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October 2009 Issue: Key Points

Our economic update this month reviews the data presented in the IMF’'s most recent
World Economic Outlook. We conclude that on balance, the odds of our conflict
scenario developing have increased over the last month, and that returns on asset
classes that perform well under the high uncertainty regime are likely to show the
highest rolling returns in the months ahead. These include short term government
bonds (e.g., SHY for U.S. Treasuries, and ISHG for a mix of short term government
bonds from other nations), gold, volatility, Swiss Francs (FXF), and Swiss and
European commercial property. In this month’s letters to the editor, we respond to
more letters about timber, as well as questions about oil and gas partnerships,
whether diversification can be overdone, the best asset allocation today, and why we
don’t make bigger allocations to emerging markets equity in our model portfolios. This

www.indexinvestor.com Oct09 pg. 1
©2009 by Index Investors Inc. ISSN 1554-5075




October 2009 The Index Investor GBP Edition

month’s feature article looks at the construction of equal risk weighted portfolios and
how they performed across major currency zones in 2007 and 2008. Our product and
strategy notes include another warning to limited partners about the challenges of
investing in venture capital, a review of recent research into early warning indicators
for future financial markets crises, a very interesting new paper on the long term
drivers of equity market valuation, and whether investors on average anticipate or
react to them, and with what degree of accuracy, and the long-term impact of the

2007-2008 crisis on financial advisers.

Global Asset Class Returns

YTD 30 Sep 09 In USD In AUD In CAD | In EURO In JPY In GBP In CHF In INR
Asset Held

USD Bonds -1.10% | -27.68% | -16.13% -6.25% -2.35% | -12.34% -3.68% -2.38%
USD Prop. 18.82% -7.76% 3.80% 13.67% 17.57% 7.58% 16.24% 17.54%
USD Equity 21.58% -5.00% 6.56% 16.43% 20.33% 10.34% 19.00% 20.30%
AUD Bonds 14.82% | -11.76% -0.20% 9.67% 13.57% 3.58% 12.24% 13.54%
AUD Prop. 37.49% 10.91% 22.47% 32.34% 36.24% 26.25% 34.92% 36.21%
AUD Equity 57.43% 30.85% 42.41% 52.28% 56.18% 46.19% 54.86% 56.15%
CAD Bonds 16.50% | -10.08% 1.47% 11.35% 15.25% 5.26% 13.92% 15.22%
CAD Prop. 55.29% 28.71% 40.26% 50.14% 54.04% 44.05% 52.71% 54.01%
CAD Equity 44.37% 17.80% 29.35% 39.22% 43.12% 33.13% 41.80% 43.09%
CHF Bonds 13.25% | -13.33% -1.78% 8.10% 12.00% 2.01% 10.67% 11.97%
CHF Prop. 21.82% -4.76% 6.80% 16.67% 20.57% 10.58% 19.24% 20.54%
CHF Equity 18.56% -8.02% 3.54% 13.41% 17.31% 7.32% 15.98% 17.28%
INR Bonds -10.59% | -37.17% | -25.61% | -15.74% | -11.84% | -21.83% | -13.16% | -11.87%
INR Equity 78.81% 52.23% 63.79% 73.66% 77.56% 67.57% 76.24% 77.53%
EUR Bonds 2.38% | -24.20% | -12.65% -2.77% 1.13% -8.86% -0.20% 1.10%
EUR Prop. 40.26% 13.68% 25.24% 35.11% 39.01% 29.02% 37.68% 38.98%
EUR Equity 13.31% | -13.27% -1.72% 8.16% 12.06% 2.07% 10.73% 12.03%
JPY Bonds 0.17% | -26.41% | -14.85% -4.98% -1.08% | -11.07% -2.41% -1.11%
JPY Prop. 16.65% -9.93% 1.63% 11.50% 15.40% 5.41% 14.07% 15.37%
JPY Equity 4.28% | -22.30% | -10.74% -0.87% 3.03% -6.96% 1.70% 3.00%
GBP Bonds 11.88% | -14.70% -3.14% 6.73% 10.63% 0.64% 9.31% 10.60%
GBP Prop. 20.90% -5.68% 5.88% 15.75% 19.65% 9.66% 18.32% 19.62%
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YTD 30 Sep 09 In USD In AUD In CAD | In EURO In JPY In GBP In CHE In INR
GBP Equity 28.69% 2.11% 13.67% 23.54% 27.44% 17.45% 26.11% 27.41%
1-3 Yr US Govt 0.46% | -26.11% | -14.56% -4.69% -0.79% | -10.78% -2.11% -0.82%
World Bonds 6.33% | -20.25% -8.70% 1.18% 5.08% -4.91% 3.75% 5.05%
World Prop. 27.01% 0.43% 11.98% 21.86% 25.76% 15.77% 24.43% 25.73%
World Equity 27.23% 0.65% 12.20% 22.08% 25.98% 15.99% 24.65% 25.95%
Commod Long 9.58% | -17.00% -5.45% 4.43% 8.33% -1.66% 7.00% 8.30%
Commod L/Shrt -10.56% | -37.13% | -25.58% | -15.71% | -11.81% | -21.80% | -13.13% | -11.84%
Gold 14.25% | -12.33% -0.77% 9.10% 13.00% 3.01% 11.68% 12.97%
Timber -0.25% | -26.83% | -15.27% -5.40% -1.50% | -11.49% -2.82% -1.53%
Uncorrel Alpha 9.85% | -16.72% -5.17% 4.70% 8.60% -1.39% 7.28% 8.57%
Volatility VIX -35.98% | -62.55% | -51.00% | -41.13% | -37.23% | -47.21% | -38.55% | -37.26%
Currency

