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Third Quarter 2013 Market Commentary 

 
Here is an excerpt from our last quarter commentary:   
 
 …this would have been true had May not produced a 2% gain and June ended up only slightly disappointing as 
the S&P 500 index took that gain back.  Like all good stock market adages, they work until they do not and 
the final two months of this quarter proved a “push” on the advisability to “go away”.  Investors following that 
advice would have missed some wicked volatility.  June was a roller-coaster of volatility, with nearly 20 trading 
days of 100+ point movements.  In the past, the “sell in May” crowd could simply move over to the summer-time 
habitat of fixed income but that was not providing any cover.   

 
Fed Guessing and Taper Talk 

 
This could be a very short dissertation on the subject of what dominated the news cycle this 
quarter, had it not been for some serious moments on the world stage.  Worldwide it was the 
threat of military action in Syria as the main subject of interest and most pronounced threat to 
the markets.  But here in the United States…it was all about tapering of the Federal Reserve’s 
bond buying program.  The parlor game of guessing if they would taper or not was in full bloom 
over the summer pushing yields higher on bonds which reflected the betting was on for a taper.  
Yields on the benchmark 10-year Treasury briefly shot above the 3% mark for the first time in 
recent memory as investors dumped bonds to avoid the carnage they felt was coming.  Stocks 
floated in a range and provided a slight hedge in the event the Fed surprised the markets with 
either no action, or a large taper. 
 
To add a bit of excitement to the equation, President Obama startled the markets by effectively 
“firing” Ben Bernanke during an interview in which he spoke as if the Fed Chairman had worn 
out his welcome.  That set off a wave of speculation about who would be the next Fed 
Chairman.  Candidates like Janet Yellen and Larry Summers emerged as the top contenders, with 
President Obama overtly favoring Larry Summers.  The clubby Ivy League feel of the Fed had 
broken down to a campaign fight as economists and politicians lined-up behind either Yellen or 
Summers.  To the chagrin of the President, Mr. Summers tendered his resignation in September 
as it became clear that he would not survive a Senate vote on his nomination.   
 
The suspense was broken on September 18th as the Fed decided to keep the “punch bowl” 
firmly in place as they judged the economy not to be robust enough to stand on its own two 
feet.   Investors responded by buying stocks and bonds (causing bond yields to fall), reversing a 
trend for bonds that had wiped a considerable amount of value.  The most anticipated and 
talked about movement by the Fed failed to materialize causing many analysts and talking heads 
to quickly back-peddle on how they could have been so wrong.  Clearly the Fed was 
communicating that the economy was not yet strong enough to stand on its own and that the 
bond buying would have to continue. 
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July:   
 
Stocks rose on the first day of trading for the new quarter despite the volatility caused by the 
continuing debate on when the Fed will begin tapering.  Jobless claims decreased by 5,000 to 
343,000 while hiring for June was up 195,000, despite the expectation by economists that the 
number would be around 155,000.  Unemployment held steady at 7.6%.  In remarks posted on 
July 10th, Fed Chairman Be Bernanke indicated they would not be in a hurry to raise short-term 
interest rates even after the unemployment rate comes down markedly.  The threshold rate is 
6.5%.  The Dow finally broke an 8-day winning streak by falling 32 points on July 17th.  The 
streak was the longest rally since January and the loss was prompted by a Federal Reserve official 
calling for cuts to stimulus. 
 
In housing, demand for mortgages dropped as interest rates rose on news of potential tapering.  
Prices for existing homes not for sale continued to rise as inventory for existing home sales 
continued to shrink.  The pullback in mortgage applications and rising interest rates have put 
into question whether this will in turn put an end to the recovery in housing prices?  That 
concern was short-lived as companies such as Ford, Boeing and Apple delivered better than 
expected results.  The Dow ended the month of July on a down note, falling 21 points to finish 
the month at 15,499. 
   
August:   
 
Attention turned to the “taper talk” as St. Louis Federal Reserve President James Bullard said 
the central bank needs to see “more data” before deciding whether to reduce its $85 billion in 
monthly bond purchases.  The U.S. unemployment rate for July was reported lower, moving 
down to 7.4%.  For the first week in August, the Dow dropped 232.85 points to end a six-week 
winning streak.   
 
By the middle of the month investor’s attention returned to the rising yields in the bond 
markets.  The Dow suffered its first triple-digit drop since June, losing 113 points.  On August 
15th the markets dropped another 225 points as the perverse adage of “good news is bad news” 
returned with economic reports suggesting a pick-up in the economy.  Investors translated that 
to mean a definite taper in September and promptly sold off equities. 
 
