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“In investing, the return you want should dependurether you want to eat well or sleep well.”
J. Kenfield Morley
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The real story in the U.S. stock market last yeas growth, which trounced value stocks. Many of the
value-oriented issues, such as banks and mortgagpamnies, had a tough year. Thus, the S&P 600
Small Cap Growth ishares generated a 5.5% retu20®7 while the value ishares fell 5.7%. The
divergence was just as great for the Mid-cap S&®idbares, with growth earning 13.4% and value
only 2.4%.

In the foreign markets, emerging markets (for examphina, India, Brazil) triumphed over developed
countries (England, Germany and Japan) duringdtght quarter and the year. Stocks in developed
countries fell almost 2 % during the quarter butevgp an impressive 11% for the year. The dollar
continued to weaken during the quarter, which reklpaster the returns on most international
investments. International emerging-markets wer2.8p6 for the quarter and an astounding 34% return
for the year.

The upheaval in the bond markets continued thistguwith the flight to quality bonds accelerating.
As a result, Treasuries and highly-rated CorpdBateds did well. The riskier bond offerings such as
junk bonds, mortgage—backed bonds, or other cadliized debt obligations (CDOSs) fell in value. The
Vanguard Total Bond Institutional Fund, which isygqmsed primarily of high quality bonds, was up
6.9% for the year with 3.1% of that return occugrin the fourth quarter. The Merrill Lynch U.S.ghi
Yield Master Index, which is composed of lower gydbonds, fell 1.2% for the quarter but was st
2.1% for the year. Riskier bonds underperformed, 2007 will be remembered as the year that risk
was repriced into the market.



Commodity futures performed well this quarter du¢he continued surge in oil prices. The PIMCO
Commodity Real Return Institutional Fund rose 9i8%he fourth quarter, generating a year-to-date
return of 23.4%.

Emerging-market short-term bonds (PIMCO Develogingal Markets) continue to perform well
despite volatility in the fixed income arena. Thed was up 3% over the quarter and 13.2% over the
year, primarily due to the declining value of thadlar against other currencies.

So What Happened and What Does It Mean?

Without a doubt, investors will remember 2007 asybar that the housing market collapsed and
triggered a credit crunch. The earnings of justualamy company that was involved in homebuilding or
lending were crushed, and resulting economic wetriggered stock declines for many consumer goods
companies. Simultaneously, U.S. exports boomedhneg an all-time high of 12.1% of GDP. Not
surprisingly, companies with significant foreignsled earnings did well. Overseas stocks also deliver
great returns, and as these economies continugpadwoso did their demand for energy and raw
materials commodities from China and other highaghodeveloping countries.

The last few weeks have been difficult for stockgaces have declined substantially. The S&P 500
started the year at 1,467 and is hovering in tB80aLas | write this column. With these declinés, t
markets are down more than 10% from their Octobéi72eak. The markets have broken through
many technical support levels -- this is true feery major index (Dow Jones, Russell, Nasdaqg and
S&P), which means that technical damage has bees do

The good news is that the Federal Reserve hasyfimaken up to the severity of the situation and is
working diligently to respond to escalating econoeoncerns. On January 22, 2008, the Fed
unexpectedly cut the fed funds rate by 75 basistp@D.75%) from 4.25% to 3.50% in advance of its
policy meeting. The Fed has not cut rates in drake by such a large amount since 1982. In making
the cut, the Fed cited the “weakening of the ecanamutlook and increasing downside risks to groith.
This move was desperately needed to ensure maakelity and sooth investor fears.

It appears that the combined impact of the housimgosion and the fallout from the structured finan
debacle has pushed the U.S. into recession -leasttwhole sectors of the economy are now in
recession. How protracted the economic weakndsbevand what its full impact on the markets are
the new questions to be answered.

The key to an economic turnaround is consumer spgikcause it accounts for 70% of our economy
(Gross Domestic Product—GDP). The falling housingemponents of GbP
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and businesses will curtail spending. If consunaexsbusinesses aren’t spending, that only lednes t
federal government, a scary thought. Even theqmeg fiscal stimulus plan by the President won't be
enough to turn the tide. When credit becomestitjint, a recession is almost inevitable.

How did credit get so tight? Why are funds mor@se and underwriting criteria toughening? It all
started with the mortgage-backed securities andtheware packaged and sold through our unregulated
shadow banking system.

