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2005 was filled with its share of devastating natural disasters, political tensions, and change:

Overview
2005 was filled with:

® Greenspan retiring and
two new Supreme Court
judges nominated North
Korea agrees to change in
nuclear program.

® Hurricane Katrina and
earthquake in Kashmir

® Global terrorism
® Riots in France

EXECUTIVE SUMMARY
® Flectionsin

Iraq and the
Saddam Hus- The Past Year
sein trial - Environmental and political upheavals

- Muted market volatility
® Down vote on - Appreciating dollar
the European

Union constitu-

The Year Aheadd

Economic Highlights

Despite the turmoil, the major
global economies continue to
grow. The United States is chug-
ging along, Japan is reviving,
and Germany is arising from its
slumber.

In the United States, capac-
ity utilization is still below its
10 year average (see Figure
1), but it has increased
significantly now from its 10
year low of 74% back at the
end of 2001 to 80%. Simul-
taneously, production has
been increasing and inven-
tories have been declining
(in real terms).

tion, Blair re- - Continued political change
election, and - Chinese market opens

first female - The return of volatility
Chancellor - Increased cross-border mergers
elected in

Germany

Figure 1 U.S. Capacity Utilization
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Real corporate profits have
stayed strong. Real dispos-
able personal income has
been increasing, but real
domestic debt is growing
even more rapidly

(continued on page 2)
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(continued from page 1)

(see Figure 2), which is a major
concern for the credit markets
and future growth.

Consumer and producer prices
have been rising very slowly,
with the gap between consumer
price increases and producer

Figure 2 Real Disposable Income an

14000

price increases narrowing. Pro-
ducers have finally been able to
pass-through their cost in-
creases to consumers. The
general price level in the econ-
omy however has not been ris-
ing rapidly. When core-inflation
(Consumer Price Index excluding
energy and food) is considered

d Real Domestic Debt

only, then consumer prices
have fallen relative to producer
prices. Short and long term
Treasury bond yields continue
to converge reflecting investor
belief that inflation is not worri-
some for the foreseeable fu-
ture.

U.S. investors continue to
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Table 1 Domestic Equity Performance as of 12/31/05

Capital Market Performance - Domestic Ecpity as of 12/31/05
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pump money into residential fixed
investments and non-residential
fixed investments (like equipment
which is approaching its 2000
peak). Despite talk of a residential
housing bubble, in real terms, exist-
ing home prices have increased
only 38% (3.3% per annum) from
10 years ago nationally, while new
home prices have increased 34%
(2.97% per annum). So, even if
housing prices do stray from their
fundamental value in certain re-
gions, we do not believe the so-
called housing bubble will pop.
Rather, there may be a local hissing
sound as some local prices deflate
(most likely in coastal areas where
price increases have been more
extreme).

The real trade gap has widened
significantly due to the imbalance
of trade in consumer goods. U.S.
consumers have been able to buy
goods at lower prices with our
stronger dollar while U.S. productiv-
ity has been financed from abroad.

Though the federal deficit has bal-
looned it has been shrewdly fi-
nanced at low interest rates. The
U.S. Treasury is bringing back the
30 year U.S. Treasury Bond to lock
in low rates.

Financial Markets

The “new economy” has been tram-
pling the “old” as evidenced by the
rise of Google and the fall of Gen-
eral Motors; however, the “old” will
try to reinvent itself by adopting
new technologies for familiar
brands. Absent innovation how-
ever, the “old economy” may have
to rely on economies of scale to
maintain their profitability. Case in
point is Procter & Gamble’s pur-
chase of Gillette for $57 billion,
which will certainly give them more
pricing power to counter large retail-
ers’ push for lower prices.

In other industries, Boeing has
reasserted itself as the dominant
airplane manufacturer over Airbus
despite the European Union’s subsi-
dies for Airbus. Airlines themselves
continue to suffer from structural
problems such as high labor costs,
poor business models, and large

(continued on page 3)
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pension deficits. The pharma-
ceutical industry had its reputa-
tion tarnished by Merck’s not
disclosing heart risks posed by
its painkiller Vioxx. Roche, on

the other hand, saw its business
accelerate as fear of a pan-
demic of bird flu spread through
Europe and the rest of the
world. Retailing was “bipolar”,
with most retailers hoping to

forget the first half of 2005, but
making a great comeback in
the second half of the year.

