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MARKET COMMENTARY

The third quarter of 2006 was strong across
financial markets as asset classes digested a
pause in interest rate increases, favorable
inflation data, and falling energy prices.
Both US and International equity investors
welcomed a combination of macro 
developments and ongoing solid corporate
profitability. US fixed income markets also

rallied on the above news as investors
interpreted recent data as more likely to
drive the Federal Reserve to cut interest
rates, not continue its rate hike campaign.
In sum, it was a good quarter to “be
involved,” as market parlance goes.

In US equities, the S&P 500 rallied 5.7%
for the quarter and large cap outperformed
small cap and mid cap stocks by 4.5% and
0.5% respectively. Despite a Growth rally
in August and September, Value stocks
continued to outperform Growth 
stocks, extending their year-to-date 
outperformance to 10.1% as measured by
their respective Russell benchmarks.

The US Equity market was driven by some
gains in the Health Care sector (due to
attractive valuation) followed by
Telecommunication Services (consolidation
of larger players), Information Technology
(beneficiaries of increasing/seasonal 
enterprise spending), and Financials 
(historically strong performers at the end
of a rate-tightening cycle). Energy and
Industrials, two of the leading sector 
performers in the first two quarters, lagged
in the quarter. The change in market 
leadership is healthy for the market, as
2005’s gains were primarily concentrated
in the Energy and Material sectors, leaving
those managers who were underweight in
those sectors lagging their benchmarks.

Both the MSCI EAFE and All Country
World ex USA (ACWI) indices posted
strong absolute returns, posting 3.99% and
3.93% respectively. Emerging market
indices also posted strong returns, but
broad measures underperformed their US
counterparts in part due to a strengthening
US dollar. On a non-currency adjusted
basis, France, Germany, and Italy all 
outperformed the S&P 500, but translated
to dollars, their returns fell short.

The US fixed income market rose from 
the ashes during the quarter, with short,
medium, and long Treasury maturities
reflecting solid price and income returns.
Corporate bonds also performed well and
credit spreads remain at historically tight
levels as risk premia remain low and 
market participants seek yield. The far end
of the curve performed the strongest with
20+ year maturities rallying over 7%. Most
aggregate indices returned around 4% in 
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the quarter,continuing their underperformance
relative to domestic equities.

The key driver for bond market strength in
the quarter was the pauses in interest rate
hikes during the Federal Reserve’s August
8th and September 20th meetings.
Relatively benign inflation data at the 
consumer and producer levels were well-
received, driving market participants in
late September to factor in a 46% chance of
the Fed cutting rates by the end of January
2007. While that prediction has diminished
somewhat, as the table shows the predicted
forward path of interest rates is markedly
different from the end of last quarter with
the market anticipating interest rate cuts
by June of 2007.

H O U S I N G

C O N U N D RU M
The enduring question hanging over
financial markets remains the US housing
slowdown and its potential implications on
US and global growth. Namely, falling
house prices could further cut off home
equity extraction and therefore choke 
consumer spending. As consumer 
expenditures represent over 70% of US
GDP, the housing outcome has global 
significance. Even the past and present
chairmen of the Federal Reserve appear at
different ends of the debate.

On October 9th, former Fed Chairman
Alan Greenspan was quoted at a Canadian

economic forum, stating that the “worst
may well be over” for the US housing 
market. Yet four days earlier, at a separate
economic gathering in Washington,
current Fed Chairman Ben Bernanke made
a slightly different claim, noting that 
“A substantial correction is going on in the
housing market,” a phenomenon that 
is one of the “major drags causing the
economy to slow.” Bernanke went on to
say that a slowing housing market will
probably cost the US economy 1% of
growth in the second half of the year.

Three camps have entrenched their 
positions on housing; those who feel the 
correction will be lasting and will have 
a multiplier effect on job growth and 
ultimately lead the US into a recession (and
potentially pull the rest of the world down
with it); those who agree with Greenspan
that the worst has passed and the US 
consumer will withstand yet another 
headwind and continue to consume at 
historically high levels of personal 
indebtedness; and a third camp that finds
themselves somewhere in between.

Fed Funds Expectations, June 2005-June 2006
At the End of Q3, Futures Market Expected the Fed to Cut 

Short Term Rates to 5% by June 2007.
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We find ourselves in the latter camp. While
price declines in certain pockets of the
country are likely to continue, the recent
drop in mortgage equity withdrawal and
housing starts by builders suggests that
consumers and suppliers are reacting to
declining home values.

Moreover, consumer balance sheets could
be improved by existing economic strength.
Wage growth rose 4% year-over-year in
both August and September, the fastest
nominal growth since June 2001. Couple
this with falling energy prices and the 
consumer is beginning to see more 
discretionary income. The US economy
should also get help from export 
growth, particularly if stable to increasing 
foreign demand expectations (and a 
weaker dollar) emerge.

