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“There are known knowns. These are
things we know we know. There are
known unknowns. That is to say, there
are things that we know we don’t
know. But there are also unknown
unknowns - the ones we don’t know
we don’t know.”
Former U.S. Secretary of Defense
Donald Rumsfeld
February 12, 2002
As we begin the fourth and final
quarter of 2016, we understand the
merits of Donald Rumsfeld’s quote
in relation to the current global
economies and markets. Granted,
the number of known knowns is far
less than the known and unknown
unknowns. As we approach the end
of the year, political, economic, and
global uncertainties, or unknowns, are
especially elevated.
The primary concern on most
investors’ minds today is the political
risk related to the November
presidential election and how the
stock market will react. The two major
candidates, without naming names,
can be easily differentiated. One is
a known known, an advocate of the
status quo. The other is an unknown
unknown, someone who wants to
shake up the status quo. When it
comes to the U.S. stock market
performance during election years,
we find two interesting historical
trends when analyzing the 29
presidential elections that have taken
place since 1900. On average, the
stock market, in particular the Dow
Jones Industrial Average (DJIA), has
performed best when an incumbent
Republican president is elected.

However, that is one outcome that
will not materialize this year. With
that said, the DJIA has on average
produced gains during an election
year when the incumbent party
candidate, a known known, wins the
election. In addition, the DJIA suffers
losses when the incumbent party
loses the election. While investors
may not feel completely delighted
about either party’s candidate, they
feel more certain about the known
incumbent party policies rather than
the risks with the unknown policies of
the opposing party.
We do know both presidential
nominees plan to ramp up
fiscal stimulus policies to boost
infrastructure spending. Both parties
have a plan to finance the spending,
but both lead to increasing the
bulging budget deficits. Needless
to say, no matter who wins, Congress
holds the purse strings and the
pace of fiscal stimulus and deficit
expansion. So far in this current
election year, and if history repeats
itself, the DJIA’s positive returns
year-to-date are consistent with
the presidency staying with the
incumbent party. Between now and
the November elections, investors
should be aware of market volatility as
the candidates’ polls fluctuate.

Economic Forecasts
Year Ahead
Forecast

Economic Indicator
GDP

Modest growth for 2016 around
2.00%. More of the same for 2017

Unemployment

2016 to average between
4.70-5.10%

Interest Rates

Long-term rates will remain
volatile but stay range bound
due to global interest rates

Fed Funds Rate

Domestic and geopolitical issues
should limit limit, not eliminate,
future rate hikes. Go-Slow in 2017

Inflation

Should remain in the 2% range
through 2016

Retail Sales

Continued modest growth
through 2016 financed by
increasing consumer credit and
lower energy costs

Housing Prices

The strength of the economy is
considered a big determinant of
whether the incumbent party wins
or loses. Historically, the economy
has been in a recession five times
on an election day. Four times the
incumbent party lost. When the
economy has not been in a recession,

Moderate growth in housing and
new construction with tempered
home price increases

Oil Prices

Volatility likely to continue anticipate 2016 prices in the
$35 - $65 per barrel range

Neutral Outlook
Upward Outlook
Downward Outlook
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the incumbent party has a 71% chance
of retaining the White House.
Politicians may claim to not manage
the economy around elections, but
historical cycles suggest that they
have, and the stock market has
responded accordingly. For the fiscal
year to date, spending has increased
nearly $160 billion more than last year
at this time. Due to this spending
increase, the fiscal deficit is running
17% bigger than last year at this time
also. The increased spending certainly
looks like the incumbent party is
taking actions to influence economic
growth in an attempt to retain the
White House.
Let’s not forget to mention the global
known unknowns that we believe
will be ongoing concerns. England’s
Brexit vote will bring change in global
trading and financial relationships
over the next few years. Last month,
problems with Germany’s Deutsche
Bank created a new concern about
the stability of the European
banking system. A proposed OPEC
agreement to cut production has
placed a floor on energy prices.
Further energy price increases could
introduce an inflation scare. An OPEC
meeting in late November should
finalize an agreement. A known
unknown is how soon after the ink
dries on the agreement will the OPEC
members and other oil producers
cheat on their new output quotas.
Lastly, China could be planning
another currency devaluation to help
revive its slowing economy.
During the first half of 2016, the U.S.
economy grew at roughly a 1.1%
annualized rate. Estimates for the
just finished third quarter show GDP
growing moderately better at around
a 2.0% annualized rate. Wage growth
is increasing cyclically. The labor
market slack continues to fade. New
job payroll gains remain positive but
have slowed from levels seen last
year. Headwinds from the relatively
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strong dollar have not dissipated and
continue to have negative effects on
manufacturing activity and exports.
We wonder if the expansion from the
2016 election related fiscal stimulus
will affect growth in 2017. Reviewing
data from the National Bureau of
Economic Research, it’s interesting
to note that from 1854 until now, 41%
of recessions have occurred in the
year following a presidential election.
So it is important to review the next
unknown unknown. How strong
will the economy be in 2017? Both
candidates have promised new fiscal
measures to encourage growth. We
know that even after years of multiple
doses of monetary policy stimulus
and low interest rates, the positive
effects from easy monetary policy (low
interest rates and inflated asset prices)
on the economy are waning, and its
use could end over the next few years.
On the political side, the continued
split in ideologies within Congress
will probably render this body of
government relatively ineffective.
Without including any global issues,
2017’s economy could look a lot like
the past few years with slow moderate
growth. In other words, the election
will not cure what ails the economy,
but it can survive on its own. If we
factor in the Federal Reserve Bank
(FED) raising short-term rates again,
the dollar may strengthen and slow
growth. As we continue to await the
outcome of the U.S. presidential
election and the key central bank
meetings, we can expect continued
volatility for the rest of the year. As
of now, we expect a continuation of
modest economic growth.
When it comes to investing, we
remind investors of two basic known
knowns. The first is, “It is not the
timing of the market, but your time
in the market.” The second is, “Buy
bonds to sleep, but buy stocks to eat.”
If you do not understand these, please
give us a call.

