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NOTHING RUNS LIKE A DEERE

A broken-down John Deere riding 
mower is parked on the driveway 
outside the garage at my house. It’s 
covered in dust, all four tires are flat, 
an oil stain spreads on the asphalt 
below it and an old blue tarp partially 
protects it from the rain. The mower 
belongs to my son Carlton, age 13. 
Carlton convinced his Uncle John to 
give him the twenty-year-old mower 
since its mowing days were behind it. 
“It’s just taking up space in your barn, 
Uncle John. I’ll clear it out of there for 
you at no charge.” Carlton explained 
to me that he was going to “soup up” 
Uncle John’s old riding mower so 
he could drive it around on the farm. 
“What do you mean by ‘soup up’ and 
what makes you think you can get that 
thing running at all?” I asked him. “It 
probably hasn’t been cranked in ten 
years.” He reminded me that he had 
earned his Small Engine Repair merit 
badge in Boy Scouts last fall and he said 
he had been watching YouTube videos 
about converting riding mowers into 
dragsters. “It’s really pretty simple, 
Dad. You just take off the mower deck, 
remove the small pulley and replace it 
with a big pulley and it will go really 
fast. I’ll do it all myself; you won’t 
even have to help me.” Here we go, I 
thought. 

A few days later he asked me if I would 
take a look at the tires on his mower, 
which was still mired in cobwebs and 
dust in Uncle John’s barn. He said, 
“When I pump them up, nothing 
happens.” I could clearly see that 
all four tires were completely rotted 
through; the mower was sitting on the 
rims. I told him he would need four 
new tires but that he’d better see if he 
could get it cranked before spending 
the money. He looked up at me and 
said softly, “Can you help me get it 
home?” I just smiled and said, “Sure, 
Carlton.” With four flat tires, it wasn’t 
easy to transport but I’ll spare you the 
“how-I-threw-my-back-out” story and 
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US stocks managed to eke out a slight 
gain in the second quarter. As the table 
on the next page shows, most equity 
asset classes posted returns of just 
under 1%. Bonds lost value as rates 
ticked up slightly during the quarter. 
Investors have been bedeviled by a 
long list of challenges since the year 
started. 

Here are some details:

Growth and Jobs—The government 
confirmed last week that economic 
growth was negative in the first quarter. 
US GDP fell 0.2% for the period. The 
weakness was generally blamed on 
bad weather, turmoil in the energy 
sector resulting from the collapse in oil 
prices, and a massive labor dispute at 
West Coast ports that shut down the 
flow of imports and exports. While 
the economy rebounded somewhat in 
the second quarter, the news has been 
mixed. The jobs report released on 
July 2nd is a great example. The Labor 
Department said the economy added 
a healthy 223,000 jobs in the month 
of June and the unemployment rate 
fell to 5.3%, the lowest since April of 
2008. But parsing the details reveals 
that job gains for the prior two months 
were revised downward, wages were 
stagnant in June, new jobless claims 
hit a five-week high and the decline 
in the unemployment rate resulted 
from 432,000 people dropping out 
of the labor force. The labor force 
participation rate fell to 62.6%, the 
lowest since 1977. 

On a more positive note, in May, 
sales of new and existing homes 
were up sharply, consumer spending 
rebounded, auto sales were strong and 
finally, durable goods orders turned 
up after a seven-month losing streak. 
We hope a healthier job market will 
materialize in the second half of the 
year and propel these measures further 
in the right direction.
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Valuations—Stock valuations are relatively high today, 
reflecting investor expectations for continued growth in 
corporate earnings. Specifically, based on the trailing 
twelve months of earnings, the P/E ratio for the S&P 500 
is currently just over 20, significantly above the long-term 
average of 16. Said another way, the market is trading at 
twenty times the earnings of the last twelve months. It is 
important to note that stocks often trade at above-average 
multiples when interest rates are low. As shown in the chart 
at the top of page 3, rates are certainly low today relative 
to history; the current yield on a ten-year Treasury bond is 
under 2.4%. 