AUD 26.58% 0.00% 11.55% 21.43% 25.33% 15.34% 24.00% 25.30%
CAD 15.02% | -11.55% 0.00% 9.87% 13.77% 3.79% 12.45% 13.74%
EUR 5.15% | -21.43% -9.87% 0.00% 3.90% -6.09% 2.57% 3.87%
JPY 1.25% | -25.33% | -13.77% -3.90% 0.00% -9.99% -1.32% -0.03%
GBP 11.24% | -15.34% -3.79% 6.09% 9.99% 0.00% 8.66% 9.96%
USD 0.00% | -26.58% | -15.02% -5.15% -1.25% | -11.24% -2.58% -1.28%
CHF 2.58% | -24.00% | -12.45% -2.57% 1.32% -8.66% 0.00% 1.29%
INR 1.28% | -25.30% | -13.74% -3.87% 0.03% -9.96% -1.29% 0.00%

Uncorrelated Alpha Strategies Detail

As we have repeatedly noted over the years, actively managed strategies
whose objective is to produce returns with low or no correlation with the returns on
major asset classes (so-called “uncorrelated alpha strategies”) have an undeniable
mathematical benefit for a portfolio. Moreover, the potential size of this benefit
increases with the portfolio’s long-term real rate of return target. On the other hand,
we have also repeatedly noted that, for a wide range of reasons, active management
is an extremely difficult game to play consistently well, and that this challenge only
increases with time. Hence, in our model portfolios, we have tried to strike an
appropriate balance between these two perspectives. We start by limiting allocations
to uncorrelated alpha to no more than ten percent of a portfolio. We then equally divide
this allocation between four different strategies. Within each strategy, we track the
performance of two liquid, retail funds which can be used to implement it, and which

have far lower costs than the 2% of assets under management and 20% of profits
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typically charged by hedge fund managers using the same strategy (for more on the
advantages of such funds, see “How Do Hedge Fund Clones Manage the Real
World?” by Wallerstein, Tuchshmid, and Zaker). The following table shows the year to

date performance of these funds (which are listed by ticker symbol):

| YTD30Sep09 | InUSD| InAUD| InCAD | InEURO| InJPY| InGBP| InCHF In INR
Eq Mkt Neutral
HSKAX -1.95% | -28.53% | -16.98% | -7.10% | -3.20% | -13.19% | -4.53% | -3.23%
OGNAX -0.10% | -26.68% | -15.12% | -5.25% | -1.35% | -11.34% | -2.68% | -1.38%
Arbitrage
ARBFX 8.54% | -18.03% | -6.48% 3.39% 7.29% | -2.69% 5.97% 7.26%
ADANX 9.40% | -17.18% | -5.62% 4.25% 8.15% | -1.84% 6.82% 8.12%
Currency
DBV 18.49% | -8.09% 3.46% | 13.34% | 17.24% 7.25% | 15.91% | 17.20%
ICI 4.88% | -21.70% | -10.14% | -0.27% 3.63% | -6.36% 2.30% 3.60%
Equity L/S
HSGFX 6.05% | -20.53% | -8.97% 0.90% 4.80% | -5.19% 3.47% 4.77%
PTFAX 17.14% | -9.43% 212% | 11.99% | 15.89% 5.90% | 14.57% | 15.86%
GTAA
MDLOX 17.74% | -8.84% 2.71% | 12.58% | 16.48% 6.50% | 15.16% | 16.45%
PASAX 18.35% | -8.23% 3.32% | 13.20% | 17.10% 7.11% | 15.77% | 17.07%

