Market InsIGHts

3 Quarter 2014 | Economy | Capital Markets
rd

econoMy
After a volatile economic environment during the first half of the year, the data generally indicated improvement during the third
quarter and the economy appears to be on a positive track for the remainder of the year. Low interest rates, an improving housing
sector and a better employment picture were the catalysts behind the improvement. The Federal Reserve’s easy money policies of
the past few years are the main drivers behind investors’ risk-taking mentality and the economic rebound. Whether these policies
have gone too far and may have unintended consequences in the future is still unclear and has yet to fully play out.
During the third quarter, the economy grew at an estimated 3.0 percent annual rate. A persistent rebound in manufacturing activity
has been one of the main bright spots. In July, new manufacturing orders surged 10 percent, marking the largest gain since records
began in 1992. Demand for aircraft and autos climbed the most and vehicle assembly lines are humming as sales linger near an
eight-year high. Cars and light trucks sold at a 16.4 million annual pace, which was near the fastest clip since 2006. Demand for
computers, electrical equipment and machinery also improved as businesses grew more confident about expanding and improving operations.
The general pick-up in economic activity fueled the continued acceleration in hiring. Through the first six months, 1.4 million
new jobs have been created and the unemployment rate has fallen to a post-recession low of 6.1 percent. Although lower-paying,
service-related jobs made up the bulk of the hiring and the labor participation rate is near a forty-year low, we are seeing improvements in employment nonetheless.
As both growth and employment continue to improve, there remains an ongoing battle between deﬂationary and inﬂationary
pressures within our economy. Deleveraging in the private sector and the ramp-down in consumption by aging baby boomers
are both deﬂationary. Meanwhile, aggressive money printing by central bankers across the developed world is inﬂationary. With
history as our guide, we’ve seen that a determined central banker can always win this battle. In their efforts to spur the economy
and fight inﬂation, central bankers may not always take the needed steps to rein in inﬂationary pressures. Once a central banker
overplays their hand and consumers see inﬂation, the incentive to hold onto eroding purchasing power disappears. This can result
in a vicious cycle of accelerating velocity of money and inﬂation. The official core inﬂation rate is hovering around 2 percent, but
for most people the cost of living is much higher, particularly in the most important categories. The combination of higher food,
energy and medical prices has put increased pressure on consumers’ wallets, and wage growth has lagged at slightly better than a
2.0 percent annual rate over the past few years.
While the U.S. cyclical outlook is becoming more sure-footed and self sustaining, the cyclical growth and inﬂation outlooks for
the Eurozone and Japan remain hostage to significant policy and geopolitical risks. The European Central Bank (ECB) continues to
ease monetary policies and a larger-scale equivalent of the U.S. quantitative easing program is expected into 2015. The Eurozone
economy should grow by about 1 percent in the next 12 months, continuing a painfully slow climb out of a double-dip recession. A
stronger U.S. economy will assist in their recovery next year, based on better exports and a stronger U.S. currency versus the euro.
In Japan, an aging population and debt deﬂation have forced expansionary fiscal and monetary policies over the past few years.
There remains significant uncertainty and the potential for economic volatility or policy missteps in the coming years.
As the U.S. economy posted somewhat better data, investors’ appetite for risk began to wane, resulting in generally modest to lower
equity prices. For the quarter, the S&P 500 Index returned 1.13 percent while the S&P Mid Cap 400 Index declined 3.99 percent. In the bond market, the yield on the 10-year U.S. Treasury bond fell about .08 percent while the 30-year was down about
0.20 percent for the quarter. Falling interest rates helped produce solid results across most fi xed income categories for the quarter.
Our economic forecast for the next 12 months calls for a continuation of this low-amplitude, long frequency U.S. business cycle
recovery. With the ongoing assistance of easy monetary policy combined with healthy private financial sector balance sheets, the
U.S. economy is poised to grow between 2.5 and 3.0 percent in the coming year. Corporate capital expenditures are likely to accelerate on the back of rising pricing power and positive expected returns on newly invested capital. Potential risks that may affect
this forecast are concentrated on external forces around the globe and the potential for higher inﬂation domestically.
As always, investing in the capital markets comes with some risk and uncertainty. We thank you for your continued support of our
investment process as we work hard to deliver positive risk-adjusted portfolio returns to our clients. Should you have any specific
questions, please do not hesitate to reach out to your financial adviser.
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Economic Statistics

Economy from a Historical Perspective
Latest

Average*

U.S. Unemployment Rate

6.10%

6.20%

Represents the number of unemployed persons as a
percent of the labor force

Continues to decline at steady rate

Consumer Price Index

1.70%

4.30%

Represents changes in prices of all goods and
services purchased for consumption

Remains low

78.80%

80.60%

The greatest level of output that a plant can
maintain within the framework of a realistic work
schedule, accounting for normal downtime

Steadily improving

Gross Domestic Product+

4.60%

2.90%

Total value of all goods and services produced
indicates strength or weakness of the economy

Rebounded and positive trending

10 Year Treasury Yield

2.49%

6.72%

Yield on the current 10 year treasury bond

Remains low and in trading range

Annual Housing Starts

956,000

1,457,000

New privately owned housing unit starts
annualized rate

Continues to improve

U.S. Capacity Utilization

Definition

Comments

*Average from 1966 to Present
+
Annualized
Source: Bloomberg

Capital Markets
During the quarter, equity investors turned a bit cautious
as the Federal Reserve scaled back their bond purchasing
program and investors’ risk appetite subsided. In fixed
income, U.S. Treasury bond yields generally declined
as economic data provided some indication of a slowly
improving environment. For the quarter, the S&P 500
Index posted a slight gain, while many sectors of the fixed
income markets produced average results.

Market Index Performance (%)
As of September 30, 2014

1 Year

Annualized
3 Year

3rd QTR

YTD

S&P 500

1.13

8.34

19.73

22.94

Dow Jones Industrial Average

1.87

4.59

15.29

18.98

Nasdaq Composite

2.24

8.58

20.67

24.66

Barclays Aggregate Bond

0.17

4.10

3.96

2.43

Citigroup BIG Corporate Bond

-0.08

5.62

6.79

5.26

MSCI World

-2.01

4.43

12.92

18.71

Disclosure Note: It is not possible to invest directly into an index. The indices listed above are unmanaged and
are not affiliated with the Advance Capital Companies.

Disclosure Note: Portfolio holdings and percentages may fluctuate based on market conditions. Past performance is no guarantee of future performance. Investments are not FDIC insured and may lose
money. Investors should be prepared to bear the risks associated with investing.

