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3Q
16 Asset Class Returns Through – 9/30/2016 Past performance may not be indicative of future returns.
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3Q
16 Stock Markets Reversed and Rallied Sharply 

Following the Brexit Vote

 In the vote’s immediate aftermath, and after careful consideration, we decided not to make any 
changes to our portfolios. 

 In our assessment, Brexit did not materially impact our longer-term five-year outlook and 
assumptions for European corporate earnings growth and valuations. 

 Therefore, we held our positions at a time when many investors were fleeing to traditional safe-
haven assets. That decision proved beneficial for our portfolios’ performance in the third quarter, 
as European stocks rebounded 14% from their Brexit low while core bonds gained just 0.5% 
over the same period. 
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3Q
16

Higher Dividend-Yielding Stocks 
Underperformed Sharply as Interest Rates 
Backed Up in Q3

 The traditionally “defensive” yield-oriented sectors of the stock market, such as utilities, telecom, 
consumer staples, and REITs are areas where many investors appear to be “reaching for yield” 
as well as perceived safety, but where we and many of our active fund managers actually see 
significant risk. 

 These trades can unwind quickly. These sectors’ performance in August and early September 
shows they may be riskier than they seem to be. While the overall stock market was flat in 
August, the utilities and telecom sector fell roughly 6%. It certainly seems that these “defensive” 
plays are vulnerable to any hint of interest rate increases and are potentially higher risk than 
even the broad stock market, not to mention bonds
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3Q
16 Volatility Picked up in September and We’re Prepared 

for More of it Heading Into the Election
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3Q
16 Outlook for the U.S. Economy is Fairly Positive
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3Q
16 Our Analysis Suggests Profit Margins for U.S. 

Companies are Likely to Keep Falling, 
Resulting in Lower Earnings Growth
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3Q
16 Valuations for U.S. Stocks Keep Rising Despite 

Declines in Corporate Earnings and Sales
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3Q
16

The Current Bull Market for U.S. Stocks is Now 
the Second Longest on Record and Stocks are 
Near All-Time Highs
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3Q
16 European Stocks are Cheap and Offer 

Attractive Long-Term Return Potential
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 European stocks have already gone through a crushing earnings recession.
 Market expectations for earnings growth over the next few years are depressed. However, 

our analysis suggests earnings growth will improve and be higher than what the market is 
expecting.

 While Brexit increases near-term uncertainty from a macro perspective, we believe it won’t 
have a material impact on European companies’ ability to do business and generate profits. 

 For example, roughly 45% of Europe’s revenue comes from outside the Eurozone, where 
the International Monetary Fund expects economic growth next year to be much better 
(2.5% for the United States, 3.3% for other advanced economies, and 4.5% for emerging 
markets). 



3Q
16

We Expect Earnings Growth for European 
Companies to Move Back Toward the Long-
Term Trend
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 We believe European stocks continue to significantly underearn relative to their longer-term, 
or normalized earnings power. 

 There are any number of known and unknown catalysts that could result in an earnings 
recovery. Earnings may recover due to the European Central Bank’s continued efforts to keep 
borrowing costs down as a way to stimulate lending and investment spending. Or, Brexit, 
along with the rise of many right-wing political parties, may serve as a wake up call to 
European authorities that they need to loosen the fiscal purse strings to assist the ECB’s 
reflation efforts. 

 The exact timing is uncertain; however, we expect to benefit from higher than expected 
earnings growth and valuation multiple expansion, which suggests European stocks could 
generate 10% to 12% annualized returns over the next few years, with similar downside risk 
as U.S. stocks. 



3Q
16 The Core Bond Index Provides Low Potential 

Returns for the Interest Rate Risk

• Since 2008 there has been a meaningful increase in U.S. Treasury bond issuance. These 
longer-maturity, lower-yielding bonds make up an increasing proportion of the core bond 
index, resulting in higher sensitivity (duration) of the index to interest rate moves. 

