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Over the past two years,
we have seen the S&P 500
fall 56% from its peak in
October 2007 to its recent
low in March 2009. Since
that time, the index has
soared 55%.

Ben Bernacke declared that
the recession was over.
Looking ahead, however,
considerable economic
challenges remain. The
consumer is highly
stressed and the job
market is very weak.
Housing has still not
recovered.

We continue to believe in
the core principles of asset
allocation and diver-
sification, especially for
long term goals. We will
take advantage of tactical
opportunities as they
present themselves and
will consider using
additional diversifying
strategies where appro-
priate to manage risk.

In this Issue

> Quarterly Investment
Commentary

> Challenges in the
Present and Future

» Current Outlook

This Newsletter is mailed
quarterly to our clients and
friends to share some of our
views. Certain material in this
work is proprietary to and
copyrighted by Litman/Grego ry
Analytics and is used by Walden
Capital Advisors with
permission. Reproduction or
distribution of this material is
prohibited and all rights are
reserved.
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Quarterly Investment Commentary

Stocks continued to climb in September, bringing the third-quarter
gain for the large-cap S&P 500 Index to 15.6%. For the year to date,
that benchmark is now up 19.3%. The small-cap Russell 2000
gained 19.3% in the quarter, and is now up 22.4% for the first nine
months of 2009. Mid-caps outperformed both larger- and smaller-
caps, gaining almost 21% for the quarter and more than 32% for
the year to date. Foreign stocks continued to outpace their U.S.
counterparts, with the MSCI EAFE Index gaining almost 20% in
the third quarter and 29% for the year to date. Emerging-markets
equities (based on MSCI Emerging Markets Index) continued their
sharp rally, with a 9% gain in September bringing their third-
quarter return to 21% and their year-to-date return north of 60%.

Turning to fixed income, the BarCap Aggregate Bond Index was
up 3.7% for the quarter and is now up 5.7% so far in 2009. High-
yield bonds, as measured by the BarCap U.S. Corporate High
Yield Index, nearly matched the gains of domestic equities in the
third quarter and their 49% year-to-date return is more than
double that of the S & P 500 Index. Short-term government bonds,
on the other hand, have returned only 1% this year.

We made a tactical move to take a position in high-yield bonds
earlier this year, and clients captured a nice percentage of the
returns this asset class produced. High-yield bonds are not the
type of position one might think of holding during the bursting
of a debt bubble. However, the asset class had been crushed and,
as we discussed with you before making the investment, strong
returns were likely even if defaults and recoveries matched what
was experienced in the 1930s. In 2008, international equities and
commodities trailed domestic equities while in 2009 the reverse
has occurred. Investment grade bonds, which performed poorly
relative to Treasuries last year during the credit crisis have also
turned around and outperformed in 2009. Several of our active
equity and fixed income managers that underperformed last year
have come back strong in 2009. Major pricing opportunities were
created by forced selling (from hedge funds and others) on which
these managers were able to capitalize.
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Challenges in the Present
and Future

Evidence now strongly suggests that the
recession ended sometime this summer.
However, that does not mean that we are
assured a lengthy period of robust growth
that will quickly return the economy back to
its long-term growth trend line and support
a sustained bull market for stocks.

The Economy

We have begun to grow again after a deep
downturn. Growth is being triggered by two
forces:

1. Thereis aslowing in the huge
inventory contraction. For months
businesses refused to restock
inventories and instead met meager
sales demand by depleting
inventories. Now, we are starting
to see restocking to keep pace with
demand. Inventory restocking
could temporarily be a powerful
force in coming months.

2. The huge government stimulus has
triggered and supported economic
activity. Cash for clunkers, the tax
credit for new home purchases, Fed
purchases of virtually all mortgages
being written (which has supported
the mortgage market and kept
mortgage rates low), and a surge of
unemployment benefits have
supported and stimulated demand.
However, cash for clunkers has
ended, the tax credit may be
extended but will expire at some
point, and the Fed will gradually
withdraw its mortgage market
support and unwind other
measures.
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So, the economy is now very likely growing
but it is off of a very depressed level, and it is
still fragile.

Changes in Inventories (Real)
(Quarterly Data 3/31/1947 - 6/30/2009)
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We've experienced the worst inventory draw down since the 1930s.
The rebound from this will contribute to a burst of growth.

