
 

Recap of Q3 2016 Markets and Economy 

As we entered the third quarter, stock markets around the world were reeling from Brexit—Britain’s surprising 

June 24 referendum vote to leave the European Union. The fear was that global trade and economic growth 

would decline, and that perhaps the sentiments that drove the British to vote “no” would spread to other 

countries.  However, it did not take long for the initial shock to wear off.  By quarter-end, the S&P 500 Stock 

Index had gained ground.  Small cap, international developed and international emerging stocks were all up.    

The U.S. bond market, as measured by the Barclays Agg. Bond Index, inched up only slightly.  With interest 

rates nearly unchanged, at the end of the quarter the index had a modest total return.     

The U.S. economy continued its sluggish 

growth during the third quarter.  The 

economic expansion begun in July 2009 has 

been longer than the post WWII average, but 

quite a bit more anemic than any other.  

Why?  As shown below, the two drivers of 

real GDP growth, new entrants into the labor 

force and productivity enhancements, are 

both running quite a bit below average.  An 

aging U.S. population explains some of the 

lack of new workers.  In addition, the labor 

force participation rate, which plummeted 

during the Great Recession, has stayed a low 

as “discouraged workers” stopped looking 

for work. Others have accepted part-time 

employment and lower wages.  Low labor 

productivity may be attributed to lack of  

Sources:  J.P. Morgan Asset Management, BEA, NBER. 
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major technological improvements, limited capital investment, and a slowdown in global trade.  These are long-

term structural challenges that are not likely to see major improvement soon, leading many to conclude that 

slow growth must be accepted as the “new normal.”     

During the third quarter, S&P 500 earnings per share extended a decline begun in mid-2015, dragged down by 

the energy sector. However, oil prices stabilized during the quarter, which may ultimately lead to an earnings 

recovery for energy companies.  This may pull the entire S&P 500 back into positive earnings growth territory.  

Given the increased prices that the market is already willing to pay for stocks, it appears that investors are 

looking through the current earnings slowdown to better days ahead.   

Meanwhile, all eyes are on the election and the Fed.  Governments in the U.S. and around the world have a 

heavy-handed influence on economies and markets. Massive quantitative easing by central banks has driven 

interest rates to artificially low levels (negative in some cases) around the world.  Governments, often the 

largest borrowers, are chief beneficiaries of low rates.  Taxation, regulation, and litigation by governments have 

all increased in the U.S. and abroad. Markets are keenly sensitive to statements made by central bankers and 

politicians because of their dramatic effect.   
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While most central banks appear committed to a continued policy of quantitative easing, the U.S. Federal 

Reserve has been going the other way ever since its .25% increase in short-term rates last December.  Investors 

have been on pins and needles all year, wondering when another increase might happen.  (The U.S. stock 

market fell precipitously in early January after the initial tightening, though it has since recovered.)  The futures 

market is pricing in a greater than 50% likelihood of a .25% increase in the Fed Funds rate after the December 

Fed meeting.   

Outlook for Q4 2016 and Beyond 

Those with mortgage loans may applaud low interest rates, but those who are saving for retirement, or are 

currently in retirement, may not be so approving. The current income generated by most investments is paltry.  

CD rates, long a staple for 

savers, now fall far short of 

inflation, for example.   

Most of us invest in bonds (or 

bond funds) rather than CDs.  

However, it is important to 

understand that if held to 

maturity, a bond is very much 

like a CD—the return to the 

investor is contractual. The 

price of a bond will fluctuate 

depending on changes in interest rates and credit conditions, but at any point in time, the yield to maturity is 

known ahead of time.    

The current low yield on bonds indicates that bond investors are likely to have modest future returns.  However, 

estimating future returns for stocks is not so straight forward.  Although the current yield on the S&P 500 is 

only just over 2%, stock buybacks (another form of shareholder return) has been running at about 3%.  Thus, 

total “shareholder yield” has been roughly 5% for several years.  (Sources:  FactSet, Yardeni Research, 

Standard & Poors.)  In addition, stock dividends have historically increased at a rate above inflation.  For 

stocks, long-term expected return is the shareholder yield plus a growth rate.  The growth rate can be broken 

down into two parts:  inflation and real growth.  In the long run, real growth tends to be related to (and 

somewhat lower than) real GDP growth.  As noted above, real GDP growth has been lower than normal during 

Sources:  J.P. Morgan Asset Management, Bankrate.com. 
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this recovery.  Inflation expectations are also low.  Consequently, equity growth rates may be a bit lower than 

normal.   

In the shorter-term, much of the fluctuation in 

stock market return is due to changes in the 

market’s pricing of corporate earnings and 

dividends, which is usually measured by the 

price/earnings ratio (P/E).  As shown in the 

table at right, most valuation measures of the 

S&P 500 indicate a valuation level around 

the average for the past 25 years.  The 

notable exception is the fact that the earnings 

yield (E/P) is quite a bit higher than normal 

compared to the yield on Baa corporate bonds.  This is an indication that stocks are attractive relative to bonds.   

Our investment policy committee actively monitors developments in global markets and manages well 

diversified portfolios that incorporate each client’s appropriate level of risk.  As always, we are available to 

answer any financial questions or concerns you have and we look forward to continuing our relationship. 

                                           

Roy Williams, ChFC        Kevin Means, CFA          John DeAngelo, CFP®     Alyssa McMahon, MBA, CFP®, CFA  
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