• In other words, investors are taking on greater amounts of interest rate risk in exchange for 
lower potential returns.
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3Q
16 Estimated Asset Class Returns
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3Q
16 Our Base Case Economic Scenario Continues 

to be a Moderate Economic Recovery
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3Q
16 S&P 500 5-Year Return Estimates Under 

Each Scenario
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3Q
16 Asset Class Descriptions

Domestic Investment‐Grade Bonds (Barclays Capital U.S. Aggregate Bond Index): We are currently using the 
Vanguard Total Bond Market Index Fund to represent the Barclays Capital U.S. Aggregate Bond Index, an index of 
domestic investment grade bonds. 
Floating‐Rate Loans (S&P/LSTA Leveraged Loan Index): We are currently using the S&P/LSTA Leveraged Loan Index 
to represent an index of floating rate loans. 
High‐Yield Bonds (Merrill Lynch U.S. High Yield Master Cash Pay Index): We are currently using the Merrill Lynch 
U.S.High Yield Master Cash Pay Index to represent an index of domestic high yield bonds. 
Domestic Larger‐Cap Stocks (S&P 500 Index): We are currently using the Vanguard 500 Index Fund to represent 
the S&P 500, an index of primarily domestic larger‐cap stocks. 
Domestic Smaller‐Cap Stocks (Russell 2000 Index): We are currently using the Russell 2000 Index iShares Exchange 
Traded Fund (ETF) to represent the Russell 2000, an index of primarily domestic smaller‐cap stocks. 
International Developed‐Market Stocks (FTSE Developed ex North America Index): We are currently using the 
Vanguard FTSE Developed MarketsExchange Trade Fund (ETF) to represent an index of international developed‐
market stocks. Prior to May 2013, this Vanguard Exchange Traded Fund followed MSCI‐EAFE. Prior to the July 2007 
inception of Vanguard MSCI EAFE ETF, we use iShares MSCI EAFE Index from September 2001 to July 2007, and the 
MSCI EAFE Index adjusted for 0.35% expenses annually prior to September 2001. 
Emerging‐Market Stocks (FTSE Emerging Markets Index): We are currently using the Vanguard FTSE Emerging 
Markets Index Exchange Traded Fund (ETF) to represent an index of emerging market stocks. Prior to January 2013, 
this Vanguard Exchange Traded Fund followed the MSCI Emerging Markets Index. Prior to the March 2005 
inception of Vanguard MSCI Emerging Markets ETF, we use iShares MSCI Emerging Markets Index from May 2003 
to March 2005, and the MSCI Emerging Markets Index adjusted for 0.67% expenses annually prior to May 2003. 
Managed Futures: We are currently using the Newedge Trend Index to represent an index of managed futures 
(trend following) strategies.
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3Q
16 Additional Disclosure

Disclosures:

This document has been provided to you as a response to an unsolicited specific request and does not 
constitute an offer or solicitation of an offer or any advice or recommendation to purchase any securities or 
other financial instruments and may not be construed as such.  The factual information set forth herein has 
been obtained or derived from sources believed to be reliable but it is not necessarily all-inclusive and is 
not guaranteed as to its accuracy and is not to be regarded as a representation or warranty, express or 
implied, as to the information’s accuracy or completeness, nor should the attached information serve as 
the basis of any investment decision.  We are not liable for any informational errors, incompleteness, or for 
any actions taken in reliance on information contained herein. We are not responsible for the formatting or 
configuration of this material or for any inaccuracy in its presentation thereof. This document is intended 
exclusively for the use of the person to whom it has been delivered and it is not to be reproduced or 
redistributed to any other person. 

PAST PERFORMANCE IS NOT AN INDICATION OF FUTURE PERFORMANCE.

There is a risk of substantial loss associated with trading commodities, futures, options, derivatives and 
other financial instruments.  
Before trading, investors should carefully consider their financial position and risk tolerance to determine if 
the proposed trading style is appropriate.  Investors should realize that when trading futures, commodities, 
options, derivatives and other financial instruments one could lose the full balance of their account.  It is 
also possible to lose more than the initial deposit when trading derivatives or using leverage.  All funds 
committed to such a trading strategy should be purely risk capital.  
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