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This Month's Issue: Key Points

This month’s feature article explores in depth a conversation we have had quite often (and with
too little data) in recent years. How do Anglosphere countries (which we define as Australia,
Canada, Ireland, New Zealand, the United Kingdom and the United States) compare along
multiple criteria that are relevant to future returns on real return bonds, nominal government
bonds, and equities? We found it a fun article to research, and we guarantee that after reading it
you’ll never sound the same at a cocktail party again. Bottom line: We’re a lot more excited
about the medium term prospects for Australia and Canada than we are about those for New
Zealand and the U.K., with Ireland and the U.S. falling somewhere in between.

This month’s first product and strategy note look at new ETF products. The Barclays
iPath Currency Carry ETF (ICI) is a new competitor for DBV, the Rydex Alternative Strategies
Allocation Fund gives you the opportunity to pay a high price for something you could do on
your own at a much lower cost. The new State Street non-U.S. Dollar inflation indexed bond
ETF (WIP) is an intriguing product, but not as a substitute for an allocation to domestic real
return bonds. Rather, it might be used to implement an allocation to foreign currency bonds,
provided you have a taste for emerging market bonds (which we do not). Finally, we give three
cheers to Barclays for launching ACWI, which tracks the Morgan Stanley All Country World
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Index — for investors just starting out and wanting “one stop” diversification across the world’s

equity markets, there’s no better product on the market today.

This Month’s Letters to the Editor

What do you think about the end of Bill Miller’s streak at Legg Mason?

Statistical analysis of Bill Miller’s track record leads us to conclude that his outstanding results
over the years were most likely due to skill rather than luck. As we have noted in the past,
active management success is based on superior forecasting skill (whether of fundamental
values or the future behavior of other investors, or both), which in turn is based on some
combination of superior information or a superior forecasting model. We have also noted that
superior sources of information can dry up or become widely known (and thus less effective),
while superior models can either be copied or have their assumptions invalidated by ongoing
changes in the economy or investor psychology. The best active managers have a unique ability
to keep these wolves at bay. Yet Miller’s case proves that even for the best managers, this
power is not infinite. Of course, there is another possible explanation for Miller’s performance
— his views may still be right, but unfortunately not proven within the calendar year
performance measurement period which anchors the psychology of so many investors. In this
regard, we’re reminded of a famous quote from Julian Robertson (founder of Tiger
Managemenet) in 2000, at the height of the internet bubble: “The current technology, internet
and telecom craze, fueled by the performance desires of investors, money managers and even
financial buyers, is unwittingly creating a Ponzi pyramid destined for collapse. The tragedy is,
however, that the only way to generate short-term performance in the current environment is to
buy these stocks. That makes the process self-perpetuating until the pyramid eventually
collapses under its own excess.” It may well be that Miller’s forecasts are right, but that they
won’t be proven so until more time has passed. The final thought we have about Bill Miller is
that his skill as an investment manager became obvious only over time and with hindsight. It
remains extraordinarily difficult for an investor to accurately forecast (i.e., identify) the future
Bill Millers and Warren Buffetts.
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How do you treat inflation in your model portfolio calculations?

We do not explicitly take future inflation into account in our model portfolio analyses. There
are two reasons for this. First, we believe that investors are primarily interested in maintaining
targeted levels of future real consumption. To put it differently, they want to be able to buy the
same grocery basked regardless of the prices of the items. Hence, we assume that investors are
primarily interested (consciously or not) in real (inflation adjusted) rather than nominal returns.
The second reason we use real returns is that we assume we have a fallible crystal ball when it
comes to projecting future inflation. Were we to attempt to forecast future inflation, and were
our forecast to be wrong (which seems the most likely outcome, by far), if we used nominal
returns in our calculations our conclusions could be invalidated. By eliminating an inflation
forecast, we also eliminate one source of estimation error that could adversely affect the
conclusions of our model portfolio analyses. We acknowledge that, based on the frequency
with which we’re asked this question, that thinking in real rather than nominal terms is a rather
unnatural act for many investors. For example, we often have to explain that our assumptions
about annual savings or portfolio withdrawals are expressed in real terms and must therefore be
converted into nominal terms in the “real world.” For example, a real annual savings or
withdrawal of $10,000 in year one rises to $10,300 in year two after a year of inflation at 3%,
and $10,815 if inflation rises to 5% in the third year. We recognize the need to help investors
make these calculations more easily, and hope to make changes to our site in the future along
these lines. However, we remain very strongly committed to the logic of expressing all our
calculations in real terms, as that is what ultimately maintains an investor’s purchasing power

