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HAMMOND ASSOCIATES is a private investment consulting firm serving as a fiduciary consultant to a wide variety of clients, including
higher education, foundations, healthcare, private wealth, and retirement plans (public and corporate). 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 as well as external ClO services. We specialize in the creation of custom alternative investment portfolios.

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.

*Firm «Clientele «Staff
—  Founded in 1985 — Higher Education Institutions — 87 Staff Members
— National Practice —  Foundations — 60 Investment Professionals
— 31 Employee / Shareholders —  Public Retirement Plans — 40 Advanced Degrees (includes 2 Ph.D.s)
— Independent Fiduciary —  Corporate Retirement Plans — 24 CFAs; 3 CAIA; 2 CPAs
—  Proprietary Research —  Healthcare Institutions

—  Private Wealth Clients

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

Please contact one of our eight Practice Leaders, below, at 314-746-1600.

» Corporate Retirement Plans: Rich Marra  Investment Office: Matt McCarty
* Foundations: Keith Mote » Qutsourced CIO: Karen Chandor
» Healthcare: Jonathan Evans * Private Wealth: Michael Pompian
« Higher Education: Dick Anderson * Public Retirement Plans: Jerry Woodham

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 — Russell 1000 Value,
US Large Growth Stocks — Russell 1000 Growth, US Mid Stocks — Russell Mid-Cap, 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, Commaodities — Dow Jones AIG Commaodity, Natural Resource Stocks — Goldman Sachs Natural Resources Index
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Executive Summary

B 2006 was an excellent year for equities worldwide. Domestically, the S&P 500 rose 15.8%

and the Russell 2000 gained 18.4%. Internationally, MSCI EAFE gained 26.3% and MSCI
Emerging Markets surged 32.2%.

The growth in global liquidity has encouraged risk taking by providing an abundant source
of cheap funds to capital markets. We believe investors should use this opportunity to
reduce risk since it's not priced to pay much in the future. We are unsure of the timing and
catalysts for risk premiums to rise. However, today’s low risk premiums make it more likely
that any downturn will be painful. As Alan Greenspan warned in August 2005, “history has
not dealt kindly with the aftermath of protracted periods of low risk premiums.”

Economic growth slowed in the second half of the year. GDP grew by 2.0% in the third
quarter and an estimated 2.5% in the fourth quarter. The contraction in residential
investment is the main constraint to growth. But, US consumers are apparently undaunted.
The resilience of US consumers makes a recession unlikely this year; however, a significant
drop in real estate prices, the bust in real estate investment spreading to other industries,
and a reduction in the availability of cheap credit are risks to this view.

The dollar fell by 11% against the euro and by 14% against the British pound in 2006.
However, it rose slightly against the yen. The euro and the pound appear to be overvalued,
while the yen appears undervalued. The dollar seems likely to fall further against Asian
currencies. We continue to recommend that investors diversify into foreign currency-
denominated assets

Supported by double-digit earnings growth and rising M&A activity, US equities performed
well in 2006. As for 2007, we wouldn’t be surprised to see stocks have another strong year.
Excess global liquidity and high profit margins are supportive of equity markets over the
near term. However, the good times won't last indefinitely. We expect a real return on the
S&P 500 of only 2% to 4% over the next decade. Within the US market, we recommend
that investors overweight large-cap growth stocks, with a particular emphasis on high
quality growth stocks, and underweight small-cap stocks and large-cap value stocks.

International equities remain modestly more attractive than domestic equities. European
stocks are trading at a slight discount to US stocks. While Japan is expensive on a
valuation basis, it has the potential to improve profitability. Emerging market valuations are
a concern as their discount to the rest of the world has nearly vanished.

REITS surged again in 2006 and now appear to be overvalued. Buyout commitments
reached $160 billion in 2006. Rising valuations and excessive capital are a concern,
particularly in the mega-sized space.
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Booming corporate profits and excess global liquidity made 2006 highly
rewarding for global equity holders. The MSCI All Country World Index
returned 21% in dollar terms, in line with its remarkable 20% annualized
return over the last four years. The US equity market, although performing
well, has remained a global laggard. In US dollar terms, the S&P 500 was
the second worst performing developed equity market in the world. Only
Japan fared worse. The S&P 500 returned 15.8% in 2006, compared to
26.3% for the MSCI EAFE index of international developed market stocks
and 32.2% for the MSCI Emerging Markets index. As we suggested in late
2005, the weak dollar was a significant contributor to international equitiy
returns in 2006. In fact, in local currency terms, MSCI EAFE appreciated
only slightly better than US equities at 16.5%. However, since the beginning
of the global equity market recovery in 2003, the S&P 500 has trailed MSCI
EAFE by 9.6 percentage points annualized and the MSCI Emerging Markets
index by 21.7 percentage points.

Diversification Paid Off Again in 2006

The divergence in recent years between the performance of US and
international equities illustrates the value of diversification. A sample 75%
diversified equity indexes / 25% diversified bond indexes portfolio (with tilts
in favor of international, small-cap, and value stocks)?! that we began tracking
in the late 1990s (when diversification was out-of-favor) has earned 8.9%
annualized since the beginning of 2000 and 18.5% during the recovery over
the past four years. In contrast, a 75% S&P 500 / 25% Lehman Aggregate
Bond portfolio earned only 2.7% and 12% for those two time periods,
respectively. However, the valuation disparities that led to the
outperformance for diversified portfolios have largely been corrected. Risk

1 The results of the diversified and non-diversified portfolios are shown for informational
purposes only. They do not represent advice given to Hammond Associates’ clients. The non-
diversified portfolio is comprised of 75% S&P 500 and 25% Lehman Aggregate Bond. The
diversified portfolio is comprised of 16% S&P 500, 8% Russell 1000 Value, 7% Russell Mid-
Cap, 11% Russell 2000, 5% Russell 2000 Value, 7% Wilshire REIT, 7% MSCI EAFE, 7%
S&P/Citigroup EMI EPAC, 7% MSCI EMF, 13% Lehman Aggregate Bond, and 12% Lehman
TIPS.

premiums across global assets are far lower today than they were at the
height of the equity market bubble in 2000. There are few, if any, cheap
asset classes in the world. Diversification away from domestic large-cap
stocks won't be as beneficial in the future. In fact, if there is a global
equity market downturn, the S&P 500 is likely to hold up better than
most other equity asset classes, as it did during the pullback in May/June
2006. (See Exhibit 1, below.)

