PORTFOLIO REPORT

3" QUARTER 2009
OCTOBER 15, 2009

capital management

PORTFOLIO UPDATE

The RCM portfolio has continued its upward march. During the first 9 months of 2009, the
RCM portfolio was up 26.0% (net of all fees), compared to a rise of 19.3% for the S&P 500
Index. Our emphasis on broader diversification and yield is generating results. Currently, the
annual yield of the portfolio remains about 6%.

As for risk, market volatility has continued to cool off, as has the RCM portfolio. The risk
index for the portfolio measures 99, about in line with the market (which is defined as 100).

COMMENTARY

Now that the market hysteria has settled down, it seems like a good time to step back and take
an appraisal. Maybe we can get a more calm assessment of where the market has been and where
it might be going.

Attached are two graphs that give a bird’s eye view of the stock market. Figure 1 shows the
stock market in the 1970’s. Long time readers of this column know that this era is a popular topic
for me. This is an interesting period of time when the stock market stopped working. The stock
market stalled and for nearly 14 years went nowhere. In Figure 1, the red line shows the actual
stock market index, the green dotted line shows the market peak of 1968 that wasn’t conquered
definitively until 1982, and the blue line shows the U.S. economy.

Why did the stock market stall for so long? It wasn’t because of a flat economy. The blue line
reveals that the economy was growing the entire time. In fact, it nearly quadrupled during those
14 years. A growing economy does not assure a rising stock market. There are several culprits
for the lackluster market. High inflation is the primary cause. But, high tax rates, unfavorable
foreign markets, and generalized political and social malaise played their part. More
interestingly, the 1970’s gives us important insight into a little-appreciated feature of the stock
market — the range-bound market.

Over the long haul, the stock market goes up. Every investor knows that. However, the market
doesn’t rise smoothly, it follows a stair step pattern, rising for a few years, then leveling out for a
while. These stair steps are long secular trends. Each secular phase of the stair step pattern lasts
about 16 years (more or less). Buried within this broader secular pattern are shorter cyclical bull
and bear markets. The level phase of the stair step pattern is the range-bound market, a period of
time when the market makes no net progress. In the 1970’s, the range-bound phase lasted 14
years. Buried within this range-bound phase, there were four cyclical bull and bear markets. In
the 1982, the market began a new secular bull trend that lasted until 2000.

During a rising trend — like the secular bull market between 1982 to 2000 — you want to “own”
the market. That is, buy-and-hold is a winning strategy. However, in a range-bound market, you
just want to “rent” the market. Be ready, to move out when the neighborhood falls apart.
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investment decisions.
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