(and avoids disappointment) over time the long term.
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Global Asset Class Returns
YTD In USD In AUD In CAD | In EURO In JPY In GBP In CHF In INR
31Mar08
Asset Held
US Bonds 2.17% -1.79% 5.98% -6.21% -10.07% 2.33% -12.30% 3.93%
US Prop 2.12% -1.84% 5.93% -6.26% -10.12% 2.28% -12.35% 3.88%
US Equity -9.50% -13.46% -5.69% -17.88% -21.74% -9.34% -23.97% -7.74%
AUS Bonds 6.73% 2.77% 10.54% -1.65% -5.51% 6.89% -7.74% 8.49%
AUS Prop -14.00% -17.97% -10.20% -22.38% -26.25% -13.85% -28.47% -12.25%
AUS Equity -10.62% -14.58% -6.81% -19.00% -22.86% -10.46% -25.09% -8.86%
CAN Bonds 1.43% -2.53% 5.24% -6.94% -10.81% 1.59% -13.04% 3.19%
CAN Prop -10.09% -14.06% -6.28% -18.47% -22.34% -9.94% -24.56% -8.34%
CAN Equity -8.48% -12.45% -4.67% -16.86% -20.73% -8.33% -22.95% -6.73%
Euro Bonds 12.50% 8.53% 16.30% 4.12% 0.25% 12.65% -1.98% 14.25%
Euro Prop. 9.68% 5.71% 13.49% 1.30% -2.57% 9.83% -4.79% 11.44%
Euro Equity -8.82% -12.78% -5.01% -17.19% -21.06% -8.66% -23.29% -7.06%
Japan Bnds 14.54% 10.58% 18.35% 6.16% 2.29% 14.69% 0.07% 16.30%
Japan Prop -11.39% -15.35% -7.58% -19.77% -23.63% -11.23% -25.86% -9.63%
Japan Eqty -6.92% -10.89% -3.11% -15.30% -19.17% -6.77% -21.39% -5.16%
UK Bonds 1.97% -1.99% 5.78% -6.41% -10.27% 2.13% -12.50% 3.73%
UK Prop. 0.44% -3.53% 4.25% -7.94% -11.81% 0.59% -14.03% 2.19%
UK Equity -10.47% -14.43% -6.66% -18.84% -22.71% -10.31% -24.94% -8.71%
World Bnds 5.44% 1.47% 9.24% -2.94% -6.81% 5.59% -9.04% 7.19%
World Prop. -6.10% -10.06% -2.29% -14.48% -18.34% -5.94% -20.57% -4.34%
World Eqty -9.20% -13.16% -5.39% -17.58% -21.44% -9.04% -23.67% -7.44%
Commod 9.19% 5.23% 13.00% 0.82% -3.05% 9.35% -5.28% 10.95%
Timber -9.58% -13.54% -5.77% -17.95% -21.82% -9.42% -24.05% -7.82%
EqMktNtrl -3.25% -7.22% 0.55% -11.63% -15.50% -3.10% -17.72% -1.50%
Volatility 13.82% 9.86% 17.63% 5.44% 1.58% 13.98% -0.65% 15.58%
Currency
AUD 3.96% 0.00% 7.77% -4.41% -8.28% 4.12% -10.51% 5.72%
CAD -3.81% -7.77% 0.00% -12.19% -16.05% -3.65% -18.28% -2.05%
EUR 8.38% 4.41% 12.19% 0.00% -3.87% 8.53% -6.09% 10.14%
JPY 12.24% 8.28% 16.05% 3.87% 0.00% 12.40% -2.23% 14.00%
GBP -0.16% -4.12% 3.65% -8.53% -12.40% 0.00% -14.63% 1.60%
uUsD 0.00% -3.96% 3.81% -8.38% -12.24% 0.16% -14.47% 1.76%
CHF 14.47% 10.51% 18.28% 6.09% 2.23% 14.63% 0.00% 16.23%
INR -1.76% -5.72% 2.05% -10.14% -14.00% -1.60% -16.23% 0.00%
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Asset Class Valuation Update