Exhibit 1
Jan. 1 to May May 11 to June 14 to

10 June 13 Dec 31 2006
S&P 500 6.7 (7.3) 17.1 15.8
Russell 2000 15.6 (13.2) 17.9 18.4
MSCI Japan 14.3 (19.1) 14.9 6.2
MSCI Europe 20.5 (12.9) 27.4 33.7
MSCI Emerging Markets 25.5 (24.1) 38.9 32.2
Industrial Metals 63.2 (19.0) 29.9 72.3
oil 18.2 (4.9) (11.0) 1.2
Gold 36.0 (20.3) 13.4 23.0

The Global Liquidity Glut

One major driver of asset class returns over the last few years has been the
growth of global liquidity. The Federal Reserve cut the overnight lending
rate to 1% in the early part of this decade to dampen the fallout from the
bursting equity market bubble. Even as the Fed began to tighten monetary
policy in June 2004, it seemed to have little effect on liquidity. The yield on
the 10-year Treasury, which was 4.62% at the time of the first rate hike, fell
over the ensuing months and finished 2005 at 4.39%. The purchase of US
bonds by foreign central banks is the most likely explanation for this
conundrum. Central banks in China and other emerging market countries
plowed their trade surpluses back into US bonds to keep their currencies
from appreciating. Oil exporters were also investing a significant portion of
their energy windfall in US obligations. This kept long-term interest rates
low, even as the Fed was raising short-term rates.

Low long-term interest rates had a domino effect on other asset classes.
The decline in long-term interest rates has encouraged investors to take on
more risk to maintain returns. This, in turn, has caused a compression in
risk premiums, most observable in credit spreads. The option-adjusted
spread on high yield bonds declined from 8.5% at the end of 2002 to 3.6% at
the end of 2005.

HammondAssociates
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In the Second Quarter 2006 edition of this report, we speculated that the
excess global liquidity was being drained. Boy, were we wrong! In our
defense, there were signs that this was occurring. Central banks around the
world were shifting to tighter monetary policies. Even Japan abandoned its
quantitative easing policy and lifted its overnight lending rate from zero to
0.25%. The tighter conditions were being felt here, as the yield on the 10-
year Treasury traded as high as 5.24%. Global equity markets corrected
and credit spreads ticked up, as investors became more risk averse. But, it
all proved to be short-lived. In the third quarter of 2006, the 10-year
Treasury yield fell back to 4.64%, as traders priced-in future interest rate
cuts by the Federal Reserve and foreign central banks continued to buy
bonds. The 10-year bond finished 2006 at 4.71% and credit spreads
contracted to near record lows. The option-adjusted spread on high yield
bonds finished the year at 2.75%.

Easy Credit

Excess global liquidity has helped push down credit spreads. The decline in
credit risk premiums has also been influenced by the growth of derivative
instruments and structured credit products. The ballooning credit default
swap market has created a convenient way to shift credit risk to those most
willing to bear it and has allowed institutions to easily diversify credit
exposure. Structured credit products, such as CDOs (collateralized debt
obligations), have served a similar purpose.2 While derivatives can help
spread credit risk more effectively, they do not reduce aggregate credit risk.

Cheap and plentiful credit is having a spillover effect on global equity
markets. An interesting result of the business investment bust in the early
part of this decade is that corporate America has been very conservative in
recent years. Business investment remains below average as a percentage
of GDP, and we're in the fifth year of an economic expansion. The current
level of business investment can easily be funded from robust earnings and
cash flows. As a result, corporate America has been de-leveraging its
balance sheet. According to Federal Reserve data, corporate debt declined
from 51% of net worth in 2000 to just 41% in 2006. Enter buyout funds.
With debt so cheap, buyout funds can take a business generating attractive
cash flows and lever it up, thereby increasing the return to equity

2The latest innovations in the world of structured credit are CPDOs (constant proportion debt
obligations). The instruments hold a basket of investment grade bonds with an average credit
rating of single A, levered up to 15x. The resulting highly leveraged security carries a triple-A
rating that yields a juicy 200 basis point spread above LIBOR. It carries a triple-A rating
because of diversification. While interesting, the promise of these instruments seem almost too
good to be true, unless they are exposed to substantial left-tail risk.

shareholders (so long as business conditions remain favorable). Buyout
funds did $758 billion of deals (equity plus debt) in 2006. 2007 is likely to
bring even more buyouts, as 2006 was a record fundraising year.
Corporations are also stepping up activity. Total global M&A activity in 2006
was $3.8 trillion, a 38% increase over 2005. The rise in M&A activity
contributed to the performance of global equity markets in 2006 and it is
likely to continue into 2007.

How Long Can this Last?

As we enter 2007, global equity markets have a tail wind from excess global
liquidity. There are few signs that liquidity will dry-up in the near-term.
Asian central banks are unlikely to significantly alter their policies in 2007,
which should keep interest rates from rising much. Eventually, this source of
liquidity will diminish as emerging markets consume more of their export
income, rather than lending it back to us. However, this transition may take
years.

Nevertheless, investors should be wary. Liquidity by itself does not drive
asset prices higher. It must be accompanied by a willingness on the part of
investors to assume risk. And liquidity can only compress risk premiums so
far. Even the most aggressive investor wants to get paid for accepting risk.
Furthermore, unexpected events periodically occur that cause investors to
broadly reevaluate risk tolerance. Falling risk tolerance forces risk
premiums higher and asset prices lower. We saw this in 1997/98 with the
Asian currency crisis, in 2000 from the bursting of the tech bubble, in 2001
from 9/11, and in 2002 from corporate defaults. We even saw hints of this in
May and June of 2006 with the liquidity drain head fake.

Today, there are a number of possible events that could cause a
reevaluation of risk tolerance, such as a recession in the US, a hard landing
for the dollar, a significant energy supply shock, a spike in high yield
defaults, a major hedge fund collapse, or a catastrophic terrorist attack, to
name just a few. While all of these events might seem unlikely, investors
shouldn’t ignore left-tail risks. They have had a tendency to occur with some
frequency in the history of capital markets. Investors must guard against
complacency. History has taught us that the most difficult periods for
markets often occur following bouts of excessive optimism.

Anthony Brown, CFA
Chief Investment Officer
abrown@hammondassociates.com

HammondAssociates

NSTITUTIONAL FUND CONSULTANTS, [N



Hammond
Fourth Quarter 2006 Research Report

Global Equity Investors Were Well Rewarded in 2006

YTD Performance of Equity Markets

140
Global equity markets marched steadily upwards after
struggling in May and June. Global public equities
130 - generally surpassed their May highs by year-end.
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2006 Returns for Global Markets

The MSCI EAFE index outperformed the S&P 500
for the fifth consecutive year. The bulk of the
outperformance came from the falling dollar.
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2006 Style and Cap Performance

35

Value trounced growth across the board in 2006. Small-caps

30

modestly outperformed large-caps. Some of that outperformance
was due to the reconstitution of the Russell 2000 index, which

25

artificially boosted the return of the index.
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Global Equity Investors Were Well Rewarded in 2006 (cont.)

2006 Performance

Fourth Quarter 2006 Performance

Emerg Mkt Stks 17.6 REITs 36.0

Intl Sm-Cap Stks Emerg Mkt Stks
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Risky Business

® Risk was well rewarded again in 2006. Growth in global liquidity has Global Liquidity Growth
encouraged risk taking by providing abundant, cheap funds to capital 40 The Economist measures liquidity by adding
markets. There was a hint that the tide of liquidity was receding in 35 | g | EEEEANNUAl Growth .| the increase in central bank reserves to the
=—&—Rolling 5-Year Growth US monetary base. Based on this

the second quarter of this year, as long-term interest rates spiked
and many equity markets experienced sharp pullbacks. However,
this proved to be a blip as interest rates fell in the third quarter. 25

measure, liquidity has grown at a 17%
annual clip over the last 5 years, which is
the highest growth since the 1970s.

