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Detailed commentary on the Third Quarter of 2013 along with
insight and outlook from Market Street’s investment team

OVERVIEW
After taking a detour during May and June, global stock markets found their way back
onto the Record High freeway. The Dow, S&P 500 and Russell 2000 (small cap stocks)
all hit record highs in September, with the NASDAQ hitting 3,818 (a 13-year high). The
angst investors experienced over Federal Reserve tapering was swept away as the Fed
decided against any Treasury purchase slowdown at its September meeting. Optimism
quickly spread to all areas of the globe, and much of the damage inflicted to worldwide
markets during the second quarter was reversed. As illustrated in Chart 1, the S&P 500
was up 5% during the quarter with foreign markets up closer to 10%.
Michael R. Eisner,
Chief Investment Officer

Some market movement can be attributed to the Fed postponing its tapering decision,
but much can be credited to better economic data. A sampling of the good news this quarter*:
1. U.S. manufacturing, as reflected in the ISM PMI data, hit new highs (56.2)
2. Gasoline futures are near 1-year lows, with some states reporting prices below $3 per gallon; this
keeps more dollars in consumers’ pockets
3. Strong readings of Eurozone economic confidence
4. Japanese GDP growth accelerated to a 3.9% rate during the first half of the year
5. Eurozone composite PMIs hit a multiyear high in the third quarter (51.4)
Unfortunately, a political game of chicken over funding our government and increasing our borrowing
capacity (potentially impacting our ability to pay our debt) has played out over the last several weeks in
Washington, D.C, causing a great deal of volatility in the markets and uncertainty in investors’ minds. We
*Sources:

ISI, Bloomberg, Markit, JP Morgan Asset Management. Note: PMI readings above 50 represent economic expansion while those below 50 represent a contraction. A
reading of 50 represents no change.

will not rehash the topic here, except to say it would be nice (just once!) if our politicians could stop
impeding our economy from taking its natural course, which we believe to be in a positive direction.
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Chart 1: General Market Returns
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Although politicians have reached a short-term deal to open our government and pay our debts, it is likely
we will revisit this issue again in the first half of 2014. Recent market reactions may be a good indicator of
things to come, which is to say it will get bumpy again, but we will probably reach another deal, even if it is
an ugly process. To be clear, we take very seriously the current environment in Washington D.C., and do
not assume the political issues and ramifications of indecision are inconsequential. Yields on short dated
(one month) Treasury Bills jumped significantly during the crisis, reflecting increasing fear in the market.
Volatility, as measured by the VIX, rose over 50% (from 12 to 20), also reflecting heightened fear levels.
But we take comfort in the fact that 10-year Treasury yields barely budged and actually drifted down
(reflecting higher prices and demand) as the crisis chatter increased. We would also point out that the
economic environment today is much healthier than in 2011, when we went through the last debt ceiling
fiasco, and we feel corporations and countries are better positioned to withstand the uncertainties that may
arise from upcoming political stalemates (see Chart 2).
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Chart 2: Differences between 2011 and today
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We urge investors to be patient and think long-term. Although the current folly taking place in Washington
could have some significant negative short-term impacts, markets seem to regain their footing once a deal
is in place. Research firm International Strategy & Investment (ISI) noted that during the last government
shutdown (1995/1996), company surveys (a reflection of economic sentiment) dropped sharply, but
quickly recovered to their pre-shutdown levels once a solution was agreed upon. We do not recommend
short-term trading to protect against possible political events (how do you value that?) and we are looking
ahead to the better data as our guide.
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FIXED INCOME
A general bond market decline was halted in mid-September after Federal Reserve
Chairman Ben Bernanke’s announcement that tapering would not start in September.
While investors continued to withdraw money from bond mutual funds, with over
$39 billion withdrawn from taxable and municipal bond funds during July and August, a
mild reversal followed Bernanke’s statement in September.

Robert White,
Investment Manager

The performance of U.S. Government debt was mixed over the quarter, as the yield curve
experienced a steepening: long term yields increased while shorter term yields fell. As
such, while the 5-year Treasury gained 0.7%, the 10-year and 20-year Treasury bonds lost
0.7% and 3.2%, respectively over the quarter. Over the year-to-date, the 10-year and 30year bonds have lost 5.5% and 11.9%, respectively. The 10-year Treasury ended the
quarter yielding 2.61%, up from 2.49% at the end of the second quarter and from 1.63%
this time last year.

