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We have been advocates of small-cap and value tilts within equity portfolios for
most of our history. Academic evidence has shown that both of these tilts can
enhance the long-term performance of a portfolio versus a straight S&P 500
investment. Following the tech-led bubble in the late 1990s, small-cap stocks and
value stocks were a particular bargain relative to the broad market (especially to
large-cap growth). As a result, they have been tremendously beneficial to equity
portfolios since the bubble burst. The combination of small-cap and value has
produced exceptional returns. Small-cap value stocks have outperformed the S&P
500 by an annualized 18 percentage points (+16% vs. -2%) since March 2000.
However, the opportunities in these areas appear to have been priced away, and one
can make a strong case that they are now materially overvalued relative to the broad
market.

Over the long-term, we still believe small-cap and value tilts will pay off. Over the
next five years, however, we would not be surprised to see large-cap growth stocks
top the domestic styles. In particular, high-quality large-cap growth stocks appear
to be the most attractive segment of the domestic equity market.

Performance and Current Valuations

The bear market for equities was mild for investors who were willing to
significantly overweight small-cap stocks and value stocks. From the peak of the
market in March 2000 to its trough in September 2002, the S&P 500 shed 44% of its
value (cumulative). In contrast, large-cap value stocks fell 33%, and small-cap
value stocks returned a positive 14%. During the recovery period of October 2002
forward, the S&P 500 has rebounded 59%, while small-cap value stocks have
surged 95%. Just looking at the size differential, the Russell 2000 index of small-
cap stocks (including growth and value) outperformed the S&P 500 by 13
percentage points during the bear market and by 32 percentage points during the
recovery.

Annualized Returns (%)

4/00 to 4/00 to 10/02 to 1/95 to Last 10 Last 25

Present 9/02 Present 3/00 Years Years
S&P 500 (2.0 (20.6) 16.7 27.6 9.5 12.8
S&P/BARRA Growth (6.8) (26.3) 134 32.8 8.7 12.0
S&P/BARRA Value 2.9 (14.7) 20.2 21.8 9.8 13.2
Russell 2000 5.3 (13.5) 24.1 17.4 9.4 11.5
Russell 2000 Growth (4.4) (29.4) 23.2 20.0 47 7.9
Russell 2000 Value 15.6 5.4 24.9 13.3 13.3 14.7

The bad news is that both small-cap stocks and value stocks now appear expensive
versus the broad market. Small-cap stocks trade at a substantial premium to large-
caps based on the price-to-earnings ratio and the price-to-cash flow ratio.
Historically, small-caps have traded at a discount. Based on price-to-sales and
price-to-book, small-caps are trading at a discount to large-caps, but this is to be
expected, because large-cap stocks have consistently produced higher profit
margins on sales and a higher return-on-book value than small-caps.

Valuations of Large-Caps and Small-Caps
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Comparing valuations of value and growth indexes shows that investors are not
willing to pay as much for growth today as usual. Investors should be willing to pay
a premium for growth stocks because those companies experience higher earnings
growth than value companies (although not usually by as much as investors initially
expect). Since 1978, the S&P/BARRA Growth Index has traded at an average 2.2x
premium to the S&P/BARRA Value Index based on the price-to-sales ratio.
Currently this premium stands at 1.7x, or 25% below average. It hasn’t been this




low since November 1988. From November 1988, growth outperformed value by
2.0 percentage points, annualized, over the next five years and by 4.3 percentage
points over the following 10 years.

Small-cap growth stocks are also trading at below-average valuations to small-cap
value stocks. However, the performance of small-cap growth stocks has been so
dismal versus small-cap value stocks that it’s difficult to draw conclusions. As with
large-cap growth, small-cap growth stocks are trading at a valuation premium
similar to 1988 levels. However, from the end of 1988 small-cap value stocks still
outperformed growth stocks over the following 5 and 10 years. Based on
performance, it appears that small-cap growth stocks have been persistently
overpriced relative to value stocks. As shown in the table on the prior page, small-
cap growth stocks have been the worst performing style over the last 25 years. We
are not willing to bet the future will be different. It may make sense to reduce a
small-cap value overweight in favor of large-cap growth, but we are not inclined to
bet on small-cap growth.
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Financials

Another concern we have with value indexes and those managers that closely track
them is their relatively large stake in financial companies. Financials have been
among the top performing sectors over the past twenty years. These companies
have benefited from the secular decline in interest rates and the increasing
importance of finance in the economy. In recent years, the Fed’s ultra-
accommodative policy and the steep slope of the yield curve have boosted profits.
Financials now make up 22% of the S&P 500, compared to just 10% at the

beginning of 1990. Value indexes give financials an even higher weight because of
their low valuation ratios. The S&P/BARRA Value index currently has 35% in
financials. The Russell 1000 Value index also has a 35% allocation to the sector.
Passive investments in value indexes represent a heavy bet on financials.

There are now warning signs on the horizon for financials. The flatness of the yield
curve will reduce the profitability of the “carry trade” (borrowing short and lending
long in riskier assets). With short rates on the rise and intermediate to long-term
rates mostly unchanged, the spread available from maturity extension has markedly
decreased.  Furthermore, tight credit spreads mean that financials are being
compensated less for exposure to credit risk. Also worrisome is the impact of a
possible bursting of debt and housing bubbles. While financials remain one of the
most profitable sectors of the market, the macroeconomic environment suggests a
need for caution. We would avoid the financials bet implicit in value indexes.
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High Quality Stocks

An area that appears relatively attractive within the US market are high quality
stocks. These stocks are typically large (often multinational) companies with stable,
growing earnings. They tend to have high profit margins, strong balance sheets, and
low debt. They are most represented in consumer staples, health care, and other
industries where intangible assets (patents, brand names, etc.) are most important.
Because of their high profitability, they tend to have higher-than-average price-to-
book ratios, and as a result, they often wind up in growth indexes.

Historically, high quality stocks have outperformed the broad market with less risk.
However, they have lagged the market during the recent recovery, which has
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favored low quality, economically sensitive stocks. Oakbrook’s Large-Cap Stable
Growth index, which is an approximation of this universe, has underperformed the
S&P 500 by 5 percentage points annualized from October 2002.1 Yet, over the last
20 years, the Stable Growth index has outperformed the S&P 500 by 0.9 percentage
points, annualized, with lower risk. The Stable Growth index has also outperformed
the S&P/BARRA Value index over this period.

