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Q3 Market Correction
Creates Opportunities

A drop in oil prices, China’s economy, and Fed jitters all contribute

Foro

We’ve known for some time that stock markets were due for a correction and it finally
rd
happened in the 3 quarter, essentially in the space of about a week in August. It was the
first correction of 10% or more since 2011. It should be noted that market corrections are a
healthy, normal part of market behavior. Stock markets have experienced intra-year declines
of 5% or more every year over the last three decades. The average calendar-year decline
from peak-to-trough has been 14% going back to 1980. When this type of decline occurs, it
creates a good opportunity for investors to assess their risk tolerance and take advantage of
long-term bargains in the stock market.
Several events converged to fuel a sense of uncertainty, which usually creates a poor
environment for equity markets. China’s Shanghai Stock Index, up 150% for the 12-month
period through the end of May (which few noticed), began to crash and lost more than 40%
by the end of the quarter (which everyone noticed). Oil prices began to decline again after
recovering earlier in the year. In August, the price of a barrel of crude fell below $40 for the
first time since 2009. There was much anxiety about the Federal Reserve’s September
meeting and economists were split on whether the Fed would decide to raise interest rates.
In the end, the Fed held firm and did not raise rates.
The global economy is experiencing slower growth in almost every region, including the U.S.
Both Europe and Japan remain in the early stages of economic recovery. China’s economy
has reached a level of maturity, which will lead to slower, more stable growth going forward.
It is worth noting that the U.S. was the first country to implement aggressive monetary and
fiscal policy to escape the 2008 recession. The Fed has now ended its quantitative easing (QE)
program and will likely begin raising interest rates in 2016. European economies began a QE
program about a year-and-a-half ago and have more to do. It could position European stocks
to experience a recovery similar to that of the U.S. stock market during the Fed’s aggressive
easing program. Based on current valuations (using the measure of price/earnings (P/E) ratio,
a common barometer of value), overseas stocks are more attractively positioned. Please
refer to Page 5 of this newsletter for a more focused discussion of relative valuations.

BOB’S CORNER
Be Opportunistic & Buy Value!
As you know, All Star uses a value driven
methodology to manage your wealth and
we have some great values in front of us.
Take advantage! If you have any excess
cash in checking or savings accounts, we
can use it opportunistically to buy bargains
for you. After going to 15% cash in our
portfolios at the top of the market 20
months ago, we have bought low 4 times
and see additional opportunities that can
benefit our clients with cash on the
sidelines. Buy when everyone is selling!
Also we want to welcome John Shevlin and
Michelle Lenz as our two newest members
of the team. John is a Minnesota Golden
Gopher and Michelle is a Wisconsin Badger.
How did that happen? John and Michelle
are focusing both on generating new clients
and servicing current clients. More about
their backgrounds to come in our next blog
entry at www.allstarfinancial.com.

BUILD WEALTH. RETAIN WEALTH.
All Star is passionate about providing a safer way to a
successful retirement for people who are serious about
their money but uncertain about how to nurture it.
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THE ECONOMY
The U.S. Economy Shows
Renewed Vigor
st

BOND MARKETS

nd

The U.S. economy rebounded from its 1 quarter stall, with 2
rd
quarter GDP growth coming in at 3.9%. When 3 quarter GDP
is announced (at the end of October), we expect it to show
nd
growth at about half of the 2 quarter rate given a leveling off
of industrial and manufacturing activity and a cooling in the
housing sector from earlier in the year.

Interest Rates Hold Steady

The Federal Reserve’s decision to keep its target for the
Fed Funds rate near 0% was the big story for fixed
rd
income markets in the 3 quarter. That removed some
uncertainty about the direction of longer-term interest
rates in the near future. The yield on the benchmark 10year Treasury dipped by 0.15% to 2.06%. Investors again
fled to the safety of bonds issued by the U.S.
government.

The employment market remains healthy, with the U.S.
economy adding three million jobs over the past year.
Unemployment fell to 5.1% and a recent survey tallied a record
5.75 million job openings. That’s a sign that a healthy level of
hiring will continue.