Chart 3: Fixed Income Index Performance - Q3
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Although the municipal bond yield curve also steepened during the third quarter, high quality municipal
bonds outperformed U.S. Government bonds, with the Barclay’s Municipal Bond Index (1-10 years)
returning 0.7%. Despite this outperformance, municipal bonds remain historically cheap relative to taxable
Treasury bonds. While the ratio of the 10-year Barclays Municipal Bond yield to the 10-Year Treasury bond
yield fell to 103% from 111% at the end of the second quarter (Chart 4 below), it remains attractive
compared to an average since 2001 of 94%. The high yield municipal debt market, as represented by the
Barclay’s Capital Municipal High Yield Index, declined for a second consecutive quarter, losing 3.0%. With
Chart 4: Ratio of 10-Year Municipal and Treasury Bond Yields

Source: Bloomberg
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investors withdrawing over $7.5 billion from high yield municipal bonds funds, the Index has lost 5.1% so
far this year.
Corporate debt outperformed both Treasuries and municipal debt during the quarter. In general, lower
quality debt performed best, with the corporate high yield bond market posting a return of 3.5% during the
third quarter. Structured products such as Mortgage Backed Securities and Asset Backed Securities also
rallied in September, ending the quarter up around 1%. However, structured products remain weaker over
the year to date, with losses of around
1%.
Chart 5
Following a steep second quarter decline
of 5.1%, emerging market debt rallied
during the third quarter, with the
Barclay’s Emerging Market Debt Index
(US $ denominated) gaining 1.4%. With
year to date fund flows still positive,
emerging market debt continues to
attract investors with relatively high
yields
and
strong
economic
fundamentals. Chart 5 highlights the
investment opportunity, with high
emerging market yields available from
countries that have lower levels of
public debt than many developed nations.

Source: Oppenheimer Funds (Bloomberg, IMF)

Following Bernanke’s comments, emerging market currencies rebounded strongly in September with the
Brazilian Real and Indian Rupee gaining 6.8% and 5.5% respectively against the US dollar. The J.P. Morgan
Emerging Local Debt Index (local currency) gained 0.9% last quarter but remains down 7.4% for the year so
far.

EQUITIES
Global equity markets rallied in the third quarter as investors cheered the end to the Eurozone’s recession.
The MSCI All Country World ex. U.S. Index finished the quarter up 10.1%, bringing its year to date return
to 10.0%. U.S. markets also performed strongly, boosted by both positive economic growth news as well as
the continuation of monetary stimulus. The S&P 500 Index rallied 5.2% over the quarter and is up 19.8%
year to date.
Within the US equity market, small-cap stocks continue to outperform their larger-cap brethren. During the
quarter, small-cap stocks rallied a further 10.2% and are now up 27.7% over the year to date. Amongst smallcap names, it was the more ‘growth’ orientated stocks which again performed best, benefiting from the
market’s pro-cyclical bias. Small ‘growth’ stocks gained 12.8% in the third quarter and have rallied 32.5% this
year. However, while still outperforming large stocks, small ‘value’ stocks only gained 7.6% during the
quarter and have risen 23.1% this year.
At the sector level, performance during the third quarter was led by the more cyclical sectors, with the S&P
500 Material and Industrial sectors gaining 10.3% and 8.9%, respectively. Over the year to date, the top
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performing sectors are Industrials, Consumer Discretionary and Healthcare. Financial stocks
underperformed during the third quarter on the back of fears regarding both rising rates and increased
government regulation. However, over the year to date, Financials have outperformed the broader market
with a 22.9% gain. The worst performing sector was Telecom with a loss of 4.4%. Telecom stocks have
underperformed in each of the last four quarters, with the sector suffering from increased competition,
rising yields and declining consumer spending on telecommunications.
Chart 6: S&P Style & Sector Returns
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International equities outperformed U.S. markets by around 5% during the third quarter but continue to lag
over the year to date by nearly 10%. Developed markets, as represented by the MSCI EAFE Index, ended
the quarter up 11.6%, bringing the year to date gain to 16.6%. European markets generally performed best
during the quarter, with Spain and Italy leading the way with gains of 25.8% and 19.8%, respectively. Japan,
which had rallied 16.6% during the first half of the year on the back of massive financial stimuli to boost
their economy and promote inflation, lagged with a gain of just 6.7%. However, over the year to date it
remains the best performing developed market with a gain of 24.5%.
Chart 7: Global Equity Market Performance
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Emerging Markets continued to underperform Developed Markets during the most recent quarter, making
it four consecutive quarters of underperformance. While the MSCI Emerging Markets Index gained back
5.9% during the quarter, over the year to date it has still lost 4.1%. The BRIC nations (Brazil, Russia, India
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and China) rallied more in the quarter, up 8.6%, but lag over the year to date with a loss of 4.9%. The
worst performing nation was Indonesia which lost 23.9% during the third quarter as investors fretted about
a wide current account deficit as well as a downgrade to the IMF’s economic growth forecast. Conversely,
the South Korean market recovered from poor performance earlier this year to rally 14.9% during the
quarter.
Hedge funds have continued to report lackluster returns, hampered by low net equity exposures during a
period of strong equity markets. The Credit Suisse Blue Chip Hedge Index gained 1.1% through the
quarter and is now up 2.5% over the year to date. So far this year, the long/short equity and event driven
managers have performed best with gains of 12.8% and 7.4%, respectively. The lagging strategies this year
have been short-biased (down 20.2%) and managed futures (down 5.6%).