GMO has compared the current valuations of high quality stocks to historical levels.
They estimate that high quality stocks are currently about 15% undervalued relative
to the S&P 500. They figure that these stocks will outperform the S&P 500 by more
than 3 percentage points, annualized, over the next seven years.?2 Aside from
valuations, another point in favor of high quality stocks is that they tend to be
multinationals. If the dollar begins to fall again and US growth lags global growth
(as US households increase their savings rate), multinationals should benefit relative
to the rest of the market. They will find it easier to export to foreign markets with a
weak dollar, and they will benefit from higher relative growth rates. High quality,
large-cap stocks appear to be the best bet within the US market.

6 Relative Valuation of Quality Stocks to the S&P 500
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10akbrook created a series of indexes to further divide the growth and value categories into variable and
stable. Stable companies tend to have low earnings volatility, while variable companies have high
earnings variability. Oakbrook’s data on these indexes extend back to 1985. Interestingly, the results of
the data show that much of the value effect, at least since 1985, has come from avoiding variable growth
companies, which is where speculative stocks (tech, telecom, etc.) land. Stable Growth stocks have
performed almost as well as value stocks. The underperformance by variable growth companies is not a
surprise because that is where investors are most prone to overestimate future growth potential.

2GMO is fairly dour when it comes to US equities. They expect the S&P 500 to lose 0.7% in real terms
over the next seven years and high quality stocks to earn 2.4% real.

Conclusion

At the peak of the equity market bubble in 2000, investors could have found shelter
from the ensuing carnage by overweighting small-cap stocks and value stocks,
especially the combination of the two. The rebound from the bear market trough
also brought outperformance for these segments. But, all good things must come to
an end. Small-cap stocks and value stocks now look expensive relative to the broad
market. For investors who have tilted their portfolios to these areas, now is a good
time to reduce or eliminate those bets. It may even be worth considering
overweighting large-cap growth stocks. However, we shy away from
recommending large-cap growth bets because it means overweighting some of the
most speculative stocks in the market, where investor enthusiasm often results in
overpaying for growth. Instead, we recommend overweighting high quality stocks,
which appear to be trading at a discount relative to the market.

A large part of the decision of whether to reposition a portfolio should come down
to the managers an institution employs. Value managers come in different shapes
and sizes. Those that are less benchmark conscious, and are willing to purchase
growth stocks when they are undervalued, could thrive in this environment.
(Anecdotally, we have observed some value managers our clients employ
purchasing high quality, growthier names.) Conversely, value managers that are
very sensitive to style purity and benchmark sector weights may continue to
perform well against their value indexes, but may find it challenging to outperform
the broad market in the coming years. On the small-cap side, most dedicated small-
cap managers will not be willing to move too far beyond the small-cap space, so an
explicit reduction in the small-cap allocation may be necessary.

Anthony Brown, CFA
Director of Research
abrown@hammondassociates.com



Third Quarter Executive Summary

~ The S&P 500 earned 3.6% during the quarter, lifting the return to positive territory for 2005, at 2.8%. The MSCI EAFE index gained 10.4%, and

> The Fed raised the Fed Funds rate twice during the quarter from 3.25% to 3.75%. Intermediate- and long-term interest rates also drifted upwards. The

> The steep rise in energy prices has resulted in the highest inflation rate since 1991. For the twelve months ended September, the Consumer Price Index

» Consumers continue to tap home equity, and reduce their savings rates, to sustain spending. The personal savings rate fell into negative territory in July

» Valuations on domestic equities remain stubbornly high. The current normalized P/E suggests a long-term real expected return for the S&P 500 of 4.2%.

~ Hedge funds generally enjoyed a strong quarter, with the HFR Fund of Funds Index gaining 4.3%. Performance for the quarter exceeded that of

emerging market stocks produced an 18.0% return for the quarter. Year-to-date, the MSCI EAFE index has outperformed the S&P 500 by more than
six percentage points. Most fixed income asset classes struggled during the quarter as interest rates drifted higher. The Lehman Aggregate Bond index
slipped 0.7%. Commodity-oriented investments performed very well thanks to higher energy prices.

Hurricanes Katrina and Rita put further strains on energy markets. The storms shut down most oil and natural gas production in the Gulf. Refineries
representing 11% of domestic capacity were also shuttered. Oil surged from $56 per barrel to $66 during the quarter, although all the gains came prior
to the storms. The price of natural gas doubled during the quarter, and gasoline prices also jumped. Pricing pressures should ease as infrastructure is
brought back on-line. From an investment standpoint, the hurricanes show the value of investments in energy and other natural resources.

- The economy grew at a 3.3% annualized rate in the second quarter, which represented a modest deceleration from the 3.8% pace of the first quarter.
Hurricane Katrina has caused economists to trim expectations for third and fourth quarter growth due to lost output in the devastated areas and higher
energy prices. On the surface, it does not appear that Katrina will do serious damage to the economy.

yield on the 10-year Treasury rose from 3.94% to 4.34%. Hawkish comments from Fed officials and the minutes from the last meeting suggest that no
pauses are impending. Fed Funds futures predict that the Fed is almost certain to lift the overnight lending rate to 4.25% by year-end.

increased 4.7%. Nevertheless, market expectations for long-term inflation remain tame.

for the first time on record. However, the burden of rising energy prices, higher interest rates, and a potential cooling of the housing market hint that an
end to the spending binge may be near.

Due to our over-consumption and lack of savings, the current account deficit could reach 7% of GDP this year. The current account deficit cannot stay
at these levels. The question is when and how it will be corrected. This could happen in an orderly fashion, or we could experience a hard landing.
Regardless, it seems inevitable that the dollar will resume its decline and will become significantly undervalued for an extended period. We believe
diversifying into foreign currency-denominated assets is prudent.

International developed markets still appear much more attractive than US markets on a valuation basis. Emerging markets also still appear attractive on
a valuation basis, but the gap is rapidly narrowing to that of developed markets. The most significant short-term concern we have about emerging
markets is their ultimate reliance on US consumers for economic growth.

domestic stocks and bonds. Buyout funds returned 20% for the year ended March 2005. Valuations are trending higher in buyouts, and fundraising will
likely reach record levels in 2005, which raises concern over future returns.