It is also worth noting that future stock returns are highly 
correlated with current valuations. The chart to the right 
demonstrates that the higher the current valuation, the 
lower the subsequent returns. This chart uses “forward” 
earnings (future earnings expected by industry analysts) 
instead of trailing earnings. The market currently trades 
at approximately 16.4 times forward earnings. This chart 
is a reminder that we should temper our expectations with 
regard to future returns from stocks.

Why does Greece Matter to Me? Greece isn’t able to pay 
its bills. On June 30, it defaulted on a $1.73 billion payment 
due to the International Monetary Fund (IMF), the single 
largest missed payment in the IMF’s history and the first 
default ever by a developed country. Greece owes its creditors 
$350 billion. Its debt is equivalent to 175% of its economic 
output. For comparison, the US has debt of $17 trillion, equal 
to 100% of its economic output. The US is in bad shape; 

Greece is in horrible shape! The last five years have been a 
never-ending saga of “can kicking” as the European Central 
Bank and the IMF have continued propping up Greece while 
demanding reforms that the Greeks have greatly resisted. 
Greece is indeed tiny; its economy is smaller than that of the 
state of Louisiana. But unfortunately Greece matters to our 
portfolios because global markets are inextricably linked. If 
Greece fails, Spain, Portugal and Italy may be next. Puerto 
Rico made headlines last week for the same reason Greece 
is struggling: too much debt! When Lehman Brothers failed 
in the fall of 2008, liquidity dried up, investors held onto 
their cash and financial asset prices began falling. When 
prices fell, margin calls resulted in more selling and prices 
fell further. And so on. No one wants to see this contagion 
again. So while Greece is a small problem, it’s also a large 
problem. We’ll witness more market turmoil and possibly 
violence in the streets of Greece before this is resolved. But 
it will be resolved.

Global Financial Markets—And speaking of our markets 
being inextricably linked, take a look at the chart on page 
3 of China’s Shanghai Stock Index as of July 2. Since the 
middle of June the Index is off more than 20%. This is a 
healthy setback for a market that has soared almost 110% 
over the last twelve months. 

Market & Economic Report (Continued from page 1)

Market Index Returns for Periods Ending June 30, 2015
Index 2nd Quarter Year to Date 1 Year 3 Years 5 Years 10 Years

S&P 500 (US Large Cap) 0.3 1.2 7.4 17.3 17.3 7.9

S&P 400 US (US Mid Cap) -1.1 4.2 6.4 18.6 17.8 9.7

Russell 2000 (US Small Cap) 0.4 4.8 6.5 17.8 17.1 8.4

MSCI EAFE (Foreign Equity) 0.6 5.5 -4.2 12.0 9.5 5.2

Barclays Aggregate Bond -1.7 -0.1 1.9 1.8 3.4 4.4

Barclays Muni Bond -0.9 0.1 3 3.1 4.5 4.5

Three-, five- and ten-year returns are annualized. Past performance is not an indication of future performance.

Chart compiled by JP Morgan and used with permission. Source: FactSet, 
Reuters, Standard & Poor’s. Returns are 12 month and 60 month annualized 
total returns, measured monthly, beginning June 30, 1990. R2 represents the 
percent of total variation in total returns that can be explained by forward 
P/E ratios.
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Chart compiled by JP Morgan and used with permission. Source: BLS, 
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China had a tumultuous first quarter. Continuing a multi-
year slowing trend, the economy only grew at 7% in 
the first quarter, the slowest rate of growth in six years. 
Recent measures of its economic health confirm that the 
manufacturing sector is contracting, real estate markets 
are cooling and consumer spending is tapering off. The 
government has been pulling a number of levers to try to 
stabilize the economy, including intervening in financial 
markets, reducing margin requirements and cutting interest 
rates. China’s economy is the second largest in the world. Its 
growth and stability matter to the global economy. While 
Greece and Europe have garnered most of the headlines 
of late, we expect China to take center stage again at some 
point. All hopes are for stability, growing prosperity and an 
eventual transition to a more open, free society . . . a lot to 
ask for in a country of 1.3 billion people run by a paranoid 
authoritarian government. 

