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he markets started the third quarter on a
high note with a strong July. In most asset
categories, the rally con nued through August
and September. The S&P 500 ﬁnished the quarter
posi ve by 3.85 percent and is posi ve by 7.84
percent year‐to‐date. Market leadership changed
during the quarter. In the large cap space, growth
stocks outperformed value stocks, a change from
the last two quarters. Domes cally, small cap
stocks outperformed large cap stocks. The S&P
SmallCap 600 returned 7.20 percent for the quar‐
ter and is posi ve by 13.88 percent year‐to‐date.
Technology signiﬁcantly outperformed all other
sectors; the S&P 500 Informa on Technology sec‐
tor returned 12.86 percent during the quarter,
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followed by ﬁnancials, 4.59 percent, and industri‐
als, 4.14 percent. The interest rate sensi ve sec‐
tors, which were the top performers through the
ﬁrst half of the year, were the worst performers
during the quarter. The u li es sector lost 5.91
percent and the telecom services sector lost 5.60
percent. Interna onal equi es also had a strong
quarter. The MSCI EAFE NR, which represents in‐
terna onal companies domiciled in developed
countries, returned 6.43 percent and the MSCI
Emerging Markets (EM) index returned 9.03 per‐
cent. The emerging markets category has been
one of the top performers for the year, currently
posi ve by 16.02 percent.

F

ollowing the sharp decline in interest rates
at end of the second quarter, interest rates
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steadily rose during the third quarter on improv‐
ing economic news and rising expecta ons of a
poten al Fed rate increase. The increase in rates
was a headwind for higher quality domes c ﬁxed
income securi es. The ﬂagship ﬁxed income
proxy, the Barclays US Aggregate Bond index, re‐
turned 0.46 percent during the quarter but is s ll
posi ve by 5.80 year‐to‐date. The higher quality
bonds performed worse and saw a decline in val‐
ue through the quarter. The Barclays US Govern‐
ment Intermediate index lost 24 basis points but
remains posi ve by 3.30 year‐to‐date. Consistent
with the equity performance, the riskier segment
of the ﬁxed income market performed quite well
— the Barclays US Corporate High Yield index re‐
turned 5.55 percent and is posi ve by a staggering
15.11 percent year‐to‐date.
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T

he commodity sectors were quiet during the
quarter but the year‐to‐date returns are rel‐
a vely high. The energy sector was ﬂat during the
quarter but is posi ve by over 30 percent year‐to‐
date. Metals were also quiet during the third quar‐
ter — Gold was just slightly nega ve, copper was
slightly posi ve and silver returned 3.17 percent.
Silver is the strongest performer for the year, up
over 39 percent, gold is up over 24 percent and
copper is up 3.16 percent.

T

he strong market performance in July fa‐
vored riskier assets. The rally was driven by
expecta ons that the Brexit vote would not be as
impac ul as ini ally discussed by poli cians and
business leaders. The unprecedented vote is s ll
an important poli cal and economic event; howev‐
er, the direct impact of the Brexit will be phased in
over me and will be mostly isolated to Britain’s
economy. There remains a good deal of uncertain‐
ty around this event, and the poten al fallout of
other EU na ons vo ng to leave is a risk; however,
the direct impact of this single event will be mainly
felt by the people of Britain.

T

he markets also began to “price‐in” a Hillary
Clinton Presidency. A er recovering from a
series of alarming comments since early August,
Trump lost ground with his poor performance dur‐
ing the ﬁrst presiden al debate. Many predic on
experts give Clinton about an 80 percent probabil‐
ity of winning. It is not so much that the ﬁnancial
markets favor Clinton’s policies, but rather that
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there is great uncertainty with Trump. Despite her
lead in the polls, Clinton’s favorability is among the
lowest in modern presiden al history. Ques ons
around her integrity, the Clinton Founda on and
even the transparency of her health record have
made it diﬃcult for voters to trust her.

T

he Federal Reserve held two mee ngs dur‐
ing the quarter. The commi ee decided to
keep interest rates at their current level, but there
con nues to be a growing number of members
believing a rate hike is appropriate. During the
September mee ng, there were three vo ng
members who dissented and believed a rate hike
was warranted. The Fed’s comments following the
mee ng were bullish on the employment picture
and on consumer spending; however they con n‐
ue to have a concern over business spending and
the inﬂa on target. Given the upcoming elec on,
it was not a surprise that the Fed decided to keep
the status quo in the September mee ng. Many
believe the Fed does not like to move during an
elec on year; however, the Fed has changed inter‐
est rates in seven of the past eight elec on years –
the only elec on year in which it declined to move
was 2012. With that said, it is hard to believe emo‐
ons are completely removed from the process,
especially given all the nega ve talk coming from
Trump regarding Chairman Yellen and the Fed.

