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The third quarter brought markets higher. 
The S&P 500 gained 3.31% for the quarter 
while the Dow Jones gained 2.11% bringing 
the two domestic equity market index returns 
to 6.08% and 5.07% year-to-date, respectively. 
The NASDAQ posted an impressive quarter at 
9.69%, bringing its year-to-date advance in line 
with the Dow Jones at 6.08%. The Wilshire 
4500 Completion Index, a measure of small 
and mid-cap equities, gained 6.16% for the 
quarter putting the index ahead 10.41% year-to-
date. Despite these respectable market returns, 
the health of the US economy is in the eye of 
the beholder. Economic indicators continue to 
send mixed signals. 

The US has added jobs for 70 straight months 
with the most recent jobs report showing a gain 
of 151,000 in August. Though positive, the 
August report undershot predictions by 29,000 
jobs and showed a marked slowdown from the 
pace of the two preceding months, which saw 
additions of more than 270,000 jobs each. Many 
analysts believe this slowdown is a result of the 
4.9% unemployment rate, which represents 
near full employment. Though we have reached 
near-full employment, participation in the 
labor force remains below pre-recession levels at 

roughly 63% versus 66%. To some extent, this is 
due to the falling participation rate of working 
age men; many analysts point to this decrease in 
participation as part of the reason for the recent 
rise in populist sentiments. Wages have been 
increasing - earnings rose 2.4% in August and 
2.6% in July, continuing the upward trend from 
2015. Despite these increases, average hourly 
wages have remained stagnant for some time. In 
fact, when adjusted for inflation, average hourly 
wages peaked more than 40 years ago according 
to the Pew Research Center. Finally, inflation 
has stubbornly lagged behind the Federal 
Reserve’s 2% target. 

Despite this mixed bag of economic indicators, 
the Federal Reserve Bank of Atlanta has 
predicted a 3% growth rate in US GDP for 
the third quarter, which would be the highest 
rate seen in two years. Janet Yellen, Chair of 
the Board of Governors of the Federal Reserve 
System, has recently stated that the Federal 
Reserve expects to see inflation meet its target 
in the next few years and to see moderate growth 
in GDP, putting the US on track for gradual 
increases in the Federal Funds Rate. The current 
Federal Funds Rate remains at 0.50%. Though 
historically low, the Federal Funds Rate remains 
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higher than that of many other western 
central banks. This, strong market returns, 
and events in Europe (including Brexit) all 
have contributed to the continued strength 
of the dollar. 

While the US seems poised to raise rates 
again before the end of the year, other 
western banks are continuing down the 
path of quantitative easing. In August, 
the Reserve Banks of Australia and New 
Zealand each cut rates by one quarter 
percentage point to 1.5% and 2.00%, 
respectively, bringing both rates to new 
lows – even below rates witnessed during 
the great recession of 2008. In response 
to Brexit, the Bank of England cut rates 
to 0.25%. The European Central Bank 
(ECB) rate remains at 0.00% on loans 
(refinancing operations) and at -0.40% on 
overnight deposits. The Bank of Japan and 
the Swiss National Bank have gone one 
step further, with negative interest rates on 
loans. This continued easing has left the 
ECB and other banks with few tools left to 
spur growth without severely harming the 
financial sector.

The ECB has kept rates low as part of 
an economic growth stimulus program 
begun in 2014. The program began when 
inflation was 0.5%. Since then, inflation 
in the Euro Area has failed to rise above 
0.3% but has recently begun an upward 
trend. Unemployment in the EU has 
remained steady since its decline to 10.1% 
this past April. The most recent estimates 
from the ECB put annualized GDP growth 
at 1.8%. These positive though anemic 
numbers have contributed to European 
stocks reversal of the year’s downward trend 
with the STOXX 600 rising 3.21% for the 
quarter though it remained down 6.26% 
for the year. No doubt, the dissipation of 
the post-Brexit shock also contributed to 
this reversal. In fact, Brexit may be just the 
shock the EU needed to press ministers 
to begin to address widespread discontent 
with the EU across the member states. 

Surprisingly, in the wake of Brexit the 
FTSE 100 added 6.07% bringing it to a 
positive 10.53% for the year. This increase 

in British stock values may be due in part to 
the Bank of England cutting its benchmark 
interest rate to 0.25% and the side effects of 
the devaluation of the British Pound. The 
pound has been hard hit in the wake of 
Brexit, dropping 11.94% year-to-date versus 
the dollar and 14.93% versus the euro. 
Exchange rates stood at $1.2976 per pound, 
a low not seen in 30 years, and €1.1543 per 
pound by the close of the quarter. This has 
improved the outlook for British exporters 
and made investments in British assets 
more appealing to foreign investors. As 
British Prime Minister Theresa May has 
recently chosen March of 2017 for Britain 
to officially begin exiting the EU, we expect 
continued volatility in the UK. 

