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While the world has not yet come to an end, it certainly has been startling to see the
dramatic transformation of Wall Street, including the disappearance of Bear Stearns, Merrill
Lynch, and Lehman Brothers (as separate entities). These companies met their demise due to
poor risk management and the continuing collapse in real estate. Wall Street investment banks
were built on leverage. At Merrill Lynch, the leverage ratio—the measure of a firm’s risk in
relation to the equity on its balance sheet—soared to 28 last year, from 15 in 2003, according to
UBS. When the real estate market was booming, borrowed money fueled record earnings. When
things turned ugly, leverage magnified the losses for many of these firms.

Today the U.S. financial markets are witnessing massive deleveraging. In 1990, Japan’s
stock market bubble began losing air and property values fell shortly thereafter. As borrowers
neglected to make payments on their debts, bad loans piled up on bank balance sheets. A
prolonged period of lackluster economic growth compounded the problem. With Japan’s
financial system riddled in bad debts, Japan desperately needed its banks to acknowledge the
extent of their problems and for some to close their doors. Instead, the banks concealed the true
extent of their losses and bad-debt burdens, extending the crisis.

In contrast to the Japanese banks, U.S. financial firms have been much quicker to
acknowledge losses. As noted in the September 23, 2008 Wall Street Journal:

In a single week, the era of the independent investment bank has ended. Wall
Street as we’ve known it for decades has ceased to exist. Six months ago there
were five major investment banks. Two—Lehman Brothers and Bear Stearns—
have failed, Merrill Lynch is selling itself to Bank of America, and now the last
two are becoming commercial banks. Both Morgan Stanley and Goldman Sachs
will have two years in which to arrange their affairs to conform to the capital
requirements and other rules that govern such commercial banks as Wells Fargo,
BofA and Citigroup. That will mean less leverage—assets that are perhaps 10
times their capital bases instead of the 20 or 30 to 1 they have sported as
investment banks. That in turn means less risk.

“Diversification and patience built on a foundation of value and compound interest.”



According to Jeremy Siegel, a professor of finance at University of Pennsylvania’s
Wharton School, there is evidence that the worst is over, especially for commercial banks with
access to Federal Reserve credit. Siegel noted in a September 16 Wall Street Journal article,
titled “The Resilience of American Finance”, that despite the recent turmoil, most commercial
banks are up significantly higher than their July 15 low, and some, such as Wells Fargo and U.S.
Bancorp, are up over 50%. Siegel wrote:

It is shocking that firms that withstood the Great Depression are now failing in
what economists might not even call a recession. But their failure was not caused
by lack of demand for their services. It was caused by management’s
unwillingness to understand and face the risks of the investments they made. The
names of the players will change, but the future growth of the financial services
industry is assured. Objective facts indicate that the future demand for financial
services will be high. Looking beyond past losses, the demand for financial
services, especially internationally, has been strong. The growth of the developing
countries, combined with the aging in the developed countries, will lead to huge
international capital flows that will be facilitated by new and existing financial
intermediaries.

The week of September 15 began a white-knuckle ride that investors would rather not see
again. The week was a true disaster for those who panicked, sold out midweek, and missed big
gains at week’s end. Those sidelined now face the tricky decision of when to get back in. Market
timing is a difficult game requiring investors to gamble correctly on the sell side and the buy
side. For retired and soon-to-be-retired investors, market timing will most often prove to be a
tiring and losing exercise.

Many clients of Richard C. Young & Co., Ltd., joined our firm because of our
conservative and diversified investment style. Clients take comfort knowing that over the years
our basic investment philosophy has not changed. Comfort comes from a consistent approach
that builds upon itself year after year.

