Third Quarter 2011
“IT IS NOT MY INTEREST TO PAY THE PRINCIPAL,
NOR MY PRINCIPLE TO PAY THE INTEREST.”
-RICHARD BRINSLEY SHERIDAN
It’s been a long and difficult quarter in the equity markets
culminating in losses of -14% for the S&P 500, -22% for the
Russell 2000, -19% for the MSCI EAFE and -23% for the MSCI
Emerging Markets. The volatility during August and September has
been extreme with the Dow Jones Industrial Average experiencing
moves of greater than 1% on 29 days and moves of more than 2%
on 15 days.

Are the P.I.I.G.S. contagious? Revisited…
In our Second Quarter Commentary we noted the “global impact of
a default by a member of the EU will depend largely on how orderly
the events unfold”. During the last three months, the ECB, EU and
IMF (referred to as the ‘troika’) have been bleeding money into
Greece to prevent an immediate default on Greek debt that could
kick off a global financial crisis. Part of the purpose has been to buy
more time for European and large global banks to prepare
themselves for what will likely be a restructuring of Greek debt. In
the scatter plot below you can see the relative magnitude of the
problems in the major EU member countries and the US.

It’s worth noting that while the US lost its AAA credit rating with
Standard and Poor’s on August 5th, the 10 year Treasury yield
actually fell from 2.57% to a record low of 1.67% on September 9th.
As the relative size of the US bubble on the chart shows, the US
Treasury remains a safe haven investment.

US Economy
Second Quarter real GDP growth was revised higher to 1.3% from
the prior estimate of 1.0% and this marks an improvement from
First Quarter growth of only 0.4%. Unemployment remains a major
economic headwind because the consumer makes up roughly 70%
of the US economy. As one can see in the graph below,
unemployment during this last recession has been deeper and taken
longer to recover than any recession since WWII.

One driving force in the employment situation is the continued
malaise in the housing market which usually provides a job boost
after recessions. According to the Federal Reserve of St. Louis, in
the two years following most recessions, housing has added around
0.5% to annual GDP growth but recently the contribution has been
negative.1
Well Positioned
Non-Financial U.S. corporations are carrying nearly $2 trillion in
cash which is enough to operate for 73 months according to
Standard & Poor's.2 This is up dramatically from the $1.38 trillion
level in 2008 and marks the highest level since 1963.2 Birinyi
Associates reported that cash as percent of market capitalization for
S&P 500 non-financial companies was a lofty 7.4% as of July.3 Dr.
Michael Hasenstab, Portfolio Manager at Franklin Templeton
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Investments, appropriately reminds us that companies have already
shed tremendous amounts of labor, are already running lean, and
have arguably under-hired and under-spent during the last three
years. In his view, while the US could have another recession, the
excesses do not exist that would support a massive contraction.4

A word on Valuations…
During the quarter, valuations on the S&P 500 continued to
compress from 12.4 times forward earnings to only 10.6. The graph
below shows the Trailing Price-to-Earnings ratio is also currently at
10.6 times, which compares to an average of 12.7 during recessions
and 13.9 during expansions. Bob Doll, Chief Equity Strategist at
BlackRock, believes the markets are pricing in a greater-than-50%
chance the US enters recession while he estimates the risk is closer
to 30% and a Wall Street Journal economist poll averaged 33%.5

Thank you
We would like to take this opportunity to thank those of you that
referred new clients to PCM during the quarter. Client referrals are
the lifeblood of our business and are deeply appreciated.
In addition, we would like to thank you for allowing us to help
guide you through these uncertain times. We remain committed to
careful generation of long term value for all of our clients. Should
your personal financial situation change, or if you would like to
adjust, review or discuss your asset allocation, please do not hesitate
to call us.

