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Markets Pull Back in October
Overview
After enjoying strong performance through the end of the summer, equity markets pulled back slightly in
October as pre-election jitters set in. Although most national polls still suggest that Hillary Clinton maintains an
edge in the presidential election, the ultimate outcome of presidential and congressional elections remains
uncertain, and that uncertainty may result in continued choppy trading as we get closer to Election Day.
The U.S. economy continues to show signs of modest expansion. The government’s initial estimate of third
quarter GDP showed the economy to be growing at a 2.9% annualized rate, above expectations of a 2.6%
growth rate. The jobs market also continues to be strong, with the official unemployment rate hovering at 5.0%,
which is below the long-term average of 5.8%. The Federal Reserve has maintained its easy stance towards
monetary policy, holding its official interest rate within a range of 0.25 to 0.50%. The Fed has signaled through
official statements and various speaking engagements that it may hike rates again in its December meeting.

Performance
Both stocks and bonds moved lower in October, with the Barclays US Aggregate Bond Index falling 0.76% and
the S&P 500 Index declining 1.82%. Emerging market stocks were notably positive during the month, with the
MSCI EM Index rising 0.24%.
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Year-to-date, emerging market stocks continue to be one of the strongest-performing asset classes with a
16.30% return. High yield bonds have also performed well; the Barclays US Corporate High Yield Index returned
0.39% in October and 15.56% for the year.

Outlook
The U.S. economy continued to grow at a steady, if unspectacular, rate through the third quarter. The Bureau of
Economic Analysis reported that the economy expanded at a 2.9% annualized rate. The growth rate was above
expectations and was an improvement from the second quarter, which saw growth at a 1.4% annualized rate.
Personal consumption, a key gauge of consumer spending that is closely watched by economists, grew at a 2.1%
rate, slightly below expectations of a 2.5% growth rate.

The chart above, which shows quarterly GDP growth over the last ten years, highlights the ebb and flow of U.S.
economic growth during the current expansion. There have been only two quarters of 4.0% plus growth, and
most quarters have seen the economy grow right around 2.0%. Growth has been mostly positive, but not very
strong. While the average growth rate of 2.1% during the current expansion may be disappointing relative to
the average growth rate of 3.7% experienced in the 1990’s, it also means that the economy has had little
opportunity to overheat.
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Why do we single out the current growth rate? Primarily because the current economic cycle has lasted seven
years, which is notably longer than the historical expansion age of around three years. Some observers may be
concerned that the economy could be long in the tooth and that we are due for a market pullback as a result of
a possible recession. However, we can see from the following chart that since the 1950’s the U.S. economy has
become more oriented around services and consumer demand, rather than industrial production, and as a result
expansions have generally been getting longer, while recessions have been getting shorter.

We should also note that expansions do not die of old age alone. We have previously used the analogy of a car
traveling across state to understand important dynamics of the current expansion. If the car moves at a slower
rate of speed, it will take longer to arrive at its destination. An economic expansion often ends because it moves
too quickly, and becomes overheated, thus requiring the Fed to tighten monetary policy and constrict lending
and investment. We do not currently face that problem in the U.S. given that the current expansion has been
the slowest-growing of the last eleven expansions. Although the Federal Reserve is likely to raise rates at its
December meeting, it continues to project a very easy rate-hiking cycle. There is little desire within the Fed to
disrupt growth in the U.S. and derail investment markets. As a result, we continue to believe that there is more
room to run in the current U.S. expansion.
Moving on from the economy, the potential investment consequences of the presidential election on Tuesday,
November 8, loom in investors’ minds given the news cycle domination combined with poor approval ratings for
both candidates. Political risk is one factor out of many that we consider when building portfolios that are
designed to reduce risk while also achieving our clients' financial goals. In spite of the greater, more
inflammatory rhetoric of this election season, it seems likely that the election will not relieve the gridlock in
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Washington. As a result, we believe that investors will generally be best-served by sticking with their current
investment plans rather than making significant changes in anticipation of particular election results.
National polling in the U.S. presidential election has fluctuated since the major party nominees were finalized,
but it has consistently favored Hillary Clinton over Donald Trump. While the national popular polls are fairly
close, state-by-state polling as it fits into the Electoral College currently favors Clinton by a fairly wide margin.
Although Trump has gained ground in polls in Ohio and Florida recently, he still faces an uphill battle in the
Electoral College. According to the website FiveThirtyEight, a popular election statistics site, recent polls (taken
in October, after the debates) in Pennsylvania, North Carolina, and Colorado, which are key swing states that
Trump would likely need to win in order to swing the overall Electoral College vote in his direction, have all
favored Clinton. Congressional election polling seems to indicate a divided Congress. As of the first week in
October, a statistical analysis of state polling conducted by The New York Times pointed to the Democrats taking
over the Senate and Republicans maintaining control of the House of Representatives. Be that as it may, the
bottom line is this: if current polling across all races holds and Clinton wins the presidency and if the House and
Senate divide on party lines (or even if Republicans retain control of both legislative chambers), policy change
would still face significant gridlock.
Although gridlock may be frustrating from a policy perspective, markets may actually respond favorably to it
because there would be limited scope within which any one party, or candidate, could implement policy
perceived as damaging to the economy and investment environment. Gridlock would also likely see the markets
breathe a sigh of relief because it would eliminate significant uncertainty with regard to policy actions, a
potential trade war, or other perceived risks to the global economy.
Sage has been watching the election closely to determine what, if any, effect the results could have on various
investment markets, but we are unlikely to make major changes as a direct response to the election results. This
is because our diversified portfolios are constructed to incorporate a wide variety of investments across many
assets classes so as to mitigate the risk associated with any single event, while still providing multiple
opportunities to generate positive returns. Even if there is increased volatility leading up to or following the
presidential election, we encourage investors not to try and “time the market” by moving out of their equity
investments. Sitting on the sidelines rarely
helps in the long-run, primarily because
equity markets often move on quickly from
the most recent risk. Although stocks soldoff sharply in reaction to the initial shock of
the Brexit vote, many indices have
rebounded and are now trading much higher
than their pre-Brexit levels, including the
FTSE 100 Index, a British equity benchmark.
On the topic of Brexit and Europe, we want
to provide an update on some encouraging
trends within Europe, which has gotten much
attention due to its intermediate-term equity
underperformance combined with Brexit
headlines over the last six months. In spite of the significant degree of uncertainty revolving around the ongoing
Brexit negotiations, economic growth within the Eurozone has continued to improve. The Markit Composite
PMI, a broad economic gauge held stable through the summer and improved above expectations in September.
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German manufacturing PMI recently hit its highest levels in two years. JP Morgan notes that the Euro area
economy is entering the final quarter of the year with strong momentum, as business expectations have
recovered to pre-Brexit levels and new manufacturing orders are edging higher.
Emerging markets have also continued to improve, with company earnings swinging to positive territory and
currency and EM stock markets leading the way amongst equity indices. Emerging market equities have
benefited from two major developments in 2016: (1) the bounce in commodity prices has led to improved
performance in many commodity centric EM countries, and (2) many of the bear market fears associated with
China’s growth slowdown have not come to fruition.

