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Third Quarter 2016 Market Commentary 

Index Performance 

Markets added mild gains to their first half performance in a mostly-tame third quarter. Traders shrugged off Brexit then let the 
market melt higher during muted late-summer sessions. Only after Labor Day did volatility reenter the scene; though with sharp 
moves in both directions, the market mostly just treaded water. It was the familiar pattern of volatility with no progress, making it 
extremely difficult for investors to make money. The S&P 500 had a negative September but was able to gain 3% for the quarter, 
leaving it up just over 6% for the year. The Dow Jones Industrial Average gained just 2% for the quarter putting it up around 5% for 
the year. Technology and small-cap stocks finally broke out of their lulls as the Nasdaq Composite index recovered from a 
disappointing first half to gain 9.6% for the quarter alone, placing it on par with the broad indexes at up 6% year-to-date. Actively 
managed mutual funds continue to lag the markets as the Investor’s Business Daily Mutual Fund Index ended September up just 
over 4% for the year. Investors retreated from the safety of bonds and decided to take on more risk. As a result the Barclays 
Aggregate Bond Index ended the quarter up only a half percent for a year-to-date gain of 5.8%. 

Renewed Optimism in the Third Quarter 

Last quarter we touted this bull market’s resilience. The market has shown a remarkable ability to recover from setbacks and trudge 
on despite its age and the abundance of headwinds continuously pushing against it. The third quarter reaffirmed this theme and 
confirmed a renewed optimism on the part of investors. From July through August and the beginnings of September the market 
calmly reached new highs following the climactic British vote to leave the European Union. For forty-three trade days the market did 
not have movement of 1% or more, either up or down. While some referred to this as an “eerie” summer calm, we believe it to be a 
side effect of the fact that, in order to earn yield in this market, there is little alternative to investing in equities. Investors may have 
become exhausted with buying stocks in the hunt for yield but they bought nonetheless and, importantly, did not sell.  

Volatility picked up a week into September amid Federal Reserve and other central bank speculation though the movement was 
nothing out of the ordinary. All things considered this third quarter was always going to be the proverbial calm before the storm. 
The two biggest uncertainties facing the market—the final two Federal Reserve meetings and the presidential election—arrive in the 
fourth quarter. The domestic stakes for both events are high so we can expect heightened volatility as the resilience of this bull 
market and the vitality of its economic foundation are again put to the test. 

The Federal Reserve Postpones and Faces Dissension 

The lull in the market finally ended in historic fashion in mid-September. For the first time since 1963 the market followed its 
unnaturally long flat streak with three straight days of moves greater than 1%. This whiplash that jolted the market out of its 
slumber was caused by, as it has been these past few years, worries surrounding the actions of the Federal Reserve. 

The Fed met twice this past quarter and at neither meeting did they decide to raise interest rates. These two indecisions were not a 
surprise given the Fed’s persistent reticence and avowed policy of gradualism. But the employment rate is full and inflation,  though 
it is still lagging, is rising and core inflation (a measurement that excludes volatile energy and food prices) already is over the 
important 2% mark. At the September Fed meeting three Presidents dissented from the decision not to move rates. This was the 
most dissent seen at a Fed meeting since December of 2014. In the press release following the September meeting the Fed admitted 
the case for raising rates has “strengthened” and Chair  Janet Yellen stated at her press conference that she does “expect to  see” the 
elusive rate hike this year. Traders have placed odds of a December hike at around 60%. 

The wariness of the Fed to raise rates we think is based on their fear of disturbing our fragile, slow-growth economy. As we explain 
in some detail below, our recovery since the Recession is the weakest since World War 2. Contrary to what some politicians are 
saying, the economy is just not firing on all cylinders. In fact the Federal Reserve’s latest projections for GDP growth going forward 
are incredibly weak. The Fed does not anticipate growth higher than 2% through 2019. This lackluster rate is far below the  
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annualized average from 1949 through 2007 of 3.5%. No matter the stimulus, quantitative easing, rate cuts and hikes, the Federal 
Reserve has not found a way for monetary policy to make the economy grow. And the fiscal policy and regulations flowing from 
Washington D.C. have proven to be similarly—if unsurprisingly—powerless to promote productive economic activity. 

What the Federal Reserve does not want to do is raise short term interest rates and cause a negative chain reaction that would see 
suffering American businesses—whose profits have fallen for six straight quarters—invest even less in themselves because of 
increased borrowing costs. We think that the modesty of the actual hike (25 one-hundredths of one percent) taken together with 
how long short term rates have been practically zero, necessitate action by the Fed, if for no other reason than to have at least some 
ammunition with which to strike back in case of another recession. 