Japan also posted gains for the quarter 
but, like Europe, they were not enough to 
make up for the year-to-date losses. Japan’s 
Nikkei posted a 5.61% gain but a loss of 
13.58% for the year. All-in-all, Developed 
International equity, as represented by the 
MSCI EAFE Net Index, gained 6.43% for 
the quarter, eking out a 1.73% gain year-to-
date. Emerging Markets (MSCI EM NET) 
fared much better, posting an impressive 
9.03% for the quarter bringing year-to-
date returns up to 16.02%, though China 
fared similarly to Japan with the Shanghai 
Composite posting a 2.56% gain for the 
quarter but losses of 15.10% year-to-date. 

China continues its transition. Though 
China is expected to meet GDP forecasts 
of 6.7%, the cost of continued growth is 
rising. Private investment has been slowing. 
In response, the Chinese government 
has increased spending and lending to 
make up the difference in an attempt to 
maintain the current rate of economic 
growth. This government lending, which in 
large part goes to state-owned companies, 
has successfully kept growth figures on 
target. However, the Chinese economy is 
already over-leveraged and this influx of 
debt is worsening the problem while also 
fueling speculative real estate investments, 

potentially leading to a bubble. Moreover, 
devaluation of the yuan continues. A 
dollar now buys 2.74% more yuan than it 
did at the beginning of the year. Though 
this helps Chinese exports, it does little to 
assuage the fears of investors. 

Roughly two years ago, Saudi Arabia began 
increasing oil production, ostensibly in an 
attempt to reduce prices enough to put 
American shale oil drilling out of business. 
This price war has hurt more than American 
oil producers. The Saudi economy, 
amongst others, has taken a beating. In 
June, the Organization of the Petroleum 
Exporting Countries (OPEC) attempted 
to reach agreement on production, but 
sour relations between Iran and Saudi 
Arabia prevented a deal. Then, on the 
28th of September, OPEC finally reached 
a tentative agreement to reduce production 
by 700,000 barrels to between 32.5 and 
33 million barrels a day. Whether or not 
OPEC nations actually make good on this 
deal remains to be seen. OPEC production 
now only accounts for 42% of world oil 
production. Therefore, the effect this deal 
will have on oil prices remains unknown.  

As we move into the fourth quarter and 
the presidential election, we believe 
diversification and planning are key. We 
have been in a bull market since 2009. Some 
analysts look to the length of the current 
bull market, well in excess of the average 
and approaching the length of more recent 
runs, and predict an imminent downturn. 
These predictions assume a predictable 
market cycle. The bear/bull market cycle 
is anything but predictable and, as we 
have repeatedly said, the research shows 
attempting to time the market is a losing 
proposition. However, we do acknowledge 
that the current bull market is looking a 
bit long in the tooth. Thus, we strongly 
encourage planning well in advance for 
large capital expenditures and keeping 
adequate cash reserves for day-to-day needs 
and unexpected expenses.

The Deighan Team
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While the US seems poised 
to raise rates again before the 
end of the year, other western 
banks are continuing down the 
path of quantitative easing.

Though China is expected to 
meet GDP forecasts of 6.7%, 
the cost of continued growth 
is rising.

Economic indicators continue 
to send mixed signals.
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Congratulations to Tyler 
Hoxie for successfully 
completing Level I of 
the Chartered Financial 
Analyst examination 
administered by the CFA 
Institute. Considered 
the most rigorous in the 
investment profession, 
the CFA program requires 
passing a series of three 
exams that test knowledge 
of securities valuation, 
financial statement analysis, 
economics, portfolio 
management, performance 
measurement, and ethics. 
Additionally, candidates 
must acquire three years 
of investment-related work 
experience before being 
awarded the CFA charter.

Associate Financial 
Advisor, Derek Jones, 
successfully completed the 
CERTIFIED FINANCIAL 
PLANNER™ Certification 
Examination. The CFP® 
mark is considered the gold 
standard in the financial 
planning industry. The 
Certification Examination 
is a daylong in-depth test 
of a candidate’s ability to 
integrate and apply a broad 
base of financial planning 
knowledge in the context 
of real-life situations. 
Derek must now finish the 
experience requirement 
before receiving the 
right to use the mark. 
Congratulations, Derek! 

