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Second Quarter 2007

After an uninspired first quarter, stocks around the world surged in the second quarter. Domesti-
cally, bigger was better, with larger companies delivering the highest returns, followed by mid-caps
and then small-caps. It was also a good quarter for growth stocks. Fueled by the second quarter’s
returns, growth indexes have now out-returned value indexes for the year to date in all market-cap
segments. International stocks had another strong quarter and out-returned the U.S. market again.

Non-equity asset classes were mixed. Emerging-market short-term bonds (PIMCO Developing Lo-
cal Markets) performed very well and added a lot of value relative to the U.S. bond market, which
was slightly negative for the quarter and only slightly positive for the year. Commodity futures
were negative for the quarter though still positive for the year. REITs suffered a sharp correction,
losing 9% during the quarter and have now experienced an 18% decline since peaking in early
February.

S&P 500 5.53%

Investing Without Bargains

In every economic cycle there are points where the indicators are particularly confusing. During
these times investors who try to read the economic tea leaves can be easily whipsawed. So far, 2007
seems like one of those times as investors vacillated between fears of economic weakness (driven by
the housing market) and strength (driven by the buyout boom and a strong global economy).

We’ve never believed that we could add value using an investment strategy that relied on accurate
forecasts of the economy over the near term. Instead we focus on identifying tactical opportunities

in which asset classes are fundamentally mis-valued. When we find them, in most cases it means a
superior return opportunity. At the same time it means we believe we have a significant margin of
safety to protect us from the many risks that are always present. Even when there are no bargains,

we can generally assess valuations in the various asset classes so we can form an opinion about the
degree to which there is (or isn’t) a margin of safety.

At an absolute level, there are no asset classes priced at levels that make us confident that we are
likely to capture big returns over a several-year time horizon. On a relative level there are two areas
we continue to be believe will perform well: large cap domestic stocks, and short-term emerging
market bonds.

Large Cap Domestic Stocks

From November 1999 through February of this year, large-caps (5&P 500) had a total cumulative re-
turn of only 9.6% (1.5% annualized) compared to 72.7% (9% annualized) for small-cap stocks (Rus-
sell 2000 Index). This sizable performance discrepancy leaves large-cap stocks bargain-priced com-
pared to stocks of smaller companies. Moreover, stocks of larger companies tend to do better when
the dollar is weak (their foreign earnings are worth more converted back to dollars and U.S. exports
become more competitive), which is partly why mega-cap stocks are now experiencing stronger
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earnings growth than smaller companies. They also tend to perform much better than small-caps
late in the economic cycle. We may or may not be late in this cycle but we are clearly past the early
stage.

A reasonable question to ask is whether large-cap stocks are cheap on an absolute basis, or only a
less-pricey segment of an overall market that is expensive. Whether the overall market is expensive
is a good question, especially after its very strong second quarter. Our short answer is that we be-
lieve domestic large-caps are reasonably valued and therefore attractive, though not so attractive
that we would pound the table over them.

Market Risks

Perhaps the biggest risk to longer-term stock returns is inflation and interest rates. The rapid
growth in the developing world has caused demand for basic commodities to spike in a big way
and is one source of potential inflation. At some point supply is likely to catch up with demand but
that point may still be a ways off. However, there is a growing consensus among some of the
sharpest fixed-income managers that inflation from a variety of sources is working its way back
into the system and that it is likely to move higher in the next cycle (though no one we know of is
predicting double-digit 1970s-style inflation).

We haven’t seen government bond yields of 6% since they were briefly there in the late 1990s. If we
get yields that high or higher in a few years and they stick for a while, investors will require higher
expected returns from stocks to justify owning them. Higher returns in that case would require
lower prices for stocks relative to their earnings. If we experience an extended period of rising rates
it will be an environment that investors haven’t experienced since before the early 1980s, when in-
terest rates peaked and began a 20-plus year downward trend. At this point, given the likely contin-
ued growth in the global labor force and the potential for productivity strength, a sizable (more
than 1 percentage point) and long sustained rise in rates doesn’t seem likely but is not something
that we can rule out. A spike in inflation and interest rates is much easier to imagine now than it
was a few years ago. As always we factor these possibilities into our scenario analyses.

Getting back to the question of large-cap stocks, what is the bottom line? Based on our analysis,
large-cap stocks are a compelling opportunity relative to stocks of smaller companies. Thus, relative
to our benchmarks we are significantly underweight small-caps and overweight large-caps.

On an absolute basis large-cap stocks are reasonably valued so we are in turn comfortable with the
outlook over the next five years, but not optimistic enough to overweight our overall exposure to
stocks.

Short-term Emerging Markets Bonds

This continues to be both a currency play and a yield play. Shifts in the economic policies and fun-
damentals of many developing countries that have occurred over the past 10 years have had pro-
found impacts on their economic health. Large trade surpluses and generally booming economies
have allowed many emerging countries to significantly reduce their dollar-denominated debt (less
debt and less of it denominated in dollars) and build very large foreign currency reserves. Despite
attempts by some countries to keep their currencies from appreciating, there has been some appre-
ciation. Nevertheless, many of these countries” exports remain very competitive. The strong growth
many of these markets are experiencing is in turn luring more foreign capital. It is becoming some-
thing of a virtuous circle. Coupled with the real possibility of slower U.S. growth because of moder-
ating consumption, the dynamics seem to be in place for further declines in the U.S. dollar relative
to currencies of many developing markets over the next few years. Currency appreciation coupled
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with a yield of about 6% suggests the potential of very competitive returns from an asset class that
also brings potentially valuable diversification benefits.

As always, we will continue to challenge the assumptions that underlie our view, consider new in-
formation as it becomes available, and stay intellectually honest in making well-reasoned invest-
ment decisions for our clients.

We appreciate your confidence and trust.

Sincerely,

Peter, Jason, Bob, Tony, Lucy, Artie

The PWJohnson Wealth Management Team
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