
HINDSIGHT IS
20/20 “Toto, I have a feeling

      we’re not in Kansas anymore.”

If we are the product of our decisions, then uncertainty and 
fear of the unknown lay at the crossroads of each of our lives.  
How we choose to address them will define the quality of our 
decisions and the quality of our lives.

The financial markets are prognosticators of uncertain future 
economic events.  They attempt to synthesize current events 
and expected future events to determine a reasonable price to 
pay for assets today.  When our perception of what is known is 
challenged, uncertainty creates confusion and fear.  This often 
elicits heightened emotions and volatile actions result.  

The financial markets being a collection of human decisions 
and behavior are no different.  The market’s natural reaction to 
uncertainty is to become more anxious.  News creates a 
heightened sense of emotions and these emotions lead to more 
frequent actions.  The increased actions; i.e. more buying and 
selling, creates wider price swings or volatility.  

Because the markets are nothing more than our collective 
consciousness trying to determine future events, it comes as no 
surprise that there should be a fair amount of uncertainty and 
fear prevalent in the markets.  With questions surrounding the 
Chinese devaluation of their currency, uncertainty of a Federal 
Reserve interest rate hike, the fallout of a declining commodity 
complex and the economic weakness in emerging market 
economies fear of a slowing global economy created a wave of 
selling we haven’t experienced for a while.

Equity indices across the board experienced sharp declines 
during the 2015 third quarter.  It was a ‘risk-off’ market decline 
as the natural resources (-19.20%), emerging markets (-15.87%) 
and small cap stocks (-11.92%) declined most.  The US major 
bell-weather indices the S&P 500 and the DJIA were down 
-6.44% and -6.98%, respectively.  International stocks as 
represented by the MSCI EAFE index were down -10.23% for 
the quarter.
August 24th was the standout day for price swings in the 
quarter.  The S&P 500 experienced a 5.27% intraday move in 
prices that day.  To put it in perspective, it was only the seventh 
widest daily change in prices since the beginning of this current 
bull starting on March 9, 2009. (InvesTech Research Septem-
ber 18, 2015 p.5)   Yet, watching the Dow ricochet back and 
forth 1,000 points in a day is enough to fray the nerve endings 
of most investors.

With the value of hindsight, we have learned that some of the 

volatility in this past quarter was exaggerated by programmed 
computerized trading and the presence of some esoteric 
securities.  Computer program trading has increased the speed 
and volume of transactions in the markets.  Some new prod-
ucts were created to provide additional liquidity over that of 
traditional mutual funds which can only be bought or sold 
based on the day’s closing price.  

However, when the algorithms of many similarly designed 
systems give the same sell signal and there is a lack of liquidity 
(i.e. a lot more sellers than buyers) in certain securities prices 
will fall precipitously.  There are examples of some packaged 
securities which fell 40% in a half hour of trading during the 
day whenunderlying securities in the products and the overall 
market were down only 5%.  

We mention this for two reasons.  One is that programmed 
trading is here to stay and there will be days when it will 
increase volatility in the markets.  You must have an under-
standing of this characteristic of the markets to see through 
some of the short-term trading events.  In the long run prices 
will find their rational levels.  In the short run, irrationality and 
computerized trading can cause significant price irregularities.

Second, financial institutions have created a vast array of 
securities for investors to participate in the financial markets.  
Many are complex and require thorough study before invest-
ing.  You must understand what assets you own, the tax 
implications, the liquidity issues, pricing issues, leverage 
involved, etc.  This recent round of volatility put a spotlight on 
some.  The rout in the commodity complex over the past 18 
months has shed light on energy related securities and their 
inherent and unique risks.  Understanding the investments you 
own (and your investment process) does facilitate better 
investor behavior and ultimately wiser choices.  

A great deal of the focus in the quarter was on China, the 
emerging markets and the energy/natural resource complex.  
China’s demand for infrastructure build out is slowing.  There 
appears to be a great deal of over-investment in the Chinese 
economy.  For example, it has been estimated that China 
poured more concrete between 2010 and 2013 than the US 
did in the entire 20th century!  Even if this statistic is as hard to 
validate as most information out of China, the scope of 
China’s economic might on the global economy is indisput-
able.  