30 -

B Where is this liquidity coming from? The Federal Reserve was a big 20 1
contributor in the early part of this decade by cutting the Fed Funds
rate to 1%, which encouraged the inflation of the housing bubble.
The Fed has since increased the rate to 5.25%, which is arguably 10
restrictive. However, the Fed may have lost some of its ability to

(%)

15

. : . 5
control monetary policy. Long-term interest rates, which are more
influential for the economy, have barely budged since the Fed began 0
raising its target rate in June 2004. Credit remains cheap and =
plentiful. O N ¥ © ® O o ¥ © ©® O N ¥ © ®® O oN T ©
N~ N~ N~ N~ N~ <) (<) [c) (<o) [c) (e2] (2] [e2] (2] ()] o o o o
® Central banks in Asia and the Middle East have an increasing influence AL L R S N B N R B L B
over US monetary conditions. They have poured more than a trillion ~Source: The Economist, Federal Reserve, Bloomberg, IMF
dollars llntof US debt ma_rketsloyer theh Iajt”few years to keep their Nominal Yields
currencies from appreciating relative to the dollar. 16
. . PP .g . . <4 First rate cut. While the yield on the 10-year has
® As yields on risk-free obligations have fallen, investors have pushed 14 \ remained flat since the Fed began
return premiums down on riskier assets. Credit spreads are /\J \/\/J\ tightening in June 2004, yields on other
remarkably thin. Low spreads have encouraged leverage. Cheap debt I assets have fallen, some substantially.
: . . However, this has not dampened
has_contrlbuted to the buyout boom, which has helpgd drive global 10 | investor appetite for these assets.
equity markets higher. Hedge funds have also been putting cheap debt
u Excess_ liquidity has kept interes_t ratgs low and capital plentiful. 6 M~ ~A
Many investors have been chasing risky assets and have been 4l
rewarded for doing so. We believe investors should use this
opportunity to reduce r!sk since it's not priced to pay much_ in the | Firstate ke
future. We cannot predict the timing or catalysts for risk premiums to 0 ‘ B I SRR
widen. However, today’s tight risk premiums make it more likely that & 8 8 23 8 8 8 8 8 38 & 8 8 8 8
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any dow_nturn will be painful. As Alan_ Greenspan warned in August g 5 & 5 &8 3 & 3 2 5 2% 5 & 5 g
2005, “history has not dealt kindly with the aftermath of protracted ——High Yield EMD
periods of low risk premiums.” Source: Federal Reserve, Lehman Bros., | ====RE|TS = 10-Year Treasury
NAREIT = ed Funds Rate
8
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Risky Business (cont.)

" Credit Spread to Treasuries Growth in Foreign Currency Reserves
: - 5.0
n High Yield Bonds Foreign currency reserves have increased by more
12 = FEmerging Market Debt | | 4.5 1 than $2 trillion over the last three years and are
4.0 - approaching $5 trillion. The bulk of these reserves
’ are in US bonds, which means that foreign central
10 1 3.5 1| banks are a significant provider of US credit.
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One possible explanation for lower risk premiums is lower economic Many speculate that hedge funds and other investors are
35 | risk. However, most of the improvement in economic stability came in 1,500 1 Net Long engaging in the yen carry trade, whereby yen is borrowed at low
1 the 1980s. Even in periods of low volatility, bad things can happen in interest rates and invested in other higher yielding assets. This
30 financial markets (witness 1987, 1990, 1994, 1998, 2000/02). 1,000 chart shows the net position in yen futures by speculators.
’ Shorting yen futures is equivalent to borrowing yen.
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Hopes for Quick Fed Easing Fade

® As expected, the Federal Reserve left the Fed Funds rate unchanged
during the fourth quarter. The overnight lending rate was 5.25% at year-
end, up from 4.25% at the beginning of 2006. Despite slowing economic
growth, FOMC minutes suggest inflation is the primary concern. While
Fed Funds Futures predict little chance of further tightening in 2007, they
indicate that investors will have to wait until the second half of the year for
a cut. The futures market predicts only a 25 bp cut by year end.

® The 10-year Treasury yield finished the year at 4.71%, which was near
where it started the quarter (4.64%). The 10-year yield traded as low as
4.4% during the quarter, but rose as the prospects for Fed easing waned.
For the year, the 10-year yield was 32 bps higher. The yield curve remains
inverted, with the 10-year yielding 31 bps less than 3-month T-bills.

® The plunge in energy prices in the second half of 2006 resulted in CPI
inflation of 2.6%. The core CPI index (ex-food and energy) also increased
2.6% for the year, which is above the Fed's stated comfort range (1% to
2%). Higher rents and owners’ equivalent rents continue to be the primary
drivers of core inflation. The inflation breakeven rate priced into 10-year
TIPS finished the year at 2.3%.

Rolling 12-Month Change in CPI

Treasury Yield Curve

6
5 y +32 bps +26 pps
+35 bps
+94 bps r+62 bps ¥ L @
4 /
S

= Yields as of 12/2005
1 4—{ = Yields as of 12/2006
O TIPS Real Yields

0 ‘ ‘ ‘ ‘ ‘ ‘
3 mo 6 mo lyr 2Yr 3Yr 5yr 7yr
Source: Federal Reserve

10 yr 20 yr 30 yr

Yields on Lehman Bond Indices | @At December 31, 2005

7 ' & B At December 31, 2006
The 12-month change n The spread on investment-grade
6 - the C_PI was as high as corporate bonds declined only 4 bps 8.2 7.7
4.3% in 2006, but eased to 8 1 during the year :
2.6% by December. :
5 4
4 ~_~
< e
3 4
The vyield on the Lehman ] -
2 —CP| Treasury index increased by The option-adjusted spread on
35 bps during the year, while mortgage-backed securities declined
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Economic Growth Slowed in the Second Half of 2006

Real GDP Growth

® The economy grew at a 2% annualized rate during the third quarter, which 5
is below the long-term trend rate of 3%. Economists polled by Bloomberg
think the economy expanded at a slightly faster pace of 2.5% in the fourth 4
quarter. If so, growth for the full year was a respectable 3.3%, which was
in line with expectations at the beginning of the year.