The concerns were somewhat confirmed by the August 21st release of the Fed minutes from 
August 1st suggesting the Fed was getting set to reduce, or taper, its bond buying by the end of 
the year.  No clear signal from the minutes was provided.  The minutes caused markets to swing 
from triple digit losses, to even, back to triple digit losses.  Clearly investors were having 
difficulties in determining which way the Fed would move, by how much and for how long. 
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September:   
 
The final month of the quarter was greeted with the release of the Federal Reserve “Beige Book” 
which once again suggested a reasonable pick-up in economic activity.  This was followed by the 
jobs report the following week that disappointed investors.  Employers added 169,000 jobs in 
August, extending a midyear dip in the labor market amid federal spending cuts and a payroll tax 
increase.  Unemployment fell to 7.3% but that drop was attributed to an estimated 312,000 
Americans simply stopped working or looking for work. 
 
The second “punch to the gut” came in the middle of the month with the Labor Department 
revised down its estimate for job gains in June and July by 74,000.  A report from RDQ 
Economics said that “the Fed will still announce a modest reduction in the pace of bond 
purchases” this month.  Clearly, there was no clear-cut verdict on the subject and investors 
would have to wait until the announcement. 
 
Leading into the announcement were other signs of the job market’s health.  The average 
workweek rose to 34.5 hours from 34.4 hours.  Average hourly earnings rose 5 cents to $24.05.  
Also, the under-employment rate – which includes part-time workers who prefer full-time jobs 
and those who have stopped looking for work, as well as the unemployed – fell to 13.7% from 
14%. 
 
On September 18th the FOMC voted to maintain its $85-billion monthly bond buying program, 
defying expectations of two-thirds of the economists polled by the Wall Street Journal, who 
were looking for the central bank to begin “tapering” its extraordinary bond purchases at this 
month’s meeting.  The news pushed the Dow up 0.95% and the S&P 500 up 1.22% as investors 
gobbled up stocks immediately after the news was announced. 
 
The good news was followed by the news that U.S. military action in Syria was off the table 
because of the collapse of President Obama’s efforts to persuade Congress to authorize the use 
of force and the subsequent offer by Russia to turn its ally Syria’s chemicals over for inspection 
and destruction.  Topping off a banner week of news, former Treasury Secretary Larry Summers 
had withdrawn his name from consideration as Bernanke’s replacement. 
 
The end of the month ended on a down note, as they always seem to do, with the newest threat 
coming on the very last day of the quarter….a government shut-down not seen since 1995.  The 
markets sold-off on the concern but not anything like August 2011 when the budget ceiling fight 
led to a downgrade of the U.S. debt rating.  All was fairly calm for the moment. 
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Index Returns for the Quarter YTD 
S&P 600 Small Cap 10.73% 28.66% 

NASDAQ Composite 10.82% 24.90% 
Dow Jones Industrial Average 1.5% 15.50% 

S&P 500 Index 4.69% 17.90% 
  (Returns are without dividends.  Period Ending 9/30/2013.  Source:  Morningstar) 
 
Company  Percentage Weight       Year to Date 2013   
 
S&P 500                       
Energy     10.5%      15.42%   
Materials      3.5%     13.50%    
Industrials   10.7%     23.92%   
Consumer Discretionary 12.5%      29.12% 
Consumer Staples  10.0%     16.08%  
Health Care   13.0%     28.45%   
Financials   16.3%     22.93%    
Technology   17.9%      13.39%   
Telecommunications    2.4%           5.69% 
Utilities      3.2%        10.14%     
 
Source:  Standard and Poor’s (www.spindices.com) 
 
 
Style Return Box for the Third Quarter 2013 
 

 VALUE         CORE      GROWTH 
 

LARGE 
 
 

3.96% 5.23% 6.79% 

MID 
 
 

7.09% 7.52% 8.23% 

SMALL 9.71% 10.70% 12.05% 

Information provided in the above chart represents the quarterly returns of the S&P indexes of iShares  
Class of funds with dividends reinvested. 