O U T LO O K

This all translates into a modestly slowing
US economy in 2007, aided by easing 
financial conditions, strong domestic
demand from European and emerging
economies. Such a scenario leaves us 
bullish on equities, particularly large caps,
with an increasingly favorable outlook on
bonds. While acknowledging that investors
gain little reward for being on the far end of
the yield curve, should the Federal Reserve
begin to shift policy towards easing (even
with the risk of one or possibly two more
increases to ward off pesky Q4 inflation),
longer maturities should continue their

strong performance. Finally, we continue to
emphasize the importance of international

equities with a bias towards large capitalization
and higher quality companies. ■

Real Consumer Wage Income, Year-Over-Year Percent Change
Even Factoring in Higher Inflation, Real Wage Growth has 

Moved Up in Recent Months.
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401( K )  M A R K E T P L AC E

P E N S I O N

P R O T E C T I O N

AC T
On August 17th, 2006, President Bush
signed into law The Pension Protection Act
of 2006. The legislation is designed to
improve the pension system and expand
participants’ opportunities to build 
retirement wealth.

One of the features of the bi-partisan bill
that will affect almost all 401(k) plans is the
clarification for Plan Sponsors as to the
design and use of default investment
options. Specifically, the Act empowered the
Department of Labor to outline steps Plan
Sponsors can take regarding notifying
participants about the default process and
how to establish a default investment 
program that provides fiduciary protection.

The default protections become available in
2007, so it is important that you begin
thinking about how you may be able to
manage your fiduciary risk by following the
Department of Labor’s guidance.

Historically, retirement plans have “defaulted”
those employees who did not actively make
investment elections into investment vehicles
that sought to preserve principal. These
investment options were often either Money
Market or Stable Value options. The issue

with these types of funds is that they have
inflation risk over long investment horizons.

CAPTRUST will be approaching the selection
of a default investment strategy with each
client individually. The default options may
vary from plan to plan and the Department
of Labor guidance allows plans to have 
flexibility in deciding how they will comply.

Your financial advisor will be working with
you to discuss your plan and the best
approach to choosing the appropriate
default investment strategy. CAPTRUST
will also work with you and your record-
keeper to understand the most effective way
to notify participants and comply with 
the guidance. ■

This notice is intended to be informational
only, nothing in the notification should be
considered as legal advice.

Some of the options that you will have
access to are:

• The use of risk based asset 

allocation strategies.

• The use of an individual investment

option, such as a balance fund, a target

date fund or a risk based fund.

• The use of an actively managed

account.
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■ Small Cap Value Stocks (Russell 2000 Value)

■ Small Cap Growth Stocks (Russell 2000 Growth)

■ Large Cap Growth Stocks (Citigroup S&P 500 Growth) 

■ Large Cap Value Stocks (Citigroup S&P 500 Value)

■ Foreign Stocks (MSCI EAFE)

■ Fixed Income (Lehman Brother’s Intermediate Government/Corporate Bond Index)

■ Cash (Citigroup 1-Month Treasury Bill)

The information contained in the report are from sources believed to be reliable, but not warranted by CAPTRUST Financial Advisors to be accurate or complete.

2006 3 R D QUA RT E R A S S E T C L A S S R E T U R N S
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Source: Morningstar, Mobius, MPI

Securities cleared through CapFinancial Partners, LLC. Member NASD, SIPC.

From sources believed to be reliable, but not warranted by 
CAPTRUST Financial Advisors to be accurate or complete.

The opinions expressed in this report are subject to change without notice. This material has been prepared or is distributed solely for informational purposes and is not a
solicitation or an offer to buy any security or instrument or to participate in any trading strategy. Securities offered through CapFinancial Partners, LLC, Member NASD/SIPC.

Fund performance depicts historical performance and is not meant to predict future results. Index averages are provided for comparison purposes only. The information and
statistics in this report are from sources believed to be reliable, but are not warranted by CAPTRUST Financial Advisors to be accurate or complete.