Our market valuation analyses are based on the assumption that markets are not
perfectly efficient and always in equilibrium. This means that it is possible for the supply of
future returns a market is expected to provide to be higher or lower than the returns investors
logically demand. In the case of an equity market, we define the future supply of returns to be
equal to the current dividend yield plus the rate at which dividends are expected to grow in the
future. We define the return investors demand as the current yield on real return government
bonds plus an equity market risk premium. As described in our May, 2005 issue, people can
and do disagree about the “right” values for these variables. Recognizing this, we present four
valuation scenarios for an equity market, based on different values for three key variables.
First, we use both the current dividend yield and the dividend yield adjusted upward by .50% to
reflect share repurchases. Second, we define future dividend growth to be equal to the long-
term rate of total (multifactor) productivity growth. For this variable, we use two different
values, 1% or 2%. Third, we also use two different values for the equity risk premium required
by investors: 2.5% and 4.0%. Different combinations of all these variables yield high and low
scenarios for both the future returns the market is expected to supply (dividend yield plus
growth rate), and the future returns investors will demand (real bond yield plus equity risk
premium). We then use the dividend discount model to combine these scenarios, to produce
four different views of whether an equity market is over, under, or fairly valued today. The
specific formula is (Current Dividend Yield x 100) x (1+ Forecast Productivity Growth)
divided by (Current Yield on Real Return Bonds + Equity Risk Premium - Forecast
Productivity Growth). Our valuation estimates are shown in the following tables, where a value
greater than 100% implies overvaluation, and less than 100% implies undervaluation. In our
view, the greater the number of scenarios that point to overvaluation or undervaluation, the

greater the probability that is likely to be the case.

Equity Market Valuation Analysis at 31 March 2008

Australia Low Demanded Return High Demanded Return
High Supplied Return 61% 91%
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Low Supplied Return

91%

124%

Canada

Low Demanded Return

High Demanded Return

High Supplied Return

7%

131%

Low Supplied Return

140%

207%

Eurozone

Low Demanded Return

High Demanded Return

High Supplied Return

61%

97%

Low Supplied Return

98%

139%

Japan Low Demanded Return | High Demanded Return
High Supplied Return 71% 136%
Low Supplied Return 149% 234%

United Kingdom

Low Demanded Return

High Demanded Return

High Supplied Return

30%

62%

Low Supplied Return

58%

96%

United States

Low Demanded Return

High Demanded Return

High Supplied Return

67%

124%

Low Supplied Return

131%

202%

Switzerland Low Demanded Return High Demanded Return
High Supplied Return 50% 91%
Low Supplied Return 90% 204%
India Low Demanded Return High Demanded Return
High Supplied Return 114% 211%
Low Supplied Return 271% 418%
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Our government bond market valuation update is based on the same supply and demand
methodology we use for our equity market valuation update. In this case, the supply of future
fixed income returns is equal to the current nominal yield on ten-year government bonds. The
demand for future returns is equal to the current real bond yield plus the historical average
inflation premium (the difference between nominal and real bond yields) between 1989 and
2003. To estimate of the degree of over or undervaluation for a bond market, we use the rate of
return supplied and the rate of return demanded to calculate the present values of a ten year
zero coupon government bond, and then compare them. If the rate supplied is higher than the
rate demanded, the market will appear to be undervalued. This information is contained in the
following table:

Bond Market Analysis as of 31Mar08

Current Average | Required | Nominal |Return Gap|Asset Class
Real Rate | Inflation Nominal Return Over or
Premium Return Supplied (Under)
(89-03) (10 year Valuation,
Gowvt) based on 10
year zero
Australia 2.52% 2.96% 5.48% 6.04% 0.56% -5.12%
Canada 1.61% 2.40% 4.01% 3.44% -0.57% 5.64%
Eurozone 2.07% 2.37% 4.44% 3.90% -0.54% 5.29%
Japan 1.12% 0.77% 1.89% 1.28% -0.61% 6.15%
UK 0.86% 3.17% 4.03% 4.35% 0.32% -3.02%
USA 1.29% 2.93% 4.22% 3.43% -0.79% 7.90%
Switz 1.33% 2.03% 3.36% 2.93% -0.43% 4.26%
India 2.26% 7.57% 9.83% 8.06% -1.77% 17.64%

