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REVIEW

Third Quarter Events

 The third quarter progressed in fits and starts: 

● Economic growth – US growth appeared to be progressing at a low but reasonable rate. 
Growth in the European Union and emerging economies showed signs of slowing further.  

● Corporate profits – In the US, profits continued to grow, albeit at a low rate. European 
Union profits stalled and emerging market profits weakened.

● Inflation – Inflation trends were mixed. Some measures of US inflation appeared to show 
an upward trend, others not so. Inflation in Europe remained low. China’s inflation has 
increased in recent months, due in part to a massive outbreak of “swine flu,” causing price 
increases in food. 

● Central Bank Policy – Stimulative policies were resumed. After raising interest rates for 
over two years, the Federal Reserve reduced rates twice in the third quarter. The 
European Union lowered its short term rate to a more negative number and announced it 
would be restarting “quantitative easing” in November.  China’s central bank also reduced 
interest rates.  
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REVIEW

Capital Market Returns

 Over the first nine months of 2019, asset class returns remained quite positive, with commodities 
being the one exception.  

 Third quarter returns suggest growing concerns over slowing growth.  As a result:

● Assets that normally do well when growth slows, like bonds, posted strong returns.

● Assets that normally fare poorly when growth slows, like commodities, declined a good bit.  
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OUTLOOK

A Period of Uncertainty 

“There are known knowns; there are things we know we know. 
We also know there are known unknowns; that is to say we know 

there are some things we do not know. But there are also 
unknown unknowns – the ones we don’t know we don’t know.”

Donald Rumsfeld 
US Department of Defense news briefing 

12 February 2001
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OUTLOOK

The Johari Window 

 Donald Rumsfeld’s now-famous framing of the decision-making process under uncertainty is a 
variation of the “Johari Window.” Dividing the statement into its components: 

A. Known knowns – These are the things we know we know.

B. Known unknowns – These are the things we know we don’t know.

C. Unknown unknowns – These are the things we don't know we don't know. 

 Factors in categories B and C determine investment outcomes. On the following pages, we 
describe several of them and how they relate to our current portfolio strategy. 



B. Known Unknowns 
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 Future economic growth – Economic growth projections remain positive, but will probably 
continue to trend downward somewhat. 



B. Known Unknowns 
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OUTLOOK

 Future inflation trends – Inflation has increased slightly in recent months in the US and China, 
but is likely to remain subdued. 
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OUTLOOK

 Future consumer and business confidence –

• Consumer and business confidence levels often portend future economic activity. Rising 
confidence leads to faster growth; falling confidence leads to slower growth.  

• An insightful consumer confidence indicator is the difference between present conditions 
and expectations for the future. As indicated below, this measure is currently at a low level 
compared to history.   

Source: Conference Board

Consumer Confidence -
Difference Between Expectations for the Future and the Present 
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OUTLOOK

 Future consumer and business confidence –

• Business confidence for both current and future conditions have also weakened.   

Source: McKinsey
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OUTLOOK

 Future valuation levels on stocks – Taking into account the rate of inflation, equity valuation is 
reasonable relative to history. However, there has been significant fluctuation in this over time 
and it is not a good market timing tool.  

Source: Robert Shiller
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OUTLOOK

More issues fall under this category than at any point in many, many quarters. 

 US Politics – Impeachment

Only three historical precedents exist, one of which predated the modern age. What impact do 
both the process of impeachment and the outcome have on: 

● Consumer confidence? 

● Business confidence? 

● 2020 election outcomes?  
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OUTLOOK

More issues fall under this category than at any point in many, many quarters. 

 US Politics – Ideological Divide in 2020 Elections 

The ideological divide between the two parties is wider than at any point in at least the last two 
generations.  The extent to which the electorate trends toward one party or the other will have 
dramatic effects on:  

● Trade policy

● Tax policy 

● Regulation

● Health care delivery

● Foreign policy



C. Unknown Unknowns 
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OUTLOOK

More issues fall under this category than at any point in many, many quarters. 

 Trade Policy 

● Current trade disputes and tariff uncertainties exist on multiple fronts. 

● The one relationship that appeared to be resolved, “USMCA” (the replacement for NAFTA),  
is stalled in Congress at present. 

● In addition to existing tariffs already in place, planned or proposed additional ones include: 

– October 15 – Tariff increase from 25% to 30% on $250 billion of Chinese imports.

– October 18 – 25% tariff on $7.5 billion of European Union imports. 

– November 17 – 15-25% tariff on all imported autos. 

– December 15 – 15% tariff on $160 billion of additional Chinese imports.



More issues fall under this category than at any point in many, many quarters. 

 Unrest In Hong Kong  

● As indicated in the table below, China’s economic influence on the world economy is 
dramatically larger than it was the last time civil unrest in China reached a level comparable 
to what we are seeing in Hong Kong today. Despite its small size, Hong Kong acts as a 
conduit for 60% of foreign direct investment into China. At a time when China’s growth has 
already slowed, greater turmoil could further slow the world economy.  

● In 1989, the Communist Party’s response to the Tiananmen Square protests was severe. Yet, 
outside of China, the economic effect was nonexistent.  How the Party resolves unrest in 
Hong Kong and the resulting economic effects are most uncertain. 

1989 2018
China Economy As a % Of Global Economy 1.6% 15.9%

China’s Share of Global Economic Growth* 0.5% 46.9%

C. Unknown Unknowns 
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*Previous five years.   Source: World Bank
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More issues fall under this category than at any point in many, many quarters. 

 Brexit

The UK voted to leave the European Union more than three years ago. As indicated below, the 
odds of official exit and early elections indicate a resolution is elusive. Both the ultimate 
outcome and the ramifications are unknowable because there are no historical precedents.  
The UK is the United States’ fifth largest trading partner.

Will early elections in the U.K. be called by Oct. 31?Will the UK officially exit the European Union by Nov. 1?

Source: Predict It
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PORTFOLIO STRATEGY

 Historically, “unknown unknowns” have caused the most economic and capital market turmoil.

 Things could ultimately work out in market-friendly ways, but it will take time.

 The number of, and potential impact of, unknown unknowns leads us to adopt a more 
conservative investment posture at present. 

More Conservative Portfolio Strategy  
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PORTFOLIO STRATEGY

 Bonds remain a core portion of balanced portfolios, yet their risk-reduction benefit is not what 
it used to be. 

● In years past, holding bonds was an effective way to reduce portfolio risk because of their 
lower volatility and diversification benefits. 

● Because interest rates have fallen so much, bond prices are much more volatile today: 

– Twenty years ago, a 1% change in interest rates would have resulted in an 11% 
decline in the price of a 20-year Treasury bond. This is much less volatile than the 
stock market. 

– Today, a 1% change in interest rates would result in a 16.5% decline in the price of a 
20-year Treasury bond. This is about as volatile as the stock market. 

 This higher level of volatility increases the appeal of short-term bonds relative to long-term 
ones.

 As an additional diversifier, gold holds some appeal.

Bonds and Gold as Portfolio Diversifiers 



CONTACT INFORMATION

Savannah Office

6602 Abercorn Street, Suite 100
Savannah, GA 31405

(912) 691-2320

Hilton Head Office

90 Main Street, Suite A
Hilton Head Island, SC 29926

(843) 785-2233

www.ChathamCapitalGroup.com
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