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N JAG Advisors is a division of JA. Glynn & Co. Member FINRA, SIPC I n our | ast Quar t eorécyst: Con
Noisy With a Chance of Confusion 06 ) , we d

tailed a number of headwinds affecting the
markets and went on to state our opinion
t hat the fAcurrent cloudy
nomic environment is fueling an abnormal-
ly high level of investor cynicism, all of
which is underlain by residual fears stem-
ming from the financial crisis of 2008 and
the accompanying recession. Assuming we
are <correct i n reading t
we expect that investor perceptions may
get worse before they get

“The market was volatile.”

We were correct in anticipating the direc-

Market Index Update tion of investor sentiment, but we did not
foresee the magnitude of the reaction in
the equity markets. In short, we expected
moderately higher volati/l
but what actually occurred was much high-
er volatility (i .e. ABi g
mar ket i nvestors responde
3.78% atility by running for the hills during the
third quarter, resulting in sharp declines in
the major averages. The S&P 500 Index
fell by over 13%, surpassing the 11.5%
1.97% decline witnessed during the second quar-
ter of 2010 and marking the worst quarter-

ly decline in U.S. stocks since the fourth
i bDw9 DI ¢ 9 - quarter of 2008. As bad as the quarter
S was in the American markets, many global
stock indices fared even worse T the
French and German stock markets fell by
more than 25%, the Hong Kong -based
Hang Seng Index ended the quarter down
21.5%, and emerging -market darling
Brazildéds main index casc
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It seems clear that global financial mar-
kets are being held hostage by the
events in Europe, and the biggest short
term problem faced by the European Un-

ion is the resolution
eign debt crisis. On the face of it, this

may seem nonsensical. After all,
Greeceos gr oss domest.i

roughly $304 billion, represents just

Il n the Agood ol d
tries like Greece would simply default on
their debt, force their bondholders to ac-
cept restructured bonds, and start fresh
avith m&ageable debt foadsandvirderest
payments. Many troubled sovereign na-
tions have elected to default on their
debts jpvero tbeu eenturies a ti  and some
have done so multiple times. Indeed,

1.9% of the European Un acarding td hbabh rFidan@al Data,

miniscul e . 4% of t he Greece hat asfaulteG DF its debt five

Greecebs popul ation of tines 8inceni826l iAmdnthe veceeks dre

rank it 8th among U.S. states, roughly in not alone; lots of other European na-

line with Ohio. How is it possible that tions have defaulted on their debt T in-

such a small country could cause such cluding Austria, Germany, Portugal, Rus-

enormous worldwide anxiety? sia, Spain and Turkey.

If Greece defaults, how will the elec- But in the case of the modern Euro
torates in Spain, Portugal, Italy, and zone, the implications of a Greek default

are much more complicated. Many of
Wrelzrmdl TEeEie the largest European bank balance
sheets are loaded to their gills with

The real answer to this question is a long Greek bonds, most of which are carried

one (too long for the space available on the banksé books at

here). But the gist of it is that while the 100 cents on the dollar). But when and

EU member nations are linked by a com- if Greece is forced to default, these

mon currency, they have always main- bonds would be worth much less than

tained separate fiscal policies. The bifur- par value T which would, in turn, cause

cation between the common currency a number of European banks to become

and disparate fiscal policy has allowed insolvent themselves. To carry the point

some EU nations, over long periods of further, if Greece defaults, how will the

time, to build up unsustainable amounts electorates in Spain, Portugal, Italy, and

of debt relative to their own economies. Ireland react? Might they also wonder

Now that the bills are coming due, these why, if their brethren in Greece have

weaker EU nations T with Greece at the freed themselves from the shackles of

forefront 1 find themselves unable to debt, should they also be free to renege

pay. Meanwhile, the wealthier nations i on their own debts?

led by Germany 1 are understandably In some ways, therefore,

unwilling to foot the bill for their free i cal leaders now find themselves in a sit-

spending cousins in southern Europe. uation similar to the one faced by the
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U.S. Congress in 2008. They need to find a way to shore up their banking system rela-
tively quickly, and all of the tools at their disposal are (a) expensive and (b) unpopular
with large swaths of their voting constituency. You may remember how painful this sort
of process was when it occurred in Washington, D.C. It will very likely be just as painful
for European politicians this time around, and
Vo volatility in financial markets around the wo

Looking Ahead

We really have no clear read on the very short -term direction of the financial markets.
And despite what you may read and hear on televisions, neither do any of the pundits
Day -to -day financial markets are creatures of emotion, and since emotion is running ex-

tremely high, the markets may be up or down from current levels in the coming few
weeks and months.

