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Holding Our Course
Stembrook Investment Commentary — September, 2009

A Strong Recovery, So Far

Since the middle of March, markets across the globe have staged a dramatic comeback. While much
ground has been made up, there is much left to go in order to return many markets to their previous
highs. The significant risk aversion and outright panic seen late last year and early this year have largely
subsided and markets are returning to some semblance of normalcy.
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1-50+100=1 - The Strange Math of Market Performance

The recent recovery in most asset classes has been breathtaking, with the S&P 500 up more than 41%
from recent lows reached in March. Though this performance is impressive, there is another side to this
observation, and it is one I've discussed with many clients in the recent past. After a drop of more than
50% one would, at first glance, think that a subsequent rise of 41% would bring us back to about even.
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However, this is not the case. A 41% increase brings us slightly less than half way back. This can best be
observed in Chart 2 which tracks the value of $1 invested in the S&P 500 index since 1990. The orange
arrows highlight the recent decline and recovery. As the chart illustrates, there is still a significant way
to go - 45% to be exact - before the market returns to its former high.

Chart 2 — Returns Aren’t Always What They Seem
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Through August 31st, 2009

A\ 6

45% Additional

Increase
/\M Required to Get
//J\/ \ \/\/\ /\/\/y\/J 5  Backto Even
51% Decline\\
i e
M\/ \\/\/j vﬂ% Increase

//J‘/ 3
M/ 2
1

0
OO d N AN N TN W WOIMNOWONDHDOO A AN NMTST W W ON 00 D
()3 I ) Ie) <) B e) M) o) B e) B« ) o) Bl e) B« ) o) B o) B o oo oo oo oo oo No oo el
A DO OO OO OO O OO0 00000 o0 oo
A dd ddd ddddd ddd 1NN NN NNNNNNNNSQ o
I e T e e T e T T e T e i T e e e e e e e e e e e g
ST N0 S NS NS NS NS NS NS NS NS NS
O -1 OO0 100100 100100100100 «"d0O0 -0 O A X

——Growth of $1 Invested in S&P 500 (including Dividends)

Source: Standard & Poors, Stembrook Research.

Focusing on recent returns, however, shifts our gaze away from other fundamental factors that will
impact future returns. Other factors to consider include: corporate profits, compression of valuations,
and the likely long-term rise in interest rates.

An Example of Our Research and Risk Management in Action

There are many ways to evaluate the level of fear or complacency in the marketplace. One such
measure is the spread between investment grade and high yield (or below investment grade) bonds.
The larger the difference in the yields, the more interest is charged to risky borrowers. The more risk,
the larger the spread, the larger the spread, the more it costs to obtain funding. What is relevant to
investors is that over time, this spread tends to revert towards its historical mean. Chart 3 shows the
spread between an index of high yield bonds and lower risk 10 year treasury bonds in the top area. The
bottom area shows the difference in returns on the two asset classes over subsequent 3 year periods.
More often than not, when the spread moves above its normal range, the return on high yield bonds
exceeds that of investment grade bonds.
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Chart 3 — Credit Spreads and Returns
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In the recent panic, spreads reached levels higher than any observed since the high yield market was
formalized in the mid to late eighties, an indicator that high yield bonds would likely outperform. Of
course, there was no guarantee at the time that the market would behave as it had in the past. There
was also a concern that defaults and subsequent recoveries would exceed historical norms. To address
these issues, we first estimated returns if defaults exceeded four times normal levels. We further
handicapped expected returns by assuming that recoveries would be as bad as ever recorded. Even
with this aggressive discounting, the expected return for high yield remained attractive. We next based
our allocations on pre-determined allowable ranges. This kept us from being overconfident and placing
a bigger bet than was reasonable from a risk management perspective. This investment worked out
well (see Chart 1), so in retrospect we could have invested more. But, over time, such risk controls
should help us to avoid large unintended losses.

The so called “credit spread” is one of many factors that we monitor using a proprietary database of
market data and models that help to project future returns. Such anomalies do not present themselves
every day, but it takes constant vigilance to watch for and capitalize on such an opportunities.
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Valuations Have Normalized
In our last commentary, we observed that forward-looking corporate earnings were sufficiently

obscured, and thus suggested that other measures be used to evaluate market valuations. The price to
book ratio, which is highly correlated with the price to earnings ratio, is a more stable measure because
the book value of companies is determined by accounting valuations rather than market estimates.
While this is in itself imperfect, historical research shows that today’s book value is a good indicator of

future
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years or

more, that would amount to 9-11 percent, something we’d be happy with. For this and other reasons,
we have been fully invested in stocks in recent months.

