Altamont Capital Management

“The only difference between life and the moviethat a script has to make sense, and life doésn't.
"# $%! %

The third quarter was triumphant for stocks. Ndyahd the Dow Jones Industrial Average flirt with
record high — thanks in part to falling energy pe@nd a pause in interest-rate increases — but the
Standard & Poor’s 500-stock index had its bestthirarter in nine years. On the flip side, the teehvy
NASDAQ still remains far below its peak. In fatttie NASDAQ composite index is still down a stunnbtg
percent from its record high.

The third quarter also marked a change in leadesstih large caps substantially outperforming sraald
mid caps. The larger-cap S&P 500 index ended bfhSor the quarter. Small caps were nearly fladirlg a
mere 0.9%.

For the last several years, investors made moneyakyng
big bets on shares of risky but fast-growing sroathpanies.
In fact, small-cap stock funds have been Wall $sdeaders

since the bear market of 2000. Now that seemaye h QTU*;I‘L"QF Year-to-Date

Changed' Large-Cap Benchmarks

Over the last three months it has been the latgblesblue-  S&P 500 iShares 5.6% 8.5%

chip companies that have delivered the best pednoe S&P 500 Growth iShares 6.0% 4.9%
S&P 500 Value iShares 5.2% 12.0%

Until this past quarter these large mega stockietiat a

. Mid-Cap Benchmarks
discount to the overall market because they haea be . . .
looked for several years. Historically, statllee-chi S4P 499 Midoap 1Shares L 0%
overiooke : years. ically, - P S&P 400 Midcap Growth iShares  -1.7% -0.2%
stocks are what investors tend to cling to in tterlstages of sgp 400 midcap value ishares 0.6% 6.0%
an economic cycle, when growth is harder to comarialy Small-Cap Benchmarks
when risks are rising. S&P 600 iShares -0.9% 5.9%
S&P 600 Growth iShares -2.5% 2.9%
Year-to-date, value stocks have outpaced growtbsaail S&P 600 Value iShares 0.5% 10.1%

market caps. Domestic investment-grade bonds and Other Benchmarks

international stocks were each up about 4%, wihitgtsterm wsci eare int! ishares 3.9% 14.3%
local currency emerging-markets bonds gained MSCI EM Intl iShares 3.9% 9.8%
approximate|y 2%. Vanguard Total Bond Mkt Index 3.9% 2.9%

. . DJ-AIG Commodities Index -7.8% -3.2%
The Federal Reserve ended its long streak of stteaée

increases as long-term rates fell, enhancing teeatiperformance of bonds. Bonds outperformedtrabs
the stock market during the third quarter. Theketshift toward safe (less volatile), blue-chipcsts and
bonds could be an indication that investors thirlkkéconomy is coming in for a landing. This isahout-
face from the first half of this year, when inftati— not an economic slowdown — was the biggesieiss
worrying investors.

Technically, the economy has already begun to shati, growth in the second quarter coming in at an
annual 2.6 percent, versus 5.6 percent in theduatter. By the third quarter, this slowdown wedainly
reflected in commodity prices, as crude oil felatmout $60 a barrel from nearly $80. The oil pdeeline
dragged down energy stocks, which had been ameng#nket’s big winners in recent years. Accordimg t
Morningstar, the average natural resources funé;iwihvests heavily in the energy sector, lost &eet in
the last three months. Precious-metals funds altagyround, tumbling 6.6 percent. Commodity fusufie|
7.8% during the quarter.
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Investor sentiment improved in September as inveseacted to a more favorable inflation outlookspite
this improved psychology in the market, the fundatakquestions remain unanswered. 1) How much
corporate earnings will slow in a moderating ecoyp®And, 2) will this result in the economy havingatt
landing; in which it slows but avoids recessionadrard landing; with a painful recession?

The answer is unclear but an environment of ine@amcertainty
surrounding earnings expectations, usually keepsirket from
becoming too speculative allowing the market tovsiently yet
continue expanding for several more years.

