rafi fundamenta

UsD in M
$15,000

$12,000
$9,000
$6,000

$3,000

Pa
Ph

inf

+1

RAFI™ Managed Assets*

illions

0
4Q05 1006 2006 306 4Q06 1@07 2007

*Includes RAFI™ assets managed or sub-advised
by Research Affiliates or RAFI licensees.

research
affiliates

155 N. Lake Avenue, Suite 900

sadena, CA 91101 USA
one +1 (626) 584-2100

Fax +1 (626) 584-2111

o@rallc.com

www.rallc.com

MEDIA CONTACT
Tucker Hewes
Hewes Communications

(212) 207-9451

tucker@hewescomm.com

DYNAMIC STYLE AND SIZE EXPOSURES

Viewed through the lens of cap-weighting, most
Fundamental Index™ strategies have some de-
gree of a value tilt. Imagine two companies with
identical financial measures of firm size—such
as sales, cash flow; dividends, or book value—but
one with a market multiple twice the market aver-
age and the other with a market multiple half the
market average. These two companies will receive
the same weight in a Fundamental Index strategy
and different weights in a cap-weighted index be-
cause the cap-weighted index will give twice the
weight to the security with twice the market mul-
tiple, and half the weight to the stock selling at
half the market multiple. This leads to a structural
growth tilt in a cap-weighted index. By ignoring
the role of valuations on portfolio weights, the
Fundamental Index strategy typically holds less of
the high P/E stocks than the cap-weighted index,
thereby biasing it toward the value universe.

Interestingly, the RAFI™ strategy value bias
is not static. It changes over time depending on
market conditions and is a significant contributor
to the long-term advantage of the Fundamental
Index strategy. When growth stocks are trading
at a particularly lofty multiple and value at a deep
discount, the Fundamental Index strategy will re-
semble a deep-value portfolio because it pays no
attention to those multiples and their impact on
capitalizations. In fact, at the peak of the bubble,
the RAFI 1000 had a greater value bent than
even the Russell 1000 Value Index. When growth
stocks are trading at more normal multiples, the
RAFI 1000 has a much smaller value bias.

To better understand this dynamic, recall the
market environment of the late 1990s. Prices of
the era’s highest flyers such as Cisco, Intel, Lu-
cent, and AOL were appreciating at a breathtak-
ing pace, representing a larger and larger portion

of the Russell 1000 Growth Index and causing
many traditional growth stocks to be pushed
into the Russell 1000 Value Index. The RAFI
1000 also held most of these high-flyer growth
stocks—but in proportion to their economic
size—measured using fundamental metrics, not
their market size. This combination led to a deep
value orientation for the RAFI 1000 relative to
the Russell 1000 Value Index... right before
value took off.

Currently, after seven years of strong value
outperformance, the RAFI 1000 has a mild value
bias relative to the Russell 1000 Index because the
spread between growth and value multiples have
narrowed considerably. In fact, the last time the
RAFI 1000 had a value tilt this low was at the start
of 1991, a year in which growth trounced value by
more than 1400 basis points. Because RAFI 1000
had such a trivial value bent entering this growth-
otiented petiod, it was able to match the return of
the S&P 500 in what should have been a nasty year
of relative performance for a value biased portfolio.
We are now in another growth-stock dominated
market. Through July, the Russell 1000 Growth
Index is ahead 6.5%0 year-to-date contrasted to the
1.3%6 return for the Russell 1000 Value Index. Once
again, the low value tilt of the RAFI 1000 entering
the year has allowed relative returns to remain com-
petitive in this growth market (see performance
update on page 2).

The changing nature of the RAFI 1000 value
exposure—tesembling a deep value portfolio af-
ter strong growth runs and a mild value orienta-
tion after value outperformance—can be seen in
Figure 1. The right-hand axis measures the RAFI
1000 value tilt. A value of “1” indicates a value
tilt approximately equal to the Russell 1000 Value
Index while a figure of “0” indicates a neutral bias
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apptroximating a blended portfolio like the Russell 1000 Index. The left- RAFI portfolios also have a dynamic exposute to company size. For
hand axis details rolling outpetformance of growth and value. The RAFI example, RAFT 1000 had a dramatically smaller cap bias relative to the
value tilt is most pronounced when value is beating growth and relatively Russell 1000 in 2000. Similar to the dynamic nature of the value exposure,
modest when growth is beating value. RAFI 1000 annually rebalanced away from the highest priced (and largest

cap) stocks and into the lower-priced (and smaller cap) stocks. Since then,
Figure 1. Dynamic Value Exposure: RAFI 1000 market leadership has shifted dramatically in favor of smaller stocks over
the past seven years. RAFI portfolios were well positioned for the small-

