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Market Review
Third Quarter 2018
Asset class performance was mixed during the third quarter with U.S.
equities having a strong quarter while international equities and fixed
income were flat to negative. U.S. equities have led through the year
and the S&P 500 Index is now up 10.6% year to date. In contrast,
developed market and emerging market equities returned 1.4% and 1.0%, respectively, in the recent quarter and are down 1.0% and 7.4%
year to date. Major index returns are shown opposite.

Market Returns %
Q1

Q2

Q3

YTD

U.S. Equity Markets
S&P 500

-0.8

3.4

7.7

10.6

Russell 1000

-0.7

3.6

7.4

10.5

Russell Midcap

-0.5

2.8

5.0

7.5

Russell 2000

-0.1

7.8

3.6

11.5

MSCI EAFE

-1.4

-1.0

1.4

-1.0

MSCI ACWI ex US IMI

-0.9

-2.4

0.5

-2.9

MSCI Emerging Markets

1.4

-7.9

-1.0

-7.5

The Fed raised rates to 2.25% in September, the third 0.25% rate rise
this year and the 8th since the Fed started to normalize policy in
December 2015. We expect another rate rise in December and further
rate rises during 2019; a policy misstep by the Fed or any of the major
Central Banks remains a risk.

MSCI Japan

1.1

-3.0

3.8

1.8

-0.7

0.8

-0.1

0.0

Barclays High Yield Municipal Index

0.6

3.1

0.8

4.4

Barclays U.S. Corporate High Yield

-0.9

1.0

2.4

2.6

Market volatility was muted in the third quarter. The VIX (a measure
of future volatility expectations) declined 25% during the quarter. As
markets and economies continue to react to trade concerns and some
weaker international leading indicators, we expect at least some
volatility to return.

JPM EMBI Global

-1.8

-3.5

1.9

-3.5

7.5

14.2

-1.2

21.2

-20.6

5.7

2.6

-13.9

-8.4

9.7

0.8

1.3

-11.1

11.8

6.6

5.9

The U.S. economy continues to strengthen with Q3 estimates for 4%
GDP growth. The consumer is buoyant with confidence at the second
highest level in nearly 50 years. However, global synchronized growth
appears to have taken a break as international economies have
generally witnessed a slowdown in their growth rates.

International Equity Markets

Fixed Income Markets
Barclays Municipal 1-10Y Index

Commodities
Oil
Natural Gas
U.S. REITs
MLPs
Source: Bloomberg
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U.S. Equities
Record highs despite volatility
U.S. equities had a great quarter,
hitting record highs in both the small
and large-cap stock indices. Investors
continue to have a rosy outlook with
confidence boosted by tax cuts and rising corporate earnings as the economic
expansion enters its 10th year.

Highlights
•

U.S. Equities continue to lead global equity
market performance.

•

Small-caps lagged as waning trade concerns
provided a boost to large-cap stocks. Despite
this, small-caps lead year to date with a 12%
return.

•

Value stocks continue to underperform growth
stocks as investors remained focused on the
trillion dollar tech stocks.

•

Consumer Staples and Telecom recovered during
the third quarter but a lack of growth catalysts
hinders their YTD returns.

Q3 Returns %
STYLE

VALUE

CORE

GROWTH

Large Cap

5.7

7.4

9.2

Mid Cap

3.3

5.0

7.6

Small Cap

1.6

3.6

5.5

Source: Bloomberg

Source: Bloomberg
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U.S. Sector Returns

Percentage Return

S&P 500 Index

S&P 500 Price Return

Source: Bloomberg
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International Equities
Muted returns
Investors fretted about the strength of
the European recovery as well as weakness in emerging markets. While developed markets eked out a small gain,
emerging markets continued their
slump with a third quarter loss of
1.1% , taking their year to date return
to –7.4%.

International Sector Returns

Highlights
•

Global trade concerns and more tepid
international growth amid slowing economic data
has impacted investor sentiment. It seems
increasingly likely that China and the U.S. will not
resolve their trade differences amicably.

•

Europe's lack of high growth Technology stocks
has contributed to poor performance vs U.S.
equities.

•

Emerging markets were hurt by trade, currency
depreciation, and higher oil prices. However,

fundamentals and earnings expectations are
strong and the recent sell off has made valuations
more attractive. Emerging Asia continues to
dominate the prospects for Emerging Market.