Table: Market Implied Regime Expectations and Three Year Return
Forecast

We use the following table to provide insight into the weight of market views
about which of three regimes — high uncertainty, high inflation, or normal growth — is
developing. The table shows rolling three month returns for different asset classes.
The asset classes we list under each regime should deliver relatively high returns
when that regime develops. We assume that both the cross-sectional and time series
comparisons we present provide insight into the market’s conventional wisdom — at a
specific point in time -- about the regime that is most likely to develop within the next
twelve months. To obtain the cross-sectional perspective, we horizontally compare

the row labeled “This Month’s Average” for the three regimes. In our interpretation, the
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regime with the highest rolling three month average is the one which (on the specified
date) the market’s conventional wisdom believed was the most likely to develop.

For the time series perspective, we vertically compare this month’s average
rolling three month return for a given regime to the regime’s rolling three month
average three months ago. We believe this time series perspective provides insight

into how fast and in what direction the conventional wisdom has been changing over

time.
Rolling Three Month Returns in USD 30-Sep-09
High Uncertainty High Inflation Normal Growth
Short Maturity US US Real Return

Govt Bonds (SHY) Bonds (TIP) US Equity (VTI)
0.76% 2.93% 16.36%

1-3 Year

International
Treasury Bonds | Long Commodities EAFE Equity
(ISHG) (DJP) (EFA)
4.87% 3.82% 19.36%
Equity Volatility | Global Commercial Emerging Equity
(VIX) Property (RWO) (EEM)
-2.81% 30.06% 20.73%

Long Maturity
Nominal Treasury | High Yield Bonds

Gold (GLD) Bonds (TLT)* (HYG)
8.41% 5.31% 11.01%
Average Average Average

(with TLT short)
2.81% 7.88% 16.86%
Three Months Ago: | Three Months Ago: | Three Months Ago:
-8.20% 13.66% 23.22%

* falling returns on TLT indicate rising inflation expectations

As you can see, at the end of last month, the conventional wisdom still seemed
to favor a relatively quick return to normal times (though with an undercurrent of worry
about higher inflation). From a dynamic perspective, however, we can see that rate at
which these expectations were improving has sharply slowed. In addition, we can see
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a renewed concern with the possible return to a high uncertainty regime (e.g., the
proverbial W, U, or L shaped recession profile). Psychologically, we can understand
the need to cling to the view that good times are about to return; we can also
understand that in some cases this need is reinforced by the incentives facing some
professional investors. However, as we describe in this month’s Economic Update, we
believe that this hope is misplaced, and that the probability of moving again into the
high uncertainty regime is quickly rising.

At the request of many readers, we will now publish forecasts for real returns on
different asset classes. They can be compared to asset class return forecasts regularly
produced by GMO, to which many of our readers also subscribe. Given our belief that
foresight accuracy is improved by combining the outputs from different forecasting
methodologies, we have taken a different approach from GMO. As we understand it,
they start with their estimate of current over or undervaluation, and assume that these
will return to equilibrium over a seven year business cycle. They apparently believe
that the use of this time horizon will cause a number of ups and downs caused by
cyclical and investor behavior factors to average out. It has always struck us as a very
logical approach. In contrast, the forecasting approach we have taken is grounded in
our research in to the performance of different asset classes in three regimes, which
we have termed high uncertainty, high inflation and normal times. In the latter regime,
asset class returns are strongly attracted to their equilibrium levels — i.e., to the
situation in which the returns supplied and the returns demanded are close to balance.
Our approach to estimating returns under this regime is to appropriate risk premiums
for different asset classes to our estimate of the equilibrium yield on risk return bonds
when the system is operating under normal conditions. In contrast, the high
uncertainty and high inflation regimes are very much disequilibrium conditions in which
investor behavior dominates the returns that are actually supplied. Under these
regimes, our approach to return forecasting starts with our estimate of what the real
rate of return would be (lower than normal under high uncertainty because of a lower
time discount rate, and lower still under high inflation because of much stronger

