quarter, per FactSet, was 4.5%, well below the 1% decline 

forecast as of June 30
th

.  Nine of ten sectors in the S&P 500 now 

have lower expected earnings growth due to downward revisions.  

If earnings decline as indicated, it will be the first back-to-back 

quarterly decline since 2009. 
 

Technical factors that also led to weakness included the S&P 

500’s decline through the 2,000 level in August and consequent 

inability to recover in September.  Historically, the stock market 

has either moved strongly through major breakpoints or hesitated 

and dropped, and the S&P 500 had a difficult time rising back 

above 2,000 in the quarter. 
 

When all was said and done, the end results were negative returns 

in all major indices of the equity markets, as outlined in the 

following table.  The declines were the largest percentage falloff 

since the third quarter of 2011, when the European debt crisis 

roiled financial markets.  The losses over the past three months 

dragged the major indexes solidly into negative territory for the 

year as well.  At the beginning of 2015, many strategists had 

expected a year of single-digit percentage-point stock market 

gains, something some still believe is a possibility. 
 

             Equity Returns*    

Index 3rd Qtr 2nd Qtr 1st Qtr YTD 

S&P 500 -6.75% 0.27% 0.95% -5.61% 

Dow  -6.91% -0.32% 0.31% -6.93% 

NASDAQ -7.35% 1.75% 3.48% -2.45% 

Russell 2000 -11.92% 0.42% 4.32% -7.73% 

*Total: price change + reinvested dividends 

 

Negative market reaction to global economic news during the 

quarter is reflected in the following table, which shows the 

returns for the ten broad sectors of the S&P 500 stock index.  A 

quick look, one can see that, for the period, there was no place 

like home (the U.S.).  Nine of the ten areas had negative returns, 

with the Utilities sector, which only makes up 3.1% of the Index, 

experiencing a respectable return of 5.4%. 
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  S&P 500 

  Returns 
 

Sector 

 

Wt.* 3rd Qtr 

 

YTD 

 Materials 2.8% -16.90% -16.48% 

 Industrials 10.1% -6.90% -9.75% 

 Telecom 2.4% -6.85% -3.91% 

 Cons. Disc. 13.1% -2.56% 4.08% 

 Cons. Staples 9.9% -0.20% -0.97% 

 Energy 6.9% -17.41% -21.28% 

 Health Care 14.7% -10.67% -2.13% 

 Technology 20.4% -3.70% -2.97% 

 Utilities 3.1% 5.40% -5.85% 

 Financials 16.5% -6.72% -7.06% 

*09/30/15 

Source: Standard & Poor’s 

 

The world was a fearful place for companies in the third quarter.  

China’s slowdown, weakness in other developing markets and 

tepid growth in Japan and Europe sapped demand and helped send 

prices for oil and raw materials plummeting, as indicated by the 

major declines in Materials and Energy returns in the period, as 

well as the year-to-date.  Those factors cut into U.S. exports and 

the sales of U.S. companies with substantial operations abroad.  

The sectors that did the best, even with negative returns, were 

generally the ones that were concentrated on the U.S. economy: 

Utilities (as stated), Consumer Discretionary and Staples and, to a 

degree, Technology. 

 

While value stocks are at risk should economic growth estimates 

continue to come down, momentum companies are exposed to 

more spikes in volatility, a factor that has contributed to biotechs’ 

recent underperformance.  Conversely, so-called growth stocks, 

which generally have strong returns on equity and low debt, are 

better supported should volatility remain elevated. 

 

In terms of market valuation, the 12-month forward price-to-

earnings (P/E) ratio for the S&P 500 declined to 15.4x on August 

25 and 15.6x on September 28 from the relatively more expensive 

17.7 times reading recorded earlier in the summer of 2015, a tad 

lower but not significantly low based on expected earnings for the 

third quarter. 