Housing: Home sales have strengthened
thanks to low mortgage rates, depressed
home prices, and tax credits for homebuyers.
*OPI YI UOwUT 1T Ul wuwbUwOOw?EOOL
respect to prices and foreclosures. The risk
looking ahead is that the level of foreclosures
will continue to run at very high levels as a
result of the combination of high
unemployment, a sizable percentage of
homeowners who owe more than their home
is worth (about a third of mortgaged
properties), and a huge wave of Alt-A and
Option ARM mortgage payment resets that
will occur over the next three years (in most
cases there will be a large percentage increase
in monthly payments). A high foreclosure
volume will dump more homes on the
market, which will put more downward
pressure on home prices. Some experts
believe that prices could decline into the first
half of 2010. If they are right, there will be
further damage to household wealth.
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Employment: The labor market remains
extremely weak and while it is getting worse
at a slower rate, the fact remains that it is still
deteriorating from an already weak level.
Overall, over 16% of workers are

? U O EhxUd O & IMoeaver, the duration of
unemployment is at 25 weeks, a record high
(the record goes back to 1948), and job seekers
outnumber openings by six to one. In the last
recession the jobs-to-job-seeker ratio was just
over two to one (this measure did not exist
prior to the last recession). A September
survey of 1,600 business executives around
the world by McKinsey & Company found

The Consumer: The strength of the consumer
rests on several factors:

Assets| By this measure consumers have
taken a huge hit. Though financial markets
have rebounded this year, they have not come
close to recouping prior losses and the loss of
home equity has been enormous. Dual severe
bear markets in stocks and housing have not
occurred since the 1930s.

Debt| Debt levels are declining for the
first time in years. In fact, consumer credit
has just experienced the largest two-month
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recovery starting in late 2009 would be the
most probE E O] wO U Busite&sl 6 2 w
confidence is important to the labor markets.
In fact, the same survey found that only 26%
of executives expected to increase their head
count in the next six months. The same
percentage expected a decrease| both
measures showed improvement in recent
months. Still, the rate of decline in the labor
markets is slowing and we may be within
months of a bottom in unemployment. If so,
the new debate will focus on the strength of
the labor market rebound.

(Monthly Data 1/31/1994 - 8/31/1009)

A Broader Employment Measure (the U6 rate)
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The U6 rate measures the unemployed, discouraged workers no
longer looking for work and part-time workers who would like to
work full time. This data series only goes back to 1994 but at
almost 17% reflects the severe damage in the labor market.
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take years for the consumer to reduce debt to
a sustainable level. Debt levels still remain
very high compared to assets, income, and
GDP, and debt service (interest payments)
relative to income is also historically high.
The combined impact of high debt and asset
price declines triggered a drop in household
wealth of close to 20% from its peak in 2007.

Access to Credit| The book is closed on
the great American credit expansion. The
days of liar loans and a pyramid of credit card
debt are over. Lending standards may have
even overshot a return to prudency. Credit
cards are cancelling customers and lowering
limits. Homeowners must make larger down
payments and meet more demanding
documentation and income standards.
Generally, banks remain cautious with
respect to their lending partly due to the
weak condition of potential borrowers, but
more importantly, because of expectations of
many more losses to come from loans on their
books (not only from residential mortgages
but also a hit from commercial mortgages as
well as more from credit cards and other
types of loans).
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Household Net Worth (Nominal)
(Yearly Data 12/31/1999 - 12/31/2008)

63525
61991
60494
59033
57607
56216
54859
53534
52241
50979
49748
48547
47375
46231
45114
44025
42961
41924

40912 Chart Source: Ned Davis Reseach Group

[} =] o o 2] < 0 © ~ ©
D (=] (=3 (=3 (=3 (=] [=3 (=3 (=3
(<} o o o o o o o o o
- 13 13 13 13 13 13 39 3 3

© Copyright 2009 Ned Davis Research, Inc. Further distribution prohibited without prior
permission. All Rights Reserved. See NDR Disclaimer at www.ndr.com/copyright.html. For
data vendor disclaimer’s refer to www.ndr.com/vendorinfo/.