*Derived from ten year yield and forecast inflation

It is important to note some important limitations of this analysis. First, it uses the
current yield on real return government bonds (or, in the cases of Switzerland and India, the
implied real yield if those bonds existed). Over the past forty years or so, this has averaged

around 3.00% in the United States. Were we to use this rate, the required rate of return would
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generally increase. Theoretically, the “natural” or equilibrium real rate of interest is a function
of three variables: (1) the expected rate of multifactor productivity growth (as it increases, so to
should the demand for investment, which will tend to raise the real rate); (2) risk aversion (as
investors become more risk averse they save more, which should reduce the real rate of
interest, all else being equal); and (3) the time discount rate, or the rate at which investors are
willing to trade off consumption today against consumption in the future. A higher discount
rate reflects a greater desire to consume today rather than waiting (as consumption today
becomes relatively more important, savings decline, which should cause the real rate to
increase). These variables are not unrelated; a negative correlation (of about .3) has been found
between risk aversion and the time discount rate. This means that as people become more risk
averse, they also tend to be more concerned about the future (i.e., as risk aversion rises, the
time discount rate falls).

All three of these variables can only be estimated with uncertainty. For example, a time
discount rate of 2.0% and risk aversion factor of 4 are considered to be average, but studies
show that there is wide variation within the population and across the studies themselves. The
analysis in the following table starts with current real return bond yields and the OECD’s
estimates of multifactor productivity growth between 1995 and 2002 (with France and
Germany proxying for the Eurozone). We then try to back out estimates for risk aversion and
the time discount rate that would bring theoretical rates into line with those that have been
observed in the market. Higher risk aversion factors and lower time discount rates indicate
more conservative attitudes on the part of the average investor in a given currency zone.
Increasing conservatism raises the risk of sharp downward price moves and increases in
volatility when they occur at a time when many asset classes appear to be overvalued. If this
conservatism becomes excessive (which is admittedly very hard to gauge), undervaluations
may result. In contrast, falling risk aversion and rising time discount factors may indicate a
rising danger of overvaluations occurring in asset markets.
Discount Rate + ((1/Risk Aversion Factor) x MFP Growth)].

The real rate formula is [Time

Real Interest Rate Analysis at 31Mar08

Real Rate Analysis AUD CAD EUR JPY GBP usD
Risk Aversion Factor 3.5 4.5 4.0 55 6.0 5.5
Time Discount Rate 2.00% 1.50% 1.75% 1.00% 0.75% 1.00%
MFP Growth 1.60% 1.20% 1.40% 0.60% 1.40% 1.40%
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Theoretical Real Rate 2.46% 1.77% 2.10% 1.11% 0.98% 1.25%

Actual Real Rate 2.52% 1.61% 2.07% 1.12% 0.86% 1.29%

Our bond market analysis also uses historical inflation as an estimate of expected future
inflation. This may not produce an accurate valuation estimate, if the historical average level
of inflation is not a good predictor of average future inflation levels. For example, if expected
future inflation is lower than historical inflation, required returns will be lower. All else being
equal, this would reduce any estimated overvaluation or increase any estimated undervaluation.
For example, if one were to assume a very different scenario, involving a prolonged recession,
accompanied by deflation, then one could argue that government bond markets are actually
undervalued today.

Let us now turn to the subject of the valuation of non-government bonds. Some have
suggested that it is useful to decompose the bond yield spread into two parts. The first is the
difference between the yield on AAA rated bonds and the yield on the ten year Treasury bond.
Because default risk on AAA rated companies is very low, this spread may primarily reflect
prevailing liquidity and jump (regime shift) risk conditions (e.g., between a low volatility,
relatively high return regime, and a high volatility, lower return regime). The second is the
difference between BBB and AAA rated bonds, which may tell us more about the level of
compensation required by investors for bearing credit risk. For example, between August and
October, 1998 (around the time of the Russian debt default and Long Term Capital
Management crises), the AAA-Treasury spread jumped from 1.18% to 1.84%, while the BBB-
AAA spread increased by much less, from .62% to .81%. This could be read as an indication
of investor’s higher concern with respect to the systematic risk implications of these crises (i.e.,
their potential to shift the financial markets into the low return, high volatility regime), and
lesser concern with respect to their impact on the overall pricing of credit risk.