Q3 Returns %
STYLE

VALUE

CORE

GROWTH

Large Cap

1.9

1.0

-0.2

Mid Cap

0.6

0.1

-0.4

Small Cap

-0.7

-1.4

-2.1

Source: Bloomberg

EM Earnings Expectations
Consensus EPS for next 12 months, US dollar, rebased to 100 in 2006

EM Asia

EM Europe

EM Latin America

Source: Bloomberg
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Fixed Income
Flat total return masks price
declines across U.S. bond markets
U.S. investment grade bonds returned
0.0% during the recent quarter and
most segments of the market remain
slightly negative year to date. Higher
risk bonds fared better and are nicely
positive for the year so far.

Highlights
•

Excluding the U.S., where the Federal Reserve has
been raising rates, most sovereign yields have
been flat to lower year to date.

•

U.S. Treasury yields are likely to remain attractive
to foreign investors given the relatively attractive
yield differentials .

•

High yield corporate bonds remain unattractive
with well below average spreads and yields. Such
rich valuations limits any downside protection.
(See chart below.)

Municipal high yield bond yields remain
commensurate with after-tax corporate yields
making municipal high yield more attractive from
a risk perspective.

•

Recent Emerging Market Debt spread widening
has made valuations more attractive on a relative
and absolute basis.

High Yield Spreads

Spread Percentage

Global Sovereign Bond Yields

•

Source: Bloomberg
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Commodities
Energy Complex Rallies
A rallying oil price helped boost commodity prices but precious metals,
industrial metals, agriculture and
livestock all suffered losses during
the quarter. MLPs remain volatile but
increasing U.S. shale production is a
tailwind for future demand.

Highlights
•

•

US REIT prices gained 1.1% during the recent
quarter and are now up 3.7% over the past year.
International REITs continue to struggle with
slowing growth and trade concerns having a
negative impact on investor sentiment.

With the Iranian sanctions looming, the oil
market has moved into backwardation so that it
is more expensive to buy oil for delivery today
than for delivery in the future. Backwardation
generally reflects a nervousness about short-term
tightness in supplies.

WTI Oil Futures Curve

Oil Price ($)

Percentage Return
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•

The commodities market provided mixed
performance during the third quarter. Crude oil
ended at $72.35/barrel, down from $74.15/barrel
at the end of June. With Venezuela and Iran both

Real Estate Security Returns

Source: Bloomberg

reducing supply to the international markets we
expect oil prices to remain firm through the
remainder of this year.

Source: Bloomberg
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U.S. Economy
Highlights
The U.S. economy continues to strengthen, with
the unemployment rate still hovering just below
4%. New unemployment claims are at a 50-year
low. U.S. GDP gained 4.2% during the second
quarter of this year, and third quarter estimates
are around 4%.

•

With low unemployment, a strong economy and
a tailwind from tax cuts, consumer confidence
continues to soar with material improvements in
August and September. The current level is the
second highest in almost 50 years, exceeded
only by consumer confidence during the tech
bubble peak in 2000.

•

Government spending at both the Federal and
State level is also boosting GDP growth. Federal
government expenditure increased an inflationadjusted 2.3% during the second quarter.

•

While inflation remains muted, there are
increasing pressures from wage gains and
incremental boosts from the tariffs that have
already been implemented. The U.S. core
inflation rate that the Federal Reserve monitors
nudged up to the 2% level while a recent
University of Michigan survey suggests that
inflation expectations for the next year are
around 2.5%.

•

Despite the many positives, housing has shown
some signs of weakness. As expected,
affordability has been declining as mortgage
rates rise from their record low levels. The
average 30-year mortgage rate has risen to 4.8%
from under 4% at the start of this year. Pending
home sales have been falling with a year-on-year
decline of 2.3% in August, marking the 8th
consecutive month of year-on-year declines.

Wages and Inflation

Wage Inflation Rate (%)

Employment

•

Source: Bloomberg
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International Economy
Highlights
•

•

Investor belief in a synchronized global
expansion has waned over the past quarter. This
is highlighted by the Purchasing Manager Indices
(PMIs), a leading indicator of economic growth,
which while still in expansionary mode have
come well off their highs. The emerging Asian
markets in particular have seen a decline in
export orders.
The IMF recently stated that global growth risks
are starting to materialize. Christine Lagarde, the

•

With the exception of Japan, most countries
have seen a slowdown in the rate of GDP
growth. While still solid, emerging market GDP
growth has declined from 5.5% at the start of
the year down to 4.0%. Likewise, industrial

production in the emerging markets had
accelerated but is now back to the 4.8% growth
rate seen at the start of the year.
•

Japanese corporate profits and return on equity
continue to surge. This has been accompanied
by rising dividend pay-outs and share buybacks.

