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2011: A Third Quarter Review
A quick summary of economies & markets for you.

The fourth quarter has arrived, and with it comes hopes of respite from a summer in which bearish sentiment reigned. The
third quarter of 2011 was frustrating for Wall Street; if certain things happen, the fourth quarter could end up demonstrably
better. Let’s review the events of the past three months.
The quarter in brief. The Dow retreated 12.09% in the third quarter of 2011, its poorest quarterly showing since the first
quarter of 2009. The debt troubles of a small European nation (and the fear of their contagion) kept U.S. markets down as
much as a host of lackluster domestic economic indicators. Confidence waned on Wall Street and Main Street, and analysts
began to second-guess the recovery. The real estate sector did show some year-over-year improvement, and consumer
spending did not diminish. Investors hoped for better days while taking a pragmatic view of the near future. 1
Domestic economic health. The economy crawled forward, with occasional flashes
of vigor. Consumer spending increases partly reflected notable jumps in food and
energy costs. Personal spending jumped 0.7% in July and rose another 0.2% in
August. Personal incomes actually slipped 0.1% in August, the first time that had
happened in nearly two years.2,3
As for consumer prices, they rose 0.5% in July and 0.4% in August after decreasing
0.2% in June. By August, annualized inflation was running at 3.8%; energy prices had
risen 18.4% in 12 months. Retail sales rose 0.3% in July but were flat in August.
Commerce Department data showed durable goods orders at an impressive +4.1% in
July but just -0.1% for August.4,5,6
The jobless rate remained stuck at 9.1% in July and August. By August, it had been 9% or higher in every month since May
2009. Consumer confidence plunged, with a mild rebound late in the quarter. The final September University of Michigan
survey improved to 59.4, rebounding from the lowest level since November 2008 in August (55.7).The Conference Board’s
September number of 45.4 was little changed from the 45.2 of August (lowest since April 2009). 3,7
Some of this was frustration over Washington. After the long debate in Congress regarding the nation’s debt ceiling,
Standard and Poor’s downgraded America’s credit rating a notch to AA+, which was detrimental to global stocks. President
Obama called for bipartisan unity as he introduced the $447 billion American Jobs Act late in the quarter, but some
Republicans were loath to support a job creation measure that would be funded partly by income tax hikes. (In early
October, Senate Democrats proposed including a 5% tax hike for millionaires in the bill.) The Federal Reserve did not haul
out QE3, instead choosing to bring back its 1961 “Operation Twist” strategy of shifting $400 billion into
longer-term Treasuries to foster growth, a move that kicked off this month. 8,9,10,32
The Institute for Supply Management’s manufacturing and non-manufacturing indices hinted at slower
growth. ISM’s manufacturing gauge read 55.3 in June, but just 51.6 by September; its service sector index
was at 53.3 in June and managed a 53.0 reading for September. 11,12
Global economic health. Hopes that Greece could avoid default seemed to fade as the quarter proceeded, with some
economists contending it wasn’t a matter of if but when. Wall Street hoped for decisive action from the European Union
this summer, maybe even a revamp of its business model; that didn’t happen. In August, German chancellor Angela Merkel
and French president Nicolas Sarkozy proposed that all 17 EU nations write and pass constitutional balanced-budget
amendments, and called for an EU-wide tax on financial transactions in 2012 and a joint-governance council that would
meet twice yearly to try and fine-tune the Eurozone economy. Wall Street would have preferred that the EU create a
Eurobond that could help cut borrowing costs for debt-plagued nations or bolster its bailout fund. At quarter’s end, the EU
was voting on whether to strengthen the bailout fund, but its leaders had thrown out a measure that would allow
management of the euro via a council of heads of state instead of a central bureaucratic arm. 13,14
Asian economies contended with a clear drop in export demand. China’s official PMI was at 50.9 by September, exactly
where it was in June and well below the historical 55.7 average for the month. Japan’s manufacturing sector contracted in
September for the first time since April. Taiwan’s manufacturing index contracted each month of the quarter, hitting a 32month low of 44.5 in September; India’s PMI dropped 2.2% to 50.4 in that month, its biggest monthly retrenchment since
November 2008. One silver lining here: this slowdown could help to foster a soft landing for the Chinese and Indian
economies, in which inflation exceeds central bank targets.15
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World markets. The quarterly descents were severe. Data from Morningstar (all of this is in U.S. dollar terms) tells the
story: Sensex, -11.40%; CAC 40, -25.12%; FTSE 100, -13.74%; Hang Seng, -21.26%; Nikkei 225, -11.37%; All
Ordinaries, -12.66%; TSX Composite, -11.39%; Shanghai Composite, -14.59%; DAX, -25.41%. The MSCI World and
Emerging Markets indices respectively dropped 17.06% and 23.19% last quarter. 16,17
Commodities markets. At the end of the quarter, gold was the only precious metal posting a YTD gain (+14.1%) on the
heels of its twelfth straight quarterly advance (+7.9%). Other marquee metals had it rough in the quarter: silver lost 13.6%,
platinum fell 11.7%, palladium dived 19.2% and copper plunged 26.0%. Soybeans lost 9.7% in 3Q 2011, and the Dow
Jones-UBS Commodity Index took an 11.3% quarterly hit. NYMEX crude lost exactly 17% on the quarter, with prices
settling at $79.20 a barrel on September 30. As for the U.S. Dollar Index … it gained 5.7% for the quarter. 18,19,20,21
Real estate. The sector was far from healed, but there was some annualized improvement. While new and existing home
sales wavered month-to-month, August data showed them respectively 18.6% and 18.8% above year-ago levels (existing
home purchases unexpectedly were up 7.7% in August). By August, pending home sales also registered a 12-month gain
(+7.7%). The latest available S&P/Case-Shiller Home Price Index (July edition) still showed prices down 4.1% year-overyear.22,23,24,25,26
Mortgages grew even cheaper. Freddie Mac’s Primary Mortgage Market Survey showed the following quarterly descents in
average interest rates from June 30 to September 29: 30-year FRMs, 4.51% to 4.01%; 15-year FRMs, 3.69% to 3.28%; 5year ARMs, 3.22% to 3.02%; 1-year ARMs, 2.97% to 2.83%.27
Looking back … looking forward. Standing alone, the 3Q numbers might look like a bad Wall Street year. It was a
quarter in which the Russell 2000 (-22.15%) tumbled into a bear market and the CBOE VIX (+159.32%) took off. 1
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Indices are unmanaged, do not incur fees or expenses, and cannot be invested into directly.