The S&P 500 earned 3.6% during the quarter, lifting the return to
positive territory for 2005, at 2.8%. Small-cap stocks modestly
outperformed large-caps, as the Russell 2000 index gained 4.7%.

International equities significantly outperformed domestic
equities during the quarter. The MSCI EAFE index gained
10.4%, and emerging market stocks produced an 18.0% return.

Most fixed income asset classes struggled during the quarter as
interest rates drifted higher. The Lehman Aggregate Bond index
slipped 0.7%. Inflation-protected bonds finished the quarter flat.

Funds of hedge funds earned 4.3%, outperforming domestic
large-cap stocks and bonds. Commodities gained 17.6% on
higher energy and gold prices.
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Commodities On Top In 2005

Commodities

Emerg Mkt Stks

Intl Sm-Cap Stks

REITs

Emerg Mkt Fixed

Intl Lg-Cap Stks

US Mid-Cap Stks

Funds of Hedge Funds

US Small-Cap Stks

US Lg-Cap Stks

Inflation-Protected Fixed

T-Bills

US High-Yield

US Fixed

Intl Fixed

Year-to-Date 2005

Energy sector
is up 73%.

¥

-6.8

9.5 handily  outperforming
' domestic equities again
/ this year.
9.1
8.9 Japan:  +12.2%
Europe: +7.3%
I
Small-cap  stocks  might

25.2

25.0

International equities are

outperform large-caps for the
seventh consecutive year.

Value: +4.0%
Growth: +2.5%

Value: +3.5%
Growth: +2.0%

has

The rebound in the dollar

fixed income.

hurt international

-10

Inflation: 4.5%

20 30

REITs

Emerg Mkt Fixed

US Mid-Cap Stks

Commodities

US Lg-Cap Stks

US Small-Cap Stks

Funds of Hedge Funds

Intl Small-Cap Stks

US High-Yield

US Fixed

Emerg MKkt Stks

Intl Lg-Cap Stks

Intl Fixed

T-Bills

Trailing 10-Year Performance

5.9 rd

4.9

3.8

8.3

7.7

6.9

6.5

6.0

10.2

9.5

9.4

15.5

The dividend yield on
REITS declined from
7.5% to 4.6% over the
last 10 years.

14.4

14.1

X

Mid-caps have beaten
small-caps and large-
caps.

|
\ Value: +9.8%

N
Growth: +8.7%

+13.3%
+4.7%

Value:
Growth:

] Japan:
Europe:

-0.8%
+9.5%

Europe has performed as well as
the US, but Japan has weighed on
the index. Japan’s  future
prospects look brighter.

| |

o A
0

Inflation: 2.6%

10

15 20 25

(%)




Hurricanes Worsen Energy Woes

: . . . Oil and Natural Gas Prices .
> Hurricanes Katrina and Rita put further stra_lns on energy markets. The 0 (Forward Month NYMEX Contracts) Rita .
storms shut down as much as 97% of oil and 87% of natural gas | i
production in the Gulf, and refineries representing 11% of domestic The increase in oil prices during the Katrina —
A quarter occurred before Katrina.
SRy el shuttered. 70 About 40% of the increase in natural [ 13 &
v Qil surged from $56 per barrel to $66 during the quarter. All of the gas prices happened before the storm. E
increase occurred before the storms hit. Gulf oil production represented S \ p=
only 7% of US demand and 2% of global demand before the storms hit. g 60 ! : 1 5
The release of oil from the Strategic Petroleum Reserve, and reduced 5 \ ! &
demand because of refinery outages, helped to restrain prices. 2 50 . : g &
v The price of natural gas doubled during the quarter, from $6.98 per ¢ E ! £
million BTU to $13.92. Natural Gas production in the Gulf represented ! | b
about 17% of US demand. The shortfall cannot be made up with imports 40 - ; i 7
because the required infrastructure is not in place. There is not a strategic I !
e ()| — [}
reserve for natural gas. | oil Natural Gas | . !
. . . . . . . 30 T T T T T T T ! T L 5
v Gasoline and heating oil prices rose during the quarter due to higher oil b= = % b= =] = = = = =
prices and refinery outages. The wholesale gasoline price (excludes retail g = « & < B S ~ @ >
markup and taxes) began the quarter at $1.57/gallon, and reached a peak Source: Bloomberg 2005
of $2.61. It ended September at $2.14, a 36% increase for the quarter.
: : : : . . Gasoline Crack Spread
> 'I_'he S|tu§t|on continues to improve as infrastructure is brought back on- (Based on Forward Month NYMEX Contracts) Rita
line, which should ease pricing pressures. As of October 11, 67% and 35 ! X
0, 1 1 1 1 _ | |
6_0/o of Gulf oil and natural gas production, rejspectlvely, remained of_f - The gasoline crack spread represents the incremental | |
line. The Energy Information Agency estimates that outages will cost of a barrel of wholesale gasoline over a barrel of Katrina =" !
decline to 33% for oil and 21% for natural gas by December. Only 2% - oil. This spread has increased from less than $4 ! !
. . . . ($0.10/gallon) at the beginning of the year to $22 |
of refinery capacity is expected to remain down in December. - ($0.52/gallon). This is indicative of tight refining !
) _ ) T , X . . !
> From an investment standpoint, the hurricanes show the value of 52 capacity (and fat profit margins for refiners) : ,
investments in energy and other natural resources. 5 _ M |
= ) i |
v Access to reasonably priced energy is a linchpin of the world economy. @ . :
Disruption to energy supplies, whether from natural disasters, terrorism, or 10 " !
political events, is one of the most significant event risks faced by the [‘r\l\ ! !
economy, and by extension, capital markets. 5 - ! !
[} [}
v Energy exposure in portfolios helps to hedge against this risk. While : :
reasonable arguments can be made that energy is overpriced and likely to v . 0 - . i . i . . o
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Hurricane Katrina Likely to Dampen Growth this Year

> The economy grew at a 3.3% annualized rate in the second quarter,
which represented a modest deceleration from the 3.8% pace of the
first quarter. Hurricane Katrina has trimmed third and fourth quarter
growth expectations due to lost output in the devastated areas and
higher energy prices.

