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Groundhog Day, Kamikaze Politicians & and Sugar Highs from the Fed

October, 2010

“The US Economy remains almost comatose...The current slump already ranks as the longest period of sustained
weakness since the Great Depression... Oncein alifetime dislocations...will take yearsto work out. Amongthem: thejob
drought, the debt hangover, the defense-industry contraction, the [banking] collapse, thereal estate depression, the health
care explosion and the runaway federal deficit.”

- Time Magazine, September 1992.

Reading this quote, one would assume that the best investments in 1992 would have been liquor, can
goods and firearms! Today’ s top business stories are filled with twists on the same headlines seen 16 years
ago leading up to mid-term elections: “The Jobless Recovery,” “Washington Gone Wild with Taxpayer
Money,” “U.S. New Manufacturing Expertise - Debt, Derivatives, and Deficits,” and “ Kamikaze
Politicians.” The roar emanating from the news mediatoday is drowning out of the quiet voices of financia
prudence from yesterday.

The 2010 mid-term elections are rapidly approaching. Polls are suggesting the possibility of a repeat
of the 1994 mid-term election which produced a stalemate in Washington —aDemocratic President and a
Republican Congress. It was “Nightmare on Pennsylvania Avenue’ ...right? The government actually had to
shut down for a short time because of a chess match gone awry between the Executive and Legidative
branches of the Federal Government. But something amazing followed: The United States Government,
among other things, had budget surpluses from 1998 to 2000" and the S& P 500 Index rose 220% from 1995
to 2000.

Today, the pattern of recovery is more similar to recoveries of the past than investors might realize.
Aswe suggested in our July, 2010 newsdletter, every single recovery in the past 40 years followed asimilar
path: Aninitial burst of economic growth followed by afew quarters of slower activity, including
intermittent “growth scares.” History provides powerful clues to investors that coming months may be an
excellent period for stocks, although many will miss the opportunity because they are not looking far enough
back in their rearview mirrors to see the signs. Fear abounds as cash on corporate balance sheets bulge and
money continues to flow into bond mutual funds and out of equity mutual funds. Businesses and investors
alike sit cautiously on the investment sideline continuing to witness the epic battle occurring between a
normal cyclical recovery and severe structural and policy imbalances in the United States. However, past
election cycle economics, the potential for stalemate in Washington, high unemployment, fundamentally
cheap equity valuations and the fact that the Federal Reserve is providing investors with afree *put” on their
stock portfolios are al identifiable reasons why the current investment environment could be attractive for
stocks.

Election Cycles: Third Year isthe Charm

Presidential elections profoundly impact the stock market. “It is no mere coincidence that the last
two years (pre-election year and election year) of the 44 administrations since 1833 produced a total net
market gain if 718.5%, dwarfing the 243.3% gain of the first two years of these administrations.”? Chief
among the causes are “wars, recessions, and bear markets which tend to occur in the first half of the term;
prosperous times and bull markets, in the latter half.”? In fact, the last time the Dow Jones Industrial
Average (“Dow”) experienced a negative annual return in the third year of the president’ s term was 1940
during FDR'’ s second term as German tanks rolled across Europe. Otherwise stated, the third year of a
president’s term in the past 17 consecutive terms resulted in positive performance on the Dow with an
average return of 16.6%.% Additionally, since 1914, the Dow has gained 49.5% on average from its mid-
term election year low to its subsequent high in the following year (3 year of the Presidential term).® With



the Dow hitting its low this year on July 2™ at 9,686, this could suggest the Dow would reach 14,481 at some
point in 2011!

SoIsGridlock Good? High Unemployment is Good For the
According to a recent Rasmussen Report”, the Market?
Presidential Approval Index — the difference between the number Most economists believe unemployment is a
of voters who strongly approve of the president’ s performance lagging indicator of economic activity, in other words,
and the number of voters who strongly disapprove — recently demand dries up before employersinitiate downsizing
matched arecord low of -17 for the current Administration’s LTEl mEeeress. LISEnlss, Enp it s MLEl 222

demand come back before they will begin hiring

term. Thisisjust part of the reason it iswidgly anticipated thgt workers again. Since the stock market is forward
control of one or both houses of Congress will change handsin looking, higher unemployment is oftentimes a good
November. The politicians who backed unpopular pieces of buy signal for stocks. Since 1951, it has been
legidation such as the Frank/Dodd Bill and the Healthcare Bill considerably better to buy stocks when the

appear to have been Kamikaze politicians for those causes. Early Eﬂmz: 8}%2?; {?Se(;:'gr"gv?z’ e SR
polls predict the death of many their re-election bids and the
possibility of stalemate in Washington. Since 1945, gridlock has %
been good for the markets. Stalemates have occurred four times
following mid-term elections and the Dow has risen on average
19% in the year following those elections.”