 
INTERNATIONAL 
 
The quarter started off with the Bank of England’s new banker, Mark Carney, following the lead 
of Ben Bernanke by leaving its policy in place and coming out and saying interest rate rises 

http://www.spindices.com/�
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should not be counted on.  Mario Draghi followed this announcement by saying “rates are 
staying low or going lower for an extended period of time.”  European stocks rose to a three-
week high on the announcement.  Mainland Chinese and Hong Kong stocks rose 
Wednesday after the Communist Party's politburo pledged to maintain steady 
growth in the second half of 2013, lifting shares of property developers and 
financials. 
 
Following on the actions in the U.S., Asian stocks rallied in anticipation that rates in the U.S. 
would remain low to aid an economic recovery.  The Bank of Japan left its policy unchanged 
while cutting its inflation and economic forecasts from its April projections.  The Bank indicated 
the economy was “picking up”; investors took that as good news and promptly bid stocks 
higher.   
 
Back towards the “mainland” of Europe, investor confidence in Germany rose more than 
forecast in August.  The index of investor and analyst expectations advanced to 42 from 36.3 in 
July, estimates were for a reading of 39.9.  A report later in the week showed that German and 
French economies grew faster than the United States in the second quarter, pulling the euro 
zone out of its longest recession.   
 
As we moved to July, investor enthusiasm for international stocks was cooled a bit by a report 
from the Organization for Economic Cooperation and Development that the “world economy 
will continue slowly expanding for the rest of the year, despite signs of relative weakness in 
China and other emerging markets.”  The United States, Britain and Japan are growing “at 
encouraging rates”, while the euro-zone emerges from six straight quarters of economic 
contraction. 
 
The euro traded at $1.2781 after dropping to a three-month low at $1.2760 after Joerg 
Asmussen, a member of the European Central Bank’s Governing Council, said in an interview 
with Reuters that the central bank’s guidance that it would maintain low interest rates for an 
“extended period” extended beyond 12 months.   Over in Asia, Mainland Chinese and Hong 
Kong stocks rose Wednesday after the Communist Party's politburo pledged to maintain steady 
growth in the second half of 2013, lifting shares of property developers and financials. 
 
The yield on 10-year benchmark German bunds climbed to its highest level since March 2012 
after data showed business activity in the euro zone expanded at the fastest pace in more than 
two years in August.  The news was tempered by a report in September suggesting the world 
economy will continue slowly expanding for the rest of the year, despite signs of relative 
weakness in China and other emerging markets.  The report, released by OECD, suggests the 
United States will grow around 2.5% in the third quarter and 2.7% in the fourth quarter.  Japan 
will grow by 2.6% in the third quarter and 2.4% in the fourth quarter.  
 
 
FIXED INCOME 
 
In fixed income we have the most telegraphed yield curve in modern history.   Since 1980 the 
yields on bonds have dropped to their lowest levels ever causing investors around the globe, 
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especially those on fixed pensions, to dramatically shift their portfolio allocations.  Yields on the 
10-year Treasury were stable by the end of the quarter, settling in around 2.65%, having gone as 
high as 3% during the height of the fixed income sell-off.  The panic selling was similar to 1994 
when investors dumped bonds as the Fed raised interest rates over the course of the year.  The 
difference this time was the speed to the movement as interest rates moved a full percentage 
point down during the May-June swoon.  It was the kind of move most investors had never seen 
before. 
 
The focus in the bond market, as we have stated in the past, was on the duration of bonds and 
bond funds.  Shorter durations meant the damage was limited and acceptable while longer dated 
bonds saw losses of easily 7-8%, or more.  Investors now understood that bonds were no longer 
the “riskless” asset class they had grown to know.  With interest rate movements becoming 
more frequent, the best advice was to check the quality of the bonds and more importantly, the 
duration of the fixed income portfolio. 
 
INFLATION 
 
We have read a lot about inflation over the years but the reality is that it has been buried in the 
data.  The chart below expresses a relationship that investors expect between the yields of 10-year 
Treasuries and Treasury Inflation Protected Securities (TIPS).  When the yellow line is below the 
red line it indicates expected negative real returns for holders of Treasuries.  In May of this year 
the 10-year finally passed the TIPS yield and was producing an expected positive real return 
above inflation for investors.  That could suggest inflation was expected to rise since yields rise 
and prices fall if inflation is becoming an issue.  This is a direct response to the tapering 
concerns investors have experienced.  If the economy is improving it will show up in price and 
wage pressures and would be one of the factors that the Fed would incorporate into its decision 
to taper their bond purchases.  However, the recent rise in yields was a direct response to the 
potential to end the bond purchases first-and-foremost, with the issues of inflation placing a 
distant second. 
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EQUITIES 
 
The United States continued to be the best haven for equities as overseas counterparts struggled 
with the quantitative easing of the Federal Reserve.  To quote President Nixon’s Treasury 
Secretary John Connally when he addressed a delegation of Europeans worried about exchange 
rate fluctuations:  “The dollar is our currency, but your problem.”    The dollar is weak against most 
world currencies meaning our exports are cheaper for the world to buy.  In contrast, the Euro is 
trading at 1.35 to the dollar making the products made in Europe more expensive to the world, 
however, the largest trading of products goes on “intra-Europe” which makes it hard for them 
to expand and grow their markets. 
 