®  The contraction in residential investment is the main constraint to growth.
Residential investment declined at an 11% annualized rate in the second
quarter and 18.7% during the third quarter. Residential investment
subtracted 1.2% from overall economic growth for the quarter. The effects
of the housing downturn are not yet observable in spending. Personal
consumption expenditures are still expanding at a healthy clip. Third
quarter growth was 2.8%. Fourth quarter growth was probably around 4%. 0 -

(%)
N

Economic  growth has
averaged 2.7% per year so
far this decade compared to

® As for 2007, economists expect growth to continue below trend. The 3.1% in the 1990s.

consensus expectation for 2007 growth is 2.5%, which would represent a -4

i i - 8 2 & & > & 8 5 3 3 8 3 8 8 3 8 W
soft landing. The question now is whether the economy can shake off the S 2 2 3 3 33 T ST ST S8 8 8 8 8 8 = <=
effects of the residential investment bust. S 8

. . N N
Source: Bureau of Economic Analysis
ISM Business Activity Indexes Real Disposable Personal Income and Expenditures

70 - Year-Over-Year Change (Through 11/06

A value above 50 indicates expanding = Manufacturing 8 ge( 9 )

activity, while a value below 50 — Services Personal consumption expenditures are still growing at a
65 1 suggests contracting activity. 7 moderate pace. Disposable income growth is rising, but still

trails consumption growth. Encouragingly, wages and salaries
have grown an inflation-adjusted 3.6% over the last 12 months.

; /\ N\

60

55

(%)

) ” \/
3,
45
The ISM Manufacturing index is 5 |
40 bouncing around 50, suggesting
) stagnating manufacturing activity. The :
Services index, however, remains 1 Disposable Personal Income
35 strong. Personal Consumption Expenditures
2 3 8 ¥ 3 % 555 53888388 L 4 o 2 4 2 X % a2 LA e s s
o b N [ < Lol (=] N~ (<) [e2] o b N (32) < Lo ©
(o)) (o)) (o)) [o)] [o)] (o] (o] (o] (o)) o o o o o o o
4 o o =« +H +H +d4 +E4 494 494 & §& & & & & « 2 02 2 2 8 3 8 3 3 2 3 g2 3332383 8 8
— — — — i i i i i i N N N N N N N
Source: Bloomberg, Institute for Supply Management Source: Bureau of Economic Analysis
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How Likely is a Recession in 20077

® The sharp contraction in residential real estate activity that began in 2006 Household Net Worth and Savings
introduced additional downside risk for the economy in 2007. Historically, (a9 fE) A-QUIETHED S ErRE)

residential construction activity has been one of the more reliable leading o 650 12
economic indicators. Residential building permits are down 32% from their E 600 4 L 10
peak. Recessions have often followed declines of this magnitude. =
(3]
® Some economists believe that housing construction activity bottomed in e 250 [e <
the fourth quarter. This seems optimistic. Despite a 13% pullback in é =5 . 73’
residential investment, it remains 5.3% of GDP (estimated as of 4Q) and 7 &
well above the historical average level of 4.9%. Past investment busts 95 450 | L4
have taken this below 4%. An economist with Fannie Mae recently ° =
estimated that there is a 630,000 unit housing overhang, which is about a & 400 ) - » &
third of annual new demand. It seems residential investment has further to E The savings rate was negatve for the
o second consecutive year in  2006.
fall. i 350 Consumers still seem comfortable in allowing \ 0
® Still, US consumers are apparently undaunted. Since consumer spending = 200 as?et ?am? © ‘SUb?t'tuTe for sa‘vmg‘s' e —
makes up 70% of the economy, it will take a sharp slowdown in IR G S < B BB A - B~ I G SO = B
consumption growth to put the economy into a recession, and as shown on 2223323333332 33JKKLK

the prior page, there have been few hints of that occurring so far. == Net Worth as % of Disposable Income

Mortgage equity withdrawals are falling, but households have taken on  Source: Federal Reserve Savings Rate
more revolving credit and have liquidated financial holdings to keep

Residential Building Permits

spending growth in excess of income growth. Employment growth 3.0 The 2001 recession |
remains healthy, and wage growth is ticking up. Lower energy prices may || Building permits have been a good leading was driven by a
also support spending. economic |nd|ca.tor. 'Re'zcessmn; often followed contraction in business
o5l sharp pullbacks in building permits. investment.
® The resilience of US consumers makes a recession unlikely in 2007. 2
Households need to start saving more, but it probably won't happen in § \
2007. Some risks to this view include (1) a significant contraction in real s 20 ¥
estate prices, which has not yet occurred; (2) the bust in residential =
investment spilling over to other industries, hurting job and wage gains; % 15 |
and (3) reduced availability of cheap credit. 3
=
®  While a recession is unlikely in 2007, investors should not ignore the risk. i 1.0
Tight risk premiums suggest that the market has priced in almost no %
chance of a recession. If one were to occur, financial markets could be g X —
caught flat-footed. 0.5 The economy avoided a recession There was a drawn—oqt cor)trayctlon in thg
( mid/late 80s. A recession didn’t come until
A futures contract on whether the US experiences a recession in 2007 (as defined 0.0 ,?ffér ‘th‘e ‘d(‘)vtm‘tu‘r? ,m 19?6, — 19?0’ fo,lowm‘g afu‘rther‘shar? dete‘norat:on.
by two consecutive quarters of negative GDP growth) trades at Intrade.com. The © ® © o o 1 0o o9 9 ~ o ® © o o b
contract currently suggests about a 25% chance of a recession. § & 8 8 3 5 5 & & § & 8 8 8§ 8 S

Source: Bloomberg, US Census Bureau
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How Likely is a Recession in 20077 (cont.)

Case-Shiller Housing Index Real Estate Investment as % of GDP
8
25 Year-Over-Year Change (Through 10/06)
7
20 -
6 i
ilivA
i T
10 - \ A f NI A
— X 4
S & V 4 ,
5
Home prices are holding up fairly well so far. On 3
Pa = a year-over-year basis, the Case-Shiller Housing
0 "‘\ T i/ == index shows a 2.5% gain. However, the index 2 | Residential real estate investment has fallen from a peak of 6.2% of GDP
/ has experienced an annualized decline of 2.6% to 5.7% of GDP through 3Q06. It probably fell to 5.3% in the fourth
5 over the last 3 months. Futures contracts on the || 1 quarter. This remains above the historical average level of 4.9%. After
\4 index suggest that it wil show a 5% previous downturns, investment fell well below 4% of GDP.
e y-0-y decline by September 2007. | ol |‘“||“||‘H‘H“||“‘|‘|“H‘|_|‘|__|““H“|__|“ ‘ “H‘Ll“
S o4 o ¥ bW o ©~ 0o 9 9 4 o o % | 9 O M © @ N . O d S M O ® © o o W1 ©o oA <
o o o9 o9 o9 o9 o o o9 9 9 9o 9 9 9 9 D O 1O M © © © K~ K~ N~ © ® © O O O O O O
43 3 2 32 3 3 3 3 &8 &8 &8 & & &K 223 2232323233233 3 3% 3% 3% 3% 3 KK
Source: S&P Source: Bureau of Economic Analysis
Mortgage Equity Withdrawal Change in Non-Farm Payrolls
o .
1 As % of Disposable Income 400
10U James Kennedy of the Federal Reserve estimates 300 -
that mortgage equity withdrawals declined to 4.3%
@ of disposable income in the third quarter, which is 200 -
= :
8 8 1| the lowest level since 2003.
= %)
o e 100 -
35 6 - ]
2 5
8 (5] 0
o <
.g 4 =
5 -100 + The economy added a respectable 136,000 jobs per month
< 2 during the fourth quarter. A reduction in construction
-200 - employment will be a significant drag in 2007, but most
. economists expect other sectors to pick up the slack.
. -300
Rolling 4-Quarter Average 1) ™ ™ < <t < [T} T} T} © © ©
-2 ] < < < < < < < = < < < <
c > o c > =% c > =% c > =%
~ o ™ < ITo) © ~ 0 (o) o = [N [2) < L0 © g g $ g g % g g % g g $
| HEEER \onthly Change == Rolling 3-month Change ‘
Source: James Kennedy, Federal Reserve Source: Bureau of Labor Statistics
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The Dollar Resumed its Descent in 2006