J

apan’s central bank a empted “shock and awe”
with their policy announcement in September
but failed to generate the euphoria it hoped to
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a ain. The central bank kept interest rates un‐
changed, but made a signiﬁcant shi in policy by
pegging the ten‐year Japanese Government Bond
(JGB) yield to zero percent and indicated it would
also try to keep the short‐end of the yield curve
from rising. The central bank also said it is expand‐
ing its target of the monetary base un l growth in
the consumer price index (CPI) excluding fresh
food overshoots its two percent target. They will
con nue to make JGB purchases in line with the
current $787 billion annual pace. The bank’s
eﬀorts have helped move the economy out of its
deﬂa onary period, but they have failed to drive
inﬂa on. With the central bank owning about 40
percent of the outstanding debt, some fear there
will be limited supply for the bank to con nue buy‐
ing at its current pace much longer.

T

he markets performed well in Europe during
the third quarter, but long‐term risks persist.
The unemployment rate in the Eurozone is around
10 percent. The varying degrees in unemployment
is a major concern, in Greece and Spain the unem‐
ployment rate is around 20 percent with youth
employment at 44 percent in Spain and 50 percent
in Greece. At the other end of the spectrum, coun‐
tries like Germany and the Czech Republic have
unemployment rates around four percent. Inﬂa‐
on in the Eurozone remains low but stable. Year‐
over‐year as of August, the inﬂa on registered a
0.2 percent increase. In addi on to the economic
trouble, there is also rising concern around Germa‐
ny’s biggest bank, Deutsche Bank. Deutsche Bank’s
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shares have come under pressure as analysts wor‐
ried about the bank’s energy sector exposure and
liquidity. In late September, news broke that the
U.S. Jus ce department was seeking $14 billion to
se le a mortgage securi es inves ga on.
Deutsche has said it won’t pay this amount and
many believe it will be lowered through nego a‐
ons. There remains concern over the health of
the bank, but consensus is that this will not result
in a Lehman‐like moment that spreads panic
throughout the ﬁnancial sector.

T

he markets have favored emerging market
stocks so far in 2016. Despite some of the
headline risks—a coup a empt in Turkey, an in‐
dictment in an impeachment trial of Brazil’s Presi‐
dent in August and, of course, the geo‐poli cal
concerns in Russia—emerging market stocks have
performed strongly. The impressive returns could
be a result of a number of factors. In addi on to
these stocks having more a rac ve valua ons,
many emerging market countries have posi ve
sovereign debt yields, which draw in more capital
from abroad. Furthermore, many economists be‐
lieve that several emerging market countries are
posi oned for strong rela ve growth in the years
ahead. The middle class is growing in many emerg‐
ing markets, which bodes well for these econo‐
mies. The strong returns will con nue to cause
investors to look more closely at emerging mar‐
kets.
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before you think” mentality and also
because he represents change, while
Hillary poses the least risk to the mar‐
YTD
3rd Quarter
kets because of her support of the sta‐
Performance
Performance
Name
(%)
(%)
tus quo. Most polling es mates con n‐
DJ Industrial Average TR USD
2.78
7.21
ue to show Hillary in the lead and prob‐
S&P 500 TR USD
3.85
7.84
ably will up un l the elec on. However,
S&P MidCap 400 TR
4.14
12.40
if the Brexit vote has taught us any‐
S&P SmallCap 600 TR USD
7.20
13.88
thing, it is that polls don’t always get it
NASDAQ Composite TR USD
10.02
7.09
right. Only the votes on Elec on Day
MSCI EAFE NR USD
6.43
1.73
ma er. Given the growing sen ment of
Barclays US Agg Bond TR USD
0.46
5.80
an ‐establishment, protec onism and
Wilshire US REIT TR USD
‐1.21
9.75
heightened security, it remains a real
IA SBBI US 30 Day TBill TR USD
0.06
0.14
possibility that Donald Trump becomes
the next President. It is very disap‐
poin ng that neither candidate is talking about
F
B
solving the growing debt issues of the country or
arring any unexpected event, the biggest the long‐term sustainability of the en tlement
headline story of the fourth quarter will be programs.
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the outcome of the U.S. elec ons. This elec on is
diﬀerent from many prior elec ons as both candi‐
dates have failed to receive consensus from tradi‐
onal party bases. Donald Trump has rallied a seg‐
ment of the Republican Party and has a passionate
group of supporters but he con nues to lack the
support of many moderate republicans. Hillary
Clinton has the support of the Democra c Party,
but there remains a lack of energy around her and
the Bernie Sanders supporters have failed to sup‐
port her.

D

onald Trump represents the biggest risk to
the markets, for one because of his “speak
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A

lthough a Trump victory would likely put
more stress on the markets, it’s not a good
reason to change investment strategy. One of the
advantages of the U.S. Cons tu on is its built‐in
checks and balances, which occasionally frustrate
voters by producing gridlock, but are beneﬁcial by
preven ng any one person from enac ng cata‐
strophic policies.