Global Central Banks Pull Out All Stops 

If the Federal Reserve’s dilemma seems precarious, it is nothing compared to the hapless situations of the central banks of Europe 
and Japan. The problem for these banks is that they have tried to become what they are perceived to be: wizards behind the curtain 
able to control all facets of the economy. But of course the economy is unyieldingly complex and even though the banks can print 
heaps of money, they themselves cannot innovate, create, or replace human productivity. In Europe, President Mario Draghi and the 
ECB have maintained the bank’s dual-stimulus policies of negative interest rates and substantial quantitative easing (government 
and corporate bond buying). Even so, inflation continues to underperform to say nothing of basically non-existent GDP growth. Thus 
have rumors swirled that instead of winding the stimulus down it will be extended into the future. Whether or not there will be 
enough bonds for sale on the market for the bank to purchase is a serious, if astonishing, question Draghi will have to answer should 
their Q.E. program be pushed out another six months. Already the ECB has entered into private placements with European 
corporations to purchase their debt; in other words, European corporations are issuing debt for the sole reason for the ECB to buy it. 

Likewise in Japan the economy refuses to bend to the will of Bank of Japan Governor Haruhiko Kuroda. The BoJ has instituted both 
quantitative easing and negative interest rates in an effort to trigger inflation and growth. Neither policy has had much success so 
the intrepid Governor Kuroda has taken an entirely new tack: through buying and selling Japanese government bonds the BoJ will 
attempt to keep the ten-year bond yield at zero. This unusual policy—central banks usually target short-term rates—has been 
stacked on top of the other two stimulus efforts to help stop the problems caused by those other efforts themselves. Banks, 
pensions, and retirement savers, pinched by negative interest rates, it is hoped will now be granted some relief as longer term bonds 
see their yields pushed up. 

Given the chance to cure what ails our stubborn economy central banks have proven in large part ineffective. Central banks, after all, 
can only provide the means with which businesses may borrow cheaply and banks can loan freely in an effort to grease the gears of 
the economy. The gears stall, though, when government regulation and fiscal policy actively discourage business investment and 
growth.  

The Presidential Election 

The impending presidential election added to the volatility experienced through September. Hillary Clinton and Donald Trump 
squared off in their first debate late in the month giving voters a clearer idea as to the differences between their respective 
proposed administrations. The market does not thrive on unknowns. So until the vote has taken place and our next president is 
chosen more volatility is to be expected. Add to this the purported hostility of the major party nominees to Wall Street and you’ve 
compounded the inherent uncertainty of the election and all but guaranteed a turbulent October. 

Technical Analysis 

On the surface the technicals of the third quarter showed a mere continuation of the stasis we experienced in the second quarter. 
Stocks maintained their upward trend and stayed above their 100 and 200-day moving averages. Even with the added Fed-volatility 
arriving in September stocks remained the favored place to invest.  

The interesting activity of the third quarter was not the relative stability of indexes but the directional flow of invested money. 
Again, investors did not sell their equities for bonds, they stayed invested and actually took on more risk. Investors exhibited further 
confidence in this market by abandoning the most popular trade in the first half—relatively safe, bond-like dividend paying stocks—
in favor of riskier growth stocks. For the quarter the utilities sector (utilities companies typically provide high dividend payments) 
dropped -4.7% while the risky technology sector roared to life as investors piled in and pushed it up 13.5%. 
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A corollary of investor flight from safety and to risk is the rise in bond yields. Bond yields rise as prices fall, so as investors sold off 
their government paper the yields shot right up. For the quarter the yield on the 10-year U.S. Treasury bond was up 9%, up to 1.6 
from the all-time low reached in July of 1.3%. Both the prospect of a Fed rate hike and heightened inflation expectations played a 
part the past three months in causing investors to move slowly away from credit markets. This is not to say that bond markets are 
back to normal. Indeed continued central bank manipulations have kept yields at historical lows and even the recovery to a 1.6% 
yield remains far below the 2.27% yield the ten-year bond paid just at the end of last year.  

Key Economic Indicators 
 

Gross Domestic Product 

The final reading for second quarter GDP came in at a weak 1.4%. Thus far 2016’s growth is averaging only 1.1%, an undeniably  
terrible number that is trailing even the post-recession year average of 2.1%. And, as the Wall Street Journal laments, this 2.1% 
numbers signifies the weakest American economic recovery since 1949. From 1949 through 2007 the average annual growth rate 
was 3.5%; since 2008 and the ensuing “recovery” growth has not once exceeded 3%. 2010’s 2.7% annual rate was the closest we 
have come. 