Since the life cycle of a corporation — or an individual
investor, for that matter — is longer than an election cycle, some
level of certainty isrequired for them to prudently deploy capital. .
Stalemate, in the minds of many voters, would reduce the impact Py 3% - m T S%to ‘50 e
of the restraints on investment capital like healthcare costs, Above
increased union power, a politically-guided energy policy, the
fear of higher taxes...and the list goes on. In an economic environment where uncertainty wanes, both
investors and businesses alike can begin to plan, spend, invest and even hire again.
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Attractive Valuations: Buy Low

Believe it or not, there are some market tailwinds out there to counter balance the hurricane-like headwinds of
the economy. If there is a silver lining to a severe downturn in the markets is it makes stocks cheaper on severa
fundamental levels. History suggests a more prudent entry point in stock for investors occurs when equities are

“cheap” based on certain fundamental metrics and other catalysts. But are stocks cheap based on these fundamentals
now? Consider the following:

» Price to Earnings Multiple: The S&P 500 is currently valued at 12 times projected earnings for 2011,
according to data compiled by Bloomberg. That is the cheapest level since 1988, excluding the six months
between October 2008 and March 2009 after Lehman Brother’s demise, based on forward earnings.

» Free Cash Flow: A company’s free cash flow — the cash available after financing operations and investments,
available to pay down debt and make distributions to other stakeholders — is a significant measure of a
company’s value. As one can see from the chart below, theratio is currently at its highest levels since the mid
1980’s. This statistic previously reached peaks in 1995, 2005 and early 2009, all very good years to be buying
stocks.

S&P 500 Free Cash Flow to Price
(Frem 1/31/1987 to 8/7/2010)
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» EarningsYield: Earningsyield (EY) issimply thereciprocal of the price/earningsratio of a stock. Generally
speaking, if the EY of a broad stock index is less than the rate of the 10-year Treasury yield, the stock index
could be considered overvalued relative to bonds. If the earningsyield is higher, stocks might be considered
undervalued. Currently, the EY on the S& P 500 Index is 8.6%. Long run average EY is 7%. The 10 year
Treasury closed Oct 19" at approximately 2.5%. This may mean stocks are very cheap (relative to bonds) and
might make an attractive buy now; or that investors have such a pessimistic view of the economy that they
expect earnings growth to decelerate over the next few quarters (or even years).

» Flow of funds: Mentioned in previous newsletters, the flow of funds into bonds, cash and cash equivalents has
been unprecedented. Most of the

Bonds, Money Markets and Deposits vs. SPX Market Cap Annually; 1890 — To Date mney Currenﬂy ﬂ OWi ng into bondS
250% fundsis being invested into bond
funds with short average durations
-\ 200% which hel ps make those assets |ess
— 150% susceptible to interest rate
'_\ - fluctuations versus bond funds with
ANy /’*\h_‘_# — 100% longer durations. Over the past 20
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B0% .
equivalents have represented an
: 0% average of about 110% of the market
ggggregogaecgeyegssees capitalization of the S& P 500.”
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elevated to 150%." Investors would need to purchase about $2.85 trillion worth of equities just to get the ratios
back to historical norms.” With low trading volumes seen in equity markets, the impact of even a modest shift
from bonds to stocks could have a profound effect on stock market performance.

The*" Fed Put”

The Fed has recently purchased more than $1.5 trillion worth of securities (Treasuries and mortgages)
in the open market through a process known as “quantitative easing.” The theory behind this monetary
policy tool isto increase the money supply and U.S. inflation, and aid in the recovery of the stock market. A
strengthening equity market helps create a positive “wealth effect,” thus restoring consumer and investor
confidence so the theory goes. However, while the markets have rebounded since their lowsin July, the
dollar has sunk about 13% in the same time versus a basket of foreign currencies. The Fed is again sending
out smoke signals that there is another round of easing coming soon which Wall Street refersto as QE2. In
the short term, as long as the Fed continues to compete for paper with fixed income investors, these investors
will be forced out on the risk curve and have to consider purchasing stocks, real estate and other assets to get
more attractive total returns. The Fed’ s activities in the markets should give stock investors alevel of
downside protection in the immediate term and this could help create a“put” of sorts for investors on their
stock portfolios. In thelong run, it could bring back the fire of real inflation. But thereisan old saying in
Wall Street parlance, “Don’t fight the Fed.”