I

n addi on to the Presiden al races, the elec‐
on for Senate seats is also extremely im‐
portant. Currently, Republicans control both the
House and Senate, which makes it very diﬃcult for
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a Democra c president to move his or her agenda
forward. The Republicans will likely retain control
of the House; however, the power balance in the
Senate is much more vulnerable to changing
hands. The Presiden al race will receive most of
the headlines, but the control of the Senate race
will impact how much the next President can get
done in the next two years. Based on the number
of democrat‐controlled seats up for re‐elec on,
the Senate will most likely move back to Republi‐
can control during the 2018 mid‐term elec ons.

and was furthermore buoyed by promising wage
growth.

O

G

utside of the U.S. elec ons, the Fed will
have two more mee ngs before year‐end.
First, they meet the week before the elec on,
which for obvious reasons will result in no change
to policy. They will meet again in December. As‐
suming the economy and the markets do not take
a sudden downturn, it is widely expected that a 25
basis point rate increase will occur in December.

T

here may be a small hit to economic growth
due to the impending elec on, due to the
uncertainty of future policy. Businesses are hesi‐
tant to grow inventories or commit to other capital
expenditures un l they get more clarity about the
policies from Washington. Despite this, the em‐
ployment picture is con nuing its recent posi ve
trend and economic growth is mild but steady. Just
a er the quarter ended, the latest monthly jobs
report showed an addi on of 156,000 non‐farm
jobs across the country. This report missed fore‐
casts by about 20,000, but s ll represents growth
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T

he end of the quarter means that corporate
earnings season is near. According to
FactSet, the earnings of companies in the S&P 500
are expected to decline by 2.1 percent. If the ﬁnal
earnings for the third quarter declines, it will mark
the ﬁrst me the index recorded six consecu ve
quarters of year‐over‐year declines since they be‐
gan tracking the data in the third quarter of 2008.
lobal growth in developed countries outside
of the U.S. is expected to remain slow and
dependent on central banks. It is believed that
both the Bank of Japan (BOJ) and European Central
Bank (ECB) will con nue do whatever is necessary
to keep their economies from deﬂa on and a re‐
cession. The real ques on is whether the ac ons
of central banks are enough anymore. Both the
ECB and BOJ will need to be crea ve. The markets
were unimpressed with Japan’s recent policy
change and nega ve rates in both regions do not
seem to be working.

T

he next catalyst to help the slow global
growth will need to come from ﬁscal, not
monetary policy. The U.S. has the ability to ini ate
ﬁscal s mulus but both republicans and democrats
seem unwilling to collaborate with each other.
Certain countries in the Eurozone, most notably
Germany, can also ins tute ﬁscal s mulus.
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A

s of this wri ng, the U.K.’s new Prime Minis‐
ter, Theresa May, has said she would move
forward with invoking Ar cle 50 by the end of
March 2017. Ar cle 50 is the mechanism that will
oﬃcially begin the process to allow Great Britain to
leave the Eurozone. Assuming she makes this
deadline, it is s ll expected to take at least two
years for the country to be oﬃcially out of the Eu‐
ropean Union. The main concern is the impact of
trade, especially to the terms under which Britain
will export to countries in the EU. Future agree‐
ments will probably not be as favorable as in the
past, but trade will con nue. We expect to see
con nued pressure on the pound which will bene‐
ﬁt Great Britain’s exporters.

T

he recent market movements around Brexit
exemplify the importance of staying the
course. The sharp market decline following the
surprising news provided sen mentally‐driven in‐
vestors a reason to reduce risk, however, the mar‐
kets showed their resilience once again and moved
higher despite the uncertainty around Brexit. As
we move closer to the elec on, it is important to
remember either candidate could win, but be care‐
ful not to overreact if you get surprised or if your
choice for the next President does not win. Much
of what is discussed on the campaign trail is rheto‐
ric but may vary greatly from what they focus on
or are able to inﬂuence once they are in the Oval
Oﬃce.
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W

e con nue to stress how important it is
for clients to understand the risk proﬁle
of their asset alloca on and make sure that it is
appropriate for their situa on. If anything in your
ﬁnancial situa on has changed, please let us know
so that we can determine whether a change in
your por olio is necessary.
— Robert Moyer, CFA, CFP®, CAIA
Director of Research
The views and opinions expressed are for informa onal purposes only and should not be construed as investment advice. The data provided is as of the wri ng and is subject to
change without no ce. All material presented is compiled
from sources believed to be reliable and current, but the accuracy of third party sources cannot be guaranteed. The material is not intended to be relied upon as investment advice or
recommenda ons, does not cons tute a solicita on to buy or
sell securi es, and is not speciﬁc legal, investment or tax advice. The informa on provided does not take into account the
speciﬁc objec ves, ﬁnancial situa on, or par cular needs of
any speciﬁc person or en ty and should not be relied upon as
the sole factor in an investment making decision. Past performance is no guarantee of future results. Inves ng involves risk
and could result in loss of principal.
ACG Advisory Services is a registered investment adviser.

1640 Huguenot Place
Midlothian, Virginia 23113
Phone: 804.323.1886
Fax:
804.323.1889
www.acgworldwide.com

QUARTERLY UPDATE & ECONOMIC COMMENTARY

3rd QUARTER 2016

Page 5 of 5