Explanation of Our Smaller-Cap Reduction

You may have noticed that we have reduced your lstagl
exposure in your quarterly rebalancing worksheets the last two
quarters. If you haven't had a chance please wedaied sign your
rebalancing so we can implement our recommendeabesa

The decision to reduce small-cap exposure was mityedata from
several sources. In every case these metrics shawedl-cap
valuations at or near the high end of their hisarrange relative to
large-caps. The chart below shows the historicdatiomship
between large-cap and small-cap P/E ratios. A dtratios may be
difficult to get one’s arms around, but it's wontinderstanding. A
P/E ratio on its own tells us how much it costdbty a dollar of
earnings: a higher P/E ratio means you are payimgteer price for
that dollar of earnings, and a lower P/E ratio nsegyu are paying a
lower price for each dollar of earnings.

This chart is nothing more than a way of compathreg“costliness”
of large-caps and small-caps to one another basethar stock

price and company earnings. As an
example, if a dollar of earnings from

the average large-cap company cost
$18 (which is a P/E of 18x) and a
dollar of earnings from the average
small-cap company cost $20 (a P/E of
20x), then the “ratio of ratios” would
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show that large-caps cost 90% of what small caps (d@ divided by 20 is 0.9). Right now, this datews
that small-caps are expensive relative to large.clpfact, they are nearly as expensive as thesiee been,

an observation supported by
several other data sources as
well.

Cyclical considerations also
favor a lower small-cap
weighting. The U.S. economy
is well into its current
economic cycle, and small-
caps usually perform best
(relative to other asset
classes) early in the cycle.
Combined with the valuation
backdrop, the odds are very
good that large-caps will beat
small-caps on average over
the next five years.

Please note that the rationale
for underweighting smaller

caps is relative. Larger-caps are not necessaiynapelling absolute return opportunity on theirmgwut
smaller-caps are clearly less attractive than facgps, and so a shift in asset allocation is wdech Your

overall equity exposure will in most cases remaiohanged.

| would like to interject a note of caution thaeth is no way to know for sure how long it will &for this
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move to pay off. History is full of
examples where an asset class
stayed overvalued for years at a
time, then took years to return to a
normal valuation level. While
history can be used as a guide in
valuing small caps, it does not
guarantee future performance. This
re-allocation is based on my
expectations of market
performance over a longer time
frame (approximately the next five
years) but it is impossible to
successfully predict what will
happen in the market over the short
term.

Growth vs. Value: Which will
the Market Favor?

The bursting of the tech bubble in

early 2000 caused growth stocks to fall and everesivalue stocks have outperformed growth. Titwagt
relative performance of value stocks from 2000 ukfotoday has resulted in growth stocks appearing
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undervalued compared to value stocks. In fourobthe past six calendar years, the Russell 1000evzas
massively outperformed the Russell 1000 Growtlerdfeginning that period hugely undervalued. In the
other two years, 2003 and 2005, value still beatvtin, but by narrower margins (20 bps and 180 bps
respectively), and value is far outpacing growtR@96. Some value managers have commented that the
best stock-picking opportunities right now are anmres that are more traditionally associated wigh th
“growth” universe, which adds to the argument dratvth is becoming attractive relative to value.

It is quite possible that the value-stock universgy continue outperforming the growth-stock unieeustil
"value" is significantly overvalued on a relativasis. This has happened in the past after growtk stver-
exuberance has been unwound. This scenario havapphened a few times (growth exuberance to bust an
then value stock over-domination) so it is impolestb extrapolate

The Economy and Hedging Your Portfolio

Thanks to slowing earnings, dropping oil prices andeteriorating real estate market, the FederakRe
has finally put on hold what has turned out to Ipe of the sharpest cycles of rate increases orrdeco
Economic forecasting is extremely difficult, busipretty clear that the risk of recession is iasiag. It is
essential that this risk and its impact be incaapext into your portfolios allocation. Hence theluseon of
asset classes other than equities (stocks) inpafolio.