Federal Reserve Policy
and Interest Rates
The FED is scheduled to meet two
more times this year. The anticipation
of the next rate move is another
known unknown for the markets.
While the purpose of the multiple
quantitative easings and the low
interest rates of the past few years
was to stimulate business and
consumer borrowing to grow the
economy, the main beneficiaries have
been those in the stock and housing
markets. Not all households have
benefitted equally though. Borrowers
with mortgages or loans found their
payments cheaper. However, savers
and retirees have suffered a loss of
income from the low rates. In fact,
rather than stimulating spending,
many households were compelled
to save more to offset that loss of
interest income.
A growing number of FED officials
have called for a further scaling back
of monetary easing. Some signs
suggest the European Central Bank
and the Bank of Japan may also be
planning to pull back the stimulus
reigns over the next few years. Europe
and Japan are considering reducing
their asset purchasing programs that
resulted in negative interest rates.
At one point, roughly $13 trillion in
global sovereign debt had negative
yields. We need to recall that when
the FED initially spoke of tapering its
asset purchases during the summer
of 2013, the fixed income markets
were none too happy as yields spiked
and the dollar rose. When the FED
actually raised the Federal Funds rate
last December by 25 basis points,
it hinted at four additional rate
increases during 2016. The result was
a 12% decline in the equity market
that lasted through mid-February.
Since that time, the FED has backed
off those predictions and may have
learned a valuable lesson about
market consequences. Now the FED
view is to hike rates slowly, allowing
the markets to reset expectations.

Historically, the stock market has
performed better during slow
tightening monetary policy periods
than when rates climb quickly.
Bond returns were mixed during
the third quarter as Treasury yields
rose in anticipation of a possible
Fed Funds rate hike later this year,
and credit spreads tightened. Longduration and lower-credit-quality
categories led positive returns. The
low-rate environment continues to
support corporate balance sheets
as debt-servicing costs remain low
relative to cash-flow receipts. Highyield bonds have benefitted from
higher oil prices and more favorable
liquidity conditions, but rising latecycle signals may present headwinds.
In the muni market, technical and
fundamental factors have shown
weakness, as the supply of new
issuance increased. Looking ahead,
relative to cash and longer-duration
bonds, short-duration bonds have
historically generated less volatility.
U.S. and global interest rates remain
low by historical standards. With
nearly $13 trillion of sovereign world
debt carrying negative yields, U.S.
rates remain attractive. If the markets
feel the various global central banks
want to scale back on their global
monetary policy, we would expect
U.S. rates to climb in lockstep. Our
FED believes that U.S. inflation
may be ready to increase and that
the economy is strong enough
to withstand a second rate hike.
Given the rhetoric from various FED
members and the expectations of the
Fed Funds futures market, the odds
are climbing for a December rate
hike. If the global economies do not
provide us with another shock, the
FED will probably act in December
and then sit back for a while to see
what happens. We anticipate a slowgo attitude by the FED as not to spike
interest rates, increase the value of
the dollar, and possibly sabotage the
modest economic growth. Due to the
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utility and telecommunication stocks,
both dropped more than 5% in the
quarter. Meanwhile, sectors that
performed poorly to start the year,
like financial and technology stocks,
have seen much better relative
performance.

Sector Performance by Quarter
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more mature U.S. business cycle and
the expectation of continued political
and policy uncertainty, we maintain
an expectation of elevated market
volatility.