The following table shows the average level of these spreads between January, 1970
and December, 2005 (based on monthly Federal Reserve data), along with their standard
deviations and 67% (average plus or minus one standard deviation) and 95% (average plus or
minus two standard deviations) confidence range (i.e., based on historical data, 95% of the time
you would expect the current spreads to be within two standard deviations of the long term

average).
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AAA - 10 Year Treasury BBB-AAA
Average 97% 1.08%
Standard Deviation A7% 42%
Avg. +/- 1 SD 1.44% - .50% 1.51% - .66%
Avg. +/- 2 SD 1.91% - .03% 1.93% - .23%

At 31 March 2008, the AAA minus 10 year Treasury spread was 2.05%. This is very
significantly above the long-term average compensation for bearing liquidity and jump risk
(assuming our model is correct), and reflects a clear market reaction to the severe liquidity
problems that have roiled the markets since August and have yet to abate.

At the end of the month, the BBB minus AAA spread was 1.88%. This is finally
significantly above the long-term average compensation for bearing credit risk. However, it still
seems low given the continuing turmoil in credit markets. We still believe that it is more likely
that credit risk is underpriced rather than overpriced today, and that corporate bonds remain
overvalued rather than undervalued.

For an investor contemplating the purchase of foreign bonds or equities, the expected
future annual percentage change in the exchange rate is also important. Study after study has
shown that there is no reliable way to forecast this, particularly in the short term. At best, you
can make an estimate that is justified in theory, knowing that in practice it will not turn out to
be accurate. That is what we have chosen to do here. Specifically, we have taken the
difference between the yields on ten-year government bonds as our estimate of the likely future
annual change in exchange rates between two regions. According to theory, the currency with
the relatively higher interest rates should depreciate versus the currency with the lower interest
rates. Of course, in the short term this often doesn’t happen, which is the premise of the
popular hedge fund “carry trade” strategy of borrowing in low interest rate currencies, investing
in high interest rate currencies, and, essentially, betting that the change in exchange rates over
the holding period for the trade won’t eliminate the potential profit. Because (as noted in our
June 2007 issue) there are some important players in the foreign exchange markets who are not
profit maximizers, carry trades are often profitable, at least over short time horizons. Our
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expected medium to long-term changes in exchange rates are summarized in the following

table:
Annual Exchange Rate Changes Implied by Bond Market Yields on 31Mar08

ToAUD | ToCAD | ToEUR | ToJPY | ToGBP | ToUSD | ToCHF | To INR

From
AUD 0.00% | -2.60% | -2.14% | -4.76% | -1.69% | -2.61% | -3.11% 2.02%
CAD 2.60% 0.00% 0.46% | -2.16% 091% | -0.01% | -051% | 4.62%
EUR 2.14% | -0.46% 0.00% | -2.62% 045% | -047% | -097% | 4.16%
JPY | 4.76% 2.16% 2.62% 0.00% 3.07% 2.15% 1.65% 6.78%
GBP 1.69% | -091% | -0.45% | -3.07% 0.00% | -0.92% | -1.42% 3.71%
usD 2.61% 0.01% 047% | -2.15% 0.92% 0.00% | -0.50% | 4.63%
CHF 3.11% 0.51% 0.97% | -1.65% 1.42% 0.50% 0.00% 5.13%
INR| -2.02% | -4.62% | -416% | -6.78% | -3.71% | -4.63% | -5.13% 0.00%

Our approach to valuing commercial property securities as an asset class is hindered by a lack

of historical data about rates of dividend growth.

To overcome this limitation, we have

assumed that markets are fairly valued today (i.e., the expect supply of returns equals the

expected returns demanded by investors), and “backed out” the implied future real growth rates

for dividends (which over time should correlated with the real change in rental income) to see if

they are reasonable in light of other evidence about the state of the economy (see below). This

analysis assumes that investors require a 2.5% risk premium above the yield on real return

bonds to compensate an investor for the risk of securitized commercial property as an asset

class. The following table shows the results of this analysis:
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Commercial Property Securities Analysis as of 31Mar08
Country Real Bond Plus Less Equals
Yield Commercial | Dividend Implied
Property Yield on Rate of
Risk Commercial | Future Real
Premium Property Dividend
Securities Growth
Australia 2.5% 2.5% 7.8% -2.7%
Canada 1.6% 2.5% 5.7% -1.6%
Eurozone 2.1% 2.5% 3.7% 0.9%
Japan 1.1% 2.5% 2.2% 1.5%
Switzerland 1.3% 2.5% 4.0% -0.2%
United Kingdom 0.9% 2.5% 3.1% 0.3%
United States 1.3% 2.5% 5.2% -1.4%