My dad has been writing investment strategy reports to investors since 1977. The
foundation of these reports forms the strategy implemented for our valued clients. While writing
this letter | pulled an old report written by my dad in September 1992. | wanted to compare the
basic investment philosophy of a report written 16 years ago to what we advise for clients today.
Here are some excerpts:

e Each month I preach consistency and conservative investing as building blocks
of financial security. | tell you to be diversified between equities and Treasuries,
and to not switch back and forth between equities and Treasuries with the
thought of market timing.

e Basing your CORE equities program on dividends gives you a giant edge. When
your portfolio provides you with a relatively high yield right out of the blocks,
you know you are on the way to meeting your total return target.

e If you retire early, you must hold your annual withdrawal to no more than 4% or
you cannibalize your portfolio’s principal and mandate for yourself a lower, and
perhaps substantially lower, standard of living in the future.



Our basic investment strategy is the same today as it was 16 years ago: a conservative
and diversified strategy focused on dividends and an annual maximum portfolio draw of 4%.
While the investment strategy has remained consistent, necessary portfolio adjustments have
been implemented over the years.

A portfolio in the mid-1990s, for example, may have included an investment mix
favoring domestic no-load mutual funds, preferred securities, and U.S. Treasuries. That same
portfolio today has most likely evolved to include gold, international economies, infrastructure,
natural resources, timber, and real estate.

Gold is an asset we invested little in a decade ago. Today we view gold as a fundamental
component of a diversified portfolio. Gold traditionally has been used as an inflation hedge.
Inflation is a destructive force that can decimate a lifetime’s worth of savings in relatively short
order. The chart below shows the purchasing power of the dollar since 1986. Over this 22-year
period, the dollar has lost nearly 50% of its purchasing power. And this has been a period of
relatively modest inflation. If you include the inflationary 1970s, the purchasing power of the
dollar is down an astonishing 83%. A portfolio of stocks and bonds may lessen the blow of
inflation, but it is not adequate protection from an all-out inflation assault. When inflation
accelerates meaningfully, interest rates rise, and stock and bond prices tend to decline. The worst
16-year period for stocks in recent memory was from 1965-1981, a period of elevated inflation.
Over long periods of time, gold maintains its purchasing power. Since 1933, the year the U.S.
abandoned the gold standard, the purchasing power of gold has increased 177% while the
purchasing power of the dollar has declined 92%. The evidence is clear.

Gold is also a currency hedge. During bouts

of dollar weakness, gold tends to rise. Did you The Purchasing Power of the U.S. Dollar
know that the price of gold is up 198% since

the New York Board of Trade U.S. Dollar One dotlar from 1985 ondy buys
Index peaked in 2002? And during the last £1.00 you S50 cents worth of goods today

two bouts of dollar weakness in the mid-
1980s and 1970s, the price of gold increased
71% and 1,486% respectively.

Furthermore, gold is a powerful
counterbalancer. Adding gold to a portfolio of
stocks and bonds can reduce portfolio risk.
The precious metal does not move in lockstep
with stocks and bonds. When stocks are
down, gold is likely to be up, and when stocks
are up, gold is likely to be down. The
counterbalancing nature of gold helps smooth
out portfolio returns.

During periods of stress, like today’s financial crisis, gold can be a comforting anchor to
investment portfolios. Gold is a hard asset with limited supply. And, unlike some financial
institutions, gold will not go bankrupt.



According to the September 26, 2008 Wall Street Journal, since the deep downturns of
the early 1980s, the U.S. economy had gone through a 26-year period with only two brief and
relatively shallow recessions, despite two wars in Irag, the dot-com crash, an oil and
commaodities surge, and other shocks. The WSJ cites several factors contributing to the U.S.
economy’s resilience to crisis:

1. Policy makers have reacted rapidly to changing circumstances.

2. Some countries facing economic crisis in the past have had a hard time digging
out because their corporations or governments had borrowed in a foreign
currency, namely the U.S. dollar. When their currencies declined in value
against the dollar, these debts became more expensive to repay. This is not the
case in the U.S., which borrows in its own currency.

3. Exports in the second quarter grew at a 13% annual rate, and the improving U.S.
trade position accounted for most of the economy’s growth.

4. Technology-driven productivity gains benefited many U.S. corporations during
the 2001 recession. Productivity is on the rise again with second-quarter output
per hour up 3.4% from a year earlier.