Mortgage-Backed Securities and the Housing Market

Most mortgages are not held by the lender who nfagla to you. They are pooled with others and sold
to investors such as insurance companies, mutodksfdoreign banks and pension funds. A different
company processes your loan payments. Yet anotingo&ny represents the investors as the trustee.
The very innovation that made mortgages so easgdyable, an assembly line process known on Wall
Street as securitization, has caused our curreblgms.

The idea of pooling loans and selling them to inmessdates back to 1970, but the practice has degdlo
in recent years. At the end of last year, $6.5dnlof securitized mortgage debt was outstandiimgthe
last few years, securitization led to this explasid bad loans because the agents writing the loans
didn’t care if they would ever be paid back. Thegde a fee by originating the loan and then sad th
mortgage (passed on the risk) to another middlentamthen passed it on to some anonymous investor.
The incentive was to originate loans and to hec¢k wioper underwriting (screening the borrowers to
see if they qualified).

The process begins with the entity
that originates the loan, either a
mortgage broker or lender. The loan
Is assigned to a company that will
service it (collecting borrowers’
payments and distributing them to
investors). A Wall Street firm then
pools thousands of loans to be sold
to investors who want a steady
stream of cash from loan payments.
The underwriters separate them into
segments based on risk called
tranches.

Once a pool of mortgages (trust) is
sold, a trustee bank oversees its
operations on behalf of investors.
The trustee makes sure that the
terms of the pooling and servicing
agreement are met; this document

determines what a servicer can do to help distdelssgowers.

By its nature, the complex design of mortgage sgesicreates unwanted difficulties, which are tent
to ensure that the middlemen make their profit witke to no risk. Almost nothing in this process
done in favor of the borrowers’ interests. In falbe agreements require that any modificatioriedas
in or near default should be “in the best interestshose who hold the securities. Loan modificas
are restricted which explains why many borroweeshaving difficulty renegotiating their loans.



Fifteen years ago, the last time the housing maeketnto stiff trouble, government-sponsored
enterprises like Fannie Mae did most of the wordlipg and selling mortgage securities. These
enterprises readily agreed to loan modifications,not so this time. In fact, it is in many cases
impossible to determine who really is holding thie.t This is a mess, and many more home owners
will lose their homes, keeping the housing marlegirdssed until well into 2009.

Why has the implosion of mortgage-backed securitézn so destructive to the financial markets? The
failure of mortgage-backed bonds has rippled thinahg markets, hurting financial institutions ahd t
newer non-traditional banking system. This unregaahadow banking system is comprised of a
plethora of opaque institutions and vehicles tlaehsprung up in American and European markets over
the last decade. They have come to play an impamdéain providing credit across the financialteys.

Shadow Banking

These institutions, moreover, have never beengbdnte “official” banking system; they are unalfiay,
example, to participate in Fed Treasury auctiong.a8 the credit crisis enters its sixth monthasg
become clear that one of the key causes of theoilrsithat parts of this hidden world are imploglin
sparked by the failure in mortgage-backed bondss ih turn is creating huge instability for “real”
banks, partially because regulators and bankess hlive been badly surprised by the degree to which
the two (official and shadow banks) are entwinEthancial derivatives of all descriptions are ireal,
including SIVs, CDOs, and the most egregious CDSgou want to understand the shadow banking
world you must learn this new alphabet soup oftiestand investment vehicles. So follow along as w
trace our way through the rubble.

Until this summer, structured investment vehicteB/§), collateralized debt obligations (CDOs), and
credit default swaps (CDS) attracted little attemtoutside specialist financial circles. Thouglenoft
affiliated with major banks, they were not alwayByf recognized on a bank’s balance sheets.

Structured investment vehicles, or SIVs, are bamkel funds. In a way, they are a virtual bankeTh
SIVs issued short-term debt at relatively low iesrates and used the proceeds to buy longeretelin
carrying higher rates, including debt backed bytgaiyes. They have an open-ended structure which
could stay open forever as long as they keep bugimg term assets and selling short term debt. Why
do this? Banks profited by setting up these strestbecause they pocketed the difference between th
short term and long term rates, and they did neg¢ k@ hold reserves for these loans that were glatfe
balance sheet. At their peak, SIVs held some $B840n in assets, a figure that fell to a stilhepping
$265 billion by early December as they sold off sdmldings.