» Employment growth was strong before Katrina, and held up better than
expected after Katrina. The economy added 277,000 jobs in July and
211,000 jobs in August. Only 35,000 jobs were lost in September,
compared to the consensus expectation of a 175,000 drop.

» On the surface, it does not appear that Katrina will do serious damage
to the economy. However, our lingering concern is that the economy
was looking vulnerable even before the disaster, due to reliance on
consumer spending (see pages 12 and 13). Katrina, and the resulting

rise in energy prices, has put our unbalanced economy in a somewhat

more precarious position.

GDP Growth Forecasts

6
Hurricane Katrina was the costliest storm in US history. Total
damage to property from the storm could exceed $100 billion.

5 However, the devastated areas account for only 1% of US output. 43

41

The reduction in GDP growth reflects lost output resulting
from the storm, but not destroyed property. While
destroyed property does not subtract from GDP, the cost of [
rebuilding will add to GDP. As a result, GDP will
understate the true impact of the disaster on the economy.
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The Fed Expected to Continue Tightening

» Despite Hurricane Katrina, the Fed raised the Fed Funds rate twice

during the quarter from 3.25% to 3.75%. Intermediate- and long-term
interest rates also drifted upwards. The yield on the 10-year Treasury
rose from 3.94% to 4.34%. Much of the increase on the 10-year
appears attributable to higher inflation expectations. The real yield on
10-year inflation-protected bonds increased only 11 basis points.

Hawkish comments from Fed officials and the minutes from the last
meeting suggest that no pauses are pending. Fed Funds futures predict
that the Fed is almost certain to lift the overnight lending rate to 4.25%
by year-end. In addition, the Fed is predicted to raise the rate to 4.50%
at the first meeting in 2006. There is less than a 33% chance that the
Fed will go beyond 4.5% in 2006.

Credit spreads on domestic bonds declined during the quarter. The
spread on investment-grade bonds fell from 90 bps to 84 bps, while the
spread on junk bonds narrowed from 389 bps to 364 bps.

Treasury Yield Curve

5 +— = Treasury Yields as of 9/30/2005
¢ TIPS Real Yields

= Treasury Yields as of 6/30/2004
= Treasury Yields as of 6/30/2005

There is only a 16 bp
spread between 2- and 10-
year Treasuries.

)—’%6 b j 40 b
ﬂ{ v/ /+46 bps +40 bps
g 3 /
| ¥ "‘_:::'.;:'_'_'_'_I
/\ ‘__,—"*'t-::‘::‘“- X
1 Yield curve at the time L 2 - Real yields on TIPS barely []

of first Fed rate hike.

budged during the quarter.

10-Year Treasury Yield and Target Fed Funds Rate
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Source: Lehman
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Inflation Reached 14-Year High

> The steep rise in energy prices resulted in the highest inflation

Rolling 12-Month Inflation

7
rate since the early 1990s. For the twelve months ended
September, the Consumer Price Index increased 4.7%. The last 6 As a result of rising energy
time inflation exceeded 4% for a twelve month period was in prices, CPI inflation has
5 exceeded core inflation for
1991. more than three years.
> The “core” CPI, which excludes food and energy, has risen 2% 4
over the last twelve months. If energy prices stay at these S
elevated levels, spillover into core inflation is a risk. &9
Manufacturers and service providers will likely seek to pass o
along higher energy costs to consumers. —CPl
> Nevertheless, market expectations for long-term inflation remain 1 =—CorecPi
tame. While inflation expectations increased during the quarter, 0
the Dbreakeven inflation rate priced into 10-year inflation- S § 8 9 I 28 g 5 8 9 g =2 N g9 T 9
protected bonds is only 2.6% 4 3 F A3 3 F F 3 3 F & & & 8] S
’ ' Source: Federal Reserve
(iAo [EREE Ee (RETEm 11l Rolling 12-Month Change in Import Prices (ex-Petroleum)
22 and the Trade-Weighted Dollar
15 115
30 ,\ /\ N Import prices have an inverse relationship to the Import prices are rising due to
' ’/~/ dollar. There is usually a lag between changes dollar depreciation. S
- A I\ h g 10 { in the dollar and changes in import prices. l -10 1“:
- A -
2.0 1 S B
g g 5
15 é 0 ¢ +- 0 %"’
8 =
Inflation  expectations  as = o
= measured by breakeven rates on % e e 8 ';
—10- YearTIPS TIPS remain under control. = Over the last 10 years, import A X >
0.5 1 e E . || prices (ex-petroleum) have >
30-Year TIPS 10 declined 0.5%, annualized. ) = L—C“
This has lowered inflation. The strong dollar led to o
0.0 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ falling import prices.
5 5 3 8 $ 8 8 8 3 3 88 3833388 15 o
O - S - S S - - - - S 3 9 & 3 8 & 3 3 8 3 8 8 3 8
¢ Z 2 2 2 2 €2 E e e e E 2 $ 22 232 33 2 3 8 R L 8 R K

Source: Federal Reserve

Source: Bloomberg, Federal Reserve
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Will Consumers Continue Their Spending Binge?

» Consumers continue to tap home equity and reduce their savings rates to
sustain spending. The personal savings rate fell into negative territory in
July for the first time on record. However, events during the third quarter
hint that an end to the spending binge may be near.

> The surge in energy prices will put a strain on the budget of many
households, particularly those with lower income.

v The US consumes about 140 billion gallons of gasoline per year. The
price per gallon has increased about $1 so far this year. If prices stay at
current levels, it means about $140 billion in additional annual spending.

v It’s going to be an expensive winter for many households. The Energy
Information Agency reports that households heating primarily with natural
gas can expect to pay an average of 48% more than last winter ($1,096
versus $740). Those who use heating oil can expect to pay 32% more
($1,577 versus $1,199).