Japan Corporate Profits and
Return on Equity % of GDP (LHS); % (RHS)

Purchasing Manager Index

Eurozone PMIs

IMFs Managing Director, expects growth to fall
short of the 3.9% forecast of three months ago.
This warning comes on the back of protectionist
trade rhetoric that is turning into actual trade
barriers.

Source: J.P. Morgan Guide to the Markets U.K. Q4 2018
Source: Bloomberg
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U.S. Corporate Earnings
Highlights
Earnings provide support to
elevated valuations
Surging U.S. corporate earnings are
providing significant support to
elevated valuations, fueling the
longest running bull market in U.S.
history. Despite this, the forward 12
-month price/earnings ratio is
around 16.7 times, still well-ahead
of the 10-year average of 14.4
times. Rising analyst estimates for
revenue growth and earnings are
likely to be sustained through the
remainder of 2018 and indicate
that a recession remains a
somewhat distant risk. Of
companies reporting thus far, 80%
have reported a positive earnings
surprise and 73% have reported a
positive sales surprise.

•

•

Second quarter S&P 500 earnings are up 27%
over the year, besting the 25% first quarter gain.
Further gains are expected with early estimates
at 20% for third quarter earnings growth.

•

U.S. earnings were aided by tax cuts in the first
and second quarter; excluding tax-cuts, earnings
growth was still double-digits

Companies with more than 50% of their sales
overseas outperformed more domestically
focused companies.

•

Revenues are growing at the fastest pace since
2011, with ten out of eleven S&P sectors
reporting growth. Overall second quarter revenue
growth was just over 10%.

•

Earnings surge is broad-based, with all sectors
except Real Estate providing double-digit growth.

•

Earnings are fueling the longest running bull
market in U.S. history, eclipsing the 3,453 day
long 1990’s bull market.

•

Record breaking share repurchases continue to

boost reported earnings per share.

S&P 500 Earnings Growth by Sector

Second Quarter 2018

Source: Bloomberg
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Tactical Trade: Emerging Market Debt
As investors worried about events
in Turkey and Brazil we took
advantage of a sell-off in Emerging
Market Debt (EMD) to add
exposure. Despite greater
sensitivity to global growth, we
believe EMD will outperform high
yield municipals in the coming year.

Percentage Return

Returns in Fed Hiking Cycles

Source: Bloomberg
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Highlights
•

Recent EMD spread widening has made
valuations more attractive on a relative and
absolute basis. High yield bond spreads remain
240 basis points below their long-term average,
making them less attractive from a valuation
and risk standpoint.

typically declining more than high yield bonds.
Given the already significant decline in high yield
spreads, EMD has more room for spread
contraction going forward.
•

•

The current accounts, trade and reserve balances
of Emerging Market nations have improved,
providing a cushion amid increased volatility. This
enhances EMD’s ability to generate returns.

•

EMD has outperformed high yield bonds during
previous Fed hiking cycles, with EMD spreads

High Yield Corporate’s 2018 returns have been
led by CCC issuers, the riskiest security and the
closest to default. EMD’s corporates and
sovereigns have less leverage and better
fundamentals, enhancing their attractiveness.

Spread Change in Hiking Cycles

Change in Yield Spread

Opportunities in EMD

Source: Bloomberg
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Tactical Trade: Hedge Funds
Opportunities in Hedge Funds
With a weakening of the economic
growth outlook in Europe and
relatively full equity valuations in the
U.S., we acted to reduce the
overweight allocation to global
equities and add to hedge fund
allocations. For most strategies the
trade increased hedge fund exposure
to around 10% up from 8.5%.

U.S Equities Fully Valued

Highlights
•

We believe hedge fund exposure will provide
some protection against downside risks. The
chart below highlights that hedge funds decline
significantly less than equities in down markets.
When bonds are declining, as they do during
interest rate hiking cycles, hedge funds still
manage to provide a positive return.

well as to a concentrated small and mid-cap
manager with a track record of outperforming in
down markets.
•

•

The Market Street Hedged Assets Fund provides
exposure to a diversified group of niche strategies
and managers that we believe are positioned to
perform well in most market conditions.