Looking Forward — Letting the Research Drive Our Strategies
The following is a high-level review of some of our observations relating to prospective investments

based on our most recent research:

1.) The dislocations that led to our increased allocation to High Yield and other “spread products” have
subsided somewhat as a result of very strong performance. While this is still an attractive investment

prospective returns have moderated.

2.) Municipal bonds still represent an attractive investment. Municipal yields are comparable to
treasuries before accounting for their tax benefit and we believe adequately compensate investors for
the increased risk stemming from the fiscal challenges facing many state governments.

3.) Inflation linked bonds are priced with an implied inflation rate of 1.81% for 10 years. If inflation over
the next ten years exceeds this level then TIPS should provide protection against a drop in purchasing

power.
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4.) In US stocks, we've invested a larger proportion - though still a minority share - in active managers
who focus on deep value stocks. We believe there are still significant opportunities to buy very solid
companies at low prices. Small cap stocks are also looking more attractive as more and more indicators
are showing signs of an economic recovery somewhere on the horizon.

5.) We continue our investment in emerging market stocks. While valuations have risen with recent
strong performance, there is still a compelling argument to be made for emerging markets’ growth vs.
developed markets. This is another place where we believe an allocation to active managers will serve
us well.

6.) We also continue to hold our commodities position. This reflects our ongoing thesis that an
economic recovery and ultimately rising inflation are in our future.

Investment Planning

An important change in retirement planning is coming at the beginning of next year. At that time, the
income limits on conversions from IRA’s to ROTH IRA’s will be lifted. Such conversions can represent
significant opportunities to increase wealth accumulation for many investors and their families. While
there are some rules of thumb to follow, analyzing specific situations is the only way to make a high
confidence determination that such a conversion is right for your situation. We will be following up with
a more in depth discussion of this topic in the coming months.

Firm Update

Over the past few months, Stembrook has further enhanced our ability to conduct research and manage
your assets. In particular, we have developed an improved risk management and trading system that
allows us to more accurately measure the risk in your portfolio and more efficiently trade your
customized portfolios as new insights are derived from our research. We have also improved our
portfolio construction methods based on a range of leading edge optimization techniques. Finally, our
ability to conduct wealth planning and wealth simulations has been enhanced with the development of
a revised, proprietary wealth planning tool. These improvements will allow us to serve you better and
more efficiently in the future. If you have any questions about our enhanced infrastructure, please let
us know.

As always, if you have any questions about this commentary or any other issues regarding your
portfolios, please do not hesitate to contact me.

Peter D. D'Agati, CFA

President

Stembrook Asset Management, LLC
83 Wayne Street, Suite 101

Jersey City, NJ 07302

Tel: 201-484-0063

Fax: 201-484-0070
peter.dagati@stembrook.com
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Disclosures

This material is intended to inform you of products and services offered by Stembrook Asset Management, LLC
(“Stembrook”). Stembrook is a New Jersey Registered Investment Advisor.

This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument.

We believe the information contained in this material to be reliable but do not warrant its accuracy or completeness. The
opinions, estimates, and investment strategies and views expressed in this document constitute the judgment of
Stembrook, based on current market conditions and are subject to change without notice. The investment strategies
stated here may differ from those expressed for other purposes or in other context.

Past performance is not indicative of future results.

The obligations and securities sold, offered, or recommended are not deposits and are not insured by the FDIC, the
Federal Reserve Bank, or any governmental agency.

The views and strategies described herein may not be suitable for all investors. This material is presented with the
understanding that it is not rendering accounting, legal or tax advice. Please consult your legal or tax adviser concerning
such matters.

Important note regarding Stembrook’s capital market expectations.

The capital market expectations developed by Stembrook Asset Management are estimates of both a central tendency of
asset class behavior and a probable range of asset class behavior over a long-term horizon. These estimates are one of
many inputs used in the portfolio construction process, and should not be used independently. These expectations should
not be construed as the returns that will be achieved, but merely those that may be achieved if certain assumptions hold
true. Also note that each client's portfolio may differ given specific goals and constraints applied to the portfolio
construction process.

Additional information is available upon request.
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