2006 3R D QUARTER INDEX AND PEER GROUP RANKINGS
Indices Q3-06 YTD’06 2005 2004 2003 2002 2001 1 Year 3 Year 5 Year 10 Year
S&P 500 5.67% 8.53% 4.91% 10.88% 28.68% -22.10% -11.88% 10.79% 12.30% 6.97% 8.59%
Dow Jones Industrial Average 5.35% 10.86% 1.72% 5.31% 28.28% -15.01% -5.44% 13.15% 10.43% 8.07% 9.19%
NASDAQ Composite 3.98% 2.41% 1.37% 8.59% 50.01% -31.53% -21.05% 4.96% 8.12% 8.55% 6.29%
Russell 1000 5.06% 7.95% 6.27% 11.40% 29.89% -21.65% -12.45% 10.25% 12.79% 7.64% 8.75%
Russell 1000 Growth 3.94% 2.97% 5.27% 6.30% 29.75% -27.88% -20.42% 6.04% 8.36% 4.42% 5.46%
Russell 1000 Value 6.22% 13.19% 7.05% 16.50% 30.03% -15.52% -5.59% 14.62% 17.25% 10.73% 11.20%
Russell Mid Cap Index 2.11% 7.06% 12.65% 20.22% 40.06% -16.18% -5.62% 9.57% 18.22% 14.81% 11.95%
Russell 2000 0.44% 8.69% 4.55% 18.33% 47.25% -20.48% 2.49% 9.92% 15.48% 13.78% 9.06%
Russell 2000 Growth -1.76% 4.21% 4.15% 14.31% 48.54% -30.26% -9.23% 5.88% 11.82% 10.15% 4.03%
Russell 2000 Value 2.55% 13.26% 4.71% 22.25% 46.03% -11.42% 14.03% 14.01% 19.04% 16.96% 13.38%
MSCI Europe, Australia, Far East 3.99% 14.91% 14.02% 20.70% 39.17% -15.66% -21.21% 19.65% 22.80% 14.70% 7.15%
Wilshire REIT Index 9.20% 24.93% 14.00% 33.14% 36.06% 3.60% 12.36% 28.05% 27.41% 22.90% 16.42%
Lehman Government Intermediate Bond 2.92% 2.93% 1.68% 2.33% 2.29% 9.64% 8.42% 3.54% 2.25% 3.70% 5.63%
Lehman Corporate Bond 4.54% 2.90% 1.68% 5.39% 8.24% 10.12% 10.31% 3.35% 3.51% 5.80% 6.74%
Lehman Aggregate Bond 3.81% 3.06% 2.43% 4.34% 4.10% 10.25% 8.44% 3.67% 3.38% 4.81% 6.42%
Lehman Intermediate Govt/Credit 3.20% 3.02% 1.58% 3.04% 4.31% 9.84% 8.96% 3.55% 2.56% 4.34% 5.95%
CSFB High Yield 3.54% 7.16% 2.26% 11.96% 27.93% 3.11% 5.78% 7.77% 9.09% 11.32% 7.08%
90-Day US Treasury 1.30% 3.74% 3.35% 1.44% 1.05% 1.68% 3.64% 4.78% 2.92% 2.35% 3.79%
Consumer Price Index (Inflation) 0.49% 3.61% 3.42% 3.26% 1.88% 2.38% 1.55% 3.82% 3.37% 2.81% 2.63%
Manager Universe Q3-06 YTD’06 2005 2004 2003 2002 2001 1 Year 3 Year 5 Year 10 Year
Average Lg Cap Growth Fund 2.55% 1.22% 6.48% 7.92% 28.74% -26.90% -20.81% 4.61% 8.67% 4.58% 5.85%
Average Lg Cap Blend Fund 4.33% 6.85% 5.77% 10.20% 27.52% -21.75% -11.37% 9.15% 11.65% 6.59% 7.54%
Average Lg Cap Value Fund 5.15% 10.09% 5.91% 13.27% 28.69% -18.09% -2.86% 11.91% 14.41% 8.72% 9.04%
Average Mid Cap Blend Fund 1.12% 5.91% 9.03% 15.77% 36.63% -16.29% 0.93% 8.18% 14.75% 12.36% 10.75%
Average Small-Cap Value Fund 0.23% 7.36% 6.19% 20.85% 43.38% -9.42% 16.36% 8.10% 16.74% 15.79% 12.09%
Average Small-Cap Blend Fund -0.76% 6.18% 6.83% 18.62% 43.18% -16.34% 8.08% 7.64% 15.59% 13.59% 11.00%
Average Small-Cap Growth Fund -2.43% 2.34% 5.76% 11.98% 45.42% -28.39% -9.01% 4.24% 11.02% 9.05% 7.02%
Average Foreign Fund 3.63% 13.22% 16.38% 19.16% 38.04% -15.36% -20.15% 18.41% 22.02% 14.84% 8.14%
Average Emerging Market Fund 5.30% 12.55% 31.65% 23.60% 55.61% -5.74% -3.24% 20.32% 29.24% 26.90% 7.90%
Average Conservative Allocation 3.16% 4.56% 2.96% 5.24% 12.54% -3.48% -0.10% 5.48% 6.07% 5.59% 6.17%
Average Moderate Allocation 3.57% 5.93% 5.09% 8.73% 20.42% -11.43% -3.90% 7.57% 9.48% 6.71% 7.20%
Average Fixed Income Fund 3.03% 3.37% 2.27% 4.35% 7.13% 6.93% 4.93% 3.93% 3.93% 4.88% 5.13%
Average High Yield Bond Fund 3.24% 5.80% 2.53% 10.00% 24.67% -1.42% 2.37% 6.75% 8.06% 9.17% 5.16%
Average Real Estate Fund 8.34% 21.87% 11.59% 32.07% 37.02% 4.18% 9.62% 25.10% 25.42% 21.89% 15.25%
Average Aggressive Growth Fund 0.49% 2.24% 8.09% 11.80% 35.92% -27.01% -20.33% 5.23% 11.44% 7.67% 5.55%