We do have an opinion on the solid corporate fundamentals here in the U.S. Corpora-
tions here are by and large in very strong financial shape. Corporate cash as a percent-

age of total financial assets stands at 13.6%, a 27 -year high (Chart 1).
Chart 1
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And many companies have spent the last three years refinancing their debt on very fa-

vorable ter ms. Essentially, U. S. based compani
indo | ow interest rates by -term fdébh iato tomgargmatdrities i r S |
(Chart 2). The |list goes oné U.S. banks are in

in 2008 -2009, corporate earnings have been growing at a solid clip, productivity has
been strong, and profit margins stand at near -record levels.

Chart 2
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In our view, stock valuations in the U.S. have moved from being reasonably valued to
generally (if not screamingly) inexpensive. This does not mean that stocks cannot get
cheaper in the short or intermediate term, particularly if the economic situation wors-

ens. However, we note that more than 52% of S&P 500 companies now sport dividend

yields that exceed the sub -2% yield provided by 10  -year U.S. Treasuries. The S&P 500
currently trades at 13.5x trailing twelve -month earnings per share, and 12.1x analyst

estimates for earnings over the coming year (Chart 3). Both of these valuation param-

eters are at or near multi-year lows. Even if we assume a large, recession-driven de-

cline in S&P 500 earnings over the next year to the $70/share range, the resulting P/E
ratio for the market is not excessively high (Chart 4).
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Chart 3
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. rates will T at some point T move higher
Treasury yields have collapsed
from these extremely low levels, poten-

as capital WorIIdWIde has tially leaving unsuspecting investors with
scrambled to find a safe haven. large capital losses if they are compelled

‘ to sell before their bonds mature.
o o _ Furthermore, if there is any sort of price
!:or mstltutlons.and individuals with Ion.g i nflation at al l in the
investment timeframes (note: this l esso i nvestments ar e d e

means almost e\~/ery(.)n?), we find most _purchasing power over the next decade.
of t h?'f fieesk a.I t.er natl V1%SretU|In()(o tﬁetega?nhlesof a 10 -year
to be decidedly unappealing invest- U.S. Treasury bond, an investor earning a

ments. Cash and CDOs g g §75% §'yilid Will ekderferce a

and lending money to the U.S. govern- decrease in purchasing power in all out-
ment at 1.75% for 10 Years (the current comes in which the annual rate of infla-

10-year Treasury yield in early October tion averages more than 1.75% over the
2011) seerT]s absolutely ludicrous to U_S' next 10 years. In a world of rising ener-
Treasu.ry yields have collapsed_ as capital gy and commodity costs and growing
worldwide h.as scrambled to find a sz.afe populations, how likely is it that inflation
haven. While we agree that Treasuries can average less than 1.75% over the

are rock -solid credits, we disagree that next decade? We think this likelihood is
they make good sgnse as long _ -term in- remote. In summary, we view many as-
vestments. Many investors have literal- sets regar defd eaeso fardiosbke

ly no idea how much value can be lost riskless when considering the potential
on longer -dated Treasury bonds when ravages of inflation.

and if interest rates ever go back up

again. And if history is any guide at all, 0/ 2yaydzsSR 2y vy
Chart5
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Gold is another investment vehicle that has picked up a lot of adherents over the past

several years. Gold offers no yield and no earnings power. Its value is entirely deter-

mined by the collective perception of the mar kel
of return. o

We are not entirely against owning modest allocations of gold, and in fact we have

owned small allocations of gold -based Exchange Traded Funds in some client accounts
as a diversification tool for the past several years. But we are decidedly not igol d
bugs, 0 because we do not view gold as being a vi
Chart 6
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From time -to-time, usually when financial markets and/or the economy are gripped by
uncertainty and pessimism, gold prices rise dramatically. This phenomenon occurred in
the |l ate 6706s and early 068006s, and it has happ
huge price spikes in gold have drawn in more and more buyers, driving gold ever higher
in the process. Eventually, buyers become exhausted, prices level off and T atleastin
the past 1 have declined dramatically. Indeed, gold has had multi -decade periods in

which it has either stayed flat or trended down in price. While it is too soon to call a
maj or fAtop, 06 we note that the price of gol d f el
tember . This could be a sign that goldés Il uster
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A Reminder from Mr.