If the Chinese economy is approximately $10 trillion in GDP 
(the US is $17 trillion) and its growth rate is 7%, it will contrib-
ute an additional $700 billion to the global GDP in 2015.  
This additional contribution alone is approximately equal to 
the entire GDP of countries such as Saudi Arabia and Switzer-
land!  

-Dorothy in ‘The Wizard of Oz’ 
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 Current 

Yield 
Last 

Quarter 
Last 12 
Months 

Last 3 
Years 

Last 5 
Years 

Last 10 
Years 

Equity Asset Classes       
U.S. Large Cap Value - -8.42 -4.97 10.27 10.79 5.25 
U.S. Large Cap Growth - -6.69 1.36 12.52 12.64 6.96 
Small Cap Value - -10.32 -2.99 10.12 10.20 5.92 
Foreign Large Cap Value - -10.68 -10.4 4.26 2.88 1.96 
Foreign Large Cap Growth - -9.36 -4.95 5.40 4.39 3.90 
Emerging Markets - -15.87 -18.77 -4.12 -3.43 3.75 
Natural Resources - -19.20 -29.94 -8.49 -3.73 - 
       
Fixed Income Asset Classes

       

Barclay’s Intermediate Credit 1.57 1.04 2.78 1.47 2.44 4.15 
Barclays Municipal 1-10 1.81 1.32 2.22 2.07 3.00 4.05 
Barclay’s Global Bond -1.50 0.85 -3.26 -1.59 0.81 3.71 
 

‘Build it and they will come’ is not an over-night process. This 
Chinese capital investment needs to be soaked up by an 
increasing future demand of its good and services; i.e. 
consumption.  This is created by promoting capitalism and the 
growth of a middle class (urbanization). 

As a frame of reference, the US in 1920 had about a 50% 
urbanization rate and a real GDP per capita of $6,900.  By 
2010 the US had grown to 81% urbanization and per capita 
income of $49,000.  Today China’s per capita income is 
estimated at $6,800 and their rate of urbanization is approxi-
mately 50%.  They are by comparison equivalent to the US in 
1920!  

Considering how much faster the world moves today, it 
probably will not take China the 90 years it took the US to 
reach a mature middle class.  The scope of this on the world’s 
economic landscape will be significant, at times both good and 
bad, for years to come.  (The Real Story on China 3/2015 
Oppenheimer Funds)

The most significant effect of China’s slowing growth prospects 
has been felt in the emerging markets.  Many emerging market 
country economies are not as diverse as more developed 
economies and they are natural resource dependent.  Conse-
quently, the concentration of economic activity in one or few 
sectors can have a broader and deeper effect on these coun-
tries GDP and investment.  China’s reduced demand for 
natural resources and weakness in the oil sector has created 
economic weakness in the emerging markets.

We have often said that one of the truly remarkable economic 
phenomena’s of our time is the addition of 2 billion people to 
the global middle class!  Evidence of this has been the increase 
in capital investment from developed nations to the emerging 
economies.  Capital flows from developed to developing 
nations increased approximately 400%from $240bn in 2002 to 
$1.1tr in 2014! (Financial Times, ‘The Big Read’ 10/10/2015)

And equally, if not more important, is the increase in foreign 
currency borrowing by the developing nations private sector 
from $1.7tr in 2008 to $4.3tr in 2015.  This additional debt on 
the world’s stage should be monitored with a careful eye.  
History does reveal clues.  And history has shown financial 
risks are greater where leverage is applied too broadly and 
without proper credit analysis; e.g. US mortgage crisis, junk 
bond debacles in the US, and sovereign debt crises too many 
too mention.

As a result of the weakness in these markets, the Institute of 
International Finance has estimated that for the first time in 30 
years there has been a change in the net capital flows of 
developing countries; i.e. there has been more money leaving 

than coming in to the countries.  It has been estimated that as much as 
$1tr has flowed from emerging countries to developed nations.  The 
global economy is not done funding the growth of the emerging 
markets.  However, this reversal of investment is a pause in the 
process and one to monitor closely.