Interest Rates—Federal Reserve Chair Janet Yellen has 
spent the last six months preparing investors for an eventual 
increase in interest rates. As you know, the Fed has kept 
rates at or near zero since 2008 in an effort to stimulate 
the economy. We have written much about the market’s 
addiction to “cheap money” and have made the case that 
the Fed was in a tight spot as a result of this distortive 
policy. If artificially low interest rates have driven the prices 
of financial assets (stocks, bonds, real estate) higher, won’t 
higher interest rates drive prices lower? During the summer 
of 2013, then Fed Chair Ben Bernanke hinted at removing 
support for low interest rates and the market immediately 
fell 5%. Known as “the taper tantrum,” this experience forced 
the Fed to move slowly and to reassure markets that any 
increase in rates would be gradual. In our view, the market 
has already priced in a slightly higher rate environment, 
perhaps explaining the stalling out of the stock market this 
year. Bond prices have adjusted as well. Bond prices fell in 
the second quarter as yields rose slightly. The yield on the 
10-year Treasury began the second quarter at 1.9%, moved 
as high as 2.5% in early June and then backed off to end the 
quarter at 2.3%. 

Corporate Earnings—We’ll say it again: stock prices 
are driven by earnings. Higher interest rates, a stronger 
dollar and below-average economic growth are throwing 
up obstacles to growing profits. Earnings growth was barely 
positive in the first quarter and in the second quarter, 
earnings are expected to decline. But the case for progress 
is still strong. Low inflation, low interest rates, a healthier 
banking system and a still-improving economy create a firm 
foundation for free markets to work their magic. Bring on 
the second half! 

Market & Economic Report (Continued from page 2)

Chart compiled by JP Morgan and used with permission. Source: BLS, Federal Reserve. Real 10-year Treasury yields are calculated as the daily 
Treasury yield less year-over-year core CPI inflation for that month except for June 2015, where real yields are calculated by subtracting out May 
2015 year-over-year core inflation. All returns above reflect annualized total returns, which include reinvestment of dividends. Corporate bond 
returns are based on a composite index of investment grade bond performance.
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Rising rate  Corp. bonds S&P 500                    
1958-1981                3.0% 8.6%             
Ann. inflation          5.0%         5.0%              
Ann. real return     -2.0%         3.5%           

Average
(1958-2015 YTD)  6/30/15

Nominal yields 6.26% 2.35%
Real yields 2.48% 0.63%
Inflation 3.78% 1.73%

Falling rate  Corp. bonds S&P 500                    
1982-2014                9.6%  11.7%             
Ann. inflation          3.0%         3.0%                  
Ann. real return       6.6% 8.6%           



Bragg Financial Advisors Inc. is a Registered Investment Advisor Firm offering securities through an affiliate, Queens Road Securities, LLC, Member FINRA/SIPC.  
The S&P 500 Index and other indices are unmanaged measures of performance.  Past performance is no indication of future performance.  Investors cannot 
invest directly in an index.  Opinions expressed here are subject to change.
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Nothing Runs Like a Deere (Continued from page 1)

simply tell you that we got it home. Carlton came in later 
that evening and announced that the mower wouldn’t start. 
“No, I guess not, Carlton. First we’ll need to change the oil 
and then replace the oil filter, the spark plug, the battery 
and the air filter. We should also drain out the ten-year-old 
gas and replace the fuel filter. Then it might start. If it does, 
we can remove the mower deck and replace all four tires. 
Did you learn how to do all that in your merit badge class?” 
“Umm, some of that,” he mumbled. “Can you help me?” I 
told him I would be happy to help if he would figure out 
exactly what we needed. 

He did! I’ve never seen the boy more motivated. I could 
barely get through the work day with his constant pinging 
me with text messages, emails and voicemails. “What time 
will you be home? Please stop at O’Reilly’s Auto on the way 
and buy two quarts of 10w30 motor oil and a WIX oil filter 
number 09423-2348. Also, get a NGK 09230A spark plug 
and a FRAM air filter CA 10013. Should we try the battery 
charger tonight or should we buy a new battery? Can we get 
some big mudder tires for it? I found a gently-used set on 
eBay for $60!” And so it went through 
the week. On the nights I got home 
before dark he had me out there lying 
on the driveway replacing the fuel filter 
or the spark plug or draining the oil. 
Carlton’s excitement was contagious. 
Even a mouthful of siphoned gasoline 
didn’t make me quit. 