when they felt comfoc
Buffett and then proceeded t
the headlines made t

In closing, we would like to remind you Today people who ho
of the wisdom Warren Buffett shared in equi val ents feel cCor
a New York Times op -ed in October shoul dnot . They have
2008. To us, it serves as a helpful anti- terri Blee Ml amamsgp et , on
dote to the cynicism and apathy reign- pays virtually nothi
ing on both Wall Street and Main Street tain to depreciate I
these days. the policies that gc

_ follow i n Iits effort

iLet me be clear o dN&nROiIcHtisis wildl
| canot predercm thie,s3Reihonary and, tF
movements of the stocki dnad&eEitinds in tt
havenot the faintestzshdgdc @fnitls©

whet her stocks will F_bqeuihtiigehserW|qu al mo s
|l ower & omond Byear outperform cash over
from now. Wh at I S |dd(ee,| ypr(ﬁboawbelvy' by a s
er, I's that t he margl?eete.w'*l'lhbsénoi"ﬁvestor
hi gher, perhaps subgdwntdd adddn SPre pett
we | | before either gge¢nii @?l'f‘ﬁyotrime t he
the economy turns UPromGtl fil aY Y. I'n Wa
wait for the rObinScoﬁPBFf‘gofNibboaenews
OV iElr noring Wayne Gretzky

Over tthermonghe st Qglkie to where the g
mar ket news wi |l | beb@,ooﬁot'f‘otﬁ'/ﬁere it
20t h century, the United States
endured two world wars ot h -

er traumatic and ”)Ihﬁs%sﬁngnie”vs@t'eamlw?CP“'d not

tary conflicts; t R¥eeTPE WM Buiety . 4
d_ozen Or_so receSSAflé?UsatJﬁGnVQShyodJ?loay'aursa

1 a! panics, oil %/\/JJ.lnéPer?uIl?aﬁ‘staasor"fI

demic; and the resignat:. of a

di sgraced president Yet the Dow

rose from 66 to 11p 2 Qi /Q{féé

You might think itgwouldy,have

been I mpossible for an investor

to |l ose money during a century

mar ked by such an extraordinary

gain. But some investors did. The

hapl ess ones bought stocks only
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Food for Thought

Ready or not, we will soon embark on another Presidential election cycle. In that spirit,

we hope to provide you with some more (non -partisan) food for thought. The chart
above tracks the proportion of personal income in America derived from gainful em-
ployment in the private sector. The data, which begins in 1959, shows that American
workers once earned 55% of their aggregate personal income from private employers.
Though there have been some countertrend moves along the way, the years following

1959 have seen a steady decline in the share of personal income accounted for by pri-

vate sector earnings. By August 2011, private sector wages provided just over 42% of
personal income in the U.S.
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It probably goes without saying, but we will say it: a healthy domestic economy ulti-
mately depends on growing income from private sources The very existence of the
public sector depends, in large part, on tax revenue extracted from earnings generated

in the private sector. Developing polices to stop and reverse this slide should be a top

goal of our political leaders.
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Between December 2007 and August 2011, personal income in the U.S. rose by just over
$800 billion according to figures from the Bureau of Economic Analysis. The chart above
examines the contribution made by different categories of income to the total increase.
Echoing the message of our first chart, this chart shows that increases in private wages
accounted for a meager 3.2% of the total gain in personal income since 2007. But this
amount is small potatoes when compared to the nearly 70% share accounted for by in-
creases in transfer payments. In dollar terms, this means roughly $560 billion of the $800

billion total increase in personal income came from transfer payments. Questions about

the sustainability and health of the recovery, such as it is, obviously arise when income
growth is largely due to unsustainable government spending. At some point i we hope
soon 1 the private sector will have to re -establish itself in providing Americans with per-
sonal income. We expect this subject to be a source of sharp debate in 2012.

Finally, note the almost 40% or $320 billion decline in the interest and dividend category.

|l tés worth remembering that while the Fedds ZI RP |
vides some relief to those in debt, this aid clearly has a cost. Savers - and anyone hoping
to generate a little interest income - have seen their earnings virtually wiped out. The

impact of this lost income is borne disproportionately by older Americans who counted on
an income stream from their savings.
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