When debt markets froze up in August the fear Wwasthe SIVs would be forced to unload their assets
in a panic. That would create big losses, the the@nt, and set artificially low market prices the
assets -- forcing financial institutions to takegybwvrite-downs. A government effort to stabilibe t
markets with the help of three major banks ultinyafi@led, but it did ward off a complete meltdown.
The banks claim they are not responsible for teeds caused by these SIVs. Interestingly, dettte
protestations, they are stepping up and takingviite-downs associated with these shadow entitieg t
created.

CDOs are actually bonds, unlike SIVs which aretestiwhich that hold assets. These collateralized
debt obligations are structured products backeanbgsset that has a cash flow, like a pool of
mortgages. Other assets that collateralized thiexhicts are corporate bonds in various forms.elder
were it gets really complicated; there are synth€Os that never owned the asset backed bonds or
loans. They gained exposure to these asset-bémdes through the use of credit default swaps. yMan
SIVs purchased CDOs and synthetic CDOs.



So what is a credit default swap (CDS) and whytlaese contracts a problem? Brace yourselvesisthis
a mind bender. This is a vast,
barely regulated market in which
banks, hedge funds and others
trade insurance against debt
defaults. This isn't like life
insurance or homeowners'
insurance, which states regulate
closely. It consists of financial
contracts called credit default
swaps (CDS) in which one party,
for a price, assumes the risk that
a bond or loan will go bad. This
market is vast - about $45
trillion, a number comparable to
all of the deposits in banks
around the world.

Originally, these contracts were

intended to protect Wall Street

firms from losses on mortgage

securities and other debt they

own. However, not everyone

who buys one of these contracts has bonds to ins8ame players bought them just to speculate on
market movements. These investors were basicatting on which direction the value of an insurance
contract would rise or fall, which they did dailgsed on the market’s perception of risk. In mueh th
same way gamblers make side bets on football gamfesncial institution, hedge fund or other playe
can make unlimited bets on whether corporate loamsortgage-backed securities will either strengthe
or go sour.

If they default, everyone is supposed to settlevilp each other, the way gamblers settle up wigirth
bookies after a game. Even if there isn't a deféulie market value of the debt changes, paties
swap may be required to make large payments toa@éaei (just the way an investor would have to put
in more capital if the stock he bought on margih).feOf course, Wall Street investors often usavye
borrowing to magnify their wagers. Recently, théighof institutions to make good on their many
trades with one another is beginning to faltere Turmoil on Wall Street could rock the foundatiahs
the financial system around the globe if the majsurers of these contracts go under.

“What we are witnessing is essentially the breakdofwour modern-day banking system, a complex [or
composite] of leveraged lending [that is] so hardnderstand,” Bill Gross, head of Pimco Asset
Management Group recently wrote. “Colleagues td#flieé ‘shadow banking system’ because it has lain
hidden for years, untouched by regulation yet foemagically and mystically create and then package
subprime loans in [ways] that only Wall Street wdsacould explain.” By any standards, the actisitie

of this shadow realm have become startling. Trawigtily, the main source of credit in the financial
world was the official banks, which typically foybusinesses by making loans to companies or
consumers. They retained this credit risk on theoks, meaning that they were on the hook if loans
turned sour.



Why has the financial model changed so radicalthelast few decades? Why did the shadow banking
system develop? Banks began to increasinglylsail tredit risk to other investment groups, eitiar
direct loan sales or by repackaging loans into bonkhis was

made possible by new regulatory reforms, which hzerenitted

the banks to reduce the amount of capital that tiee to hold

against the danger that borrowers default. Theylds by

passing their loans to new vehicles (SIVs) eithecreating

these themselves or by sponsoring outside fund gessdo run

them. This was a huge incentive because it alldvasiks to

make many more loans without having to raise mayetal.

These new entities have been instrumental in vasthgasing

credit over the past three years. Paul Tucked béanarkets at

the Bank of England, has described this as theg&geshicular

finance”,

Bob Janjuah, credit analyst at Royal Bank of Sool|@&stimates

that these shadow banks could have accounted Hoofledl net

new credit creation in the past two years. Bec#usge vehicles

typically borrow heavily to finance their activiigthey have also been a key reason why leverage (o
debt levels) across the financial world has risefast without regulators or ordinary investorsigei
fully aware of this boom.