> Rising interest rates will also put a dent in budgets for many households.
The good news is that most outstanding household debt remains in the
form of fixed rate mortgages. However, an increasing portion is floating
rate debt.

v There is now nearly $1 trillion in home equity lines of credit, which is
more than twice the level outstanding just five years ago. These loans are
usually tied to the prime rate, which means borrowers immediately feel the
pain of higher rates.

v Roughly 20% of mortgage debt is in ARMs. While the majority of these
are issued with three- to five-year horizons before the interest rate is reset,
many of these will be reset over the next year or two.

> It seems likely that the housing market will cool soon. Home
affordability for first-time buyers continues to deteriorate. Most
economists doubt that we’ll see declines in nominal prices on a national
level. But, housing prices need not fall to have an adverse impact on
spending. If prices level off, households will be less likely to tap home
equity to support spending. This could result in an increase in savings
rates and a decline in spending growth.

Growth of Housing Prices Versus Rent and Income

150
140 - Housing prices are at record levels versus rents
and income. In the hottest markets, it is much
130 cheaper to rent than own even when the mortgage
§ interest tax break is factored in. /
I
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Source: Federal Reserve, Freddie Mac, Bureau of Labor Statistics, Hammond Associates calculations

Households' Cashflow from Residential Real Estate
(As % of Disposable Income, Rolling 4-Quarter Average)

3 ﬂw
In the past, housing activity (excluding mortgage interest) has
2 represented a net use of household cash flow. Principal

payments and new investments exceeded equity withdrawn. j

1 Housing activity is now a source of cash flow.

3 w/

4
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Source: Federal Reserve, Hammond Associates calculations
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Will Consumers Continue Their Spending Binge? (con)
Fuel and Energy Costs as % PersonaI_Consumption and Real Estate Investment
10 of Personal Consumption Expenditures 73 (Rolling 4-Quarter Average, Share of GDP) 8
Personal consumption makes up 70% of the economy,
A compared to 63% in 1980. Real estate investment, at
91V This series is through the second auarter of 70 6% of the economy, is at the highest level since the 7w
. g guarte 1950s. The economy is more heavily dependent on @
2005. Spending on fuel and energy is likely households than ever for economic growth =
8 to exceed 6% by year-end, which is a third s 67 N 9 ) AL 6 §
higher than in 2002. However, it remains a ~ c
well below the levels of the early 1980s. % o &
7 25 N A A £5
g \ 35 & 52
6 g S o
& 61 -4 T
s . A A S £
Oil prices are just 33% below their peak inflation-adjusted price \/-/U == Personal Consumption g
4 | from the early 1980s. However, energy intensity has fallen, 58 || == Real Estate Investment | | Personal consumption represents 58% of [ | S
which has mitigated the pain. The number of barrels of oil used European GDP and only 42% of Chinese
. per $1,000 of real GDP has fallen from 1.2 to 0.7 since 1980. ce GDP. >
N N R 4%~ O ® O 9 N @R o 2w
® ©®W ©©w oo o © oo o o oo o6 o o 0 I W ©O© © O K~ K N~ N~ © © 0 o o o O O
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Source: Bureau of Economic Analysis Source: Bureau of Economic Analysis
" Debt Service and 30-Year Mortgage Rate 2 18 Annual Household Debt Growth and Savings Rate -
' US households have been accumulating debt at a rapid pace since the
135 Debt service as a share of income is 18 15 garly 1980s. V_Vh_ile similgr levels of debt_accumulatio_n have occurred
o 20% higher than in 1980, while interest in the past, this increase is more disturbing becz_iu_se it appears to be
g 13.0 rates have fallen by more than half. - 16 @ fueling higher spending, as suggested by the declining savings rate.
2 A g 12
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How Will the Current Account Deficit be Corrected?

Current Account Balance as a % of GDP

> Due to our over-consumption and lack of savings, the current account (Through June 2005)

deficit could reach 7% of GDP this year. At a 7% deficit, the US will 2
have to attract $850 billion of net foreign capital per year. Because of il
the persistent deficits of the past decade, the international investment
0 1 .

position is likely to approach 30% of GDP by year-end, meaning that
foreign investors will hold about $3.5 trillion more of our assets than we
hold of theirs.

» The current account deficit cannot stay at these levels. The dollar’s
status as the primary reserve currency has helped to support our
profligate spending. However, foreign investors (increasingly, central
banks) will eventually tire of lending us money at low interest rates.
Alternatively, our debt service burden will simply become too much for
the economy to bear. The question is when and how it will be corrected.

R
3
R
Ve

| The current account balance essentially
represents our trade balance. Since we are
51 importing far more than we are exporting, the
current account balance is negative.

&
i
<

Two potential scenarios are outlined below. -7
. . . . I ESBRRRERRREIISS SIS 8 s 3
v Orderly Correction — A continued slow (but very substantial) bleeding of SRR = I T = - I I T = = T T = T T T = B B S = B = I = R <

the dollar and a gradual increase in real interest rates induces a rise in Source: Bureau of Economic Analysis

savings and a decline in consumption. This, combined with increased

demand for our exports, gradually reduces the current account deficit to a Savings and Investment

more sustainable level (2% or less). The correction could result in a mild & A different way of viewing the current account
recession because higher savings rates results in a slowdown in personal deficit is through the gap between investment and
consumption growth. 12 1 savings. We are not saving enough to fund
. . . . investment. Foreign investors are covering the gap.
v Hard Landing — Foreign central banks stop buying our bonds and private i
investors lose confidence in the dollar. The dollar crashes as China and
other Asian countries abandon pegs, resulting in higher import prices and a g
inflation. Real interest rates spike causing a reduction in domestic 5 \
investment and great pain in financial markets. There is a deep worldwide kS 6 = Net Savings
. S
recession. e Net Investment
» Something along the lines of an orderly correction scenario appears to 4
remain the most likely case. However, the worse the imbalances
become, the greater the odds of a hard landing. 2 Represents combined savings of all
] ] . ) ) ] sectors of the economy (households, W
> Regardless, it seems inevitable that the dollar will resume its decline and 0 business, and government).
will become significantly undervalued for an extended period. We S 3 8 3 8 B 2 9 3 5 9 2 ° 2 9N
believe diversifying into foreign currency-denominated assets is prudent. 2 2 2 2 2 2 2 232 3 2 2 2 2 2 & R

Source: Bureau of Economic Analysis




How Wil the Current Account Deficit be Corrected? cont)

Monthly Petroleum Net Imports
300 (Annualized, $ Billions) 20 -

International Investment Position as % of GDP

US a Net Lender

The rise in energy prices is contributing to the
deterioration of the current account balance. As of
August, petroleum imports are running at $250
200 billion, annualized, which is 43% above the level of
one year ago. Petroleum imports make up about a
third of the current account deficit.