As markets age in their cycles and uncertainty rises in their future 
prospects, volatility will increase.  We have mentioned in these 
writings before that the average intra-year decline for the equity indices 
averages approximately 15%.  This must be any investor’s starting 
point for acceptable swings in price for the stock portion of their 
investment plan.

We have believed the global markets were due for an increased level 
of volatility and a downward move in prices would be the result.  This 
is an inevitable part of the investing process.  During these market 
moves weakness tends to be exposed and less attractive investments 
tend to experience larger losses that higher quality or better priced 
securities.  Opportunities are also often created.  In their irrationality, 
financial markets can ‘throw the baby out with the bathwater’ and 
present investment values with significant return prospects.

Emerging market and natural resource investment returns have 
suffered the most with this market correction.  Though the returns are 
unfavorable the value of these securities are becoming more and more 
attractive.  Please review ‘Looking into the Crystal Ball’ for more on 
our thoughts and strategies on these asset classes.
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REQUIRED DISCLOSURES

Views expressed in this newsletter are the current opinion of the author, but not necessarily those of Raymond James & Associates. The author's opinions are subject to change without notice. Information 
contained in this report was received from sources believed to be reliable, but accuracy is not guaranteed. Past performance is not indicative of future results. This is not a recommendation or a solicitation to 
buy or sell any security.  Investments and strategies mentioned may not be suitable for all investors. Investing always involves risk and you may incur a profit or loss. No investment strategy can guarantee 
success. International investing involves additional risks such as currency fluctuations, differing financial accounting standards, and possible political and economic instability. These risks are greater in 
emerging markets. There is an inverse relationship between interest rate movements and bond prices. Generally, when interest rates rise, bond prices fall and when interest rates fall, bond prices rise.  Since 
past performance is no indication of future results, there are no guarantees as to future performance.  Past performance is provided for illustrative purposes only.

Diversification and strategic asset allocation do not ensure a profit or protect against a loss. Investments are subject to market risk, including possible loss of principal. Gross Domestic Product (GDP) is the 
annual market value of all goods and services produced domestically by the US. Alternative investment strategies involve greater risks and are only appropriate for the most sophisticated, knowledgeable and 
wealthiest of investors. High-yield bonds are not suitable for all investors.  When appropriate, these bonds should only comprise a modest portion of your portfolio.

The S&P 500 is an unmanaged index of 500 widely held stocks. The MSCI Emerging Markets Index is designed to measure equity market performance in global emerging markets. The Russell 2000 index is 
an unmanaged index of small cap securities which generally involve greater risks. Barclays Capital U.S. Aggregate Bond Index is made up of the Barclays Capital U.S. Government / Corporate Bond Index, 
Mortgage-Backed Securities Index, and Asset-Based Securities Index, including securities that are of investment grade quality or better, have at least one year to maturity, and have an outstanding par value 
of at least $100 million. The MSCI EAFE (Europe, Australia, and Far East) index is an unmanaged index that is generally considered representative of the international stock market. These international 
securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible political and economic instability. The Dow Jones-UBS Commodity Index aims to provide 
broadly diversified representation of commodity markets as an asset class.  It is not possible to invest directly in an index.  The Vanguard REIT Index is a real estate investment trust fund that offers 
investors wide exposure in the real estate sector at a low price.  The fund holds each of its stocks in approximately the same proportion as the weighting in the MSCI US REIT Index.  It is not possible to 
invest directly in an index.

The NASDAQ Composite Index is an unmanaged index of all stocks traded on the NASDAQ over-the-counter market. The Dow Jones Industrial Average is an unmanaged index of 30 widely held securities. 
The value of fixed income securities fluctuates and investors may receive more or less than their original investments if sold prior to maturity.  Bonds are subject to price change and availability.

This analysis does not include transaction costs and tax considerations.  If included these costs would reduce an investor's return. As federal and state tax rules are subject to frequent changes, you should 
consult with a qualified tax advisor prior to making any investment decision. Raymond James does not provide legal or tax advice on these or any other transactions.

Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNER™ and federally registered CFP (with flame logo) in the U.S., which it awards to 
individuals who successfully complete CFP Board’s initial and ongoing certification requirements.
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