INVESTMENT-GRADE CORPORATE YIELDS VS. 10-YEAR TREAS URIES H Ig h-q ual Ity bon ds

180% 2s| are generally the best-
Data source: Merrill Lynch On a ratio basis, high-quality corporates appear As of 9/30/06 .

fairly valued relative to 10-year Treasuries. pe rfo rmin g asset CI ass
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Averages well). The bottom line
80% 110 is that we don’t need
60% to be able to forecast

the economy with

1°*| precision in order to
20% | femans Slgnly betow e sncal veage e e make sound portfolio
wo| decisions. High
quality bonds have a
low correlation with
the stock market. In
other words they don't
usually perform in lock step so when one is dowadther is up. Diversification within a portfolreduces
risk and enhances returns over the long run.

Emerging-market short-term local-currency bondsewagtded to most portfolios as a tactical hedgenagai
dollar decline. At almost 6% of GDP, the U.S. catraccount deficit remains near its worst levehistory.
Foreigners’ demand for our financial assets hassoime degree, offset our demand for their goods and
services, and that has mitigated the dollar's decbver the last several years. The dollar dididech
significant amount between 2002 and 2004 agaibsisiet of major currencies, so a partial correatiotis
imbalance has started, but the dollar has decliaedess relative to “other important trading pars)” a
group defined by the Fed that includes China, Mexand much of Latin American and Asian emerging
markets. The fact that the current-account defiditich is mostly driven by our trade deficit, remsiat an
all-time high is further validation that the dolldeclines thus far have been insufficient to ectrthis

40% A

Copyright 2006, Litman/Gregory Analytics, LLC B002




& % (0% % * %

imbalanceOn a long-term basis, the dollar is likely to exeece further declines. For this reason emerging-
market short-term local-currency bonds were adtlec@gddition, these bonds have higher yields tha®. U.
bonds of similar maturity. Another argument indawf emerging market bonds is the improving ecoigom
status of many emerging-market countries.

In the event of a sharp and disorderly declinehm dollar, emerging market currencies could comdeun
selling pressure because of their closer ties ¢odibllar and a broad move away from riskier ecosmi
Developed-market foreign bonds could certainly @ttdy in that situation, and that is why they aeeng
added to most client portfolios. However, devetbpeuntry bonds are considerably less attractiveebase-
case scenario for several reasons. They have Ioareinal yields. In addition, most of their curcess,
with the exception of the yen, have
When Will the Current Economic Cycle End?already had big upward moves versus
the dollar; and that as a group they
don’t represent some of the countries

The current expansion is mature but could conti@rey bands show recessions. with  which our largest trade
The line shows real GDP change. imbalances exist.
Real GDP (Year-to-Year Change) Quarterly Data 3/31/1960 - 6/30/2006 (Log Scale) It's a balanCing act between which to

investment will yield the highest
return, emerging markets short term
bonds or developed country bonds.
Including both types of international
bonds in a portfolio provides
valuable diversification and the
potential for very good long-term
returns relative to domestic bonds.

Commodity futures have also been
1960 1965 1970 1975 1980 1965 1990 1995 2000 2005 on a wild ride from rising and falling
saurce: Lawhod crowp_| - COMMoOdity prices and fears over a
Fed-induced recession. Oil and
natural gas—two of the biggest
component of the index—have been particularly ielaFutures prices are generally at or above ppoes,
which may suggest somewhat limited return poteng@aihg forward. This makes commodity futures
somewhat less appealing from a tactical standpbiuritthey continue to have value as a portfolicedsifier.
If oil and natural gas were to soar, then the stoekket will surely fall. The small position in rmonodity
futures would yield a significant return that wollelp offset any stock market losses.

One of the key variables for commodity futureshis Fed’s interest-rate stance. Historically, a gooe to
sell commodity futures is when the Fed starts egttiates. The Fed isn’t ready to cut rates yet,itoigt
something I'm monitoring.

Tactical opportunities in short-term emerging m#skeonds, commodity futures, larger-caps versuslema
caps and growth versus value will modestly improuereturn prospects while helping mitigate certéshks
over coming years. The goal is to generate thedsigtisk adjusted returns for our clients.

Thank you for your confidence and trust.
Libby Mihalka
P.S. Remember to check out our webgievn.altamontwealth.com
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