Household net worth was down close to 20% from its peak
through the end of 2008. (It declined further in the first quarter of
2009 before rebounding.) The decline was driven by the simulta-
neous major bear markets in stocks and home values—something
not experienced in any cycle since the 1930s. Debt levels compared
to net worth remain around all-time highs and almost twice the
average level since 1950 and about 40% higher than at the begin-
ning of the decade.

Employment and Income | As discussed,
the employment market is on the ground and
trying to get to its knees. Income growth is
minimal. Disposable income grew at 2% in
the first half of this year, but according to

, OOEazUwbUwbPOUOEWI EYI wEI

without government transfer payments (such
as unemployment insurance benefits).

Inflation: Inflation has been nonexistent
recently, in fact we have experienced mild
deflation of -1.5% over the past year. In the
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general) are a risk. This is because there is an
enormous amount of excess manufacturing
and labor capacity which is inconsistent with
strong inflationary pressure. Moreover,
consumer demand is weak. All of this
suggests, in the near term, that deflation
could be more of a risk than inflation. The
Fed is aware of and concerned about this, and
it is likely they will eventually be successful
in reflating the economy. Longer term the
trick will be to get it just right, without
igniting a period of too-high inflation.
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U.S. Consumer Price Index Year-to-Year Change
(Monthly Data 12/31/1949 - 8/31/2009)
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On a trailing year basis, we have deflation for the first time since
a brief period in the late 1940s.

Current Outlook

While we will see more bank failures, as real
estate-related loan losses (residential and
commercial) continue, the government has
taken the financial-system meltdown risk off
the table. The economy is probably already
growing again. But there remains the
important question of how strong the
fecOverg Wikt e Fadduwhaiher it will be
sustained or whether there will be another leg
down for the economy and the markets
(which is commonly described as a W-shaped
recession).

With drops in household net worth erasing
yedrsof ghiths; débtenedstad ted highy querdd w
to credit more limited than it has been in
years; and labor markets feeble, the consumer
is in a weakened state. It is likely that
households will want and need to rebuild
their balance sheets, especially the 78 million
baby boomers depending on their net worth
to help fund retirement. The end of the home
equity ATM, and generally less available
credit as financial institutions repair their
balance sheets, will reinforce this trend. The
consumer is 70% of the economy, so clearly
consumption growth is of critical importance
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to economic growth. It is the expectation of
slow consumer spending growth coupled
with increasing regulation and likely reduced
risk taking on the part of businesses and
investors (relative to much of the past 20
years) which suggests that any near-term
burst of economic activity will be hard to
sustain at a robust level.

Final Thoughts

As we look ahead, we will continue to review

In addition to what the markets give us, we
are also optimistic both that our active
managers can continue to add value (though
probably not at the same pace as what we
have experienced this year) and that a still-
challenging economic environment is likely to
present us with additional tactical
opportunities in the years ahead. We are also
exploring the addition of several diversifying
strategies designed to help soften the declines
during periods of down markets.

As always we will approach our asset class

scenarios and the optimistD E wU1 U U U O wU O il @&hkger due diligence work with

recovery from this recession to be in the range
of all the other post-WWII recoveries, then we
would expect much more upside from stocks.
But if the housing and debt bust triggered a
transition to an economic re-set at a lower
level, then economic history suggests a period
of subpar growth and lower returns. We
know that no one has a crystal ball and there
are experienced and very savvy investors on
both sides of the argument.

We continue to believe in a long-term core
investment strategy rooted in the principles of
asset allocation and diversification.
Occasionally, tactical opportunities (such as
high yield bonds this year) come along that
can take advantage of dislocations in the
market. Sometimes, investors are rewarded
quickly but more often patience is required|
a critically important investment trait that is
lacking among many investors. Over time,
the goal is for the periods of outperformance
to more than offset periods of under-
performance, resulting in overall long-term
outperformance. But shorter term, we will
enjoy and suffer through both types of
periods.
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determination and enthusiasm, and remain
focused on making the best decisions possible
on behalf of our clients.

Please contact Walden Capital Advisors
promptly if there are any changes in your
financial situation or investment objectives, or
if you wish to impose, add or modify any
reasonable restrictions to the management of
your account.

Our current disclosure statement is set forth
on Part 1l of Form ADV and is available for
your review upon request.

Our Privacy Policy is enclosed.
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