investor demand for inflation hedging assets like real return bonds). We then add an
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estimate of the realized return spread over the real bond yield for each asset class in
the high uncertainty and high inflation regimes. To determine these premia, we began
with the results from our historical regime analysis, and subjectively adjusted the
results to make them more consistent with each other while generally preserving the
rank ordering of asset class returns from our historical regime analysis. The final step
in our methodology is to subjectively estimate the percentage of time that the financial
system will spend in each of the three different regimes over the next 36 months. We
are the first to admit that this is, at best, a noisy estimate of the returns investors are
likely to receive on different asset classes over our target time horizon. We have no
doubt that GMO would say the same about the results produced by their methodology.
Indeed, it is either naive or misleading to say anything else, given that one is
attempting to forecast results produced by a constantly evolving complex adaptive
system. As always, we stress that research has shown that accuracy can be improved
by combining forecasts produced using different methodologies. With that admonition,

our results are as follows:

Regime Normal High High Forecast
Regime | Uncertainty | Inflation | Annualized
Regime Regime USD Real
Return
Assumed Regime Probability 20% 50% 30%
Over Next 36 Months
Real Rate Under Regime 3.50% 2.50% 1.50% 2.40%
Asset Class Premia
Domestic Bonds 1.0% 1.0% -3.0% 2.20%
Foreign Bonds 0.5% 2.0% 0.5% 3.65%
Domestic Property 3.0% -10.0% 1.0% -1.70%
Foreign Property 3.0% -10.0% -1.5% -2.45%
Commodities 2.0% -6.0% 3.0% 0.70%
Timber 2.0% -8.0% 1.0% -0.90%
Domestic Equity 3.5% -12.0% -5.0% -4.40%
Foreign Equity 3.5% -12.0% -7.0% -5.00%
Emerging Equity 4.5% -15.0% 1.0% -3.90%
Gold -2.0% 2.0% 2.5% 3.75%
Volatility -25.0% 50.0% 25.0% 29.90%
www.indexinvestor.com Oct09 pg.7
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Table: One Year Asset Class Valuation Conclusions and Recent Momentum

The following table sums up our conclusions (based on the analysis
summarized in this article) as to potential asset class under and overvaluations at the
end of September 2009, over a one year time horizon. Note that our views on
valuation over a longer time horizon sometimes differ from our short-term views. As
we repeatedly note, when discussing asset class valuation (or any forecast, for that
matter), being specific about the time horizon is critical. Our longer term valuation
views are contained in the Global Asset Class Valuation Analysis section of each
month’s journal.

We believe that asset prices reflect the interaction of three broad forces. The
first is fundamental valuation, as reflected in the balance between the expected supply
of and demand for returns. The Global Asset Class Valuation Analysis of each month’s
journal contains an extensive discussion of fundamental valuation issues. One of our
core beliefs is that while asset prices are seldom equal to their respective fundamental
values (because the system usually operates in disequilibrium), they are, in the
medium and long-run strongly drawn towards that attractor.

The second driver of asset prices, and undoubtedly the strongest in the short
run, is investor behavior, which results from the interaction of a complex mix of
cognitive, emotional and social inputs — the latter two comprising Keynes’' famous
“animal spirits”. We try to capture the impact of investor behavior in each month’s
Market Implied Expectations Analysis, as well as in two measures of momentum for
different asset classes — one covering returns over the most recent three months (e.g.,
June, July and August), and one covering returns over the previous non-overlapping
three month period (e.g., March, April, and May).

The third driver of asset prices is the ongoing evolution of political and
economic conditions and relationships, and the degree uncertainty that prevails about
their future direction. We capture these longer term forces in our economic scenarios.

The following table summarizes our current views about current prices

compared to fundamental valuation estimates over a one year time horizon.
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Specifically, we reach conclusions about whether different asset classes appear close
to fairly priced (in which case our rating is “neutral”), or whether they are under or
overvalued.