PORTFOLIO CHANGES

We did not add new securities to client 
portfolios this past quarter, nor did we 
eliminate any particular security on a 
firm-wide basis. However, Wells Fargo & 
Company has had an interesting past month, 
and since it is held in portfolios invested in 
individual equities, we thought it worthy of 
a mention in this space.

While most banks sell numerous products 
and offer a litany of services, they have 
traditionally relied on the interest earned 
from loaning out customer deposits for 
the majority of their revenues. However, 
in this time of super-low interest rates and 
middling economic performance, savings 
and loans operations have been hard hit and 
many banks have aggressively marketed their 
other services to clients to bolster revenues. 
Wells Fargo has been especially successful at 
leveraging this strategy, called cross-selling, 
which helped it post revenues above those 
of its peers. Unfortunately, the incentive 
structure intended to motivate employees to 
cross-sell products inspired some employees 
to engage in illegal and unethical practices 

such as opening unauthorized accounts for 
customers. Lack of oversight compounded 
the issue, which eventually resulted in civil 
claims by the Office of the Comptroller 
of the Currency – U.S. Department of 
the Treasury, the Consumer Financial 
Protection Bureau and the Office of Los 
Angeles City Attorney. Wells Fargo agreed 
to pay a $185 million fine and terminated 
roughly 5,300 employees for engaging in 
improper sales practices. The Board of Wells 
Fargo also announced that it is clawing back 
$60 million in compensation from two 
executives. 

We continue to monitor the situation. 
Despite these setbacks Wells Fargo remains 
a leader. The largest bank by market value 
in the nation, Wells Fargo has consistently 
posted returns above its peer group. While 
we are disheartened and appalled by the 
misbehavior that led to close to $5 million 
in consumer losses, we hope that at least one 
positive outcome of this scandal will include 
more effective risk management policies and 
procedures for all banks.
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IS THE BOND MARKET IN A BUBBLE?

We have received a few calls from concerned clients wondering if and when the “bond bubble” 
might burst. While there certainly are risks in some sectors of the bond markets, the theory 
that we are in a bond bubble is open to debate. A bubble is represented by an asset that trades 
well in excess of its true value. History has shown us a number of asset bubbles from the Dutch 
tulip mania of the 1630’s to the tech and real estate bubbles in the early and mid-2000’s. In 
each case, greed led to investor demand driving asset prices higher and higher until someone at 
the party noticed that there was no fundamental reason for the high prices and revelers fled in 
droves, leaving those late to the party stuck holding the now deflated party favors. 

In the case of the current bond market, investors seeking higher yields have driven up the 
prices of longer-term Treasuries, and the bubble fear is based on the idea that once the Fed 
starts raising interest rates, those bond prices will fall. There are pockets where asset values are 
inflated, but the idea that they will burst in one dramatic display versus gradually deflating 
over time, seems unlikely. Most U.S. financial media tell us that efforts by the Fed to stimulate 
growth by keeping rates low has artificially lowered bond yields (bond prices move in the 
opposite direction of yields), and most agree that Treasury yields will be higher than they are 
now within a few years. However, we expect the move to higher rates will likely be steady and 
measured over time, not overnight. A move toward higher rates will depress the prices of older, 
lower-yielding bonds, but historically, the depression has been temporary. Why? Because unless 
there is an issue of credit quality, bond prices are determined by straightforward math. Unlike 
stocks, all bonds have maturity dates, and if held to maturity should deliver the expected face 
value. As bonds mature in bond funds, they will be replaced by newer, higher yielding bonds 
that help drive up the portfolio values. As an additional tempering measure, some bond market 
analysts suggest that once interest rates start creeping up, increased demand from insurance 
companies and pension plans could help moderate any sell-off in the Treasury market.

How are we responding to risks in the bond markets? We understand that bonds are designed 
to play a risk mitigating role in portfolios, thus we take a carefully measured approach to 
bond investing. We diversify holdings among issuers and maturities, and among ETF and fund 
managers. Throughout the recovery, we have favored short to intermediate bond maturities 
sacrificing very small gains in yield for significant risk reduction. Aside from a small allocation 
to higher risk bonds for clients with higher risk tolerance, we tend to invest in plain-vanilla 
corporate and US Government issues. We keep reasonable cash levels in anticipation of client 
withdrawals, and carefully consider the time frame as to when cash will be needed. Finally, 
we adjust expectations in anticipation of lower fixed income returns and balance portfolios 
accordingly to achieve client objectives while not over-extending the portfolio risk profile. As 
always if you have any questions specific to your portfolio, please reach out to us.  
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