- _ . . .
After rebpundmg in 2005, the dollar_ contmueq _|ts descent in 2006. It fell Cumulative Performance of the Dollar | Saudi  Arabia  has
11% against the euro and 14% against the British pound. The dollar rose 20 - . kept the  Riyal []

. . . . o . . W 2006 Mexico is the only major
slightly against the yen in 2006 after rising 15% against it 2005, but fell 10 wrading partner with a pegged to the dollar. | |
against other major Asian currencies. The trade-weighted dollar declined W last5 Years depreciating currency. ¥
5% for the year. 0 -

®  The US current account deficit worsened in 2006. It reached 6.8% of GDP 10 4
in the third quarter, up from an average of 6.4% in 2005. The deficit may & /
stabilize in 2007, especially if energy prices stay lower. While the US -20 1 china s allowd
continues to borrow massive amounts from the rest of the world, the net . o ema 5,”; oww;g !
investment position (US holdings of foreign investments less foreign appreciate slowl e

- 8 . . i pp Y. Thailand is trying to
holdings of US investments) improved again as foreign assets held by US -40 slow foreign capital
investors substantially outperformed US assets held by foreign investors. =0 inflows.

B China and other Asian central banks have amassed huge reserves, with S Bl& g B § 8 g s & B|3 S|2

. . e . . [=] o [=] =} I
China’s reserves exceeding $1 trillion. In order to prevent their currencies g gl ¢ Ty = — O A 2 g |3
L . . s a c = @ a = I c o = c = o
from fully appreciating against the dollar, foreign central banks have & o|g ¢ 5|5 &8 ¢ € 5 F|E& 2|
. . . x = (o
continued to use their reserves to buy mostly US dollar assets. Also, while Europg g g g g 5 N s 8 g 0
higher oil prices have hurt consumers, the recycling of petrodollars back S ” = & Ol
into the US has helped keep domestic interest rates low. While central  Source: Bloomberg Americas Asia Exporters
banks may begin diversifying their reserves, the dollar seems unlikely to
lose its position as the world’s reserve currency. Many Asian countries are Net International Investment Position and Current Account Balance
reliant on the US to purchase their exports, and central banks would rather 25 . . . N 5
lose money on their reserves than risk their economic growth The US net intemational investment position
y g ) = 20 1 likely improved in 2006 because US holdings T4
o L °
= While the euro appears overvalued, it would not be surprising for it to 2 159 of foreign investments performed much better | = +-3 o
. . . o 10 than foreign holdings of US assets. This in 2 8
continue to face upward pressure due to the fact that many Asian countries o part was due to the weakening dollar. <
continue to resist allowing their currencies to rise to fair value. Reserve = 57 1 2 o
diversification may put further upward pressure on the euro. The yen may EF 01 0 30
be poised for a rally. It is nearly 20% undervalued on a purchasing power § © s \ / -1 § 9
parity basis. It may also be a beneficiary of reserve diversification from = ; -10 L2 e S
Asian banks. Investors must be cautious in making an allocation to the g 15 \ / | 3 2
, S 7 5
yen, however. Since US cash rates are 5% above Japanese rates, the = 0 L 4 O
yen must appreciate 5% just for investors to break even. S 5 | mmmmNet International Investment Position 5
® The dollar seems likely to continue to fall. A continued slow bleeding, = 80 | ——current Account Balance \\ -6

increasingly against Asian currencies, is probable. However, a hard -35 =7

term, if this should happen, it could lead to a spike in interest rates and a
sharp reduction in global liquidity. We continue to recommend that
investors diversify into foreign currency-denominated assets.

landing of the dollar remains a serious risk. While unlikely in the near- PR L IIIB IS I I 88 3@
o)) o)) (o)) (o)) (o)) (o)) (o)) (o)) (o)) (o)) (o)) (o)) o o o

— — — — — — — — — — — — N N N g

o

N

Source: Bureau of Economic Analysis, 2006 net IIP estimate from Brad Setser, RGEMonitor.com

HammondAssociates 14

NSTITUTIONAL FUNI NSULTANTS, INC



Hammond
Fourth Quarter 2006 Research Report

The Dollar Resumed its Descent in 2006 (cont.)

Relative Purchasing Power Parity of the Euro and Yen
(Real Trade-Weighted Value Versus Average)

2006 Current Account Balances by Country / Region

The euro continues to appear overvalued and

the yen remains undervalued. However, low
interest rates and relatively slow economic
growth continue to act as a drag on the yen.

30 1

($ Billions)

Bolstered by high energy prices, the
combined current account surpluses of
Russia and the Middle East surpasses that
of China and Japan combined.

As a counterpoint to America’s massive
current, account deficit most countries and
regions are running a current account surplus.

S ¥ R @ ® 2 ¥ FT L YL YT LYY Y I Q8 us Latin  Europe Russia Middle China  Japan Other
22 3 2223322323 3232 KR KKK America East Asia
Source: JP Morgan Source: IMF
US Income Receipts on Foreign Assets Less Global Interest Rates
Foreign Income Receipts on US Assets 6
14
1.2 A 5 — \
1.0 A I\/\A \
vy 4
/
~ 0.8
(o] ’\5\ 3 -
9 0.6 - < Interest rates are supportive of the dollar against
o : . . the euro and yen. However, both central banks
© Our net income receipts turned negative for d iahten f ,h in 200 hich
S 0.4 { the first time on record, meaning that we are 2 - ar_ﬁ e)(;pecteh todtlg ten further in 7, whic
now paying out more on foreign liabilities A will reduce the advantage.
0.2 - than we are receiving on foreign assets. This A
balance is likely to worsen significantly in \/ LY \ 1
0.0 { coming years as we continue to borrow . . . . . .
substantial sums from the rest of the world.
-0.2 0 T T T T \ \ \ \
2 @ 8 33 ¥ e @2 @ 3 5 8 99 35 g 383 25 3mo 6mo lyr 2Yr 3Yr 5yr 7yr 10yr  20yr  30yr
()] ()] ()] ()] ()] ()] ()] ()] (o)) ()] (o)) (o)) (o)) (o)) o o
i i i i i i i i - - - - - - N N . —Germany —UK —Japan US
Source: Bureau of Economic Analysis Source: Bloomberg
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Robust Earnings Growth and M&A Activity Drove Domestic Equities Higher

® The S&P 500 had a very strong year, earning 15.8%. The index is PJE History for the S&P 500

benefiting from continued double-digit earnings growth. Reported earnings 50

jumped 16% for the year. As we have pointed out before, much of the _ Normalizing  earnings
increase in profits has come from margin expansion. The profit margin on Based on reported earnings, removes much of the
he i . 0 he hi ical h is th Fhe P/E ratio for the S&P '500 cyclicality from reported
the index is now 52% above the historical average. The bad news is that 40 { | is near the average level since nnings

profit margins tend to be mean reverting. Based on our normalized 1956. Based on normalized 9

earnings measure, which assumes that profit margins return to average, earnings, the P/E ratio is 47%

the P/E on the index remains very high at 25. 30 || above average.