 

As we go forward, the cares and concerns are still with us.  While 

most analysts are concerned, they do not see signs of a U.S. 

recession.  The expectation is that the domestic economy will 

expand at a modest, but healthy 2.5% range this year.  All eyes 

will now be focused on third quarter earnings reports, but mostly 

on company forecasts for the period ahead.  Analysts forecast a 

4.9% decline in earnings for S&P 500 companies and a 3.4% drop 

in revenue, according to FactSet, which would be the first time 

since 2009 that they fell two quarters in a row.  That decline is 

driven by an estimated 65% drop in the Energy sector, thanks to 

the steep decline in oil prices.  Take away the Energy sector and 

estimates point to S&P 500 earnings gaining just 3.4%.  The 

direction of the stock market, in part, depends on the strength of 

corporate earnings.  Actual results may beat estimates, since 

analysts tend to set a low bar that companies have no problem 

clearing and are based upon the past, although it is the future 

forecasts that are important now. 
 

The questions driving equity performance over the next six to 

twelve months are: will the global economy improve and will 

corporate earnings continue to advance?  We say yes to both.  

Equity bear markets typically occur when the economy falls into 

recession and corporate profits experience a pronounced decline.  

The odds of a global or U.S. recession are low, which means 

more upside potential, in general, than downside risk to the 

earnings. 
 

The main risk to this trend is the possibility of deteriorating U.S. 

or global economic conditions, which could significantly dampen 

expectations.  We may see some downgrades in the near term, but 

we think the outlook for corporate earnings is generally positive.  

As such, we maintain a favorable view for the equity markets.  

Volatility is likely to persist, however, and the markets may 

continue to struggle until we see more clarity around Fed policy. 
 

Equity markets may remain choppy for some time, but we expect 

investors will eventually return to focusing on fundamentals, 

which should benefit the markets.  We believe, as stated, that the 

global markets should grow unevenly and corporate earnings will 

improve.  As a result, we favor equities over bonds and cash.  We 

also have a particularly positive view toward cyclical equity 

sectors. 
 

Although market price adjustments are never pleasant, they are an 

inevitable result of investors adjusting risk exposures and, in the 

long run, are usually not significant.  Investors with properly 

diversified portfolios have enjoyed the market run-up in the past 

several years and should be prepared to take a downturn in stride. 

 

FIXED INCOME 
 

The lack of inflation made itself felt in the bond market during 

the third quarter.  Inflation is the main threat to long-term 

Treasury debt as higher consumer prices chip away at fixed 

income returns over time.   
 

The yield on the benchmark 10-year Treasury note settled at 

2.04% on September 30, down from 2.35% at the end of June, as 

outlined in the table below.  The decline in the quarter was the 

biggest on a quarterly basis since December 2014.  Yields fall as 

prices rise.  The Treasury markets have benefited from increased 

global concerns, which have boosted the appeal of long-term 

Treasury bonds that offer more attractive yields than government 

debt in Germany, Japan and the U.K. 
 

As the following table points out, interest rates declined overall 

across the full yield curve due to demand for risk-free assets.  

This was evident for the full year, as well.  However, although 

there was volatility, most of the yield decline occurred in the third 

quarter as the cares and concerns about the global environment 

became more pronounced. 
 

Base Interest Rates 
 

 

 

U.S. Treasury Yields 

 ------------------------ Maturity -------------------------- 

Date 3 mo. 2 yr. 5 yr. 10 yr. 30 yr. 

Dec 31, 2014 0.04% 0.66% 1.65% 2.17% 2.75% 

Jun 30, 2015 0.01% 0.64% 1.64% 2.35% 3.13% 

Sep 30, 2015 -0.02% 0.63% 1.37% 2.04% 2.86% 

Change:      

06/30-09/30/15 -0.03% -0.01% -0.27% -0.31% -0.27% 

12/31-09/30/15 -0.06% -0.03% -0.28% -0.13% 0.11% 
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Concerns about slowing global growth are not going away, 

which means continuing demand for fixed income for 

diversification and ballast.  For fixed income investors, the 

familiar conundrum endures: high quality bonds offer paltry 

yields, but reaching for yield could prove foolhardy.  There are 

some warning signs, however.  Corporate leverage is rising, 

default rates are inching higher and bankruptcies are making 

headlines. 