Multi-national companies located in the United States are doing extremely well around the globe 
as economies in the emerging markets continue to recover and grow.  During periods of 
uncertainty, we continue to prefer large cap U.S. equities.   As a general theme we continue to 
favor an overweight in U.S. large cap.  The major headwind to U.S. stocks is Washington, D.C. 
and the on-going budget and funding battles that are now common-place for investors to deal 
with.   
 
European and emerging country stocks are looking like values at the moment, having had their 
head handed to them in the first six months of the year.  Year-to-date the Emerging Market 
countries are down 4.1% while the EAFE index is up 16.6% and the United States is up 19.8%.  
The performance of the EAFE is impressive against a backdrop of unemployment that is 
averaging 10.9% according to Eurostat.  Further, austerity measures implemented throughout 
Europe is estimated by the IMF to continue to put a drag on most developed economies in the 
EU.  While not the draconian standards of 2010-2013, the continuing reduction in deficits will 
have an impact to growth. 
 
If there are interesting bright spots in the international marketplace it may be in the Asian 
markets where the “spillover” effects of “Abe-nomics” are beginning to take hold as Japan tries 
to stimulate their economy yet again.  China is considered “cheap” by historical valuations with a 
forward P/E of 8.6 according to J.P. Morgan Asset Management.  Overall the All-Country 
World Index (ACWI) trades at 13.0x on a forward P/E basis, which is just at the historical 10-
year average. 
 
In conclusion, the international markets provide some opportunities inside of a well diversified 
portfolio but should not be considered for an extreme “over-weight” position of, say, 20% of 
the portfolio.  We consider a long term 10% weighting to the international markets to be a 
prudent diversification, with a drift up to the 15% level on the top-side.  Many of our client 
portfolios are below these benchmarks for good reasons.  The reduction in international 
allocations in most portfolios began in 2010 and 2011 in favor of US equities.  Most all of the 
US S&P 100 companies are exposed to international markets and derive upwards of 50% of 
their revenue internationally.   
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Manager Monitoring:   
 
No issues to report. 
 
 
IN SUMMARY  
 
Three quarters of the year gone and by all measures 2013 has been a great year for investors.  
We still have the fourth quarter to contend with, but assuming budget crises are dealt with, we 
should be able to book this year in the positive for investors.   
 
Government uncertainty is running high and has introduced market volatility, but economies 
and markets appear to be moving in the right direction.  Tapering is an indication that the U.S. 
economy is continuing to recover.  Interest rates continue to be stable and returning to normal 
levels.  Just because the market hits a high mark does not mean the market will drop the next 
period.  According to Russell Investments, most of the 62 market “peaks” since 1995 don’t look 
like peaks when considered in a historical context.  The current market P/E ratio of 16.9 (end of 
third quarter 2013), does not look over-valued when compared to the average P/E ratio since 
1995 of 19.8. 
 
Fixed income should continue to be a strategic holding in the portfolio for reasons of 
diversification, low volatility, income, capital preservation and total return.  Granted, bonds have 
been taken to the wood-shed over the past 18-months, but interestingly they worked fairly well 
this quarter.  While the recent rise in yields was a shock to many, it pales when compared to the 
5% pullback in bonds between January 1994 and November 1994 when the yield on the 10-year 
Treasury increase 2.6%.  Compare that “pullback” to the maximum pullback equities 
experienced between October 2007 and February 2009, dropping nearly 50%.  Fixed income 
holdings need to be adjusted relative to their duration. 
 
What the third-quarter signals to us is that you need to always be in-tune with the portfolio 
allocation and your particular risk/reward strategy.  If you want more return you have to accept 
more risk, but understand that today risk is not only equities it is still in the fixed income arena.  
As we just said, bonds need to be a part of the equation, but finding the right mix of duration 
and quality to meet your expectations is the key.  
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