®  Equities also benefited from rising corporate activity. Corporations are
using a substantial portion of their record profits (and sometimes additional

debt) to buy back shares. M&A transactions are accelerating sharply, AVs
encouraged by easy credit and rising commitments to buyout funds. They
topped $1.6 trillion in 2006, a 36% increase over 2005. 10
" As for 2007, we wouldn't be surprised to see stocks have another strong Normalized Earnings V'
year. Excess global liquidity and high profit margins are supportive of Reported Earnings
equity markets over the near term. However, the good times won't last 0 -
indefinitely. Eventually profit margins and valuations will revert to more § § § § § g E g § g § % § § § § <8r
normal levels. We expect a real return on the S&P 500 of only 2% to e i e R T T O ¢
4% over the next decade Source: S&P, Hammond Associates
S&P 500 Annual Earnings Growth Net Flows Into Domestic Non-Financial Corporate Equities
80 100
S&P estimates that reported 0
60 - earnings growth will decelerate to
o
7% in 2007. e 5
40 - T
N
-200 T
20 ® =
e S -300 Through buybacks and M&A activity, non- --3 9
= 0 E financial corporations returned an estimated 9
-400 $600 billion to stockholders in 2006, which L 4 3
represents nearly 5% of market %
-20 BN Operating Earnings 500 cap[tgllzatlon. Thls reduction in .s'upply of L5 ¢
R ted Earmi equities has provided support to pricing.
=—&— Reported Earnings
-40 - -600 -6
-60 -700 -7
o L) N [92] < o (] N~ o0} (o)) o - N (92] < Lo [(e}
AR EEEEEEEEEEEEE: $855 8888853558888 S
— — ] ] ] ] - - i i I I I I I I I - - i - - i - i i - N N N N N N N
Source: S&P Source: Federal Reserve
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Large-Cap Growth Poised to Outperform in 2007 and Beyond

® Based on Russell style indexes, small-cap value stocks were the best Valuation Premium of Growth to Value
performing style in 2006 (23% return), while large-cap growth was the 45 1 Growth £ — ]
worst (9% return). Large-cap value stocks were close behind small-cap oW EXPENSIVE || The Russell 1000 Growth index has A
value stocks. Small-cap value and large-cap value stocks have 4.0 underperformed the Value index by

tperformed large-cap growth stocks for seven consecutive years. While 2:9% annualized since the end of
OUP . g pg R y ) . 1979, suggesting that growth’s
calling turns in style performance is difficult, large-cap growth leadership 3.5 - average premium has been too high.
seems likely to return soon.
. ) 3.0 -

® Investors currently are not willing to pay enough for growth. The valuation
premium for growth relative to value is well below average. In addition, 25 -
small-cap stocks appear expensive relative to large-cap stocks. According A M ‘V\(\.\ IW / W’\
to Bloomberg, the trailing P/E ratio on the Russell 2000 index is 38, 2.0 ‘\v,l\/\ \ \V___\
compared to 18 for the S&P 500. —P/B \\_\
. . . 15 —

® Historically, we have urged clients to overweight small-cap stocks and PIS N
value stocks within their domestic equity portfolios. However, valuations o Growth Cheap | | | | | | | | | |
no longer support this position. We recommend that investors o d ® w 9~ o «9 ® w»vw ~ o o © 1

- - - - No® ® ® ® ® 9o 9o 9 9 &9 & 9 9
overweight large-cap growth stocks, with a particular emphasis on S g S 3 S 3 3 S S g S S S S
high quality growth stocks, and underweight small-cap stocks and s = i o b OR 0” o o o o 0o o o o o 0
large-cap value stocks. ource: bloomberg, Russe

Relative Valuation of Quality Valuation Premium of Large-Caps to Small-Caps
G Growth Stocks to the S&P 500 2.3
© T ; ; ] . The valuation premium of large-caps —
Quality Expensive Quality growth stocks are usually large (often 21 1 Small-Caps Cheap || to small-caps is near the average 'Y P/B
15 multl_natlonal) companies  with stablet growing since 1979 based on P/B and PIS. =—PpP/S
earnings. 'They also tend to have sustainably high 19 However, this average should've
profit margins, strong balance sheets, and low debt. : been higher because large-caps
1.4 { An added benefit is that they are less risky _than T have outperformed since then.
the market and, as such, should hold up relatively .
1.3 4 well during a downturn.
1.5 -
1.2 4
1.3 - o A
- ° \'\V‘

11 vV \I\,J 1.1

1.0 Historically, quality stocks have traded at a 0.9 - Based on P/E and P/CF, small-caps look far worse

_ premium to the S&P 500. They currently ) because their profit margins are much lower than

Quality Cheap trade at similar valuations. 0.7 1| Small-Cap Expensive those for large-caps.

O N o . ; - ™ 0 ~ o - ™ [7s) ~ o) - [2) 7o)
8 58 @ RN RRRERI BI 32 23865833 3 8 % ® @ o ® o 9 @ @ O Q Q 9
o O O O O O O O O O O O O O O O O O O O O [ S S S S S S S S S L L & & N & ]
— — — — — — — — — — — — — — — — - — N N N <] (] (] (] (] (] (] () () () () () () ()

(o] (o] (a] (o] (o] (o] (o] [(a] (a] (a] (a] o (a] o

Source: GMO

Source: Bloomberg, Russell
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Will International Equities Maintain Their Performance Advantage?