U.S. Treasuries, government agency bonds, and
rd
municipal bonds all generated positive returns in the 3
quarter. Investors were attracted to their relative
stability given the stock market’s volatile ride. Creditrelated bonds (corporate and high yield bonds) declined
due to a sharp selloff in energy-related bonds.

Improving wages for workers are benefiting overall consumer
spending. Personal income is up 4.3%, while consumer
spending has risen 3.1% over the past year. At the same time,
the personal savings rate increased by 5.3% during that time
while consumer debt levels have fallen. U.S. consumers appear
to be in their best financial health in years, which could lead to
a strong holiday shopping season.

The desire for risk aversion also took a toll on emerging
market and global bonds. Declining inflation also led to a
drop in value for Treasury Inflation Protected (TIPS)
securities.

An area of concern is declining export growth due to economic
weakness across the globe. This has dampened business
spending. Inflation remains soft, with consumer prices rising at
a rate of just 0.2% over the past year. Core inflation (excluding
volatile food and energy sectors) is at 1.8%. The lack of inflation
pressure has given the Federal Reserve the leeway to keep
interest rates low.

Looking Ahead
There is little reason to expect a significant upturn in
interest rates in the near future. With inflation
pressures low, the Federal Reserve won’t be pressured
to tighten monetary policy in a significant way.
Continued investor demand for Treasury bonds should
help keep long-term interest rates in check. U.S.
Treasury securities still look very attractive compared to
those of other major government issuers around the
globe.

Looking Ahead
A strong job market will be a boost to consumers, who are
responsible for about 70% of domestic economic activity. Expect
th
stronger consumer spending to be the key to 4 quarter
economic growth. Robust holiday shopping could be the fuel
the global economy needs to experience faster growth.

Corporate bonds have experienced historically low
default activity, but the risk could increase in the coming
quarters due in part to weakness in the energy and
materials markets. Attractive yield and risk
characteristics can still be found in other corporate
markets and in emerging market bonds, particularly as
long as a low interest rate environment persists. Low
duration and floating rate bonds, which offer higher
quality than traditional corporate high yield bonds, can
protect investors if rates rise.

The housing sector should see improved growth as younger
Americans are forming the base for new demand. Low interest
rates also support housing activity.
Inflation appears to not be a threat if prices for oil and imports
continue to trend lower. We are closely watching for signs of
more significant wage inflation and a rebound in energy prices,
but neither is likely to be an issue before 2016.
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Domestic Stocks
A Correction Overdue
and Perhaps Overdone
–

International Stocks

Sharper Declines in a “Risk Off” Quarter

rd

Despite the stock market selloff in the 3 quarter, U.S. stocks
actually weathered the storm better than overseas markets.
The utility sector was the only one to avoid a downturn. As is
often the case during a dramatic correction, large-cap stocks
were not impacted as much as small and mid-cap stocks. For
the quarter, the broad Russell 3000 Index declined 7.3%. The
large-cap Russell 1000 Index dropped 6.8% while the Russell
2000 small-cap index fell 11.9%.

rd

Global markets moved sharply lower in the 3 quarter as
gains generated earlier in the year in Europe and Japan
leveled off. The MSCI EAFE Index declined 10.2% as
developed markets joined the broad global sell off. Smallcap stocks held up better with the MSCI EAFE Small Cap
Index falling 7.3%.
China’s dramatic selloff and the country’s manufacturing
slowdown took a toll on Emerging Market stocks. The
broad MSCI Emerging Markets Index declined 17.9% in the
rd
3 quarter alone. China’s Shanghai Market Index has fallen
rd
44% from its peak in late August. The 3 quarter was also
hard on other so-called BRIC countries, notably Brazil and
Russia. Brazil’s market is off 55% from its recent peak,
while Russian stocks are down 35%.