Conclusion

Every time investors think thistime is new, history reminds us that economic cycles are merely
“recycled.” Economiesrecover in fairly predictable patterns, elections have similar effects on the markets,
and entry points in stocks tend to be safer when unemployment peaks and stocks are fundamentally cheap by
several valuation measures. In our opinion, al of these signs are positive for the market in the near term.
And while there never is a perfect time to invest in equities, if thistime is not different, investors who go out
on therisk curve should be rewarded. So for now, don’t fight the Fed.

Firm News

We are pleased to announce the launching of our new website. Please visit us online at
www.doucetcapital.com. Y ou may access past newsdletters, as well aslog into your accounts by clicking on
client login. If you have not previously set up online access to you accounts, please contact Rebecca Purvis
and she will be happy to assist you.



http://www.doucetcapital.com/

Chris has been chosen to serve on the Field Advisory Board of Institutional Securities Corporation,
our broker/dealer. Fiveinvestment professionals were chosen to participate on the board based on his or her
area of expertise. Chris brings his portfolio mangement skills and bond experience to the group. Thefirst
meeting of the board was held in Dallas at | SC headquarters on October 13",

Sincerely,

Chie 2N

Chris L. Doucet
Chief Executive Officer
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9.  Definition: M2 represents money and "close substitutes’ for money. Economists use M2 when looking to quantify the amount of money in circulation.

Admin Notes

. Form ADV: Please contact our office at (205) 414-9788 if you would like to receive a current copy of our Form ADV |1 or the Schedule
H Brochure.

. Proxy Solicitations. If you receive calls regarding proxy voting, we suggest that you inform the caller that you have delegated Doucet
Asset Management full authority to vote the proxy on your behalf. Please note that we are not able to prevent these calls from being
placed to you directly.

The above views are those of Doucet Capital and Chris Doucet, and are not necessarily the views of Institutional
Securities Corporation.

Doucet Asset Management; LLC isindependent of Institutional Securities Corporation (I1SC).

Chris L. Doucet is a Registered Representative of ISC. Past performance does not guarantee future returns.

REGISTERED INVESTMENT ADVISORY SERVICES PROVIDED BY DOUCET ASSET MANAGEMENT, LLC. SECURITIES OFFERED THROUGH INSTITUTIONAL
SECURITIES CORPORATION, DALLAS, TEXAS, MEMBER FINRA, SIPC (214)520-1115. THIS NEWSLETTER IS FOR INFORMATION PURPOSES ONLY. NOTHING
IN THIS NEWSLETTER CONSTITUTES AN OFFER TO SELL OR A SOLICITATION OF AN OFFER TO BUY ANY INTEREST IN ANY SECURITY, OR IN ANY INVESTMENT
VEHICLE MANAGED BY DOUCET CAPITAL, LLC OR DOUCET ASSET MANAGEMENT, LLC, OR ANY OF THEIR AFFILIATES. NOTHING IN THIS NEWSLETTER
CONSTITUTES PROFESSIONAL OR FINANCIAL ADVICE, OR RECOMMENDATIONS TO PURCHASE OR SELL A PARTICULAR SECURITY. CERTAIN INFORMATION
DISCUSSED IN THIS NEWSLETTER MAY CONSTITUTE FORWARD-LOOKING STATEMENTS WHICH CAN BE IDENTIFIED BY THE USE OF FORWARD-LOOKING
TERMINOLOGY SUCH AS “MAY,” “WILL,” “SHOULD,” “EXPECT,” “ANTICIPATE,” “TARGET,” “PROJECT,” “ESTIMATE,” “INTEND,” “CONTINUE” OR
“BELIEVE,” OR THE NEGATIVES THEREOF OR OTHER VARIATIONS THEREON OR COMPARABLE TERMINOLOGY. DUE TO VARIOUS RISKS AND
UNCERTAINTIES, ACTUAL EVENTS OR RESULTS OR THE ACTUAL PERFORMANCE OF ANY OF THE INVESTMENTS DISCUSSED HEREIN MAY DIFFER MATERIALLY
FROM THE EVENTS, RESULTS OR PERFORMANCE CONTEMPLATED BY SUCH FORWARD-LOOKING STATEMENTS. ALTHOUGH DOUCET ASSET MANAGEMENT,
LLC BELIEVES THAT THE EXPECTATIONS REFLECTED IN SUCH FORWARD-LOOKING STATEMENTS ARE BASED UPON REASONABLE ASSUMPTIONS AT THE
TIME MADE, IT CAN GIVE NO ASSURANCE THAT ITS EXPECTATIONS WILL BE ACHIEVED.
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