
 

 

 
“However beautiful the strategy, you should occasionally look at the results.”  
                                                                                                   -  Winston S. Churchill 

 

Economic Watch 
As debt levels climb to unprecedented highs, global economic growth falls dangerously close to contraction.  The 
Congressional Budget Office just released their fiscal year ending September 30, 2016 estimate and announced the 
budget deficit jumped to $590bil.  Worse, the total gross federal debt increased by over $1.4tril during this same period 
(we won’t get into the chicanery of why the debt increases much faster than the deficit).  Total federal debt-to-GDP 
ratios are now well above the important 90% level, as academic studies have shown that when government debt 
reaches or exceeds this level, future economic growth typically fades.  As the first chart illustrates, our federal debt level 
now exceeds 105% of GDP and is accelerating. 
 
Domestic real GDP growth for Q1 
registered an anemic 0.8% followed by a 
meager gain of 1.4% in Q2 resulting in 
1.1% (annualized) growth for the first half 
of the year.  Final 2016 results are now 
expected at or below 2%, far short of the 
desired 3%+ required for a healthy, 
expanding economy.  The U.S. has posted 
10 straight years (and counting) without 
3% growth in real GDP, the first time ever 
since the Bureau of Economic Analysis 
started calculating GDP 85 years ago.  
 
On a more positive note, job growth has 
continued and a recent report indicates 
that 2015 median household incomes grew 
over 5%.  We continue to search for 
supporting data to confirm, as consumer 
spending, retail sales, and an important 
indicator for us, federal tax receipts, all 
continue to show weaker not stronger 
growth.  As the second chart illustrates, 
even if household incomes did increase, 
they still rank below 1999 levels on an 
inflation-adjusted basis. 
 
On the corporate side, after-tax corporate profits have fallen back to 2011 levels while corporate revenues have fallen 
for the 5th consecutive quarter.  Industrial production has been in decline for almost 2 years, and durable goods orders 
remain suppressed, declining since 2014 as well.  In addition, productivity and real capital investment have also fallen. 
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Globally, central banks continue 
unprecedented levels of accommodative 
policy.  The European Central Bank 
announced an extension of its 
quantitative easing program and a 
further relaxation of interest rates earlier 
this year, which are expected to remain 
in place until at least 2017.  The Bank of 
Japan recently modified its monetary 
policy framework.  In addition to 
anchoring short-term interest rates 
below zero, a flexible asset purchasing 
program will be used to manipulate the 
yield curve so that it remains 
appropriately upward-sloping rather than 
flattening excessively.  Although the 
Federal Reserve’s (Fed) target 
unemployment rate has been met, 
inflation has remained stubbornly below 
its 2% mandate.  
 
 

Outlook:   

As we have commented over the past several years, we believe the Fed has grossly miscalculated the positive effects of 
financial repression.  Financial repression is the Fed policy of having kept interest rates artificially low past the initial 
shock of the 2008 financial crises, known as ZIRP or zero interest rate policy, then piling on with QE, or quantitative 
easing.  As the Churchill’s quote states above, the models of ZIRP and QE may seem “beautiful” to the Fed policymakers, 
but the outcome has been devastating to conservative investors and savers, and provided virtually no help to middle 
class incomes or the economy overall in our view.  Instead, it has encouraged massive borrowing in the public and 
corporate sectors, creating an overvalued stock and real estate market without supporting revenues or incomes.  The 
wealth gap is now at an historic divide and getting worse.  
 
Total government, private and corporate debt levels now exceed 375% of GDP and appear to be accelerating.  Until this 
trend changes, we expect the economy to continue its descending path with lower interest rates still ahead. 
 
 
 

Market Watch  
In a reversal from last quarter, equity markets were led by international stocks, most notably from developing markets.  
Domestic stocks also posted positive returns, albeit less so than from other regions around the globe.  After a sharp 
rebound by precious metals in the first half of the year, Q3 was slightly negative for the metals/mining and commodities 
sectors.  Natural resources/energy was the standout of the hard assets space, earning mid-single digit returns during the 
quarter.  Fixed income asset classes were essentially flat, although still up significantly year-to-date. 
 
Here are some additional market data points from Q3: 
 

 Barclays U.S. Aggregate Bond Index Q3 return: 0.46% 

 10-year U.S. Treasury yield ended Q3 at 1.60%, up from 1.49% at the beginning of Q3 

 30-year U.S. Treasury yield ended Q3 at 2.32%, up slightly from 2.30% at the beginning of Q3 

 



 

 

 S&P 500 Q3 return: 3.85% 

 Dow Jones Industrial Average Q3 return: 2.78% 

 MSCI EAFE Index Q3 return: 6.43% 

 

Outlook: 
With an upcoming U.S. presidential election, a December 4th constitutional referendum vote in Italy that may determine 
whether they will follow Britain’s lead to leave the European Union (Brexit), and a potential increase in the Fed funds 
rate before the end of the year, there is much uncertainty in today’s market.  Despite this uncertainty, however, stocks 
are trading near all-time highs and pushing the limits of historical valuations, mostly caused by the TINA principle (There 
Is No Alternative).  As investors have bought into equities and other risk assets largely unsuited for those in retirement 
seeking safe and consistent returns, the market hangs perilously in the balance.  We believe that any unexpected 
surprises involving either the upcoming events previously mentioned or those not publicized (or what’s unknown) could 
precipitate the next bear market.  While it is likely we will see a similar reaction to earlier declines over the past few 
years (i.e. buy the dip), we are concerned that the efficacy of the Fed’s policies will soon be questioned.  Consequently, 
downside risk continues to far outweigh upside potential in our view.  We believe it prudent to maintain our cautious 
positioning for the time being as we look for more attractive entry points to reposition portfolios more aggressively.  Our 
interest rate outlook has not changed.  We believe the secular low in long-term U.S. treasury yields is still ahead of us. 

 

         

Portfolio Allocations 
After portfolios realized a modest jump in the international equity markets, we reduced portfolio exposure to these 
stocks favoring more conservative domestic equity strategies.  On a pure valuation basis, we believe there are some 
long-term benefits to holding international stocks, but we believe the near-to-mid-term economic, demographic, and 
policy headwinds are more problematic than the valuation metrics are compelling.  Aside from this shift, portfolios 
maintain their overall positioning primarily consisting of conservative domestic equity strategies, a diversified portfolio 
of fixed income including a long government fund, and hard assets. 
 
 
 
 
 
 
 
 
 

 
 
 
Past performance does not guarantee future results.  The views and opinions offered constitute our judgment and are subject to change without notice, as are 
statements of financial market trends, which are based on current market conditions. We believe the information provided here  is reliable, but do not warrant its 
accuracy or completeness. This material is not intended as an offer or solicitation for the purchase or sale of any financial  instrument.  The views and strategies 
described may not be suitable for all investors. This material has been prepared f or informational purposes only, and is not intended to provide, and should not 
be relied on for, accounting, legal or tax advice. References to future returns are not promises or even estimates of actual returns a client portfolio may achieve. 
Any forecasts contained herein are for illustrative purposes only and are not to be relied upon as advice or interpreted as a recommendat ion. Securities offered 
through United Planners Financial Services of America, A Limited Partnership. Member FINRA/SIPC. Penniall & Associates is independent from United Planners. 

 

 