The extent to which we believe over or undervaluation to be the case is
reflected in the confidence rating we assign to each conclusion. We believe it is
extremely important for the recipient of any estimate or assessment to clearly
understand the analyst’s confidence in the conclusions he or she presents. How best
to accomplish this has been the subject of an increasing amount of research (see, for
example, “Communicating Uncertainty in Intelligence Analysis” by Steven Rieber;
“Verbal Probability Expressions in National Intelligence Estimates” by Rachel
Kesselman, “Verbal Uncertainty Expressions: Literature Review” by Marek Druzdzel,
and “What Do Words of Estimative Probability Mean?” by Kristan Wheaton). We use
a three level verbal scale to express our confidence level in our valuation conclusions.
“Possible” represents a relatively low level of confidence (e.g., 25% — 33%, ora 1in 4
to 1 in 3 chance of being right), “likely” a moderate level of confidence (e.g., 50%, or a
1 in 2 chance of being right), and “probable” a high level of confidence (e.g., 67% to
75%, or a 2 in 3 to 3 in 4 chance of being right). We do not use a quantitative scale,
because we believe that would give a false sense of accuracy to judgments that are
inherently approximate due to the noisy data and subjective assumptions upon which
they are based.

An exception to this approach is our assessment of the future return to local
investors for holding U.S. dollars. In this case, our conclusions are mechanically driven
by interest rate differentials on ten year government bonds. To be sure, the theory of
Uncovered Interest Rate Parity, which calls for exchange rates offsetting interest rate
differentials does not often hold in the short-run, as the apparent profitability of the
carry trade has shown (i.e., borrowing in low interest rate currencies to invest in high
interest rate currencies). However, other research has shown that a substantial
portion of these profits represents compensation for bearing so-called “crash” risk (see
“Crash Risk in Currency Markets” by Farhi, Fraiberger, Gabaix, et al) — as many who

were long Icelandic Krona in 2007 and 2008 learned the hard way.
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Our fundamental valuation estimates over a one year time horizon, as well as
recent momentum, are summarized in the following table. We stress that these
conclusions represent our assessment at a given point in time, which implies no
forecast as to when any over and undervaluations will be reversed. Indeed, before
such a reversal occurs, current over and undervaluations could actually become more
extreme. That said, common sense suggests that more extreme situations are more
likely to be recognized and reversed. An example of this would be a situation in which
an asset class was deemed likely or probably overvalued, but where momentum data
indicated an accelerating increase in prices. As so many authors have noted
throughout history, trends that can’t continue don’t continue. Finally, conclusions about
potential price reversals also have to be seen in the longer term context of the likely
evolution of future political/leconomic scenarios and their implications for asset class
valuations and investor behavior (see, for example, our monthly Economic Updates).
This is also an important input into investment decisions, as we do not believe that the
full implications of these scenarios are typically reflected in current asset prices and

investor behavior.