250

150

$ Billions

This chart shows our holdings of foreign assets

less foreign holdings of our assets, as a percentage
of GDP. Itis the cumulative impact of past current

-20 .

account balances and valuations changes. By the

end of 2005, we will have a net negative position

approaching 30% of GDP, or $3.5 trillion.

% of GDP

100

50

-30

pad

2005 estimate
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150 Real Broad Trade-Weighted Dollar Versus Average | 10 rEsTE EE T G FEre el Tes e
China revalued the yuan by 2.1% in July. While not Whlle deeply in debt_ to the rest of the world_, we still receive more
140 enough to significantly impact our trade deficit with income on our assets invested abroad than foreign investors receive on
China, this is hopefully the first step towards greater 8 | US_ assets. Thls_ls largely because foreign |n\_/estors hold_ the bulk of
130 uan flexibilit their US assets in bonds. In 2004, we received $72 billion of net
§ Y Y investment income. This could turn negative by the end of 2005.
1
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L This data seems to counter the argument made by some that
< 90 A 2 A foreign investors choose to invest in the US because of
attractive returns. On a total return basis, we have earned 8.7%,
80 The trade-weighted dollar annualized, on foreign investments over the last 10 years, while
was virtually unchanged o | foreign investors have earned 6.6% on US investments. ‘ ‘ ‘ ‘
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Energy Stocks Lift the S&P 500

. Assumes that profit
> The S&P 500 earned 3.6% in the second quarter. As a result, the s&P's “core” eamings | v EbF:ftz'g;S) margins decline_from
index is back into positive territory for 2005 with a 2.8% return g Colculation expenses stock i current cyclical highs.
. . . .. . . ’ options and better accounts
So far, the Presidential election cycle prediction is holding up for pension plans. PIE ratio on estimated \
this year. Historically, stocks have earned well below average AW bzz”s‘t'&?fs BETOrENine 24
returns in the first year of Presidential terms (7.6% for the first 19 21 \
year of term versus the 13.6% average for all years). 20
> The S&P 500 index is being led by energy stocks. The sector
gained 18% during the quarter, which lifted the year-to-date
return to 40%. Excluding energy stocks, the index is down about 0%
1% year-to-date.
> Valuations on domestic equities remain high. Based on trailing
earnings, the S&P 500 is trading at a P/E ratio of 19. We fear 0-
P : . : Trailing 12 Months Trailing 12 Months Forward 12 Months Normalized Earnings
that t_he reported P/E ratio is ba}sed on u_nsustalnably high proflt Sy g R D S e
margins. Based on our normalized earnings measure, the index Source: :
ource: S&P, Hammond Associates

is trading at a P/E of 24. A P/E at this level implies a long-term

real expected return for the index of 4.2%. 10 Profit Margin on the S&P 500
Long-Term Price Change Needed for S&P 500 to Reach Fair Value 8 /
TIPS Required Equity Risk Premium Over TIPS (%)
Yield (%) 1.5 25 3.0 35 4.0
15 38.9 19.0 (7.4) (16.7) (24.2) 6 1 1
18 24.8 8.5 139 | @200 (287 g \\
2.0 19.0 4.2 (16.7) (24.2) (30.6) 4
2.5 4.2 (7.4) (24.2) (30.6) (35.9)
The profit margin on the S&P 500 is at a record level.
3.0 (7.4) (16.7) / (24.2) (30.6) (35.9) (40.5) 2 Historically, profit margins have been mean reverting.
Reported profits would be 35% lower at the historical
35 (16.7) (24.2) , (30.6) (35.9) (40.5) (44.4) mean profit margin,
Based on a 2.5% required equity risk premium, the 0 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
S&P 500 is only modestly overvalued if real interest B 8 8 B 8 &2 &£ EBE 8 8 8 83 8 B 3 @ =
rates stay at current levels. However, the S&P is priced 22 2 2 2 2 2 2 2 2 2 2 23 2 2 & &
to provide a real return of only 4.2%, or 6.7% nominal. Source: S&P, Barra




Energy Stocks Lift the S&P 500 ont)

S AEATOITIETES S&P 500 Stock Buybacks
90 7
Energy Stock buybacks have increased substantially over the past few
o . 80 [ quarters. To the extent that stock buybacks lower share count, L 6
Utilities 12 they result in higher earnings per share. However, the purpose of =X
-% 70 many stock buybacks is to avoid dilution through employee stock O
Health Care 2 option exercise. It’s unclear to what extent the spike in buybacks 5B
Cons. Staples E reduces share count, rather than just offsetting stock options. g =
5 28
Info Tech - o © 3
Energy stocks and utility stocks were = S 2
Industrials the top performers in the third quarter 22 @ é
and year-to-date. by L
Finacials X S
o o]
| E >
Telecom
a I Buybacks «
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0 P/E Ratios on Trailing Reported Earnings By Sector 40 S&P 500 Implied Volatility Index
326 Tech and telecomm
Booming profits have are still trading at high 35 A
30 kept energy valuations P/Es. 28.3
reasonable. 252 25.7 30
Average since 1990
25
9<\-=/ 20 A
15
10
This chart shows the implied volatility priced into option contracts
5 for the S&P 500. Implied volatility has dropped to the lowest level
S @ > P o o = o c 2 since the mid-1990s. It is 25% below the historical average. It
g el % =2 S E 2 s g E suggests traders believe the market is less risky than normal.
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Int’l Equities Remain Better Buy than Domestics

2005 Returns for Global Markets
35 BUS$

International stocks have B Local Currency
overcome a hit from the dollar to
add value relative to US stocks.

International equities performed much better than domestic
equities during the second quarter. The MSCI EAFE index
gained 10.4% for the quarter, compared to the S&P’s return of
3.6%. Emerging markets surged 18% during the quarter.