•

During this year, we have increased the Hedged
Assets Fund’s allocation to credit managers as

While economic growth prospects in the U.S.
appear to be strong, we must always be cognizant
of risk. Such risks include a policy misstep by the
Federal Reserve, the risk to equities of a rising 10year bond yield (reduces the attractiveness of
equities relative to bonds), and the risk of
escalating trade disputes. The full valuation of
U.S. equities leaves little margin for error if any of
these risks comes to fruition; taking a little money
off the table seems prudent.

Hedge Fund Returns
S&P 500 DOWN

BONDS UP

BONDS DOWN

Percentage Return

S&P 500 UP

Source: Shiller CAPE Ratio
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Source: Source: J.P. Morgan Guide to the Markets U.K. Q4 2018

%, average total return in up and
down months, 2001-present
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Tactical Asset Allocation
Market Street Growth Strategy
ASSET CLASS
CASH

INVESTMENT GRADE BONDS
Municipal Bonds
HIGH YIELD DEBT
High Yield Municipal Bonds
High Yield Corporate Bonds

NEGATIVE

Third Quarter 2018

NEUTRAL

POSITIVE
Positioned broadly neutral to underweight cash. The rise in high quality bond
yields this year has improved their attractiveness. Portfolios remain neutrally
allocated to investment grade bonds.
Remain positive on tax-efficient high-yield municipal debt given solid
fundamentals, a lack of new issuance and very low default rates. Have tactically
increased allocation to emerging market debt following a widening of spreads.
Continue to view high yield corporate debt as expensive.

Emerging Market Debt
HEDGED ASSETS
Long/Short Equity
Multi-Strategy

Exposure to hedged funds has been increased to a neutral position, reversing the
previous underweight allocation. Given public equity market valuations we
believe that hedge funds will provide protection during any future periods of
uncertainty or volatility.

Distressed Debit
EQUITIES
U.S. Equities - Large Cap
U.S. Equities - Small Cap
Developed Market Equities

Fully allocated to global equities. Continue to believe that U.S. equities remain
fully valued, although strong earnings growth this year has provided support to
valuations. Portfolios remain overweight international equities given more
attractive valuations. Market Street’s private equity program provides attractive
exposures that cannot be obtained in the public markets.

Emerging Market Equities

Private Equity
REAL ASSETS
MLPs
Global Real Estate/REITs

We continue to believe that MLPs offer attractive long-term return opportunities
given the oil price recovery and the nation’s future mid-stream infrastructure
needs. Portfolios remain underweight to the real estate and natural resource
sectors.

Natural Resources/Energy
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INVESTMENT TEAM:
Michael R. Eisner, CFA®
Chief Investment Officer
Robert J. White, CFA®, CFP®
Director of Investments

Ross Miller, CFA®
Senior Investment Analyst
Amy R. Sydlansky
Senior Investment Associate

This presentation has been prepared by Market Street Trust Company. The
views expressed herein represent opinions of Market Street and are presented
for informational purposes only. They are not intended to be a recommendation
or investment advice and do not take into account the individual financial
circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking
statements. Forward looking statements are not facts but reflect current
thinking regarding future events or results. These forward statements are
subject to risks that may result in actual results being materially different from
current expectations.
Past performance (before and after taxes) does not guarantee future
performance. There is no assurance that Market Street Trust Company funds
will achieve their investment objectives, or that they will or are likely to achieve
results comparable to those shown herein, or will make any profit, or will be
able to avoid incurring losses. Exposure to foreign currencies may cause

additional fluctuation in the value of any investment. Each investor must assess
the suitability of an investment, one’s tolerance for risk and the impact on one’s
diversification strategy. This presentation does not constitute an invitation to
buy or an offer to sell securities, or any other products or services.
This is intended as general information only. Investors in these funds may be
required to meet certain criteria under the securities laws in order to qualify.
Any discussion of U.S. tax matters is not intended and cannot be used or relied
upon for the purpose of avoiding U.S. tax-related penalties.
Please visit our website for additional information on the funds and any
investment fund updates. As always, please feel free to contact us if you would
like to learn more about our investment program.

MARKET STREET TRUST COMPANY:
Corning Office:
80 E. Market Street, Suite 300
Corning, New York 14830
607.962.6876 phone
607.962.6709 fax
New York Office:
499 Park Avenue, 26th Floor
New York, New York 10022
212.400.9070 phone
607.962.6709 fax
www.marketstreettrust.com
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