These returns do not include dividends.

On October 4, the S&P 500 was flirting with bear market territory (down 19.4% from its April 2011 high). So what will
have to happen to help this market climate improve this fall? There are three potential catalysts that might emerge. One, a
decisive and truly unified effort by the EU to address the debt crisis in Greece, Spain and Italy and arrange an orderly
default for Greece. Two, a strong corporate earnings season featuring frequent, pleasant surprises. Three, a stream of data
vouching that the economy is still growing – indicators that clearly do not hint at a recession.
As you may know, the fourth quarter tends to be a very good one for Wall Street: across the last 50 years, stocks have
gained an average of 3.6% in the last three months of a year. Let’s hope the historical pattern repeats in 2011. 31
Hopefully, some bullish sentiment will wander back onto Wall Street before 2011 ends, perhaps enough to notably reverse
some of the YTD numbers above. Early in January, we’ll send you a fourth quarter wrap-up. Should you have any pressing
financial questions or concerns in the meantime, feel free to contact our office.
Sincerely yours,
Larry (Lars) Knudsen & Dan Stober
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This information should not be construed as investment, tax or legal advice and may not be relied on for the purpose of
avoiding any Federal tax penalty. The Dow Jones Industrial Average is a price-weighted index of 30 actively traded bluechip stocks. The NASDAQ Composite Index is an unmanaged, market-weighted index of all over-the-counter common
stocks traded on the National Association of Securities Dealers Automated Quotation System. The Standard & Poor's 500
(S&P 500) is an unmanaged group of securities considered to be representative of the stock market in general. It is not
possible to invest directly in an index. NYSE Group, Inc. (NYSE:NYX) operates two securities exchanges: the New York
Stock Exchange (the “NYSE”) and NYSE Arca (formerly known as the Archipelago Exchange, or ArcaEx®, and the
Pacific Exchange). NYSE Group is a leading provider of securities listing, trading and market data products and services.
The New York Mercantile Exchange, Inc. (NYMEX) is the world's largest physical commodity futures exchange and the
preeminent trading forum for energy and precious metals, with trading conducted through two divisions – the NYMEX
Division, home to the energy, platinum, and palladium markets, and the COMEX Division, on which all other metals trade.
BSE Sensex or Bombay Stock Exchange Sensitivity Index is a value-weighted index composed of 30 stocks that started
January 1, 1986. The CAC-40 Index is a narrow-based, modified capitalization-weighted index of 40 companies listed on
the Paris Bourse. The FTSE 100 Index is a share index of the 100 most highly capitalized companies listed on the London
Stock Exchange. The Hang Seng Index is a free-float capitalization-weighted index of selection of companies from the
Stock Exchange of Hong Kong. Nikkei 225 (Ticker: ^N225) is a stock market index for the Tokyo Stock Exchange (TSE).
The Nikkei average is the most watched index of Asian stocks. The S&P/ASX All Ordinaries Index represents the 500
largest companies in the Australian equities market. The S&P/TSX Composite Index is an index of the stock (equity) prices
of the largest companies on the Toronto Stock Exchange (TSX) as measured by market capitalization. The SSE Composite
Index is an index of all stocks (A shares and B shares) that are traded at the Shanghai Stock Exchange. The DAX 30 is a
Blue Chip stock market index consisting of the 30 major German companies trading on the Frankfurt Stock Exchange. The
MSCI World Index is a free-float weighted equity index that includes developed world markets, and does not include
emerging markets. The MSCI Emerging Markets Index is a float-adjusted market capitalization index consisting of indices
in more than 25 emerging economies. The Dow Jones-UBS Commodity Index DJ-UBSCI is a broadly diversified index that
allows investors to track commodity futures through a single, simple measure. It currently has 19 commodity futures in
seven sectors. The US Dollar Index measures the performance of the U.S. dollar against a basket of six currencies.
Additional risks are associated with international investing, such as currency fluctuations, political and economic instability
and differences in accounting standards. All information is believed to be from reliable sources; however we make no
representation as to its completeness or accuracy. All economic and performance data is historical and not indicative of
future results. Market indices discussed are unmanaged. Investors cannot invest in unmanaged indices. The publisher is not
engaged in rendering legal, accounting or other professional services. If assistance is needed, the reader is advised to engage
the services of a competent professional.
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