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Third Quarter Returns
US stocks dropped approximately -7% in the third quarter of 2015. The drop in US equities was quite large, but paled in
comparison to the -17% decline in emerging markets, including a -27% plunge in China. Volatility rose dramatically during
the quarter and during one week in August, all semblance of a liquid and fair market were forgotten in the equity markets.
Credit default swaps rose dramatically as worries over certain bond issuances intensified. Commodity-based securities and
economies were among the biggest losers as news out of China suggested that the world’s largest consumer of
commodities was slowing.

Headwinds for Global Growth
When the Fed (and other central banks) added liquidity to the system, publicly and privately taking action to support and
stabilize asset prices, investors were content to simply buy growth assets, often using leverage to own more and more
equities. Volatility became historically low as stock price movements became extremely narrow, grinding higher with
central bank activity as a tailwind.
As 2015 has unfolded, the probability of an
interest rate hike has risen. By many
accounts the US economy should be able to
withstand small rate hikes that begin a
move back toward “normal” conditions.
Interest rates have been held far below
normal levels for years. These low rates
have spurred borrowing, reduced interest
costs and provided cheap money to nearly
every market participant.
In the third quarter, concerns rose that the
combination of a Federal Reserve rate hike
in the US and an economic slowdown in
China could cause a broader global
slowdown. Equity investments around the
world declined on the news. At times the
declines were violent, and investors were reminded that equities can be extremely volatile.
Leveraged businesses and commodity sensitive ventures began to show signs of stress. And while the US economy appears
to be chugging away, a concern over a strong US dollar has added to interest rate concerns. Rising interest rates and a
strong currency combine to create downward pressure on earnings and price multiples. More than half of the aggregate
sales of large US-based companies occur overseas. A strong dollar translates into lower revenues. Rising interest rates have
historically coincided with lower price-to-earnings (P/E) multiples and higher borrowing costs. Naturally, lower revenues
and higher costs lead to lower earnings. Apply a lower P/E multiple and a stock or index can suddenly appear quite
expensive.
For example, let’s assume that analyst earnings predictions for S&P 500 at the beginning of the year was $120 and that low
rates could justify a P/E multiple of 18. The stock market which started the year around 2100 could be viewed as “fairly
valued.” However, following a significant rally in the US dollar, a slowdown in China and worries about rising interest rates,
the same analysts reduce expected earnings to $108 and apply a more moderate multiple of 15, which would equate to a
price level of 1620 and a stock market decline of more than 20%.
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That may sound like an extreme swing, but the stock market has had one of the longest uninterrupted rallies in history.
Elevated market multiple levels are logical during a time when the central bank actively supported markets, reducing rates
and borrowing costs and expanding their balance sheet.
One methodology, the cyclically-adjusted P/E (CAPE), seeks to reduce the noise caused by short term swings of both price
and earnings (in this case, abnormally low interest rate policy). It seeks to find the sustainable and long term growth trend
of the US economy and applies the average long term P/E multiple of the asset class. By the CAPE measurement, the
“median” fair value of the S&P 500 is around 1550, or roughly 20% below the closing level on September 30.
This is not to say that we are predicting a precipitous decline from current levels. We do, however, recognize that the
recent market weakness is justified given the headwinds facing the global economy and that a business cycle has both
growth and contraction periods. We expect that businesses will adjust to the new economic climate and work to increase
shareholder value over time.

A Public Security versus a Public Company
A typical portfolio is made up of public securities, both equity and debt. Additionally, pooled vehicles like ETF’s and other
traded securities represent asset classes like real estate, commodities, and currencies. It’s important to remember that
“public” refers to the general population. And since people are doing the buying and selling, that means human emotions
and psychological behavior are embedded in the pricing of assets.
Stop and think about some of the most consistent and reliable businesses. Consumer staples and utilities come to mind.
Typically, sales from quarter to quarter will move up or down by a few percent at the most. Earnings are extremely stable
too. But, the stocks of these companies can rise or fall by 20%, 30% or even 50% in a single month. The reality is that
investors are human and act like humans, which means they overreact, overestimate, and act on incomplete information.
Add in a surprising or unexpected event like a market crash, a war or an interest rate change, and investors may act
impulsively.
The bottom line is that individual securities are far more volatile than the underlying companies. We cannot know how
other investors will react (individually or collectively) to news and events, but we can observe that emotional buying and
selling creates valuation excesses and valuation opportunities. In order to avoid the common reactionary behavior toward
investments, we must always seek to know what we own, why we own it, own the right amount, and have a long range
plan. Investors who become too leveraged and borrow money tend to make the most money in good times and also tend
to lose everything when times get tough. We have to invest in the same market as these people and need to be aware that
when times get tougher, these investors will be forced to sell securities and will put downward pressure on stock prices. In
2015, more stocks were held on margin (using borrowed money) than ever before.
So, while the US economy still appears to be growing and moving forward, some commodity-based economies are
struggling mightily. Some investors are beginning to feel the burden of stocks owned on margin. Some companies who
borrowed heavily to grow (especially in domestic energy exploration) are having increased difficulty finding new lenders.
These are realities as we enter the fourth quarter. The market is not necessarily cheap, China is slowing, and US earnings
are likely to come under pressure from the strong US dollar and possibly from rising rates. We may see further selling from
leveraged speculators. But in the end, an investor with a long range plan and a diversified portfolio of quality assets can,
with the help of good advice, stay the course, ignore the actions of others and ultimately succeed in achieving investment
goals. It is not easy to buy low, or to sell high. Emotions can get in the way. But if we have the proper allocations and right
level of cash and liquidity, we can use market volatility to our advantage.
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