Equity
The third quarter saw financial
markets continue their run of positive
returns from the February 11th low,
with the S&P 500 rising 3.83% and
the global ACWI ex-U.S. increasing
6.91%. Investors continue to shrug
off several looming risk factors
including the FED’s desire to resume
its gradual rate increases, political
uncertainty around the election, and
a still tepid global economy. What
was particularly interesting was the
differentiation between the bond
proxies (high yielding stocks) and the
more cyclical sectors of the market.
The third quarter saw a change
in leadership when it came to the
individual sectors that make up the
S&P 500. For the first half of the year,
investors piled into high yielding
stocks, bidding up the price, as well
as the valuation, of these securities.
Recently, it appears that the FED’s
talk of another potential rate hike has
prompted a reversal of this trend.
The traditional high-yielding sectors,
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It is impossible to discuss the outlook
for stocks in the fourth quarter
without talking again about the
upcoming presidential election. Far
too much ink has been spilled on
analyzing what each candidate’s
impact would be on the market,
even down to specific sectors and
individual stocks. While this is all
relevant, looking at potential policy
impacts on various industries is still
speculative at this juncture. After
all, there is historically a massive
gap between what a candidate runs
his or her campaign on (promises)
and what is actually possible to
implement once he or she gets in
office. Remember, on a broader
scale, it appears that Wall Street
seems to be favoring a known entity,
the incumbent nominee.
The other major event we are
monitoring is third quarter earnings.
Specifically, we are looking to see
if aggregate earnings can show
any meaningful growth to break
the trend of stagnation. We are
cautiously optimistic on this front
as oil prices have risen and seem
to have stabilized around the $50
level. This price level should allow
energy companies to moderate
losses, and in some cases even show
gains. Improved economic activity
should support the U.S. consumer
and help retailers as we enter the
fourth quarter. Earnings growth will
continue to gain in importance as
valuations are somewhat elevated
when compared to historical
averages. Therefore, future share
price appreciation will rely heavily
on a firm’s ability to grow earnings
as opposed to simply increasing its
valuation.

Internationally, we saw equity markets
recover modestly from what was a
stagnant first half of the year. While
economic growth in both Europe
and Japan is still at very low levels,
investors were encouraged by
firmer economic data coming out
of Europe and by the Bank of Japan
reconsidering its adherent push
toward negative interest rates. Our
current outlook calls for these trends
to remain and for these international
markets to continue their slow healing
process. However, this outlook is
not without risk of the unknown
unknowns.
The stabilization of commodity prices
has helped prop up emerging market
economies and markets. Investors
seem to acknowledge this link as well
with the emerging market index rising
9.03% during the third quarter - better
than both the U.S. and developed
international markets. Despite this
strong run over the last three months,
our current outlook remains positive.

Tactical Asset Allocation
In July, we took advantage of the
global market weakness associated
with the “Brexit exit” to increase our
stock exposure, moving from a slight
underweight back to our neutral
target. After six quarters of declining
earnings growth, we feel that the
most recent quarter may have marked
the end of the earnings recession
that investors have experienced
due to a strong dollar and low oil
prices. Stability in both oil prices and
the dollar could produce a positive
earnings boost for the S&P 500 as we
move through the remainder of the
year.

due to falling commodity prices,
which are highly correlated. With the
recent stability in commodities, oil,
and the dollar, we have become more
constructive on emerging market
equities.
As for the bond portfolio, we did
not make any changes to our current
strategy during the third quarter. We
continue to maintain a slightly shorter
duration than our comparable fixed
income benchmark. With the odds
gradually increasing for a December
rate hike by the FED, we are
remaining cautious on the direction
of interest rates. The recent move in
the 10-year treasury note seems to
be pricing in an increase in the Fed
Funds rate, barring any deterioration
in economic data over the next two
months.

Tactical Asset Allocation
Underweight

Target

Overweight

Fixed Income
Short Term
Bonds
Intermediate
Term Bonds
Long Term
Bonds
High Yield
Bonds
Intl Developed
Bonds
Bank Loans
Emerging
Market Fixed
TIPs

Equity
U.S. Large Cap
Equity
U.S. Mid Cap
Equity
U.S. Small Cap
Equity
Intl Developed
Equity
Emerging
Market Equity
Real Estate

Alternatives
Commodities

With the election fast approaching,
we do feel that market volatility may
increase. This reaction is not unique
to this election. History has shown
us that the markets tend to pullback going into an election and rally
after. We are currently viewing any
significant correction as a possible
buying opportunity. Although the
presidential election is important, the
results of the Congressional elections
tend to be more significant.

Absolute Return

Cash
Indicates current position
Indicates position as of last
report if position has changed

The increase in equity exposure was
primarily accomplished by taking
mid-cap stocks to an overweight and
adding a small position of emerging
markets back into the portfolio. Last
year, we completely eliminated our
emerging market equity exposure
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