Google inspired some new
activity in the equity markets,
as did some multi-billion dollar

Figure 3 10 year return of different asset classes along with relative volatility (VIX) of the S&P 500

1.8

1.6

1.4

1.2

SN

0.8

Value of $1 Invested

e

@Qﬂféf&f&&&oﬂo@

Table 2 Performance of the Broad Equity and other Capital Markets as of 12/31/05

VOLUME 1,

merger deals in the U.S. telecom
industry as operators tried to
expand their always important
geographic footprint. Natural
disasters ravished communities,
inflated commodity prices
(especially oil), and instilled
uncertainty and fear in consum-
ers and investors. American car
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manufacturers were hamstrung
by rising fuel prices as purchas-
ers shifted their tastes towards
more fuel-efficient foreign vehi-
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HFR Fund of Funds Index updated through 113006

cles. Consequently, General
Motors and Ford have both cut
jobs and closed plants.

Foreign markets have proven to
be attractive investments; do-
mestically, volatility continues to
remain muted while mid cap
stocks outperformed other capi-
talization classes.

Forecast for 2006

The story for 2006 may be the
return of market volatility (see
Figure 3). This is especially
appealing to investors in alterna-
tive investments like hedge
funds which tend to do well
when markets are more volatile.

Along with the reemergence of
volatility and hedge fund per-
formance, foreign markets are
likely to continue to remain

(Continued on page 4)
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attractive; especially with grow-
ing privatization and the with-
drawal of government influence
in Japanese business. The
future of the European Union is
uncertain, with its expansion
stifled from a lack of consensus

social tension. Germany, under
new leadership, may emerge
from slow times, and battle for
European supremacy with Eng-
land—especially if England sees
a new Prime Minister before the
year is over. If the U.S. dollar
weakens from growing trade

ing dollars overseas may bene-
fit doubly from both rising for-
eign markets and currencies.

If China opens its markets,
large, well capitalized, growth-
oriented U.S. firms will be the
major beneficiaries. These
same companies may also be

merger or acquisition targets
of foreign companies.

2006 should prove interesting
are sure to be filled with
events that test assessment of
the investment landscape.
Let’'s hope whatever occurs is

on a constitution and

profitable.

rising  imbalances, U.S. investors plac-

Welcome to Rolling Fives

Thank you for your trust and confidence in us. We are committed to helping you navigate the financial
maze of the markets, and we take our responsibility seriously.

We send this newsletter for many reasons. The most important reasons are so you can keep up-to-date on
financial topics and become a more knowledgeable investor.

If you know someone who would appreciate this newsletter, please let us know and we will add that
person to our mailing list.

Our clients are from all different backgrounds and despite their personal and professional differences,
each is seeking a common goal: to achieve financial security.

However, the definition of financial security is different for each person. This is why each client has a
different financial plan.

Because there is such diversity among our clients, ClayBorne Group takes the time to get to know each
client to determine what is most important to them and what their financial objectives are. We can work
together to design a financial plan to help you pursue your goals and objectives in a way in which you are
comfortable.

If you have any questions, or if you would like to discuss your financial plan, please call us, 888-227-6781.

Phone: BB8-227-6781

Why “Rolling Fives”

You may be wondering why
ClayBorne Group decided to call
a quarterly newsletter “Rolling
Fives.”

It is our view that in order to
achieve superior investment
results, you need to establish
and adhere to appropriate in-
vestment policies over the long-

CrLayBorNE Group, LLC

Fax: 888-227-6793
senvice@claybomegroup.com
www.claybormegroup.com

term that position the portfolio
to benefit from the main long-
term forces in the capital mar-
kets.

As Charles Ellis said,
“Investment policy wisely formu-
lated by realistic well-informed
clients with a long-term perspec-
tive and clearly defined objec-

tives, is the foundation upon
which portfolios should be
constructed and managed over
time and through market cy-
cles.” We believe that rolling
five year periods can assist us
a great deal when it comes to
constructing and managing
portfolios. Hence, the name
“Rolling Fives”.

As always, we thank you for
your trust and confidence in
us. Always remember, our
goal is your success.
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