Hedge funds have had an oversized impact on thmedse in the supply of credit. Satyajit Das, autho
and derivatives industry expert, cites an examgiere just $10 million of real (non-leveraged) hedge
fund money supports one $850 million mortgage-bdaleal. This means $1 of real money is being
used to create $85 of mortgage lending. Thidév@l of credit creation that is far beyond thede#t
dreams of any banker.

Since SIVs and CDOs have never been in the busofegsgthering deposits from customers, their
significance to the economic and financial syste® mot been widely recognized by regulators and
policymakers. The problem now is that the busimesdel behind parts of this shadow banking world
looks increasingly shaky. Essentially, the roleegfulators in this world was replaced by the dredi
rating agencies, which awarded high, ultra-saf@gatto the debt issued by SIVs and other vehmhes
the basis of historical analysis of the probale$itof defaults and losses across the shadow banking
system. Now these vehicles’ credit ratings aradpeiowngraded. As the credit market absorbs this
debt, it is contracting. The holders of theselsgtit CDOs and SIVs are having the equivalent of a
margin call, hence the large write downs

Jan Hatzius of Goldman Sachs estimates that martgagted losses of $200-400 billion alone might
lead to a pullback of $2 trillion of aggregate levgd Even if this occurs gradually, he writes, "Tdrag

on economic activity could be substantial. Addhattmy $250 billion loss estimate from CDS, as well
as prospective losses in commercial real estatemalit cards in 2008 and you have a recipe for a
contraction in credit leading to a recession.”gVé to thank Bill Gross from PIMCO for this quote).

The problem is that it is difficult to quantify thesses and impossible to confidently forecast how
restrictive credit will be and for how long. Thesealso fear that credit problems will spread toeot
areas, such as credit cards which have also hatigstve underwriting standards. At this point,aems
pretty clear that banks will have more write-offeothe next few months or quarters and that stradt
investments (pools of debt that have been turniedsiecurities), which are often highly leveraged, w
suffer through more ratings downgrades as collbt@laes decline further. This suggests that the
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current trend of less credit and higher costs dryblaas a way to go. This is true not just in the
mortgage market (subprime and prime) but in thesgorer and small-business loan market as well.

Problems like these do not get fixed overnighteyftake months and sometimes years to unraved. It
obvious that whole parts of this economy (autoneindustry) as well as whole regions of the country
(Detriot with almost 8% unemployment) are in rec@ss The temporary fiscal plan proposed by Bush
can't plug this breach. It will, at best, be a #revee holding back a briskly flowing river.

The housing market will still fall, lenders’ undewting criteria will tighten, consumers will spelhess

and the economy will slow to a crawl. Why? Be@absrrowing will no longer be cheap. The Fed can
lower the interest rate to 1% but it won't take Bfeyear mortgage rate past 5%. The mortgage lende
aren't offering teaser loans based on short tetesranymore. Only the 30 year mortgages are piynari
available. So now you'll need to put down a 109%ait to buy a house and can only borrow at the
higher 30 year rates. Fewer consumers will nowityuar homes, cars, and credit card debt. So the
consumer is out of the picture. Businesses wanalile to attain loans as liquidity continues tpujr.

As | said before that just leaves the governmedti@nstimulus package is a joke.

This is a mess that will be cleaned up by the adrtinistration. Until then, the economy will buag|
along. It will neither recover nor fall precipitsly. The economy will be in a coma. The U.S. mark
should bumble along in the same trading rangeloAg as the stock market doesn’t get an unexpected
big shock (i.e. terrorist attack), we should weathe storm, a little care worn but a good deakwis

The best scenario for 2008 is nothing happenss isot very inspiring, but it's unfortunately lisc.
Holding the course will be this year’'s mantra.

| fully expect that International stocks and bowmdl outperform U.S. stock and bond markets dutht®o
rapid growth of some overseas markets. The tatviiom international markets will bolster the
performance of the large U.S. multinational stoc&snall cap stocks will continue to under perform.
Whole sectors of the economy will do poorly, sustbanks and the auto industry. Other sectors like
energy and technology should continue to do weébbmmaodities and international bonds should also
perform well. All in all it will be a tough, choppyear.

| look forward to hearing from you. Please feekfto make an appointment to review your portfolio.
Thank you for your confidence and trust.

Libby Mihalka
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