Perspectives on 2009 and Beyond
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Introduction
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decade of the 2%t century, suggesting that things might even get worse.

They did, and then they got better in 2009, but not good enough to bring the decade into positive
territory. We have just experienced the worst U.S stock market decade in the past 8 decades, starting
in the 1930s.

In this end-of-year commentary, | examine the past year and the past decade, placingthem into
perspective relative to the long run history of our stock markets. | discuss both domestic and foreign
stock markets.

The U.S. Stock Market

The U.S. stock market, as measured by the Stocks, Bonds & Bills in 2009 & Beyond
S&P 500, earned B.5% in 2009, rebounding 30 1 PP
from a 37% loss in 2008This recovery was 25 at

not enough to restore previous losses,

however, 0 Owbl z Y1 wi 6E1 Ew0i | ME[|MEEET wpPUI w
an average annualized losson the S&P of 15 1
1% peryear, well below the 84-year long
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term average return of 9.8% per year. By
contrast, bond performance for the year S
(4%) and the decade(7.4%) was in line with 0 - 3 |
historical averages (6.1%), as was inflation _ [LS&P500  CitiBonds  T-Bills Inflation
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mattress, with Treasury bills yielding B 84 Years 08 61 37 31

0.15% for 2009.

Of the eight calendar decades for which we have datagtuN+ Y U O uilre]200§skkedeAh® worst

performing, although they were not the worst 10-year period ever. The following chart shows the

returns of the past eight calendar decades, as well as the best and worst 1{§ear periods ever. There

have beenworse times than the 2000s: the S&P lost 5% per year in the 10 years ending August 31,
1939shown in the graph), and we just experienced the worst real (return net of inflation) 10 -year loss

in the period ending February 28, 2009(not shown). Did you feel this February, 2009 los® That

decade brought real cumulative losses of 49%, or 6.5% per year. No wonder we feel poorer( Uz UwWET |
awful.
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Delving deeper into the details, the next graph shows in red how the individual years of the 2000s
fared historically. Also , shown in green are the individual years of the previous decade, which as you
can see from the graph above wasa very good decade. Years like 2008 have happened before, but
fortunately not very often; 1931, 1937 and 1974were the only other years with real losses in excess of
30%. Note also that only three of the past ten yearst 2003, 2006 and now 2009- were reasonably
good. By contrast, you can see how good thegreen colored 1990s were.
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Investors would have been better off in bonds or Treasury bills than in stocks. Do you think the next
decade will be better, or bring more of the same?Where can we investand be safe? One place that
would have helped in the past decade was foreign markets, which returned more than 6% per year,
although they too suffered 2008 losses.

The ride to disappointment has been bumpy. First the bubble burst in the three years 20002002, and
from there the stock market clawed its way back so that investors had earned an average 3.5% per
year return for the decade-to-date as of October of 2007. We were back even with inflationfor the
decade-to-date. But then the next 16 months took dl of that back, and more, with the S&P
plummeting 55% from 11/1/07 through 2/28/09.

As painful as those 16 months were, we can still learn from this experience. This is the kind of period

that serves to stress test those investments that are supposed to be good defensive plays, and to

evaluate how well our professional investment managers havel | OEwUx 3 w61 z YI wOEEIT w
ground in 2009, but there are plenty of reasons to not be sanguine. In the following we review various
market segments and strategies, to show what worked in the year 2009 andin the decade, and what

did not. What sectors, styles, and countries have performed best and worst? The bottom line:

everything worked in 2009, and only growth stocks failed for the decade. The real questions of course

are all about the future; an understanding of the past should help.

The Year 2009

As the exhibit on the right shows, every Style Returns in 2009
investment style had substantial gains in 2009. 70 - i
Smaller companies gained more than40%, 60 -
exceeding the 20% return to larger companies.
Similarly, growth outperformed value, earning
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value and growth, a somewhat unusual
occurrence. Our style definitions are mutually
exclusive and exhaustive, making them excellent
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for style analyses, both returns-based and 0 -

holdings -based. We use Surz Style Pur® indexes Value Core Growth Total
throughout this commentary, as described in the Niags SXEde Mhgal Wioml
Appendix.

