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Newsletter

Market Commentary
The Newsletter dated January 2008 started with the report card for the world stock indexes. By the end of
January the major US broad based stock indexes had lost value by a magnitude of 7-10%. Surprisingly,
emerging markets like India, China and Russia had lost only about 2-3% during early January 2008. At that time
the buzzword being chanted was “decoupling”; decoupling of emerging market's economy with that of the
industrialized nations like the US and Europe. That did not last long and for the first quarter of this year, the
emerging world has lost significantly more value relatively to the capital markets in the US.

Table1'
The dismal performance of the hottest emerging markets
like China, India, Turkey etc, can be observed clearly Eotmtr?'by'fou':ttw?erby asedon the Do
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weeks. As the good old fear took hold, investors world |u.S.-dollar performance
wide started to unload asset classes across the board. Locd Local
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estate. Then in mid 2007 the tide turned and real estate | ireland 27 -111  Greece _155  -220
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the middle of 2007. Its financial condition kept
deteriorating and it finally ended up being sold to JP Morgan for a mere $10 per share by mid March 2008,
even though it's stock had traded as high as $150 during early 2007. This transaction was consumated by the
blessing and initiation of the Federal governmet in order to mitigate further sentiment deterioration, which
could have been devastating for the worldwide capital markets.

As the greed of real estate investing turned to the fear of sub-prime impact, market sentiment turned into
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panic. Investors started to realize the extent of real estate associated holdings in money market funds held at
major financial institutions, the lack of liquidity and unclear valuations of these products. The initial worry
regarding the economic slow down turned into a major concern as investors questioned the sustainability of
the US financial infrastructure. The culmination of these factors has left the market with fear and uncertainty
during the first quarter of 2008.

As we move info the second quarter of 2008, an evaluation of the changing economic and business
environment becomes a crucial endeavor in the aspect of investing. Even though no one knows what the
future holds, | will attempt to present an ensemble of fundamental and technical variables which should
provide conviction and guidance for the markets going forward.

1. Federal Fed Rates: The Federal government uses monetary policy to control the cost of borrowing by
proactively setting the Federal Fund Rates. The Federal Open Market Committee has lowered the Fed
Fund rates six times since September 2007, to enhance liquidity and in turn help the economy
circumvent a severe downturn. In addition, the Federal government has used fiscal policy to help the
deteriorating conditions of the sub-prime and Alf-A housing category. Also, President Bush has
authorized an economic stimulus package worth $160 billion, which is expected to provide a boost in
consumption and economic growth, starting May 2008.

2. Money Market Balance: Currently, the fear within the investor community has resulted in significant
liguidations in the capital markets from both, the retail and institutional investors. This has resulted in
accumulation of over $3.5 trillion in money market assets, which is approximately 25% of the total stock
market value in the US. Under normal business and economic circumstances, money market funds
range between $15-1.7 trillion. Institutional investors which include mutual funds, have a mandate to be
invested in their respective asset classes and styles. At some point when markets stabilize, a major part
of the money markets assets will be invested back in the market. This would not only help liff the market
but also catalyze a change in overall investor sentiment.

3. Fed Model: Any rational investor would compare the opportunity cost of investing in growth oriented
riskier equities as opposed to safer bonds. As these two asset classes behave differently and have
separate risks associated to them, a rational comparison would be to measure the earnings yield for
each security. The 10 year freasury (a universal proxy for bonds) is currently yielding approximately
3.45%. This means that a $1,000 bond provides approximately $34.50 in annual earnings to its investor. In
other words, the Price ($1,000) divided by earnings ($34.50) provides the Price Earnings multiple of 28.98.
Currently, the Dow Jones Industrial Average is frading at a 13.14 Price to Earnings and S&P 500 is trading
at about 17. In other words a lower PE multiple is a sign of value. It can be observed by the relatively
low PE multiple of a broad based index like the S&P 500 that there is relative value with an assumption
that the US economy will not go through a severe slowdown.

4. Short Positions: The short interest on NASDAQ is atf high levels on a relative basis. Currently, 9.77 billion
shares are shorted as opposed to 4.06 billion in March 2003. This high relative short position in the market
during 2003 was experienced just before the market staged a major rally. (Investors short or sell
borrowed stock to benefit during declining markets).

5. Voldtility Index (VIX): The VIX index is a measure of implied volatility in the market, calculated by using
the ratio of bearish and bullish == e =
opftions. It can be observed from
the adjacent chart that the VIX
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Industrial Average, which moves inversely to the movement of the VIX index. Even though the Dow
Jones Average has not experienced losses comparable to those experienced during 2000-2002
dot.com bust, we can clearly see that the volatility index has been trading at above average levels. As
a contrarian indicator, above average volatility is followed by a bull run as investors start to unwind their
bearish positions.

6. The mighty Dollar: The US dollar is the main _
curency of trade in  the intemational [ R NYEOT US DOLLAR INDEX (erenon e
commodities market. In other words, major | *T7 1 1 T
commodifies like oil and precious metals are
fraded in US dollars. It can be observed by the | # 7
chart on the right that the dollar index has
depreciated (against major currencies like the | & -
Euro, English Pound and the Japanese Yen)
over the last few years. US Federal deficit has | = -
increased significantly over the last 5-7 years as
well as the balance of payments that gauge | -
the difference between exports and imports.
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goods produced in the US become cheaper for our trading partners. On the flip side, a declining
currency also catalyzes inflation. | believe that the Federal government is close fo the end of rate
reduction, which should bolster the dollar. In addition, the enhanced export activity from the US will
counter the domestic economic slow down to a great extent. The Dow Jones Average contains 30 US
compuaies, off of which, 25 derive major portion of their revenues from overseas. The growth in these
respective compay’s revenue should be a result of increasing global consumption and the declining
dollar.

7. Insider Buying: A major gauge of corporate activity is to review insider tfrading. Insiders comprise of the
upper management and employees of a company. The chart below signifies the buying and selling

patterns of insiders. A reading below 12 signifies
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“ and performance.
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Ratio of Insiders Sales to Buys. Readings under 12:1 are Bullish. Those over 20:1 al:uie.::is:h OOOOOO I q nd hence The fu‘rure performcnce of Thelr
Source: www.Barrons.com respective company stocks.

Even though the culmination of variables effecting the markets stated above present a bullish projection for
the capital markets, one can not forget that the impact of the housing decline can and will effect the
economy in ways we may not be able fo foresee. It will be important to confinue to monitor the US housing
sifuation and how deeply it impacts consumption patterns and in turn broad based corporate earnings.

Despite the uncertainty with economic growth, rising commodity prices and deceleration in domestic
consumption, | am confident that the resilience of capitalism and human behavior to find solutions and move
forward will bring us out of this slump and info a renewed bullish phase. To conclude, | believe that long term
investors could start building investment positions in strategic sectors like industrials, technology and the
controversial financial services. We can not accurately pick stock market bottoms, but can gain superior results
by being patient and skillfully contrarian.

17991 Lost Canyon Rd., Suite 138 Manu Walia Office: 661-299-1920
Canyon Country, CA 91387 Email: manuwalia@cgamadvisor.com Mobile: 661-312-2070

WWW.cgamadvi sor.com
Page 3 of 3



http://www.cgamadvisor.com
http://www.ino.com

