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THIRD QUARTER MARKET REVIEW AND DISCUSSION
Overall, it was a fairly rough ride for the third quarter of the year. All of the broad market indices we routinely discuss here
were down over the quarter — the S&P 500 Large Cap index fared the best, with U.S. Small Caps and international
developed markets (EAFE) EACH losing approximately 8-9% respectively. As we mentioned last quarter, risk tolerance for
everyone will likely be tested over the remainder of the year as there are many unknowns as well as continued international
tensions (more on this below) which will provide an impetus for some to sell and run for the exits.
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We believe the major contributing factors include the
weakening China economic story, additional sanctions
in response to Russian aggression in Ukraine (and
surrounding areas), and the significant increase in
violence and warfare in the Middle East (both the Israeli
operations in the Gaza Strip as well as the return of
U.S.-led combat operations in northern Iraq and Syria in
response to the Islamic State). Add the impending U.S.
mid-term elections (November 4th) to these events and
you have the recipe for greater volatility than we have
seen in several quarters.
Given this volatility, should you consider adjusting
your investing strategy and try to avoid the downturn
or correction that “must” arrive and wait for smoother
sailing? No. Peter Lynch, former Fidelity Magellan fund
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manager said, “Far more money has been lost in preparing
for corrections or trying to anticipate corrections, than has
been lost in corrections themselves.” FACT: in the twenty
year period from 1994 to 2013 (which corresponds to
approximately 4,000 trading days), had you missed the ten
best days (a mere one-quarter of one percent of the total
days), your annualized return would have dropped from
9.2% to 5.5% (Source: Charles Schwab).
We are sufficiently humble to know we are NOT able to
identify those days in advance. Neither is anyone else. The
only realistic chance of benefiting from those 10 critical days
is to remain invested in the other 3990. It will be a constant
struggle between your stomach and your brain in many
cases — and the brain must triumph.

The challenges facing America in the
near-term appear overwhelming and almost
insurmountable. The failures of our elected
leaders in both parties (and the many different
government agencies and departments) are

THE FEDERAL RESERVE TAKES CENTER STAGE
Quantitative easing in the United States is now complete—
the Federal Reserve will no longer purchase billions of
additional Treasury and Mortgage-Backed Securities on
a monthly basis. It also signals that interest rates WILL be
increased in an attempt to return to a normal monetary
policy stance, which we define as a Fed Funds target rate
of 3.0% to 3.5%.
Fed Chair Janet Yellen has stated that the timing
of interest rate increases will be data, not calendardriven. We continue to expect the first rate hike to come

not earlier than the March 17-18, 2015 Federal
Reserve meeting. Each rate hike will be 0.25% and
once started will continue (like clockwork) through
approximately twelve meetings, bringing the Fed
Funds target rate to 3.0% to 3.5%. With eight
meetings a year, we likely will see rate hikes from
March 2015 through July 2016. Since the Fed can
read the political calendar (as can Supreme Court
Justices), we predict a stop at that point through the
November 2016 Presidential elections.
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For comparison, this graph reflects a similar period when the Fed needed to return rates to “normal” following the 2001-2003 terrorist attacks/recession.
Once started on August 10, 2004, each meeting saw an announcement of a .25% increase through June 29, 2006 when rates reached 5.25%

WHAT IS THE SIGNIFICANCE OF
THIS PREDICTED SEQUENCE OF
RATE INCREASES?
The positive aspects: It signals positive Fed analysis and
interpretation of U.S. economic data — the economy can stand
on its own without excessive accommodation. Additionally, it
provides the Fed the ability to respond to the inevitable “next”
crisis. It can’t lower rates much from 0.25% and it also can’t
expand the balance sheet by several trillion dollars a second
time. Lastly, political pressure is raised on the legislative and
executive branches to address true economic issues since the
Fed won’t be subsidizing deficit spending by artificially holding
down interest expense on the Federal Debt.

splattered on the news and radio nonstop. I am
not downplaying the inability of those tasked to
lead with discernment and judgment from the
results we observe. However, I need to remind
myself that America’s decline has been predicted

The negative aspects: As interest rates rise, U.S. debt servicing
costs increase, providing additional pressure on the annual deficit
at the Federal level. This may, depending upon choices in the
November 2014 and 2016 elections, finally push Congress and
the President to shoulder some of the responsibility for getting
the Federal fiscal house in order. As the dollar strengthens, U.S.
exports will be under pressure, but we believe other aspects
of the U.S. economy will more than compensate for them (ie,
lower energy and associated manufacturing costs). Businesses
and home buyers will feel some tightening of credit and higher
mortgage rates. Firms have been restructuring their debt furiously
over the last few years to retire higher interest rate debt and lock
in lower rates—a long-term adjustment and relatively slow-paced.

many times in the past…but never accurately.
We have the ability to address the problems
facing our economy if we can correctly
identify the problems.
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BRIGHT SPOTS FOR THE U.S.
ECONOMY—YES THERE ARE SOME!
U.S. Gross Domestic Product recovered from the dismal first quarter to register
+4.6% for Q2. As we wrote in our last issue, there was little threat of a recession
beginning with that data and we expect the remainder of 2014 to register growth in
the range of +1.75 to +2.25%. (Source: US Bureau of Economic Analysis)
U.S. oil production is at a 28 year high at almost 8.5 million barrels per day and
increasing. U.S. natural gas production now accounts for 20.5% of total world
supply and the U.S. is the world leader in natural gas production. We see no end in
sight for this energy renaissance. The impacts are beneficial in terms of lower costs
to consumers for driving and heating their homes as well as businesses who are in
energy intensive sectors. (Source: US Energy Information Administration)
Manufacturing continues to expand (now at 16 consecutive months) according
to the Institute For Supply Management index. It is still showing a growth trend
despite a decrease in the month of September. (Source: ISM)
Employment growth continues with 248,000 jobs added in September, bringing
the 12-month average to 220,000 jobs added per month. This marks the 5th
straight month where the trailing twelve month job creation data exceeds 200,000
net new jobs—the first time we have seen this since November 2005 through May
2006. (Source: U.S. Bureau of Labor Statistics)
In summing up the “State of the Union,” not all is dark — the productive (read
private sector) economy has continued to find a way to grow, innovate and expand.
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Closing Thought
Things may come to those
who wait, but only the things
left by those who hustle.
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—Abraham Lincoln

