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Economic Commentary
The Cobra Effect

by James Pafundi

We hope you all had
a great summer and
you’re ready for fall!
With the hot summer we have had up and
down the entire west coast, we are sure
that fall will be welcomed by all. For some
reason, it always seems like after Labor
Day the holiday season begins along with
the hustle and bustle. With that being said,
let’s all make sure to enjoy the simple
pleasures of life during this season -family, friends, pets, and good eats!
Happy Fall, and let the holidays begin!

Here’s What
Happened To
The Markets
Domestic
Equity
Overview

By James Pafundi

The cobra effect, a
phenomenon described
by German economist
Horse Siebert in his
2001 book of the same name, occurs when
an attempted solution to a problem actually
makes the problem worse in an instance of
unintended consequences. It gets its name
from an anecdote set during the British
rule of colonial India; the venomous snake
population was getting out of hand, and so
the government offered a bounty for every
dead cobra. In the short term, this drastically
reduced the number of cobras, seemingly
taking care of the problem. However, people
began to breed the cobras for the reward, and
when the government found out, the reward
was dropped. All the snakes bred for the
rewards were released, making the problem
much worse than it had been when the reward
was first offered. The cobra effect, then, is
sometimes used to illustrate the causes of
incorrect stimulation in economy and politics,
and to illustrate the unintended consequences.

Equity markets react to several factors, including
company earnings, economic developments,
political turmoil, and currency dynamics. Because
the world economy has become so interwoven,
China’s announcement that it was planning to
devalue its currency disrupted both developed
and emerging equity markets. China’s aim is to
stem the fall in exports by keeping its products
inexpensive globally. The reasoning behind
the currency devaluation is a slowing Chinese
economy, per the Chinese government. Thus, an
economic slowdown for China translates into less
buying by China as a whole from other countries.
This is why emerging markets caught the brunt

When I heard this story, I could not help but
apply it to the current target-rich environment
of unintended consequences the Federal
Reserve finds itself in. This September’s
rate announcement was the one of the most
anticipated in my recent memory. The Fed
had previously signaled that it was prepared to
raise rates in 2015 and, had the international
situation not been in the headlines, may have
done so. But the Fed chose not to increase, as
“recent global economic and financial
developments may restrain economic activity
somewhat and are likely to put further
downward pressure on inflation in the near
term.” (FOMC Press Release).
Did the possible Federal Reserve rate increase
cause the market action we’ve seen recently?
Could it be that the market has simply
priced in a rate hike and tightened financial
conditions in anticipation of said rate hike? In
my previous July email communications, we
spoke about the Fed being on hold.

Continued on page 2

of the selloff, with the MSCI Emerging Market
Index ending August, down 9.2%. Developed
equity markets, such as in Germany, Japan, and
the U.S., also saw steep declines, since larger
countries sell machinery and capital equipment
to China. The Dow Jones Industrial Average
ended August down 6.6%, its worst monthly
performance in five years. The S&P 500 Index
fell 6.3% for the month and the technology
heavy Nasdaq Index lost 6.9% in August.