5. While households and financial firms have borrowed aggressively, corporations
have not loaded themselves up with too much debt. Corporate borrowing outside
the financial sector has grown at a relatively modest annual rate of 6% this year.
Without the overburden of debt, companies are in a better position to manage
the current downturn.

Certainly today’s financial crisis is more severe than ones experienced during the last
several decades. At this point it is too early to tell when the environment will improve. We will
simply have to wait this thing out. In the meantime, as we wait, we might as well get paid. On
this front we will rely on our fixed-income assets and dividend-paying securities to provide cash
flow to portfolios. While the values of preferred stocks are down for the year, they continue to
pay a dividend in the 6%—-9% range. Vanguard GNMA is posting a yield in the 5% range
(GNMA is also up in value year to date), and our Retirement Compounders securities portfolio
has a yield exceeding 3%.

On a final note, my dad and his research staff have redesigned his personal website
richardcyoung.com. The site is an ongoing forum to deliver daily updated content on many areas
of his direct focus, including the U.S. economy, terrorism, and politics. One area of particular
interest in today’s economic environment is the home page link to “Dick Young’s Recession
Watch.” Complete with easy-to-read charts and accompanying text, the Recession Watch page
can keep you up-to-date on the health of the U.S. economy.

As always, | also invite you to call us at (800) 843-7273 with questions regarding your
account or to post us on any changes in your financial situation.

Warm regards,

et 7

Matthew A. Young
President and Chief Executive Officer



Bottom Line

Quote of the Month 1: From “Panic is Spreading,” by Brian S. Wesbury and Bob Stein, as seen
on Forbes.com on September 30, 2008. Brain Wesbury is Chief Economist, and Bob Stein Senior
Economist, at First Trust Advisors.

Never in history has a drop in consumer confidence caused a recession. But that
does not mean there won't be a first time. It could happen in the next few
months, and we would expect to see some very negative data on economic
activity. But this would be followed by an offsetting increase in activity
following the psychological slowdown.

Productivity is still booming, and so are exports; the Fed is exceedingly
accommodative, and tax rates have not been hiked. Moreover, oil prices are
below $100 per barrel. Finally, all it would take to fix financial market problems
today is a temporary suspension of mark-to-market accounting for a targeted set
of illiquid assets.

In other words, any economic problems that the U.S. faces in the next few
months or quarters is temporary. Financial markets have priced in Armageddon,
and as a result still present one of the greatest buying opportunities of our
lifetimes.

Quote of the Month 2: From October 1, 2008 “Bailout Would Impose Needless Economic
Damage,” by Daniel Mitchell, senior fellow at the Cato Institute.

One of the reasons why short-term stock market performance can be misleading
is that investors sometimes care more about what other investors think than they
do about the underlying fundamentals. This is known as the "Keynesian beauty
contest,” and though it is not a sound approach for long-term investing, it is a
perfectly reasonable strategy for speculative short-term investments. And in
today's volatile environment - particularly with the reckless comments by
Administration officials and Members of Congress, many investors will assume
lower stock prices because they think other investors assume lower stock prices.
When government tries to redistribute wealth from rich people to poor people, it
causes economic damage by discouraging productive activity by the most
successful and by discouraging productive activity from those who are lured into
government dependency. The proposed bailout is even more pernicious. It
would redistribute wealth from rich people to poor people, and simultaneously
encourage reckless behavior by recipients and impose an immoral burden on
those that behaved responsibly.

Retirement Delayed: According to the Wall Street Journal, the average retirement age in the
U.S. is 63. What many investors fail to realize is the benefit of working an additional two or
three years. In other words, delay retirement. According to research from T. Rowe Price, a 62-
year-old with a $100,000 salary and a $500,000 nest egg will see his annual retirement income
from investments and Social Security rise by 6% for every additional year he remains in the
workforce. Working longer allows more time for retirement portfolios to grow and postpones the
need for drawing from the portfolio.

The information contained in this letter is for informational and educational purposes only. It is not intended nor should it be
considered investment advice or a recommendation of securities. Please contact our office directly with any questions regarding
items appearing in the letter.