Global Equity Performance Over 10 Years

® International equities had another great year in 2006. The MSCI EAFE 300 < (In US$) " .
index outperformed the S&P 500 by more than 10 percentage points US  Europe|Emg Mkts Europe 1‘525/:
(26.3% vs 15.8%). Most of the outperformance was due to the weak 250 10.7% 6.2% | 26.6% 14.9% e
dollar. In local currency terms, the MSCI EAFE index only outperformed = 1 Emg Mkts Japan | Japan  US 9 2%
by 70 bps. Emerging equities outperformed the S&P 500 by more than 16 o -5.8%  -8.1% | 13.5% 6.2% us
percentage points in 2006. Less than four percentage points of the © 200 - 8.4%
outperformance was due to dollar depreciation. %

(]

®  Currency is unlikely to add much value to developed market equities in the = 150 "‘v v‘\\:’\ S
coming years. While we expect the dollar to continue to weaken on a § M W,/AM 2204
trade-weighted basis, the case for it weakening against European Q 100 - ‘ ‘ M\ ‘ / ‘ ‘ ‘
currencies, which make up 70% of the MSCI EAFE index, is less W “\m
compelling. Both the euro and the British pound appear overvalued. The =
Japangse yen, WhI.Ch. represents 20% of the EAFE index, has the most © S © 2 9 = X B g 10 Q
potential for appreciation versus the buck. 8 2 ) 8 o ) S o S S S

® On a valuation basis, international developed markets remain modestly ° ° ° —DS&Psoo = _DMSCIDEWO eo ° °
more attractive than the domestic market. Like in the US, earnings in p'

Europe are booming, and European equities trade at a P/E of only 15. On ——MSClJapan ~ —— MSClEmerging

a normalized basis, the P/E is far less attractive at 21, but it's still a 16% _

discount to the normalized P/E on the S&P 500. Japan is a tougher call. . Global Valuations .
Valuations appear very high, but Japan has not enjoyed the sharp increase Emerging market equities
in profitability of other markets. Japan probably has more upside than 21.2 are now more expensive
other developed markets if the economic recovery continues and 20 than European equities.

profitability improves. However, Japan has burnt optimistic investors many
times over the last fifteen years. Overall, we still favor international
stocks over domestic stocks. We expect the MSCI EAFE index to
continue to outperform the S&P 500 in the coming years.

® Emerging market equity valuations are an increasing concern, as
they have converged with those of developed markets. At the
beginning of 2003, they traded at a 30% discount to the MSCI World index
based on P/B. Now, they only trade at a 5% discount. One can argue that
the transformation in emerging market economies since the Asian crisis
justifies higher equity market valuations than those for developed markets,

but we are cautious. Emerging market equities are likely to continue to be MSCI US MSCI Europe MSCI Japan MSCI Emerging
a high beta play on the world economy and equity markets. s
Source: MSCI B P/E Trailing OP/E Forward Operating B P/CF B Dividend Yield
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Will International Equities Maintain Their Performance Advantage? (cont)

Premium / (Discount) of MSCI Emerging Markets to MSCI World IMF - World Economic Growth Forecasts

e Price-to-Cash Flow 7372

Global economic growth is expected to

| ==——Price-to-Book 7 be strong in 2007, with emerging — m2006 (e)
Price-to-Earnings /- markets leading the way once again. m2007 (f)
6
5.1 4.9 This forecast was released

in September before the
severity of the housing
correction was known.

(%)

-60 The valuation discount of emerging market stocks to
developed market stocks has nearly been eliminated. 1 || World growth is based on purchasing power parity, which gives a
-70 While the economic growth of emerging markets may larger weight to China and other emerging market countries. In
justify higher valuations than in the past, they should o | US$ terms, growth is expected to be 3.9% in 2007.
80 still trade at a discount due to higher risk. )
© g . o = = = = = o © World us Euro Area Japan Developed  Emerging
§ % % % § S § § § § § Asia-ex Markets
Source: MSCI Source: IMF Japan
Return-On-Equity for Global Markets International Valuations
25 | Based on ROE, the profitability of European 30 —{ W Large-Caps As in the US. international small-
countries has surpassed that of US companies. ' . .
- ; ) L m Small-Caps 25.4 | caps appear expensive relative to
20 | This has occurred in spite of the sharp appreciation larqe-cans. especially in Europe 23.3
of the euro over the last 5 years. 9 ps. esp y pe.
15 | 21.2 19.7 20.0
/\ 18.1
g 10 Svaf ~— 13.
= J %\,-
5 1
0 The profitability of emerging markets is sensitive
Il to commodity prices. Energy and basic [ ' " |/ '
materials make up about a third of the index.
-5
n ~ (o] ol ™ n ~ [o)] b ™ o N~ (2] — ™ Lo
5 5 o5 8 3 8 3 383 & & &8 & &8 8 8 8
A d d d «+d +H «+* «+H «+H +H «+€H € =€ «& « « P/CF P/E IBES FY1 PIE PICF P/E IBES FY 1 PIE
= MSCI Emerging Markets == MSCI Europe Europe Japan
Source: MSCI MSCI Japan —MSCIUS Source: MSCI, S&P/Citigroup
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Real Assets: REITs Surged, Commodities Stumbled

REITs earned 36% in 2006 and 24% annualized over the last five
years. Valuations are reaching dizzying levels. The dividend yield on
REITs is only 1.4 percentage points above the real yield on long-term
bonds, which is a record low. Green Street Advisors reports that
REITs are trading at a 7% premium to net asset value.

The buyout offer of Equity Office Properties, one of the largest REITs
in the world, by Blackstone Group added fuel to REITs during the
qguarter. Blackstone’s offer was at an 8.5% premium to the market
price. (As of this writing, there are rumors of a higher bid coming
from a second group.) The offer supports the argument that REITs’
run is being driven by real estate fundamentals and may still have
legs. However, one must take caution from Sam Zell's (the founder
and CEO of Equity Office Properties) decision to sell.

Overall, the pricing of REITs probably reflects the pricing of the
underlying real estate. With capitalization rates on core real estate
below 6%, it's hard to get excited about this sector. We continue to
prefer implementing real estate through value-added strategies.
Through their potential to make operational improvements, we
believe they can still offer reasonable risk-adjusted returns.

Timber is becoming more attractive on a relative basis. Timber
should be able to yield nominal returns of 8% and more aggressive
managers may be able to top 10%, which is in-line with value-added
real estate, while offering low correlation to other strategies. While
end-use pricing is very weak and the decline in the residential
construction is a concern, 2007 may be an attractive entry point for
timber.

Commodity futures indexes had a tough year. The energy-dominated
GSCI shed 15.1% during the year. The broader DJ-AIG index eked
out a 2% return for the year after a 5% spike in the fourth quarter.
Contango continues to be a drag. For the year, the DJ-AIG index had
a negative roll yield of 17.6%. Spot prices were up 14.8% in 2006.
With many commodity futures still trading at significant premiums to
spot prices, we do not recommend passive exposure to
commodity futures.

Yield Premium on REITS Versus Real Long Bond Yields

8
7 [}
“ The vyield premium on REITS to real bond
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Commodity spot prices surged 15% for
60 4 [ the year, but the DJ-AIG index only
returned 2% as a result of contango.
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Buyout Commitments Reached $160 Billion in 2006

Led by mega-sized funds, buyouts have been strong performers, and they
continue to raise substantial capital. Commitments reached $160 billion in
2006. Combined with cheap, easily-available debt, funds have been very
aggressive in putting capital to work. The valuations of buyout transactions
are a significant concern. Mid-sized transactions are being done at over 8x
EBITDA versus 6x in 2002. Large public to private deals are at 10x to 12x
EBITDA. ltis hard for us to get excited about these types of transactions.

Venture capital returns remain disappointing as IPO activity is still weak.
Venture-backed IPOs totaled $5.3 billion in 2006, only modestly above the
$4.5 billion in 2005 and a fraction of the $25 billion raised in 2000. VC funds
raised $25 billion of new commitments in 2006, which was virtually the same
as 2005. It remains to be seen whether this is the “right” amount of capital.