If you think the implied real growth estimates in the last column are too high relative to your
expectation for the future real growth in average rents, this implies commercial property
securities are overvalued today. On the other hand, if you think the implied growth rate is too
low, that implies undervaluation. Since we expect a significant slowdown in the global
economy over the next few years, we are inclined to view most of these implied real growth
assumptions as too optimistic (with the possible exception of Australia), and therefore believe
that the balance of business cycle and valuation evidence suggests that commercial property
securities in many markets are likely overvalued today.

To estimate the likely direction of short term commodity futures price changes, we
compare the current price to the historical distribution of futures index prices. Between 1991
and 2005 period, the Dow Jones AIG Commodities Index (DJAIG) had an average value of
107.6, with a standard deviation of 21.9. The 31 March 2008 closing value of 201.6 was more
than four standard deviations above the long term average (assuming the value of the index is
normally distributed around its historical average, a value greater than three standard deviations
away from that average should occur less than 1% of the time). We are clearly in unchartered
territory, whether due to speculation, a collective fear of high future inflation and/or a
substantial decline in the value of the U.S. dollar versus many other currencies, and/or
fundamental structural changes in commodity markets (e.g., the peak oil thesis, and the

increasing use of agricultural commodities for fuel as well as food). Until the underlying
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factors driving the DJAIG higher become clearer, we continue to believe that the probability of
a near term decline in the spot price of the DJAIG still seems much higher than the probability
of a substantial further increase. At any given point in time, the current price of a commodity
futures contract should equal the expected future spot price less some premium (i.e., expected
return) the buyer of the future expects to receive for bearing the risk that this forecasted future
spot price will be inaccurate. However, the actual return realized by the buyer of the futures
contract can turn out to be quite different from the expected return. When it occurs, this
difference will be due to unexpected changes in the spot price of the contract that occur after
the date on which the futures contract was purchased but before it is closed out. If the
unexpected change in the spot price is positive, the buyer of the futures contract (i.e., the
investor) will receive a higher than expected return; if the unexpected price change is negative,
the buyer’s return will be lower than expected. In a perfectly efficient market, these
unexpected price changes should be unpredictable, and over time net out to zero. On the other
hand, if the futures market is less than perfectly efficient — if, for example, investors’ emotions
cause prices to sometimes diverge from their rational equilibrium values — then it is possible for
futures contracts to be over or undervalued.

Our approach to assessing the current valuation of timber is based on two publicly
traded timber REITS: Plum Creek (PCL) and Rayonier (RYN). As in the case of equities, we
compare the return these are expected to supply (defined as their current dividend yield plus the
expected growth rate of those dividends) to the equilibrium return investors should rationally
demand for holding timber assets (defined as the current yield on real return bonds plus an
appropriate risk premium for this asset class). Two of these variables are published: the
dividend yields on the timber REITS and the yield on real return bonds. The other two
variables have to be estimated, which presents a particularly difficult challenge with respect to
the rate at which dividends will grow in the future. A number of factors contribute to the
expected future growth rate of timber REIT dividends. These are listed in the following table,

along with the assumptions we make about their future values:

Growth Driver Assumption

Biological growth of trees This varies widely according to the type
and maturity a given timber property (and,
indeed, biological growth doesn’t directly
translate into returns as different trees and
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Growth Driver Assumption

growing arrangements also involve
different costs. We assume 6% as the long
term average.

Harvesting rate In order to produce a timber REIT’s
dividend, a certain physical volume of trees
must be harvested each year. This will
vary over time; for example, when prices
are high, a smaller volume will have to be
cut to pay for a given level of dividends.
As a long term average, we assume that 5%
of tree volume is harvested each year.

In-growth of trees This refers to the fact that as trees grow
taller and wider, they are capable of
producing products with substantially
higher values. This so called “grade
change” will cause an increase in value
(and hence return) of timber even when
prices within each product category are
falling. We assume this adds 3% per year
to the return on timber assets.