Both the New York and Atlanta Federal Reserve Banks are predicting 2.2% growth for the third quarter (the first official estimate will 
be released October 28

th
). So the failure to achieve a normal, healthy rate of growth will continue to vex economists, policy-makers, 

and the next president into 2017. Despite vast quantities of ink and paper churned out by our government and the tactfully-
deployed brow-beatings of Senator Warren and friends, it would appear that economic growth cannot be regulated into being. 
Rather, growth must be nurtured, principally by governments leaving businesses and the people who operate them well enough 
alone. 

Employment Situation 

The domestic employment situation remains a bright spot for the economy. In September a total of 156,000 jobs were added, a 
number below expectations but good enough to indicate a still-healthy labor market. Observers were waiting for the headline 
number to determine if it would sway the Federal Reserve’s decision-making either way. But because the number came in lukewarm 
it is unlikely to change any minds at the Fed. We are essentially at maximum employment and the slowdown in job gains reflects the 
reality of a full market: the lower the unemployment rate drops the fewer jobs there will be up for the taking. Employment will not 
be a reason the Fed gives should they again decide to postpone a rate hike in December. 

Consumer Sentiment 

The American consumer is feeling reasonably confident about the economy, all things considered. Consumer sentiment, as 
measured by the University of Michigan, ticked up slightly in September and has hovered around 90 these past two years. The non-
recessionary year average is 87.5 so sentiment appears to be middle of the road. The average so far this year is lower than 2015’s, 
reflecting anxiety about the market turbulence earlier in the year and uncertainty about the political future of the country. 
Nevertheless consumer spending has maintained and the American consumer will remain the most important component of our 
economy and its prospects for growth as we conclude the year. 

 

Investment Strategy 

When volatility arrived in September it followed a familiar, destructive pattern of whipsawing days of selling and buying. This type of 
market punishes the timid who, not unreasonably, vacate the market when it is suffering its worst sell-offs but who wait just a day 
or two too long to buy back in.  And because it takes an even greater return to recover lost ground these investors drop into the hole 
and are never able to climb out. On the ninth of the month the market dropped -2.5% in a single day. Investors who pulled out 
missed the 1.5% gain the very next trade day. The next week the market gained 1.7% in three days to recover all of the losses 
suffered in the days prior. This grueling volatility demands that investors subdue their emotion and ride the market roller coaster 
out. For example, had an investor pulled their money out of the market during the turbulence earlier this year and happened to 
have missed just the three best bounce-back days, their portfolio would have been flat (zero) at the end of the quarter while the 
broad market rode a rocky recovery to gain 6%. As the financial writer Jason Zweig states, the two things that separate victors from 
victims in the investing world are (1) critical thinking, and (2) self-control. 
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Our adaptive investment technology gives us the research and mathematical tools required to navigate this challenging market.  
Volatility is coming in the fourth quarter but the market will likely progress higher because investors have no sufficient alternative to 
American stocks. Our investment strategies enable us to be critical thinkers, able to assess the market from a quantitative 
standpoint thereby removing emotion from the equation and preventing harmful, impulsive investment decisions. 

Looking Forward 

Investors have affirmed their commitment to this market. Having observed its resilience, investors reallocated away from the safety 
of defensive sectors and boldly poured money into the riskiest sectors that have the best chance for growth. This movement tells us 
that the consensus belief is a continuing bull market in equities and an economy that still has room to expand. Regardless of the 
validity of this belief, the thing we can be assured of is volatility through the fourth quarter. October and November will bounce the 
market around because of presidential politics and we will see similar seesawing in December because of the Federal Reserve 
meeting. 

Our outlook through the end of the year is a realistic optimism. Given the significant uncertainties facing the market, growth will 
likely be held in check by the irrational volatility that always accompanies investor perceptions of the unknown. And based on the 
market behavior of late-September, volatile trading will cause this challenging market environment to persist. Whipsaw trading 
wreaks havoc on investors and makes it that much more difficult to extract gains. 

Performance Disclaimer 

No investment strategy or methodology can guarantee profits or protect against losses. Investment risk includes the uncertainty 
and volatility of potential returns for a portfolio or an individual investment over time. Investment risk is inherent in every individual 
portfolio and no computer model or modeling program used or relied upon in making investment choices for a portfolio can 
eliminate risk. A computer modeling program may not reflect actual risk and return parameters applicable to any particular portfolio 
or investor. Actual investment decisions made on the basis of a computer generated model or modeling program may be materially 
different from expected or intended results, and any computer modeling program is subject to errors in the program and system 
failures at any time. 