The increase in defaults anticipated by distressed debt managers failed to
materialize in 2006 and credit spreads remained low. While an increase in
default rates seems inevitable in the coming years, there is an abundance of
capital on the sidelines, both in private equity and in hedge funds, waiting for
opportunities to arise. As a result, the next cycle is not likely to be as
rewarding as the last.

Global Buyout Activity
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Private Equity Performance
(As of June 2006)

Led by mega-sized funds, buyout funds are posting strong
returns, with a 16% gain for the three years ended June.
One driver of return has been solid company performance,
but the increase in multiples has been just as important.
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Hedge Funds: 2006 in Review

® Event Driven strategies led the way for hedge fund investors in
2006. M&A activity remained at a fever pitch, activist investments 18
proved to be fruitful for most, and many established distressed 16

securities positions (such as Enron) made significant distributions n m 2006
throughout the year. Increased leverage coupled with solid base
returns allowed the strategy to lead the way in 2006. With -2
corporate balance sheets flush with cash, and with expectations 10
that earnings yields will remain significantly higher than the cost of |
debt, driving demand from large buyout funds, there is a good
chance that this will continue into 2007. |
® Emerging markets exposure also proved to be a major story in

Hedge Fund Returns

B 40 15.8
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2006. Increased liquidity, US dollar weakness, a commodity bull -
market, muted volatility, and depressed expectations for US assets 0 -
all worked to drive demand for emerging markets securities. The HFR HFR Equity HFREquity — HFR HFRFoF  S&P500
liquidity hiccup in May failed to concern investors and exposure to Convert D'S"esseo' Hedge  Market Merger Arb
the emerging markets continued to accelerate. The HFRI Emerging Neutral
Markets (Total) Index finished 2006 up 25.1%.
® The demise of the hedge fund registration rule in the US and the Notional Value of Credit Default Swaps
collapse of Amaranth dominated the press throughout 2006. The =Y
former impacted the hedge fund marketplace by making many of
the better hedge funds less liquid. Further, registration didn’t 251 The credit default swap market confinues to explode.
address the smaller funds, which tend to be where the majority of The market has increased 10-fold over the last three

frauds occur. Amaranth turned the term “multi-strategy” into a dirty A years. Credit default swaps are similar to put options

d. H A th hooefully opened investors eves to the @ on equities. For an upfront premium, they allow the
wora. oweve'r, margn ) p u y p nv y k=) 15 buyer of the protection to sell bonds that default to
need for analyzing risk in conjunction with returns. = the seller of protection at par value. Hedge funds are

) ] Ty very active in these instruments.
® The most important story of 2006 may be that it was the “Year of 10
Leverage.” Increased liquidity and low volatility emboldened
investors across the board to increase their leverage. The rapid 5 |
adoption of 130/30s (long 130% / short 30%), portable alpha, and
various credit derivatives, combined with massive amounts of 0
capital available for large, leveraged buyouts, have worked to 8838888888833 33888888
B = o (8] = = o (8} = = oL (8] = = o (8] = = o (8] = =
accelerate leverage like never before. 538853885288 522853z28¢8;5
Source: ISDA
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Active Managers Struggled in 2006

® Active mutual fund managers had a brutal year. The median active % of Surviving Morningstar Mutual Funds that Outperformed Their Index
manager underperformed their respective index in every equity asset (as of 12/31/06)
class shown to the right except for emerging markets stocks (and 1 Year 3 vears 5 Years 10 Years
just barely outperformed there). The index ranked in the top P—— - o - o o
quartile in five of the ten asset classes. One reason is high absolute €T ass ndex (%) (%) (%) (%)
returns. The 4% cash position of the typical active manager had a |US Large-Cap Growth Russell 1000 Growth 33 53 55 62
negative effect. Of course, since these are mutual fund universes, || ,g Large-Cap Blend S&P 500 22 38 43 33
fees also had a substantial impact.

- . . US Large-Cap Value Russell 1000 Value 6 11 11 15

® Small-cap managers significantly trailed the Russell 2000. This was 9 P
partially due to distortions in the index from the reconstitution on |US Mid-Cap Blend Russell Mid-Cap 33 20 19 48
June 30. Typically, the. index takes a performance hit |n.June as |,g Small-Cap Growth Russell 2000 Growth 31 43 50 82
hedge funds and other investors attempt to front-run the indexers.

This year, however, the index received a boost from reconstitution. [US Small-Cap Blend Russell 2000 17 48 56 77
Stocks leaving the |ndex_ outperformed those t_anterlng. This added US Small-Cap Value Russell 2000 Value 6 18 29 35
about one percentage point to the return of the index on June 30.

" Value managers performed worse relative to their index than blend International Large Cap MSCI EAFE-Net 33 87 38 57
and growth managers. This is not too surprising. Most active style |International Small-Cap S&P/Citigroup EMI-EPAC 24 36 32 84
managers are not as pure as style benchmarks. Therefore, when a E ina Market Equiti MSCI EME 5> 43 49 5>
particular style is outperforming, it is tougher to keep pace. Active |EMerd9ing Market Equities

Managers in red underperformed their benchmark and numbers in blue outperformed their benchmark.

growth managers have performed better (albeit still below the index) Numbers in bold red indicate that two-thirds of managers underperformed their benchmark and numbers in

Source: Morningstar,

since the style has underperformed. PerTrac bold blue indicate that two-thirds of the managers out-performed their benchmark.
2006 Performance of Morningstar Relative Performance on June 30
Category Averages to Benchmark of Stocks Entering and Leaving Russell 2000
1 .| EEEEE Excess Return il ~ 6
—— Avg Expense Ratio (Inverted) e\i 3.8 4.3
0 T T T = | 0 o O 4
o8
-1 11 ga 2
= s 2% o
S -2 | L2 & c 7
c o 8 03: 2 1| The stocks removed from the Russell
3 -3 +3 & Qo 2000 outperformed on June 30 before
& nqi E = -4 { | they were removed. They subsequently
o -4 Expense ratios | 4 s S 5 underperformed the index by 5.5 -4.0
o explain the bulk o 5 2 © 1 | percentage points in the third quarter.
2 -5 1+ Small-cap value managers underperform_ed of the under-f2 X a8 g 6.7
w by more than 7.2 percentage points, which i ©
: ; performance for @
6 1|is 5.7 percentage points beyond the some asset | 6 Stocks Promoted | Stocks Deleted Stocks Demoted | Stocks Added to
7 | | expense ratio. This is partially because classes. | - to the Russell 1000| from the Russell | from the Russell the Russell
they tend to be underweight REITS. Universe 1000 Universe
& . 2 Stocks Removed from the Russell Stocks Added to the Russell 2000
USLg USLg USLg USMid USSm USSm USSm IntlLg Emerg 2000
Growth Blend Value Blend Growth Blend Value Blend Mkts
Source: Morningstar Source: Prudential
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