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Report Overview

Goal of the Quarterly Research Report

The whole point of providing advice for a living is to give good advice. We believe good advice is rationally deduced, thoughtfully
considered, and grounded in scientific process. This means we must avoid focusing on the short term which always plays out
randomly and unpredictably, and instead look forward over the long term where we can achieve a reasonable degree of
certainty. We must create a balance between action and inaction in order to offer truly useful, actionable advice.

We believe a top down view of economic and capital markets conditions is the appropriate starting point for institutional
investors managing either long term or perpetual pools of assets. Thereafter appropriate courses of action can be formulated to
capitalize on long term trends and implemented through investment managers.

History tells us aggregate risk exposures are the primary drivers of returns, and therefore should warrant the bulk of planning
efforts. This is the goal of this report, to educate our clientele and help make the best policy decisions possible for their unique
return needs.




Report Overview

Wurts & Associates’ Philosophy on Strategic Asset Allocation

We believe the most important service a consultant can provide its clientele is guidance in structuring an asset allocation policy
that not only incorporates unique return needs, but is reflective of prevailing macroeconomic and capital markets conditions. In
our estimation, static portfolio structure is an ineffective means of managing risk and achieving goal returns. So we believe
dynamic portfolios are necessary. The challenge of course is judiciously responding to changes in capital markets while avoiding
fruitless market timing activities.

We believe market timing can be defined as any action designed to capitalize on short term movements in capital markets, or an
implicit attempt to anticipate changes in investor sentiment. This of course is not a systematically achievable goal.

Instead we believe a straightforward approach of marginally shifting away from expensive assets and into cheap ones offers a
means to systematically outperform a static approach to asset allocation. We do not see this as market timing, but instead view
it as simply taking a rational long term approach to investing. This philosophy could be perceived as contrarian in nature as
opportunities are invariably created when investors flee certain asset class, and vice versa. However, this is merely a coincidence
that results from our process, which is far more thoughtful.

When formulating our views and recommendations, we strive to be objective and scientific, focusing on equity valuations, fixed
income yields, credit spreads, inflationary expectations, government policies, and overall macroeconomic conditions in relation
to historic norms and averages. We believe this approach not only serves to maximize expected returns through the acquisition of
attractively priced assets, but also minimizes downside potential by avoiding lofty valuations that inevitably correct.

Because capital markets conditions are ever changing, our opinions will be ever changing as well, meaning the market dictates
the pace of change in asset allocation policy, not any arbitrary timeframe.
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Major Asset Class Returns

Major Asset Class Returns Over the Last 1 Year - Mar. 09
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The flight to safety continues to
dominate relative returns of major

asset classes.
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Major Asset Class Returns Over the Last 10 Years - Mar. 09
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The Behavior of Bear Markets Within Recessions

When viewing recent events in an historical context, one
must consider the possibility we may have already seen the
worst of the current bear market.

Real earnings have dropped by about 5 times the historic
average and more than seen in the Great Depression.

Schiller PE ratios have already fallen to the average low at
the bottom of a recession (12) and lost more than twice
their average value (i.e., a 54% decline in PE ratio).

PE ratios have already recovered 17% from their recent
lows and are in line with historic averages for recoveries
from recessions.

Still though, it seems a little bold to declare the bear
market over based solely on historic averages.

Percent Change in Schiller PE Ratio at Various Stages of a Recession
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During normal market conditions, the majority of investors’
return from equities comes from dividends and earnings growth.

» However, during times of market stress, the most dominant
factor in equity returns is valuation, which can materially effect
returns for as long as a decade.

* So in the current bear market we must be cognizant of
valuations and the forces that drive them.

* An examination of history tells us the current bear market has
already hit average valuations for a market trough, but also that
it is currently near recovery valuations.

» So the question remain as to whether we will re-test recent
lows, or even see PE’s in the single digits. Though we cannot say
for sure, it seems unlikely given historically low interest rates, at
least not on a sustainable basis.

The Relationship Between Interest Rates & PE Ratios (Since 1960)
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What Really Drives Bull and Bear Markets?

Schiller PE Ratios During Various Stages of a Bear Market

2001 Bear Market
Source: Yale/Schiller, Wurts & Associates
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Rolling 10 Year Composition of S&P 500 Returns
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Not that it’s a surprise to anyone, but the US economy
continues to recede at a rapid pace. Consumer spending is
dropping and corporations are reducing their supply of goods
at an even faster pace.

e This is an unfortunate self-fulfilling prophecy; i.e., as
businesses forecast lower demand they fire workers thereby
creating lower demand.