Growth stocks lost just 5.9% during the quarter while Value
stocks fell 8.6%. Energy and material stocks suffered as prices
for oil and other commodities dropped. Stronger consumer
spending and large cash reserves held by companies limited
the damage to consumer discretionary and technology
stocks.
Earnings, which should drive the markets, were relatively flat
nd
based on 2 quarter reports delivered by S&P 500
companies. This is due in large part to a sharp decline in
energy company profits. Earnings outside of the energy
nd
sector grew 5% during the 2 quarter, a sign that other
sectors remain generally healthy. According to Standard &
Poor’s, earnings declines in the energy sector may have
rd
bottomed in the 3 quarter.

Looking Ahead
As noted earlier, valuations look even more favorable for
rd
global stocks compared to domestic stocks after the 3
quarter drawdown. Another positive factor is that Europe,
China, and Japan are in the early stages of their own
quantitative easing and economic stimulus plans. This
should provide additional support for their economies,
ultimately boosting equity markets.

Looking Ahead

While there is growing concern about the impact of slower
growth in China, the country has $3.5 trillion in foreign
reserves. That allows China the flexibility to roll out
reforms as the country continues its transition from a
manufacturing and commodity-based economy to one that
is driven by domestic consumer demand.

rd

While the 3 quarter was painful for equity investors, many
stocks have become more attractively valued as a result. The
big question is whether earnings can hold up if global
demand remains weak and a strong dollar limits corporate
profits. We look for earnings growth to be a modest 3% to 6%
through mid-2016.

The markets overseas are much cheaper than our own
domestic market. Time to buy!

Growth stocks are better positioned in a slow growth
environment. Consumer stocks are also well positioned as
these companies should see solid growth if consumer
spending picks up in a solid job market. Technology firms can
capitalize on new product innovation and their large cash
reserves. Financial stocks are also positioned to benefit from
expected strength in the housing market and improved
profits if interest rates rise.

“It’s Not How Much You Make, It’s
How Much You KEEP!”
–Bob Klefsaas
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PERFORMANCE UPDATE
The Third Quarter
All Star

3 Yr

3 Yr

5 Yr

5 Yr

3rd

1

3

5

Portfolios

Beta

Alpha

Beta

Alpha

Qtr

Year

Years

Years

The Second Quarter

Income

0.52

-1.56

0.51

-0.93

Balanced

0.65

-1.62

0.64

-0.68

Cons Growth

0.78

-2.09

0.75

-1.21

Growth

0.86

-2.07

0.82

-1.89

Beta & Alpha (vs. Global BMI)

Market Index

3rd
Qtr

1
Year

3
Years

5
Years

DJ Industrial Average

-6.98

-2.11

9.26

11.38

S&P 500

-6.44

0.61

12.40

13.34

Russell 2000

-11.92

1.25

11.02

11.73

S&P Mid Cap 400

-8.50

1.40

13.12

12.93

Russell 3000

-7.25

-0.49

12.53

13.28

S&P Global BMI

-9.57

-5.75

7.77

7.49

MSCI EAFE

-10.23

-8.66

5.63

3.98

MSCI Emerging Mkts

-17.90

-19.28

-5.27

-3.58

NASDAQ Composite

-7.09

4.00

15.48

15.66

Barclays US High Yield Bond

-4.86

-3.43

3.51

6.15

Barclays US Aggregate Bond

1.23

2.94

1.71

.3.10

Barclays Global Aggregate Bond

0.85

3.26

-1.59

0.81

JPM Emerging Bond Diversified

-1.71

-0.62

1.50

4.73

Barclays US Government Bond

1.71

3.68

1.30

2.47

Barclays US Credit Bond

0.53

1.50

2.02

4.09

*The above annualized total returns and betas represent All Star Financial models.
Your portfolio’s actual returns and betas may differ depending on your portfolio
holdings.
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SUMMARY
&
OVERVIEW
The market correction was overdue,
primarily because it had been four years
since it last occurred. While the global
economy is in a “slow growth” mode, this
is not a repeat of the crisis times of 2008.
Even though investor confidence has been
challenged, consumers, corporations, and
governments are all in much better
financial condition than was the case in
the midst of the Great Recession. We
don’t believe we are experiencing
anything close to a repeat of those
challenging times.
The market correction is a prime
opportunity to review your own strategy
and risk tolerance. It also can be a time to
capitalize on tremendous values that are
emerging in the market. We will take
advantage of the market’s volatility to
improve our investments, capitalizing on
the market’s volatility to buy quality
stocks at discount prices. The bargain bin
is filling up, and there is great potential
for the patient investor.
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Global Market Valuations