Rolling 3 Rolling 3

Month Month

Fundamental Valuation Return in Return 3

Estimate Based on a Local Months

Valuation at 30 Sep 09 One Year Time Horizon Currency Ago

AUD Real Bonds Neutral 0.25% -3.70%

AUD Bonds Possibly Undervalued 2.40% -9.16%

AUD Property Possibly Overvalued 28.32% 11.11%

AUD Equity Neutral 21.04% 12.70%

CAD Real Bonds Neutral 3.04% 2.21%

CAD Bonds Possibly Undervalued 1.83% -0.41%

CAD Property Neutral 20.24% 29.57%

CAD Equity Likely Overvalued 10.16% 21.91%

CHF Bonds Neutral 2.98% -1.55%

CHF Property Neutral 11.96% 9.27%
www.indexinvestor.com Oct09 pg.10
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Rolling 3 Rolling 3
Month Month
Fundamental Valuation Return in Return 3
Estimate Based on a Local Months
Valuation at 30 Sep 09 One Year Time Horizon Currency Ago
CHF Equity Likely Overvalued 17.08% 11.88%
EUR Real Bonds Neutral 4.28% 8.08%
EUR Bonds Possibly Undervalued 1.27% -3.62%
EUR Prop. Neutral 31.85% 13.32%
EUR Equity Neutral 8.35% 5.62%
GBP Real Bonds Neutral 2.95% 3.19%
GBP Bonds Neutral 3.14% -1.51%
GBP Property Neutral 30.55% 21.33%
GBP Equity Possibly Undervalued 21.25% 12.82%
INR Bonds Possibly Overvalued -8.46% 7.02%
INR Equity Probably Overvalued 17.80% 49.75%
JPY Real Bonds Neutral 5.76% 11.44%
JPY Bonds Possibly Undervalued 0.99% -0.30%
JPY Property Neutral 3.65% 16.40%
JPY Equity Probably Overvalued -1.88% 15.80%
USD Real Bonds Neutral 3.05% 0.25%
USD Bonds Possibly Undervalued -3.14% 1.75%
USD Property Possibly Overvalued 34.55% 30.02%
USD Equity Probably Overvalued 16.46% 16.95%
Following in USD:
Investment Grade Credit (CIU) Possibly Overvalued 4.63% 7.47%
High Yield Credit (HYG) Likely Overvalued 10.54% 20.23%
Emerging Mkt Equity (EEM) Probably Overvalued 41.63% 15.56%
Commodities Long Neutral 3.82% 12.37%
Commodities L/S N/A 1.06% -5.25%
Gold Possibly Undervalued 8.41% 1.00%
Timber Possibly Undervalued 7.80% 10.04%
Uncorrelated Alpha N/A 4.30% 4.58%
Volatility (VIX) Likely Undervalued -2.81% -40.30%
Return in Local for holding
USD:
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Rolling 3 Rolling 3

Month Month

Fundamental Valuation Return in Return 3

Estimate Based on a Local Months

Valuation at 30 Sep 09 One Year Time Horizon Currency Ago
Returns to AUD Investor Positive -12.63% -16.25%
Returns to CAD Investor Neutral -9.31% -8.02%
Returns to EUR Investor Neutral -4.28% -5.16%
Returns to JPY Investor Negative -6.88% -2.00%
Returns to GBP Investor Neutral 3.87% -14.80%
Returns to CHF Investor Negative -4.61% -4.01%
Returns to INR Investor Positive 0.43% -5.46%

Market Phase Change Risk Analysis

One of our core assumptions is that financial markets function as complex
adaptive systems. One of the key features of such systems is their ability to pass
through so-called “phase transitions” that materially change their character once
certain variables exceed or fall below critical thresholds. In our September 2009 issue,
we reviewed a paper on one of critical variables, “Leverage Causes Fat Tails and
Clustered Volatility” by Thurner, Farmer and Geanakoplos. This paper more formally
demonstrated the importance of a factor that has been associated with booms and
busts throughout financial history: the expansion of the supply of credit at a pace well
in excess of real economic growth. In the past we have also noted that rising
uncertainty and the changing connectedness and strength of social networks that
influence investor decision making may also be critical variables driving phase
transitions in financial systems (see, for example, “Asset Pricing in Large Information
Networks” by Ozsoylev and Walden, or “Dragon Kings, Black Swans, and the
Prediction of Crises” by Didier Sornette). As a practical matter, the challenge for
investors has been to identify variables or statistics that can be used to identify the
strengthening of networks (and consequent alignment of opinions, which may or may
not reflect irrational herding) that is often associated with phase transitions. It was with
this in mind that we recently read an excellent paper by Lisa Borland, of the asset
management firm Evnine and Associates in San Francisco (“Statistical Signatures in

Times of Panic: Markets as a Self Organizing System”). Using the phase transition
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approach, Borland searched for statistical signatures of market panics, and proposes a
new order parameter that is easy to calculate and appears to capture the changing
dynamics of asset return correlations and the underlying social network phenomena
that give rise to them. The parameter equals the number of financial markets or
assets that have positive returns over a given interval, less the number that have
negative returns, divided by the total number of financial markets or asset classes
evaluated. If the value is zero, the markets are in a disordered state and far from the
potential phase change point. However, as the parameter value approaches one or
negative one, the markets are in an increasingly ordered state. In this state, networks
are more extensive, and presumably social influences have a greater impact on
investor decisions. Under these conditions, a market may be close to or at a phase
change point, and therefore subject to a sudden, and potentially violent, shift in its
previous trend. We have calculated this order parameter for the 38 financial markets
(excluding foreign exchange) we evaluate each month. Here are the results so far for
2009:

Jan Feb Mar Apr May Jun Jul Aug Sep

(0.57) (0.68) (0.47) - 0.21 0.11 0.32 0.63 0.53

As you can see, in 2009 global financial markets appear to have swung from a
relatively ordered and negatively oriented state early in the year, through a period of
disorganization during the spring and early summer, then into a period of stronger

positive orientation by August that began to reverse in September.