Y

30

26.4

» Despite a strong dollar in 2005, international equities have also
performed better than US equities year-to-date. Even with a
negative 10% currency impact, EAFE has outperformed the S&P
500 by more than six percentage points.

(%)

> International developed markets still appear much more attractive
than US markets on a valuation basis. Europe trades at nearly a
20% discount to the US based on trailing P/E ratio and a 23%
discount based on P/CF. Japan is trading at a higher P/E multiple
than the US, but Japan’s valuations could improve significantly if
their economic recovery takes hold and profitability improves.

uUs MSCI EAFE Japan Pacific Ex Europe Emerging
Japan Mkts

Emerging markets still appear attractive on a valuation basis, but
their edge is rapidly narrowing to that of developed markets. At

Y

Global Valuations
(As of September 2005)

. . s 25 Emerging  markets |—
current valuations, there is far less margin for error than three 220 remain the cheapest
years ago. in the world.

> The most significant short-term concern we have about emerging
markets is their ultimate reliance on US consumers for economic
growth. China’s export-led economy is heavily dependent on US
demand, and other emerging market countries in Asia and Latin
America are exporting raw materials and other supplies to China.
A hiccup in the US is likely to spill over into emerging markets.

> Nevertheless, we still believe emerging markets offer the highest
long-term return potential among equity asset classes. As the

populations of these countries become more productive, MSCI US MSCI Europe MSCI Japan MSCI Emerging
standards of living will increase. As this occurs, they should be L EER
able to generate more growth interna”y_ Source: MSCI ‘ @ P/E Trailing OP/E Forward Operating B P/CF M Dividend Yield
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Int’l Equities Remain Better Buy than Domestics cont)

Return-On-Equity for Global Markets Performance of International Markets Relative to US
25 Japan’s profitability is below that of the rest 10 (Rolling 5-Year Annualized Excess Return to S&P 500)
of the world. If Japan’s economy continues Internationals Outperform US International equities underperformed
20 its recovery, profit margins should continue 30 P domestic equities for the bulk of the
to improve, resulting in higher earnings. 1990s, but the tide is turning.
15 - 20 .
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P/E Ratio of US Relative to Europe Net Inflows to Emerging Market Mutual Funds
(Based on 5-Year Average Earnings) Rolling 12 Months
200 10
Europe Cheap Versus US
175 8 Not surprisingly, the impressive performance
of emerging markets over the past three years
is attracting inflows into mutual funds that
150 6 focus on the asset class.
2
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Europe’s strong performance relative to the
75 US has narrowed the valuation gap, but [
Europe remains discounted.
Europe Expensive Versus US
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Solid Quarter for Hedge Funds

> Long/short equity managers, as represented by the HFR Equity

> Convertible arbitrage solidified during the quarter. Credit market

> Merger arbitrageurs enjoyed solid deal volume, as US and cross-

> Managed futures rebounded substantially during the quarter

- Hedge funds generally enjoyed a strong quarter, with the HFR
Fund of Funds Index gaining 4.3%. Performance for the quarter
exceeded that of domestic stocks and bonds, as the S&P 500
gained 3.6% and the Lehman Aggregate Bond Index declined
0.7%.

Hedge Index, led the way with a return of 6% for the quarter,
bringing the year-to-date return to 7.8%. Long/short equity
managers have benefited from increased dispersion in stock
returns.

> Distressed securities managers continued to chug along, gaining
4.5% for the quarter, bringing the year-to-date return to 7.1%.
Managers continue to reap rewards, but have we reached the end
of the cycle?

conditions improved, while a mid-quarter up-tick in volatility
created opportunity for trading profits. The strategy remains in
the red year-to-date (-2.6%). Future success is likely dependent
on a strong new issuance calendar.

border deals for the year-to-date period have already exceeded last
year’s volume. Still, spreads remain tight, and the strategy has
only earned 4.1% so far in 2005.

(+3.7%), curtailing the year-to-date decline to 5.0%. A
substantial portion of the return for the quarter was booked during
a handful of trading days following Hurricane Katrina as trends
emerged in futures markets.

Performance of Hedge Fund Indexes

20

15
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10 7.8 |_
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5.9
3.0
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@ Third Quarter 26
1 mYTD
OLast 5 Years -5.0
HFR Fund HFR HFR HFR HFR S&P  S&P 500 Lehman
of Funds Equity Distressed Conv.  Merger Managed Agg.
Hedged Arb. Arb. Futures

Source: HFR, Standard & Poor’s, Lehman Brothers

Quarterly Hedge Fund Asset Flows

50

According to Tremont Research, $11.6 billion
40 flowed into hedge funds in the second quarter,
bringing inflows for the first half of 2005 to $36.2
billion. If the pace of new money continues in the
30 back half of the year, 2005 will represent the 2nd
best fundraising year on record for hedge funds.
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Buyout Funds Enjoy Strong Returns

> Buyout funds returned 20% for the year ended March 2005.
Investments made from 2001 to 2003 when multiples were low on
depressed cash flow are paying off handsomely. Buyout
performance should remain strong as more gains from these
investments are realized. Venture capital funds earned only 4%
over the prior year due in part to a less active IPO market.

> Valuations are trending higher in buyouts, which raises concern
over future returns. Average deal valuations have climbed to 7.1
times EBITDA in middle markets, up from 5.8 times in 2002.

> Fundraising continues to strengthen. 2005 will likely be a record
fundraising year for buyouts. Venture capital fundraising could
top $20 billion for the first time since 2001.

Private Equity Performance

(As of March 2005) B Buyouts
30 @ Venture Capital ]
Mega-sized buyouts are the best performing 25.4 B S&P 500
segment of buyouts over five years, but are O Russell 2000
19.8 the worst performing segment over ten and
20 twenty years.
15.6
12.6
e\i 10
0 .
-6.3
-10
1 Year 3 Years 5 Years 10 Years 20 Years

Source: Venture Economics

Private Equity Commitments by Year

Average Equity Contributed to Buyouts

30 -

25

50

5 1| Equity contribution to buyouts has fallen over the
past two years, meaning leverage is increasing.

40 | Equity contribution is at its lowest level since 1998.
Coupled with higher multiples, this indicates that

35 1| the risk level in buyouts is increasing.