Change in prices of timber and land on | We assume that over the long term prices
which the trees are growing will just keep pace with inflation. In the
U.S. some data shows real price increases
of 2% per year over the past 20 years;
however, IMF data shows real price
declines on a world timber price index.
Hence, we assume the contribution of real
timber price changes to long term timber
returns is zero.

Diversification across countries As in the case of commodities, that an
investor in an internationally diversified
portfolio of timber assets should earn a
diversification return, similar to the one
earned by investors in a well diversified
portfolio of commodity futures contracts.
In the interest of conservatism, we assume
that in the case of timber this equals zero.

Carbon credits In the future, investors in timberland may
earn additional returns from the receipt and
resale of carbon credits. However, since the
future value of those credits is so uncertain,
we have assumed no additional return from
this source.
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This leaves the question of the appropriate return premium to assume for the overall risk
of investing in timber as an asset class. Historically, the difference between returns on the
NCRIEF timberland index and those on real return bonds has averaged around six percent.
However, since the timber REITS are much more liquid than the properties included in the
NCRIEF index, we have used four percent as the required return premium for investing in
liquid timberland assets.

Given these assumptions, our assessment of the valuation of the timber asset class at 31
March 2008 is as follows:

Average Dividend Yield 4.45%
Plus Long Term Annual Biological Growth 6.00%
Less Percent Harvested Each Year (5.00%)
Plus Average Annual Ingrowth Value 3.00%
Increase

Plus Long Term Real Annual Price Change 0.00%
Plus Other Sources of Annual Value 0.00%
Increase (e.g., Carbon Credits)

Equals Average Annual Real Return 8.45%
Supplied

Real Bond Yield 1.29%
Plus Risk Premium for Timber 4.00%
Equals Average Annual Real Return 5.29%
Demanded

Ratio of Returns Demanded/Returns 63.0%
Supplied Equals Valuation Ratio (less than

100% implies undervaluation)

Our approach to assessing the current value of equity market volatility (as measured by
the VIX index, which tracks the level of S&P 500 Index volatility implied by the current
pricing of put and call options on this index) is similar to our approach to commaodities.
Between January 2, 1990 and December 30, 2005, the average value of the VIX Index was
19.45, with a standard deviation of 6.40. The one standard deviation (67% confidence interval)
range was 13.05 to 28.85, and the two standard deviations (95% confidence) range was from
6.65 to 32.25. On 31 March 2008, the VIX closed at 25.61, about one standard deviation above

the VIX’s long term average value. However, we believe this level is too low in light of rising
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uncertainty in the world economy and continuing turmoil in financial markets. Hence, we

conclude that equity volatility is likely still undervalued today.

Sector and Style Rotation Watch

The following table shows a number of classic style and sector rotation strategies that
attempt to generate above index returns by correctly forecasting turning points in the economy.
This table assumes that active investors are trying to earn high returns by investing today in the
styles and sectors that will perform best in the next stage of the economic cycle. The logic
behind this is as follows: Theoretically, the fair price of an asset (also known as its fundamental
value) is equal to the present value of the future cash flows it is expected to produce,
discounted at a rate that reflects their relative riskiness.

Current economic conditions affect the current cash flow an asset produces. Future
economic conditions affect future cash flows and discount rates. Because they are more
numerous, expected future cash flows have a much bigger impact on the fundamental value of
an asset than do current cash flows. Hence, if an investor is attempting to earn a positive return
by purchasing today an asset whose value (and price) will increase in the future, he or she
needs to accurately forecast the future value of that asset. To do this, he or she needs to
forecast future economic conditions, and their impact on future cash flows and the future
discount rate. Moreover, an investor also needs to do this before the majority of other investors
reach the same conclusion about the asset's fair value, and through their buying and selling
cause its price to adjust to that level (and eliminate the potential excess return).

We publish this table to make an important point: there is nothing unique about the
various rotation strategies we describe, which are widely known by many investors. Rather,
whatever active management returns (also known as "alpha") they are able to generate is
directly related to how accurately (and consistently) one can forecast the turning points in the
economic cycle. Regularly getting this right is beyond the skills of most investors. In other
words, most of us are better off just getting our asset allocations right, and implementing them
via index funds rather than trying to earn extra returns by accurately forecasting the ups and
downs of different sub-segments of the U.S. equity and debt markets