A Simple Approach to a Complex Question
Warren Buffet, the well-known value investing billionaire and the most successful
investor in history, has a great quote that articulates what it means to be a value
investor. “Be fearful when others are greedy and greedy when others are fearful.”
During market corrections, as we just experienced the last few months, it can be
difficult to stick to this principle. But if we do, long term investors can find great
opportunities.
As discussed in the prior pages, China and other emerging markets have been hit
harder by the Q3 correction than the US market. This has created a larger than
normal dispersion of valuations in global markets. (See P/E Ratios in the table to the
right). As value investors, we can use this simple snapshot to ascertain that the US
market is fairly valued and most international markets are undervalued at the end
of Q3.

Current P/E Ratios of Major Markets:
U.S. (S&P 500)

18.4x

Developed global (EAFE)

15.8x

Emerging Markets

11.7x

Brazil

10.7x

China

10.0x

GMO, a very well-known and respected asset manager, publishes monthly forecasts of 7-year asset class real returns.
Their latest report also validates our conclusion that emerging markets are “cheap” relative to other asset classes and
markets. This is demonstrated through their prediction that emerging markets will have the best real return opportunity
over the next 7 years.
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OUR MISSION IS TO HELP YOU ACHIEVE YOUR DESIRED
STANDARD OF LIVING AND FINANCIAL PEACE OF MIND.
The experienced All Star team of professionals is dedicated to
understanding your individual needs and objectives, offering a
comprehensive wealth management platform designed with one
purpose in mind — to serve you, the valued client.

JUST FOR FUN
Restaurant
Recommendation

Taco Hotdish

A twin cities classic, Snuffy’s Malt Shop located in Roseville,
Highland Park, Edina, and Minnetonka; combines delicious food
with a fun 1950’s style and friendly service. Each location has their
own unique taste of Minnesota. Whether it’s a mural of Twins
baseball (Edina), or snoopy-esque cartoons playing on the wall
(Highland Park), each brings originality and fun to the table, as well
as a scrumptious combination of burgers, fries, and onion rings…
And that’s not even mentioning the malts. Snuffy’s wide variety of
classic malts and milkshakes. They are always putting new twists
on old classics. While they keep the focus on burgers and fries we
suggest you venture outside the box and try the Snuffy’s Lindy, a
delicious egg salad sandwich that goes perfect with shake dipped
fries.

Quote of the Quarter
“When the winds of change blow, some people
build walls and others build windmills.”

Ingredients:

2 lbs. ground beef

2 packets Taco Seasoning

Refried beans

Nacho cheese soup

Shredded Monterey Jack cheese

Black olives

Onions (optional)

Sour Cream

Lettuce

Tomatoes

Tortilla chips
Directions:

Prepare ground beef according to directions on taco
packet.

Place in a 9x13 pan

Layer ingredients in order listed above

Then bake at 350 for 45 minutes

Serve and eat by dipping tortilla chips
Serves 4-6 People

-Chinese Proverb

CONTACT US Meet Our Team
Phone: 952.896.3820
Fax: 952.896.3819
Toll Free: 888.809.7901

Bob Klefsaas, CFP®, AIF®, CFDS - President
Bruce Bonner, CFA – Portfolio Manager
Brian Senske, MA – COO, CCO
David Osterberg, CPA – Tax Advisor
Carl Ermisch – Research Analyst & Paraplanner
Paula Zilka – Executive Assistant
John Shevlin - Account Executive

asf@allstarfinancial.com
www.allstarfinancial.com

Michele Lenz- Client Associate
Bill Ristvedt - All Star Private Client Partner for Banks
Nate Gelle – Intern #94

3800 American Blvd. W.
Suite 1450
Minneapolis, MN 55431
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