As we checked off the various 
maintenance items, I admit I was 
getting pretty excited to fire up the 
engine. I knew Carlton would grin 
from ear to ear when we got it started. 
Finally the big day came. We had 
charged the battery for 24 hours and Carlton reinstalled 
it while I was at work. When I got home the whole family 
gathered around and he turned the key. Nothing. He jiggled 
it and tried again. Nothing. We locked the parking brake and 
confirmed that it was in neutral. Dead silence! Must be the 
battery, we decided. We pulled my truck over and tried to 
jumpstart it. The engine turned over and over, runh-runh, 
runh-runh, runh-runh. It was on the verge of starting! But it 
didn’t. Man, I was bummed! There were a few other things 
to try but we were leaving for vacation the next day so I 
told Carlton it would have to wait a few weeks. He accepted 
the delay but he’s been chomping at the bit, filling his time 
watching countless YouTube videos about how to get the 
most speed possible out of his rig.

Meanwhile the mower sits on the driveway looking a 
bit forlorn. With the flat tires and the blue tarp flapping 
around, it doesn’t exactly dress the place up, if you know 
what I mean. Alice made it clear she wants it gone. “I agreed 
to move out here in the country…I did not sign up for 
having broken down equipment rusting in the yard!” She 
has a point. Carlton pleaded his case, “Mom, it’s a work in 

progress and we’ll move it soon.” That seemed to calm her 
down. For my part, I am committed to helping Carlton get 
it running. We certainly won’t give up! Ask me about it next 
time you see me. 

Like Carlton’s lawnmower, the stock market has refused to 
crank up this year. US equities have repeatedly revved up 
and then stalled over the last six months. The 0.28% return 
of the S&P 500 in the quarter just ended on top of the 0.95% 
return in the first quarter brings the year-to-date total 
return to a whopping 1.23%. While we wouldn’t categorize 
the market as being “up on blocks,” it certainly has lost the 
cruising speed of the last six years during which it advanced 
more than 200%. Is the bull market over? It certainly 
could be. The gain in the second quarter marks the tenth 
consecutive quarter of positive returns for the S&P 500, 
the longest streak of positive quarters since the fourteen-
quarter streak of Q1 1995 through Q2 1998. Remarkably, we 
haven’t endured a correction of 10% or more since October 
of 2011. Surely we are due! But accurately predicting the 
end of a bull market is well above our pay grade. And we’ll 

suggest that it’s above the pay grade 
of anyone else while we’re at it. As 
we’ve always stated, a correction may 
be around the corner, or alternatively 
this bull could keep running for a long 
time yet. Fortunately we’re investing 
for the long term and we don’t engage 
in efforts to time the market. As famed 
former Fidelity Magellan manager 
Peter Lynch once said, “Far more 
money has been lost by investors 
preparing for corrections or trying to 
anticipate corrections than has been 
lost in corrections themselves.” 

The Market Update section of this report provides details 
on market action and economic issues. I’ll be brief here and 
simply say that the market has faced numerous headwinds 
this year. Mixed economic reports, high valuations, a 
strong dollar, weakness in the energy sector, rising interest 
rates, the looming Greek default and corporate profit 
declines have combined to keep the bulls at bay. We may 
see more of the same this year and we may indeed endure 
a more significant decline. But we remain optimistic that 
ownership of equities will serve us well over the long term. 
Like Carlton’s lawnmower, at some point we’ll get it cranked 
up again. Nothing runs like a Deere, right? 

On behalf of the whole team at Bragg Financial, thank you 
for choosing us for your financial planning and investing. 
Have a great summer! 

Sincerely,

Benton S. Bragg, CFP®, CFA®

President, Bragg Financial Advisors, Inc.