* Unemployment is rising rapidly and has nearly doubled year
over year moving from 5% to 8.5%.

» The trick to reversing the course of a recession is not only to
stimulate demand, but to ensure everyone believes higher
demand is on the way.

e This is the primary impetus for all government fiscal and
monetary stimulus.

The Economy Continues to Recede

Year over Year Economic Snapshot as of 4Q '08
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Uncertainty Abounds

Accurately forecasting economic activity at the national level
is never an easy task, but doing so during these
unprecedented times is all but impossible.

Uncertainty abounds within the government, which is obvious
through an examination of various economic forecasts made
by the Congressional Budget Office (CBO) and the Office of
Management & Budget (OMB).

Forecasts for GDP and the budget deficit differ to the tune of
hundreds of billions over the next four years; unemployment
differences amount to an average of 1MM jobs.

In the context of recent events, it is not the absolute value of
these differences that is interesting, but their size in
relationship to recent fiscal and monetary stimulus.

They are but a drop in the bucket.

Congressional Budget Office vs. Office of Management & Budget
About $100 billion per annum difference in estimates.
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A 50,000 Foot View of Government Stimulus & Bailouts

Government Funds Committed to Stimulus & Bailouts

When looking at overall government efforts to stimulate 6,000
the economy, the numbers seem utterly staggering.
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Is the Age of the Consumer Coming to an End?
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A common concern nowadays is the potential end to the
dominance of the US consumer in lieu of increased government
spending.

The logic behind this concern is very simple - the government
is inherently far more wasteful in its spending habits than
individuals, which would detract from overall societal wealth.

An analysis of government budget and tax estimates for the
next decade indicate there is some merit to this concern.

It appears the tax burden of individuals will rise substantially
to pay for heavy increases in government spending.

Although the government’s share of GDP seems poised to rise
to historic levels, the percentage increase is not that large in
an absolute sense.

Also keep in mind the error in these sorts of estimates is large.

Consumer and Government Spending as a % of GDP

Government spending has trended lower and consumer
spending higher over the last few decades.
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CBO’s Estimate of President’s Budget:
12 Individual Income Taxes as a % of GDP

This amounts to an increase of about 60% over
the next decade which appears to be slated to
cover additional government spending.
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» Conventional wisdom tells us capital markets are rapidly de-
levering. We can infer this due to the collapse of credit
markets and the falling leverage in the hedge fund industry

» However though, one must wonder if we are really seeing a
de-levering at the societal level, or just seeing leverage shift
from one segment of the economy to another.

e Though it is impossible to know the future, it seems as if this
is the case.

e Government borrowing has all but supplanted private and
corporate borrowing over the last year, and there are trillions
more on the way potentially.

e On top of this, the CBO currently estimates Federal debt to
reach post WWII levels within the decade.

Historic All Outstanding Federal Debt as a % of GDP
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Are We Really De-Levering, or Simply Supplanting Leverage?

Dec. '07 - Dec. '08 Change in Annual Borrowing Rates ($'s, Billions)
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Keep in mind these numbers are only estimates of the future.
Nonetheless though, it looks as if government debt is on the rise.
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An examination of inflationary expectations via the TIPS
(Treasury Inflation Protected Bond) market leads us to
believe market participants are being far too short sighted
in their inflation expectations.

Currently implied inflation expectations have very rarely
been seen in American history, with the majority of those
observations being seen during the Great Depression.

On top of this we have the trillions of dollars in government
monetary and fiscal stimulus as discussed on prior pages.

Last it would be unheard of for the recent spike in the
monetary base to have no effect on inflation going forward.
The economic relationship between them is undeniable.

We cannot help but believe TIPS therefore remain cheap.

Rolling 10 Year Growth in Monetary Base vs. Inflation
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Rising Inflation Seems Inevitable

Inflation Expectations (Nominal less Real Treasury Yields)
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With all the government monetary and fiscal stimulus in
motion, it seems unreasonable to expect inflation rates
to stay at historic lows over the next 5 to 10 years.

0.3

-0.2

m5 Year Implied Inflation

m 10 Year Implied Inflation

-2.0

Dec-07 Dec-08 Mar-09

Source: Federal Reserve, Wurts & Associates

12

10

w' Source: Ibbotson

Rolling Five & Ten Year Inflation Over Time
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From an historical standpoint, currently implied
rates of inflation seem extremely unlikely.
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