~The PCM Team
By the numbers…
Index

Close

Third Quarter

Year to Date

S&P 500

1131

-14.3%

-10.0%

MSCI EAFE

1373

-19.6%

-17.2%

MSCI Emerging Markets

880

-23.2%

-23.5%

Barclay’s US Aggregate
Bond

122

+3.0%

+3.9%

DJ|UBS Commodity

140

-11.3%

-13.7%

(Data provided by Thomson Financial as of 9/30/2011)
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The table below shows the primary valuation metrics for the S&P
500, most of which are below year ago levels and historical
averages. In addition, the 2.5% dividend yield on the market is
higher than average and well above the 10 year US Treasury yield.

Tactical Asset Allocation… from the Bottom-Up
Several clients have asked what we are doing tactically with Asset
Allocation during this time. As you know, we often use managers
that have flexible mandates that allow them to carry large amounts
of cash, invest in multiple asset classes and sometimes even hedge
and short certain securities. Part of our tactical approach to asset
allocation is to allow these managers to make changes in their
portfolios based on the bottom-up fundamental risk/reward
opportunities they identify. This is not designed to get clients in
and out of the markets, but rather to make fundamentally based
adjustments in portfolios. To be clear, we have not eliminated all
exposure to further declines in the equity markets, but we do have
our defensive players on the field. If the markets continue to fall, we
expect our current managers to deliver good results relative to their
benchmarks while not yielding all upside if the markets turn higher.

5

“Home Forecast Calls for Pain” Nick Timiraos Wall Street Journal 9/21/2011
“Companies’ $2 Trillion Conundrum” Vipal Monga Wall Street Journal 10/5/11
“S&P’s Sideline Cash May Stay On The Sideline” Mark Gongloff www.wsj.com 6/22/11
“Dr. Michael Hasenstab on Recent Market Volatility” www.franklintempleton.com 9/28/11
“BlackRock Investment Directions” Fourth Quarter 2011 www.blackrock.com

Disclosures
Investment Products: Not FDIC Insured – No Bank Guarantee – May Lose Value
Private Capital Management, Inc. (PCM) is a registered investment adviser. Opinions and
information presented have been obtained or derived from sources we believe to be
reliable, but we cannot guarantee their completeness or accuracy. Opinions represent
PCM’s judgment as of the date of the report and are subject to change without notice. This
material is for general information only and is not suitable for all investors. It is not
soliciting any action from any particular investor. This presentation is not an offer to buy
or sell, or a solicitation of an offer to buy or sell the securities mentioned. The investments
discussed or recommended in this presentation may be unsuitable for some investors
depending on their specific financial position and investment objectives. Private Capital
Management and/or its personnel may trade for their own accounts, be on the opposite side
of customer orders, and have positions in securities related to issues mentioned in this
presentation. Investing in foreign securities presents certain risk that may not be present in
domestic securities. Fixed income securities are subject to availability and market
fluctuation. These securities may be worth less than the original cost upon redemption.
Past performance does not indicate future results. The value or income associated with a
security may fluctuate. There is always the potential for loss as well as gain. Asset
allocation does not assure or guarantee better performance and cannot eliminate the risk of
investment losses. PCM does not provide tax or legal advice. Please consult appropriate
tax or legal advisors to determine how this information may apply to your own situation.
The indices and benchmarks mentioned for comparison purposes are unmanaged. You
cannot purchase an index. S&P 500 Index is an unmanaged capitalization weighted index
of 500 stocks designed to measure performance of the broad domestic economy. The
MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market
capitalization index that is designed to measure the equity market performance of
developed markets, excluding the US & Canada. The MSCI Emerging Markets Index is a
free float-adjusted market capitalization index that is designed to measure equity market
performance of emerging markets consisting of 21 emerging market country indices. The
Barclay’s U.S. Aggregate Bond Index is a broad-based benchmark that measures the
investment grade, U.S. dollar-denominated, fixed-rate taxable bond market. The Dow
Jones Commodity Index is an index composed of the futures contracts on 19 physical
commodities. Additional information is available upon request.