Sources:
S&P, MSCI, Dow Jones, Reuters, Bloomberg
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Economic Commentary cont’d
Partly due to the economy’s dependence on
easy credit, I do not expect the Fed to raise
the federal funds rate more than once later
this year. Now, with the cover of Greece
and the International Monetary Fund
having announced on July 9th that they see
a slowdown in global GDP, they have more
than enough political cover such that there
will probably be no interest rate increases
until 2016.
The China currency devaluation, downshift
in global growth, and the fact the Fed did
not raise rates align nicely with this potential
theory. In fact, Goldman Sachs recently
published a report showing that financial
markets have reacted as if the Fed had raised
the Discount Rate by 0.75%. Perhaps the
markets are pricing in a tightening path, not
just one increase.
As the market continues to search for a bottom,
has the 10% decline in US stock prices, and
much more in emerging markets, been enough
to accurately reflect the increase in the risk to
earnings from a global slowdown? With the
slowdown in China and the drop in oil and
commodity prices, and a tightening US Central
Bank (QE3 ended last October), there are
bound to be some negative adjustments made…
Are they priced in? I’m not so convinced.
In reading Barron’s September 7th cover story
“Strong Market, Crazy World: U.S. stocks
could rise more than 10% by year end, despite
market turbulence around the globe. Wall
Street’s top strategists see more gains ahead
in 2016.” I read that my views may be in the
minority as all 10 of the strategists have a
similar outlook. While they “seem less upbeat
than in the past surveys, there is no dissent
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in the group on the market’s direction:
upward.” I would have thought that for sure
some of the strategists would be predicting
contagion. None are.
Reasoning seems to be based upon how well
the US economy is insulated from emerging
markets. According the Barron’s article,
“approximately 2% of the revenues of the
S&P 500 constituents are generated in China,
and U.S. exports account for just 13% of GDP,
with less than 1% going to China.” That’s not
a huge amount of exposure. For comparison,
Canada is a much more important trading
partner to the U.S. “accounting for 16% of
total U.S. exports (in 2014).”
So in a way the Fed has created a lot of
snakes… it can’t raise rates right now, partly
due to the economy’s dependence on easy
credit as evidenced the global financial
market reaction created by the threat
of tightening (hiss). The solution to the
unintended consequences of prolonged
zero interest rates is proving itself to be a
complicated one.
The economic forecasts set forth in the
communication may not develop as predicted
and there can be no guarantee that strategies
promoted will be successful. The opinions voiced
in this material are for general information
only and are not intended to provide specific
advice or recommendations for any individual.
All performance referenced is historical and is
no guarantee of future results. All indices are
unmanaged and may not be invested into directly.

Market
Update
All values as of 9-30-2015
Stock Indices:
Dow Jones ................................16,284
S&P 500......................................1,920
Nasdaq........................................4,620
Bond Sector Yields:
2 Yr Treasury ............................0.64%
10 Yr Treasury ..........................2.06%
10 Yr Municipal........................2.09%
High Yield.................................8.06%
YTD Market Returns:
Dow Jones ...............................- 8.63%
S&P 500...................................- 6.74%
Nasdaq.....................................- 2.45%
MSCI-EAFE ............................- 7.35%
MSCI-Europe..........................- 7.33%
MSCI-Pacific ...........................- 7.53%
MSCI-Emg Mkt ................... - 18.82%
US Agg Bond ............................1.14%
US Corp Bond ........................- 0.04%
US Gov’t Bond..........................0.93%
Commodity Prices:
Gold ............................................1,113
Silver ...........................................14.48
Oil (WTI)....................................45.34
Currencies:
Dollar/Euro ..................................1.12
Dollar/Pound................................1.51
Yen/Dollar ................................119.75
Dollar/Canadian ............................ .74
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Book
Corner
by James Pafundi

The Heart of Everything That Is
by Bob Drury and Tom Clavin

What’s Cooking
by Gina Pafundi

Turkey Pesto Meatballs
Perfect for holiday entertaining
by Gina Pafundi

Thanks to the rediscovery of a lost
autobiography and painstaking
research by two award-winning
authors, the story of our nation’s
most powerful and successful Native
American warrior can finally be told.
In The Heart of Everything That Is, I
came to understand, on a very intimate
level, the mindset of one of the great
Native American leaders.
Red Cloud, the warrior responsible for
Custer’s defeat at Little Big Horn, was
caught in the crosshairs of Manifest
Destiny and the relentless push west
by early American settlers. Not until
a US Army fort was constructed in
sacred Native land at the base of the
Black Hills in South Dakota did Red
Cloud and his Sioux warriors decide to
organize and fight. The following three
years of 1866-1868 became known as
Red Cloud’s War.
This fiery narrative, fueled by
contemporary diaries and journals,
newspaper reports, eyewitness
accounts, and meticulous firsthand
sourcing, is a stirring chronicle of
the conflict between an expanding
white civilization and the Plains tribes
who stood in its way. The Heart of
Everything That Is places the reader
at the center of this remarkable and
fascinating period of American history.

With the holidays around the corner, this issue’s recipe is a perfect appetizer. I make these
meatballs all the time and throw them in vegetable soups or spaghetti, and sometimes I
even make them into hamburger patties for the grill. Recently, I served them at a cocktail
party as an appetizer with red pepper jelly. They were a hit and super easy! You can
prepare them ahead of time and then reheat when you are ready to eat.