e ::z cap market. Just like the dynamic value tilt, the RAFT methodology tends
a0 | 1 s to have its greatest small-cap exposure right before those stocks surge and
1 110 a neutral bias to larger cap exposure at the end of a long small-cap run.
20% | T 100 Markets tend to revert back to their long-term averages. Petiods of strong
g g | S relative outperformance are typically followed by significant changes in relative
£2 £ valuations. By dynamically adjusting exposure, RAFI portfolios are naturally
sz - s positioned for the ebbs and flows over time. Currently, RAFI 1000 has a mi-
i3
£ nor tilt to value and is virtually identical in its size exposure to the Russell 1000.
10% By construction, the Fundamental Index strategy is immune to the
o Wins : effects of valuations on index construction and avoids the trap of allocat-
T T ing greater percentages to the recent datlings of the market. In so doing, it
+ 010
. adds considerable value over conventional cap-weighted indexes.
——RAFI Value Tilt
Performance Update
BLOOMBERG ANNUALIZED ANNUALIZED ANNUALIZED 10 YEAR
TOTAL RETURN AS OF 7/31/07 TICKER YTD 12 MONTH 3 YEAR 5 YEAR 10 YEAR VOLATILITY
FTSE RAFI™ 1000 Index* FR10XTR 3.63% 16.47% 14.17% 14.39% 10.20% 14.09%
S&P 5008 SPTR 3.64% 16.13% 11.76% 11.81% 5.97% 14.84%
Russell 1000 RULO0INTR 3.87% 16.45% 12.50% 12.34% 6.37% 14.98%
FTSE RAFI™ US 1500 Index” FR15USTR 1.83% 15.70% 15.63% 19.46% 13.34% 18.18%
Russell 2000¢ RU20INTR -0.84% 12.11% 13.40% 16.00% 1.19% 19.90%
FTSE RAFI™ Developed ex US 1000 Index® FRXIXTR 11.07% 21.20% 25.43% 22.62% 11.78% 14.71%
MSCI EAFE® GDDUEAFE 9.47% 24.42% 23.49% 20.32% 1.70% 14.70%
FTSE All World Series Developed ex US" FTS5DXUS 8.90% 23.53% 23.77% 20.77% 8.26% 14.76%

Source: Based on price data from Bloomberg

© 2007 Research Affiliates, LLC. The material contained in this document is for general information purposes only. It relates only to a hypothetical model of past performance of the fundamental
index itself, and not to any asset management products based on this index. No allowance has been made for trading costs or management fees which would reduce investment performance.
Actual results may differ. This material is not intended as an offer or a solicitation for the purchase and/or sale of any security or financial instrument, nor is it advice or a recommendation to enter
into any transaction. The information contained herein should not be construed as financial or investment advice on any subject matter. This material is based on information that is considered to
be reliable, but Research Affiliates and its related entities (collectively RA) make this information available on an “as is” basis and make no warranties, express or implied regarding the accuracy
of the information contained herein, for any particular purpose. RA is not responsible for any errors or omissions or for results obtained from the use of this information. Nothing contained in this
material is intended to constitute legal, tax, securities or investment advice, nor an opinion regarding the appropriateness of any investment. The general information contained in this material
should not be acted upon without obtaining specific legal, tax or investment advice from a licensed professional. Indexes are not managed investment products, and, as such cannot be invested in
directly. Returns represent back-tested performance based on rules used in the creation of the index, are not a guarantee of future performance and are not indicative of any specific investment.
Research Affiliates, LLC, is an investment adviser registered under the Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC).

The trade names Fundamental Index, RAFI, RAFI-Global, Fund | Global, Fund. Is Weighted, Fund. 11000, Fund: al 2000, Fund 13000, Global Fund: al, the RAFI

logo, and the Research Affiliates corporate name and logo are the exclusive |nte|lectua| property nf Research Affiliates, LLC. Any use of these trade names and logos without the prior written

permission of Research Affiliates, LLC, is expressly prohibited. Research Affiliates, LLC, reserves the right to take any and all necessary action to preserve all of its rights, title and interest in and to

these terms and logos. Fund | Index™, the lization method for creating and weighting of an index of securities, is the patent-pending proprietary intellectual property of Research
— Affiliates, LLC (Patent Pending Publication Numbers: US-2005-0171884-A1, US-2006-0015433-A1, US-2006-0149645-A1,W0 2005/076812 , US-2007-0055598-A1 and EPN 1733352).

Definition of Indices:

. The RAFI™ 1000 comprises the 1000 largest companies selected and weighted using our Fundamental Index™ methodology.

. The S&P 500 Index is an unmanaged market index that focuses on the large-cap segment of the U.S. equities market.

. The Russell 1000 Index is a market-capitalization-weighted benchmark index made up of the 1,000 highest-ranking U.S. stocks in the Russell 3000.

The RAFI™ 1500 comprises the 1001st to 1500th largest companies selected and weighted using our Fundamental Index™ methodology.

. The Russell 2000 is a market-capitalization weighted benchmark index made up of the 2,000 smallest U.S. companies in the Russell 3000.

The FTSE RAFI Developed ex US 1000 Index comprises the largest 1000 non US-listed companies by fundamental value, selected from the constituents of the FTSE Developed ex US Index.

. MSCI EAFE (Morgan Stanley Capital International Europe, Australasia, Far East) is an unmanaged index of issuers in countries of Europe, Australia, and the Far East represented in U.S. dollars.
. The FTSE All World ex-US Index comprises Large and Mid Cap stocks providing coverage of Developed and Emerging Markets excluding the United States.

Note - It is not possible to invest directly in any of the indexes above. /
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