Yearly Growth in Emerging Market Currencies (FX) and Earnings Growth (EPS)

Emerging market
earnings estimates
and currencies have
improved considerably
this year.

Much of the rally also has to do with an improvement in China’s economic health and that of other regions. For
starters, China did not conduct a massive depreciation of its currency, which many feared it would do at the end
of 2015. After a surprise currency devaluation in the fall and some other poorly telegraphed policy decisions,
many feared that China would continue to shoot investors in the foot. These fears were misplaced, inasmuch as
Chinese policymakers have largely stood on the sideline this year, with the exception of an increase to capital
spending to help some beaten down industries.
Regarding valuations and future return prospects, emerging markets continue to have the edge over developed
markets. Despite the slowdown in emerging market growth over the last year, emerging markets still possess a
wide growth spread relative to developed markets. China’s GDP has increased by a 6.7% rate in the second
quarter of this year compared to a 1.3% growth rate for U.S. GDP in the second quarter. India registered 6.9%
growth in the second quarter. Despite fears of an EM slowdown, many EM countries are still growing at rates
well above those in the developed world and should continue to do so in the long-run due to more attractive
demographics.
On valuations, emerging markets currently trade at a cyclical adjusted price to earnings (CAPE) ratio of 14.4
compared to an historical median of 19.0, which translates to a discount of 31.9%. By comparison, U.S. equities
trade at a 25.5 CAPE ratio, which is 37% above its historical median.
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Metric
Current CAPE Ratio
Historical Median
Premium/Discount to Historical Median

Emerging Market
Equities
25.5
14.4
16.0
19.0
-37.3%
31.9%

U.S. Equities

Emerging market equities continue to enjoy a valuation discount to U.S. equities. While these valuation
discounts may persist, we anticipate that some of the aforementioned fundamental factors should lead to
continued positive performance from emerging market equities going forward. CAPE is not the only metric by
which emerging market countries are undervalued. On a price-to-book basis, EM equities are trading at a 1.6x
valuation compared to a historical average around 1.8x, a discount of 13%.
As we close out the year, there is increased likelihood of higher volatility due to the uncertainty of the
presidential election, combined with the Federal Reserve’s November and December decisions on interest rate
policy. Though volatility may jump, we believe Sage’s portfolio mixture of global bonds, stocks, and alternative
investments is well situated to manage this risk, and we do not anticipate making major, immediate investment
shifts in response to election results or the Fed’s policy. We will, however, continue to assess the economic
landscape both in the U.S. and abroad, and seek to identify the proper mix of risk and reward across the
investment landscape for your portfolio. We appreciate the trust you have placed in us and look forward to
speaking with you soon regarding your financial situation.
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The information and statistics contained in this report have been obtained from sources we believe to be reliable but cannot be
guaranteed. Any projections, market outlooks or estimates in this letter are forward-looking statements and are based upon certain
assumptions. Other events which were not taken into account may occur and may significantly affect the returns or performance of these
investments. Any projections, outlooks or assumptions should not be construed to be indicative of the actual events which will occur.
These projections, market outlooks or estimates are subject to change without notice. Please remember that past performance may not
be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the
future performance of any specific investment, investment strategy, or product or any non-investment related content, made reference to
directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for
your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable
laws, the content may no longer be reflective of current opinions or positions. All indexes are unmanaged and you cannot invest directly in
an index. Index returns do not include fees or expenses. Actual client portfolio returns may vary due to the timing of portfolio inception
and/or client-imposed restrictions or guidelines. Actual client portfolio returns would be reduced by any applicable investment advisory
fees and other expenses incurred in the management of an advisory account. Moreover, you should not assume that any discussion or
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Sage Financial
Group. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual
situation, he/she is encouraged to consult with the professional advisor of his/her choosing. Sage Financial Group is neither a law firm nor
a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy of
the Sage Financial Group’s current written disclosure statement discussing our advisory services and fees is available for review upon
request.
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