REAL ESTATE AND COMMODITIES
The price of U.S. crude oil increased from $96.56 per barrel to $102.33 per barrel during
the third quarter, and has now risen 11.4% since the start of the year. Prices benefited
from geopolitical turmoil in the Middle East (Syria) coupled with supply disruptions in
Libya, Nigeria and Iraq that together reduced production by over 2 million barrels per day.
However, the oil futures market is currently in backwardation, with the price of oil
expected to fall over the coming year. This can be attributed mainly to an increase in
domestic oil production creating downward price pressure (Chart 8).
The price of natural gas declined 2.2%
over the quarter, and has now gained
just 1.8% year to date. Natural gas
production in the U.S. has increased 30% since the start
of 2013, primarily driven by increased production in the
Marcellus Shale region of Pennsylvania. While MLPs
(energy infrastructure companies) lost 1.9% during the
quarter, over the year to date they remain up 21.2%.
MLPs remain well positioned to benefit from the
billions of dollars of energy infrastructure investment
that will be required as the U.S. continues on its path to
potential energy independence.
Bulezim Azemi,
Investment Analyst
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Chart 9: Real Estate and Commodity Returns
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Precious metal prices rallied following the decision not to taper in September, clawing back some of the
losses suffered since the possibility of tapering this year was introduced by Bernanke during the second
quarter. Gold prices gained 7.7% during the quarter but have still lost nearly 21% since the start of the
year. Silver prices rebounded around 10.3% during the quarter but remain down 28.5% over the year to
date.
Global REITs, as represented by the S&P BMI Global REIT Index, returned 0.1% during the third
quarter, leading to 3.6% return year-to-date. In the U.S., REITs prices have been negatively impacted by
tapering talk, with the MSCI US REIT Index down 3.3% during the third quarter, reducing the year to date
return to just 2.3%. Recent quarter performance was led lower by both Residential and Retail REITs which
lost 7.4% and 4.4% respectively. Conversely, Industrial REITs performed best, with a third quarter return
of 1.3% and a year to date return of 7.3%.

OUTLOOK
We remain optimistic about the investment environment, but expect returns will moderate off the blazing
pace of the last two years. Assuming our politicians can reach a deal without damaging the recovery, we
expect continued modest growth in the U.S. economy, corporate profits and employment. A recent pickup
in growth in Europe (to less bad) appears also to be a bright spot. Global Central Bank actions will remain
very stimulative, even if they become less so than currently.
The risks outlined in previous missives (European debt, geopolitical, regional unemployment, etc.) remain,
but governments and bankers continue to show a willingness to make sure the remaining deleveraging
process occurs slowly. This deleveraging process, which we have spoken about before, will be measured in
years, maybe even a decade, moderating long-term economic growth and returns.
We remind investors that U.S. equities have appreciated almost 60% in the last two years, driven in a large
part by Federal Reserve actions. Even in a tapering situation, Fed liquidity will probably amount to $500
billion of purchases next year, which is still stimulative to the economy. Given this situation, we don’t
believe it necessary to make wholesale changes to portfolios, but rather urge investors to revisit their asset
allocations and rebalance, especially if any asset classes have moved significantly above their targets. With
U.S. equities moving up so dramatically over the last 24 months, now may be a good time to rebalance into
an underweight asset class or an opportunity that may be more attractive.
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Please visit our website, www.MarketStreetTrust.com to view the September 30, 2013 Investment Fund Updates for
more detailed information on the funds. These will be posted by the end of October. As always, please feel free to contact
us if you have any questions about Market Street’s investment program.
Market Street Trust Company ǀ 80 E. Market Street, Suite 300 ǀ Corning, New York 14830
607.962.6876 phone ǀ 607.962.6709 fax
www.MarketStreetTrust.com
Michael R. Eisner CFA®
Chief Investment Officer
meisner@marketstreettrust.com

Robert J. White CFA®, CFP®
Investment Manager
rwhite@marketstreettrust.com

Bulezim Azemi
Investment Analyst
bazemi@marketstreettrust.com

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.
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