Not all style indexes are created the same. Both the S&P and the Russell indexes disregard core. Also,
the classification variables that are used to define styles mattered a lot in 2009. Russell useghe ratio
of price to book (P/B) to divide the universe of stocks into value and growth *. High P/B is growth and

! Russell also usHforecast earnings growth, but the Price/Book ratio is the dominant characteristic.



low P/B is value. The idea is that a stock trading at a
price near or below its cost basis is inexpensve, a
good value. But as Laurence Siegel [Siegel, 2003
states in a CFA Research Foundation monograph Price/Earnings Ratio

?Book value is mostly a historical accident. It is the Earnings/Price Ratio: Earnings Yield
EEEOUOUDOT wxUOi 1 UUPOOZUwWI UUDPOE Ol woT 1T wEQOxEQE
value; it reflects what the company paid for
assdas6 [and] includes the goodwill of companies

Classifying Stocks with Negative Earnings

IGrou'lw

acquiredd 2 ywontrast the Surz Style Pure® indexes

combine Price/Earning (P/E), dividend yield and Earnings Earnings
Price/Book (P/B). The result is that many financial /

companies with negative earnings and falling prices ?

are classified as growth by Surz but value by .

Russell. The rationale for viewing stocks with
negative earnings as growth is provided in the exhibit on the right where we use the reciprocal of
P/E, also known as the earnings yield. The rationale for Price/Book classifying troubled financials as
value is that prices had fallen.

The result of these differing views is shown in the next exhibit.

2009 Stvle Quandary
Demonstrates The Importance of :
(1) Style Classification Characteristics (P/E vs P/B), and
(2) Core, the stuff in between value & growth
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All three style families agree that large growth stocks outperformed large value, but the degree of
outperformanc e ranges from a 1900 basis point spread for Russell to a500 basis point spread for Surz

Style Pure®. These differences are caused bysurz Style Pureé®z idalusion of core and its use of a
three-factor classification approach that views stocks with negativ e earnings as growth stocks. It
matters a lot which barometer you use to evaluate performance in 2009, especially for large growth
stocks.

On the sector front, every sector had gains in aggregate, but it was certainly possible to lose money in
several sectors. In the exhibit below, we show the range of portfolio opportunities available in each

economic sector by using a simulation approach that creates portfolios at random, selecting from
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can see in the exhibit,Information Technology wasthe best performing sector for the year, earning

65.7%% (middle of the ? ( O O uiBating bar), while Financewas the worst sector with an 11.4%%

return. But note the ranges of the floating bars. Financials had a lot of opportunities, i.e. a large

spread in portfolio returns, while consumer discretionary was quite narrow. Note also how the

S&P500 performed in each sector (red dot), near median inmost, but underperforming in energy,

where smaller companies fared best. Note also the sector weighting differences in the bottom of the

graph. You can use this exhibit to dissectyour own performance.

Sector Opportunities 1n 2009: S&P500 ranked agamnst Total Market

Cons Cons Health Info Telecom
Staples Discr Care Materials Tech Energy Industrial Utility Finance Total
Portfolio Return 14.16 43.31 16.95 50.06 65.19 11.75 16.09 9.48 10.00 26.45
Benchmark Ret 14.42 49.41 21.58 54.66 65.74 26.68 20.73 12.55 11.44 31.02
Portfolio Weight 12.24 8.90 14.05 3.32 17.95 12.73 10.14 7.56 13.12 100
Benchmark We 10.11 10.03 12.38 4.89 17.03 12.98 10.24 6.82 15.53 100
Portfolio Issues 42 85 56 31 78 43 61 45 83 524
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The S&P portfolio of 500 large companies underper formed the broad market of roughly 5500 stocks

in 2009, earning 5.5% versus thetotal OEU OB uBWw U U U O w81 UwUT | w26/ wbUwWE
just managed by committee. A closer look is revealing. The following exhibit shows the biggest, best

and worst stocks in the S&P during 2009. See some companies you recognize?

Moving outside the US, it was possible to double your money. Foreign markets fared much better

than the US in 2009, earning $% versus our 31%. Latin American stocks returned a sensational 108%

in the year, and every country except Japan outperformed the US, so some will say that
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catastrophe many lamented that diversification E B E Warkivie n you needed it most because
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better performance, just greater stability of returns. It is indeed a world market, and owning more

than just US companies wasbeneficial in 2009.
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