 

These signs suggest to some that the credit cycle, reflecting 

companies’ ability to borrow, is in its later stages and that 

defaults could shoot higher because companies will not be able 

to affordably refinance their debt.  In addition, there is the 

concern about the new bond market that has taken place since 

the financial crisis.  It is a world of low interest rates that fueled 

massive debt issuance, investor risk-taking and tighter 

regulations that are constraining investment banks to retreat 

from holding large inventories of bonds for sale or purchase. 
 

All of the above resulted in the Treasury market slightly 

outperforming both the corporate and municipal markets in the 

third quarter, as reflected in the following table.  The demand for 

yield and less “credit risk” is also evident in the better returns of 

the longer maturities of both Treasury and municipal markets, 

and in the higher returns in the higher-quality corporate sectors. 
 

Fixed Income Returns 
Index 3rd Qtr YTD 

Corp/Govt 1.23% 1.04% 

Int. Corp/Govt 0.90% 1.84% 

Long Corp/Govt 2.50% -1.82% 

U.S. Government 1.90% 1.78% 

   - Intermediate 1.25% 2.12% 

   - Long 5.03% 0.28% 

Corporate 0.39% -0.07% 

   - Intermediate 0.35% 1.42% 

   - Long 0.48% -3.80% 

   - Quality   

       - AAA 2.16% 0.36% 

       - AA 1.44% 1.04% 

       - A 1.15% 0.69% 

       - BBB -0.63% -1.08% 

  Municipal 1.70% 1.80% 

   - Intermediate 1.19% 1.43% 

   - Long 2.01% 2.02% 

Source: BofA Merrill Lynch 
 

A stronger dollar may hold down inflation and long-term interest 

rates, as well.  If the U.S. economy outperforms the economies of 

other  developed   countries,   we  expect   the   dollar  to  continue 

advancing.  Higher relative interest rates in the U.S. currently 

make the dollar more attractive to hold.  For example, two-year 

note yields in Germany and Japan are near zero, or even negative, 

so at current rates, there is a positive cost of carry in holding 

dollars versus euros or yen. 

 

With the prospect of easier monetary policies in Europe and Asia, 

that spread is likely to widen even further.  The upshot is that as 

long as U.S. growth remains on track and the Fed is shifting away 

from the loose monetary policies of the past six years, the dollar 

should continue to rise, helping to keep interest rates in check. 

 

Our expectation is that as the Fed raises rates, the major trend 

will be a flatter yield curve, particularly if inflation remains 

below the 2% target level.  The yield curve has already flattened 

quite a bit from the five-to-thirty year maturities.  With rate 

hikes, the front end of the curve, from three-month to five-year 

notes, should also flatten, in time. 

 

Other factors, aside from concerns over an economic downturn, 

could also explain the increase in corporate bond spreads.  The 

Fed has kept short-term rates near zero since 2008, sending yields 

on U.S. debt to abnormally low levels for this point in an 

economic expansion, prompting investors looking for higher 

yields to buy corporate bonds.  This increased demand pushed 

spreads to be unusually narrow, making the modest rise in the 

investment grade market over the last two years less worrisome.  

Without the strong Fed backstop, we do think investors will 

demand more risk premium to hold bonds, causing volatility to 

rise.  Therefore, we expect some increasing of credit spreads, 

with more in the high yield sector than in investment grade. 

 

We expect, however, that corporate supply will be lower through 

the end of the year, since a majority of the merger and 

acquisition-related debt has already come to market.  The record 

pace of debt issuance, along with market volatility, has pushed 

spreads wider this year, thus increasing the funding costs for 

corporate borrowers.  If technical pressure does indeed subside 

through the end of the year, investment grade credit should 

perform better. 

 

We remain overweighted in investment grade corporate bonds, as 

we expect a macro environment in which the U.S. economy is 

operating on a firm footing and the profit cycle is still expanding.  

While companies will continue to engage in re-leveraging and 

shareholder-friendly actions, we believe interest rate spreads 

should again tighten versus Treasurys as the economic 

environment remains supportive of risk assets. 
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