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Key Points for Third Quarter

• Declining manufacturing activity arising from international trade tensions and ongoing global economic weakness
prompted the Fed to cut the discount rate twice.
• Despite the weakness in industrial activity, the broad U.S. economy is growing, supported by housing, real 		
estate, and a robust labor market. After growing 3.1% and 2.0% in the first two quarters of this year, GDP is expected
to moderate to sub-2% in the second half.
• S&P 500 companies reported 2% earnings growth in the second quarter, better than the modest decline that was
expected going into earnings season.
• The U.S. stock market produced marginally positive returns in Q3. Large-cap stocks performed better than mid and
small cap markets. International developed and emerging stock markets experienced mild declines.
• The domestic bond market outperformed the stock market as a result of lower interest rates across the U.S. Treasury
yield curve.

Stock Market Review
Stock market performance was positive for the full quarter — the
S&P 500 returned 1.7%. This result belies the 6% swing in prices
we saw from the low to the high.  Mood swings were often extreme
as expectations were raised then dashed for more rate cuts and
hopes for a trade deal with China waxed and waned.

Other market indices did not fare as well. U.S. mid-cap and
small-cap indices were flat to down 2.4% respectively (Figure 1.)
Fears of a persistent trade war with China, as well as a string of
weak economic news out of Europe, dampened enthusiasm for
international stocks. Both the MSCI EAFE index and the MSCI
Emerging Market index suffered modest declines in the third
quarter.
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There was also a distinct mood shift when considering sector
performance within the S&P 500.   In the first half of the year
information technology and consumer discretionary sectors
contributed the most to total return, but in the third quarter
defensive sectors took the lead. Utilities, real estate and
consumer staples sectors were the top performers, almost
doubling the next closest sector (Figure 2.)

Bond Market Review
While stocks struggled to post positive results, bonds rallied,
building on gains in previous quarters. Yields across all tenors
fell to multi-year lows (Fig. 3), and yields traded below the Fed
fund rates as the global growth slowdown continued. The 10-yr
Treasury yield briefly fell below the 2-yr yield in late August, to
produce a true inverted yield curve.
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Risk vs Opportunities
With only one quarter left in the calendar, we do see challenges for
the U.S. economy, particularly manufacturing, given the uncertainty
around trade with China. However, overall U.S. economic condition
is still solid as the labor, and real estate markets continue to march
on, and consumer confidence remains near current cycle highs.  
Another positive factor is that the Fed and other major central
banks are changing monetary stance to greater easing compared
to last year’s Fed tightening policy. This shift should benefit
financial markets going forward. There is some question whether
the lower cost of capital is an effective offset to a persistent trade
war. This scenario does not have much historical precedent.

(As discussed in previous updates, this event has often been
a harbinger of U.S. economic recession, although not with
100% accuracy.) Worried over the potential adverse impact
of a prolonged international trade dispute and geopolitical
tensions, the FOMC shifted monetary policy and cut short term
rates 0.25% at its July and September meetings. This came
despite one of the most robust labor markets in over fifty years
and muted inflation pressures.
These lower rates across the board helped all major bond
markets, especially sovereign and high-quality corporate
bonds. In aggregate, the domestic bond market outperformed
the stock market last quarter. The strength in the dollar curbed
foreign bond market performance for U.S. investors (Fig. 4).

Amid all the dramatic headline news, from potential military
conflict in the Middle East, weak global growth, negative interest
rates, to rising fears of a possible U.S. recession, the stock market,
measured by the S&P 500 index, churned out almost 21% year to
date. This return ranks as the best three-quarter performance for
the index for twenty two years!  Now, it is important to note that this
came on the heels of an almost 20% decline in the fourth quarter
of last year. But it still illustrates the ability of the stock market to
rally in the face of bad news.
Bear markets (20% plus declines) are often synonymous with
opportunity. Two of the worst bear markets happened in the last
two business cycles: the 2009 fall of 37% and 2002’s 22% rout
(Table 1).  As highlighted below, the worst two calendar years are
also followed by two of the best years. Timing these bull and bear
markets is extremely difficult. If an investor missed only 20 of the
best days out of 4,800 trading days over the last two decades, their
annualized returns would be far below those who stayed invested.

Technology has changed how markets are traded, as well as
improving information flow. It appears evident that the market
is more prone to short term rotation and profit-taking at higher
frequencies. For long term investors, it is essential not to be
distracted by this market noise. Staying invested in a diversified
portfolio with periodic re-balancing will ensure capturing the best
days over a full investment cycle.
If you have any questions or concerns regarding how recent market
activity impacts your portfolio, please contact your Relationship
Manager or Portfolio Manager.
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