Sources 
http://www.bea.gov (GDP data) 
http://www.bls.gov (employment data) 
http://www.cmegroup.com (rate hike futures odds) 
http://www.finance.yahoo.com (indexes) 
http://www.sca.isr.umich.edu (consumer sentiment) 
Editorial, Central Bank’s at Wit’s End, WALL ST. J., Sept. 22, 2016, at A18. 
Federal Reserve Press Release, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, Sept. 21, 2016. 
Selloff Replicating Unusual Pattern Not Seen in More Than 50 Years, WALL ST. J., Sept. 13, 2016, https://goo.gl/xcyQgj. 
Hazel Bradford, Hedge fund execs top presidential donor lists, PENSIONS & INVESTMENTS, Oct. 3, 2016, at 1. 
Kate Davidson, Dissenters Underscore Divisions at Fed, WALL ST. J., Sept. 22, 2016, at A10. 
Corrie Driebusch, Big Firms’ Profits Set to Fall Again, WALL ST. J., Sept. 26, 2016, at A1. 
Corrie Driebusch, It’s Even Less Volatile in the Stock Market Than the VIX Suggests, WALL ST. J., Aug. 17, 2016, https://goo.gl/a0iUqT. 
Corrie Driebusch and Mike Bird, S&P Ends Slow Week With a Record, WALL ST. J., July 23-24, at B5. 
Ben Eisen, Dividends Are What Matter Now, WALL ST. J., Aug. 25, 2016, at C1. 
Ben Eisen and Aaron Kuriloff, Pensions Try a Fear Trade, WALL ST. J., Aug. 22, 2016, at C1. 
Tom Fairless, ECB Sees Rising Scarcity of Bonds for QE Program, WALL ST. J., Oct. 6, 2016, https://goo.gl/EVlbDG. 
Phil Gramm and Michael Solon, Why This Recovery Is So Lousy, WALL ST. J., Aug. 4, 2016, at A11. 
Jon Hilsenrath and David Harrison, Fed Makes Case for Year-End Hike, WALL ST. J., Sept. 22, 2016, at A1. 
Greg Ip, Central Bank Tools Losing Their Edge, WALL ST. J., Sept. 22, 2016, at A1. 
Hiroyuki Kachi and Kosaku Narioka, Japanese Bond Dips Below Zero, a First, WALL ST. J., July 7, 2016, at C3. 
Aaron Kuriloff, Stocks Take Rocky Road to Record, WALL ST. J., July 12, 2016, at A1. 
Aaron Kuriloff and Ben Eisen, The Latest Stock Market Twist: The Flight From Safety, WALL ST. J., Aug. 18, 2016, https://goo.gl/8vCtmk. 
Ben Leubsdorf, Productivity Fall Imperils Growth, WALL ST. J., Aug. 10, 2016, at A1. 
James Mackintosh, Stock Market Turns Eerily Quiet, WALL ST. J., Aug. 23, 2016, at A1. 
Josh Mitchell, Modest U.S. Jobs Growth Keeps Labor Market Steady, WALL ST. J., Oct. 7, 2016, https://goo.gl/T13kjk. 
Eric Morath, Second-Quarter GDP Revised Up, WALL ST. J., Sept. 30, 2016, at A2. 
Eric Morath, U.S. in Weakest Recovery Since ’49, WALL ST. J., July 30-31, at A1. 
Takashi Nakamichi and Rachel Rosenthal, One Giant Leap for the Bank of Japan, WALL ST. J., Sept. 22, 2016, at A11. 
Natalie Thomas, Eurozone GDP growth confirmed at 0.3% in Q2, FIN. TIMES, Sept. 6, 2016, https://goo.gl/iUWvj2. 
Nick Timiraos and Janet Adamy, Family Incomes Rise After Lull, WALL ST. J., Sept. 14, 2016, at A1. 
Christopher Whittall, Stimulus Efforts Get Weirder, WALL ST. J., Aug. 22, 2016, at A1. 
Christopher Whittall and Sam Goldfarb, Black Hole for Bond Yields, WALL ST. J., July 11, 2016, at A1. 
Min Zeng, U.S. 10-Year Government Bond Yield Rises to Four-Month High, WALL ST. J., Oct. 11, 2016, https://goo.gl/CMEeoI.  
Min Zeng and Sam Goldfarb, Threat of ‘Taper Tantrum’ Fades, WALL ST. J., Sept. 23, 2016, at C1. 

http://www.bea.gov/
http://www.bls.gov/
http://www.cmegroup.com/
http://www.finance.yahoo.com/
http://www.sca.isr.umich.edu/
https://goo.gl/xcyQgj
https://goo.gl/a0iUqT
https://goo.gl/EVlbDG
https://goo.gl/8vCtmk
https://goo.gl/T13kjk
https://goo.gl/iUWvj2
https://goo.gl/CMEeoI