Meatballs
• 1 pound of ground turkey meat
• 1 large red onion
• 1 egg
• 1 cup of pesto (see recipe below)
• 1 teaspoon salt
• ½ teaspoon pepper
• 1 cup bread crumbs
Preheat the oven to 400 degrees. In a large bowl, gently mix all the ingredients together.
I throw it all in my kitchen aide mixer, but if you don’t have one, you can just mix it all
together with a spatula.
Using a 1-ounce cookie scoop or a small ice cream scoop, form the meat mixture into
1 ½-inch balls. Place the meatballs on a nonstick baking sheet, spacing a couple inches
apart. Drizzle with olive and bake until cooked through, approximately 15 minutes. They
can be served with any type of sweet and savory jelly or sauce, or even all on their own.

Basil Pesto
• 4-5 cups of fresh basil leaves, packed
• 1 ½ cups good olive oil
• 1/4 cup of pine nuts
• 1/4 cup of walnuts
• 1 teaspoon salt
• 1 teaspoon pepper
• 6-9 cloves of garlic
• 1 cup freshly grated Pecorino Romano cheese
(can substitute grated parmesan cheese)
Place the walnuts, pine nuts, and garlic in a food processor fitted with a steel blade. Process
for 30 seconds. Add the basil, salt, and pepper. With the processor running, slowly pour
the olive oil into the bowl through the feed tube and process until the pesto is pureed. Add
the cheese and puree for one minute. Use immediately or store pesto in the refrigerator or
freezer with a thin film of olive oil on top. Makes 4 cups.
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Travel & Adventure
Columbia
Gorge
By Gina Pafundi
There is so much to do and see in the Pacific
Northwest!
One of the highlights of our summer was
going on an authentic Sternwheeler for the
Gorgeous Gorge Dinner Cruise out of Cascade
Locks, OR! My parents came to visit from the
San Francisco Bay Area and I wanted to do
something that would create memories they
could hold close to their hearts. Did I hit the
jackpot! They loved it.
The weather was a warm 90 degrees the
evening we went out. We were greeted by the
captain and got to take a family picture as we
boarded the boat. The cruise passed under the
Bridge of the Gods, which spans the Columbia
River between Cascade Locks, Oregon and
Skamania County, WA. During the cruise, the
captain gave an interesting overview of the
area and its history as the boat crept along the
beautiful scenery of the gorge.

By James Pafundi
The recent market slump was essentially
brought upon as China sought to devalue its
currency in order to combat a fall in exports.
Photo by Gina Pafundi
Dinner was fresh and delicious and the service
was great. After commenting to friends about
the cruise, there were many that said that
they hadn’t had this experience – even the
locals! I highly recommend it, both for people
traveling to the area and those who have lived
here for years.
The most interesting fact that we learned
on the cruise was about Charles Lindberg.
In September 1927, following his transAtlantic flight in May, Colonel Lindbergh
himself flew up the gorge from Portland in
his famous Spirit of St. Louis, and passed low
over the new bridge. Then, in a dramatic
show of barnstorming, before heading back
to Portland, he flew under it. The Columbia
Gorge is truly magnificent!
We enjoyed this so much that when James’
parents came to visit towards the end of
summer we went back for more and took
them too!

James D. Pafundi • Gina M. Pafundi
Securities offered through LPL Financial, Member FINRA/SIPC
1516 Hudson St., Suite 202 • Longview, Washington 98632
ph. 360-425-0100 • fx. 877-640-3380
james.pafundi@lpl.com • gina.pafundi@lpl.com • brittany.norvell@lpl.com
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U.S. Import/Export
Imbalance With China
– Market Fact

Over the past year, China has seen its
exports fall by 8%, a drop that has led to
various economic issues throughout the
country. One of China’s largest export
markets is the U.S. where an insatiable
demand for inexpensive Chinese products
has increased over the decades.
China’s ability to supply low cost labor
and reduced manufacturing costs has
allowed the country to capture some of the
manufacturing jobs lost in the United States.
The controversies ignited by such job losses
have become a focal point for politicians and
Presidential candidates in the U.S.
Several factors affect the amount of exports
and imports between the U.S. and China,
including the value of the dollar, the health
of the U.S. labor market, manufacturing
trends and foreign policy initiatives.
Sources: Dept. of Commerce, World Bank