20 A

15

Equity as % of Total Sources
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(Through June 2005)
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Buyout funds raised $36 billion through
100 1 the first six months of 2005. With a
faster pace expected in the second half,
it’s likely that 2005 will be a record year,
80 perhaps exceeding $100 billion.
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Natural Resource Investments Benefit from Energy

Performance of Commodities

NCREIF Returns

80 (As of June 2005)
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Gold finished the quarter at $469 per ounce. 12 o
It has appreciated 7% since the beginning of v
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the year. This is surprising given the rebound
in the dollar. 10 |
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HAMMOND ASSOCIATES is a private investment consulting firm serving as a fiduciary consultant to a wide variety of clients, including
university endowments, charitable and community foundations, corporate retirement plans, and family wealth. We serve clients from New York to
California, and from Florida to Washington state. We are a research-based firm, providing a full range of traditional investment consulting services, and
specialize in alternative investments. Our research into alternative investments includes three general areas: absolute return strategies (merger arbitrage,
distressed securities, convertible arbitrage, long/short equity, market neutral equity, and event driven), real assets (timberland, oil and gas, and real
estate), and private equity (venture capital and buyouts).

WE RECOGNIZE THAT NO SINGLE PORTFOLIO IS RIGHT FOR EVERYONE. Our philosophy is that the best portfolio for each client is the one which fulfills
that client’s objectives. Consequently, we provide objective, third-party consulting services that are custom-tailored to each client’s specific requirements. Our specialty is
understanding, explaining, and controlling risks. Hammond Associates is a “hard-dollar” (fee-only) consulting firm and declines “soft-dollar” (commission) arrangements.
Our fee-only structure prevents the creation of conflicts of interest between our clients and ourselves.

*Firm Clientele Staff
—  Founded in 1985 — 48 Higher Education Institutions — 62 Staff Members
- National Practice — 32 Foundations — 46 Investment Professionals
—  Mid-Sized and Growing — 14 Pension Plans and Health Care — 29 Advanced Degrees (includes 2 Ph.D.s)
Responsibly Institutions — 16 Holders, Chartered Financial Analyst (CFA) Designation
—  Independent Fiduciary — 12 Healthcare Institutions — Over 350 Years of Combined Investment Expertise
—  Proprietary Research — 9 Private Wealth Clients

If you are considering a Consultant search, we would welcome an RFP.

Contact either Dennis Hammond or Russ LaMore at 314-746-1600.

Unless otherwise noted, asset class performance throughout this report is represented by the following indices: US Large Stocks — S&P 500, US Large Value Stocks — S&P 500 / BARRA Value, US Large Growth Stocks — S&P 500 /
BARRA Growth, US Mid Stocks — S&P MidCap 400, US Small Stocks — Russell 2000, US Small Growth Stocks — Russell 2000 Growth, US Small Value Stocks — Russell 2000 Value, Intl Large Stocks — MSCI EAFE, Intl Small Stocks
— S&P/Citigroup EMI EPAC, Intl Emerg Stocks — Morgan Stanley Emerging Markets Free, US Fixed Income — Lehman Aggregate Bond, US High Yield Fixed — S&P/Citigroup High Yield Bond, Inflation-Protected Bonds — Lehman
TIPS, Cash - Citigroup 3-Month T-Bill, REITS — Dow Jones Wilshire REIT, Funds of Hedge Funds — HFR Fund of Funds, Commodities — Dow Jones AIG Commodity
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Are You The Right Person
to receive the Quarterly Research Report?

U YES! (Please fill in any changes in current address information along with your e-mail address below.)

U NO. Please redirect future Quarterly Research Reports to the person listed below and remove my name:

O

SEND ME the following
HAMMOND ASSOCIATES
RESEARCH NOTES:

THE INTEREST RATE CONUNDRUM

LIABILITIES AND ENDOWMENT
MANAGEMENT

IMPACT OF AN AGING POPULATION

INVESTING IN A LOW RETURN
ENVIRONMENT

LOOMING CRISIS IN ENDOWMENT
SPENDING

IMPACT OF SURVIVORSHIP BIAS
ON PEER RANKING COMPARISONS

HEDGE FUNDS REVISITED
PRIVATE EQUITY INVESTING
TIMBERLAND

O NO. Please remove my name from your mailing list. Name:

U Please send me future editions of the ALTERNATIVE INVESTMENTS UPDATE

NAME:

UCONTACT ME regarding Investment Consulting Services for my company/organization/family (circle one).

TITLE:

COMPANY:

ADDRESS:

CITY, STATE, ZIP:

& PHONE: FAX: YD E-MAIL:

U SEND a copy of the Quarterly Research Report to:

FAX THIS FORM TO 314-746-1699 OR E-MAIL INFO TO: MAIL@HAIFC.COM.

Visit our web site www.HAMMONDASSOCIATES.com for a complete listing of HAMMOND ASSOCIATES’ articles and publications.

HAMMOND ASSOCIATES INSTITUTIONAL FUND CONSULTANTS, INC., 101 S. Hanley Road, Third Floor, Saint Louis, MO 63105-3406

The Research Report is also available via e-mail within three weeks of each quarter-end. Contact HAMMOND ASSOCIATES at 314-746-1600 or mail@haifc.com. It is published quarterly by Hammond Associates Institutional Fund
Consultants, Inc., 101 S. Hanley Road, Third Floor, St. Louis, Missouri 63105-3406. The Research Report is written by Anthony W. Brown, CFA, Director of Research. Opinions included herein constitute Hammond Associates’ judgment
as of the date indicated and are subject to change without notice. The sources of information used in this report are believed to be reliable. Hammond Associates has not independently verified all of the information contained herein. Any
such information may be incomplete or condensed. Any asset allocation model referenced in this report does not represent actual trading and may not reflect the impact that economic and market factors might have had on decision making if
money was actually invested in the model, nor does the model reflect the deduction of advisory fees and other transaction costs or expenses an investor would have paid if the model were actually traded. This report is for information
purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. This report does not constitute either investment advice or recommendations on the part of Hammond Associates and does not

take into account the particular investment objectives, financial situations, or needs of individual clients. Past performance is not a guarantee of future results. Copyright © Hammond Associates, 2005. All rights reserved.
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