This Month’s Letters to the Editor

What do you think of oil and gas partnerships? Where do they fit in your model

portfolios?

Let me start with the second question. Oil and gas limited partnerships are often
divided into three categories: exploratory drilling (at the high risk/high return end of the
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spectrum), development drilling (to increase production from a field with proven
reserves), midstream (lower risk businesses that process hydrocarbons, e.g., to
remove natural gas liquids from natural gas) and occasionally pipelines (at the lower
risk/lower return end of the spectrum). As you can see, the first two are effectively
investments in real assets, similar to investments in timber, gold or commodities. As a
result, we would include them under our allocation to commodities. In contrast, the
latter two are investments in businesses that provide a service related to bringing
commodities to market — one would not normally expect their revenues to fluctuate
with commodity prices as much as those partnerships that are directly involved with
the production and sale of the commodities themselves. Given this, the latter two
types of limited partnership seem closer to equities in their essential nature. In terms
of your first question, let me draw a distinction between three alternatives. The first is
an investment in a public equity index that tracks performance of relatively large
companies that are primarily engaged in oil and gas exploration — for example, ETFs
like IEO or XOP. The second is an investment in the publicly traded stock of a single
small E&P company that is not included in the ETF. And the third is an investment in a
limited partnership or LLC unit issued by an organization engaged in either exploratory
or development drilling. What distinguishes these three investments?

In terms of risk, the ETFs provide some diversification benefits that reduce net
exposure to single company risk, leaving a mix of exposure to the E&P sector and the
overall equity market (e.g., these ETFs have recently had a roughly a .60 correlation
with the S&P 500). Interestingly, over the past two years, IEO has outperformed the
broad equity market when hydrocarbon prices were rising (but not risen as high as
investments that more closely track energy prices, like JJE, which tracks the GSCI
energy sub-index). On the other hand, it has outperformed JJE and similar commodity
investments when energy prices were falling. In contrast, with both the small E&P
stock and the E&P partnership, you are relatively more exposed to company-specific
risk (e.g., lease location and cost, drilling execution, etc.), with arguably less exposure
to the overall equity market. In terms of functional differences between the public

corporation and private partnership form of organization, the former may provide
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superior disclosure, but less effective control. In terms of the costs associated with
each form, the public corporation undoubtedly has higher reporting costs, while the
partnership may (and | emphasize may) have higher potential employee compensation
costs if the firm is successful (and therefore may also be able to attract higher quality
employees who reduce execution risk). E&P partnerships and LLCs may also have
better access to capital than the smaller public E&P companies, for which excessive
dilution is often a problem (remember, many penny stocks were originally resource
plays).

Turning to the return side of the equation, because of the lower company
specific risk profile, ETFs like IEO and XOP should deliver returns in line with the
relative riskiness of E&P as a function or sector — in other words, better than the
overall market, but not as high as the potential returns on a single E&P company or
partnership, where potential returns should also reflect compensation for much higher
company specific and small company risk. Finally, with respect to midstream and
pipeline partnerships, some of these are traded publicly, in the form of master limited
partnerships, or MLPs. Their performance has historically been tracked by the Alerian
MLP Index. Since this past summer, an ETN issued by JPMorgan Chase tracks this
index, and trades under the ticker AMJ (of course, this ETN also requires you to hold
JPMorgan Chase credit risk, which may give you second thoughts).

I’'m sure you get asked this question a lot (given what you do), but I'm still curious
about how you answer it: What's the best asset allocation today?

Unfortunately, there is no simple answer to that question. Compliance officer-types
might say that the answer depends on the answers you give on a survey that attempts
to measure your “risk tolerance” and/or “risk capacity.” The problem we have with this
approach is that risk tolerance is much more situation specific than compliance officers
like to admit. To use a glib example: Under normal circumstances, | would think it
insane to run into a burning building — it would be well outside my risk tolerance, given

my highest priority