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This is the ELF Capital Management, LLC Market Letter for the month ended April 2009. If you do
not wish to be included in our circulation, please reply indicating your desire to be removed and we
will be happy to oblige. Alternatively, any of your friends or colleagues may receive this on a
regular basis by entering their email address on our list-server via this link. Feel free to forward
this to any of your friends! Thanks for your interest and we hope you enjoy the letter.

After A Week on the Road — Is It Time to Buy Industrials?

Have you heard about The Institute for Supply Management’s (PMI) Purchasing
Managers Index? Do you know what it is?

As expressed by Investopedia.com: “PMlI is a very important sentiment reading, not only
for manufacturing, but also the economy as a whole. Although U.S. manufacturing is not
the huge component of total gross domestic product (GDP) that it once was, this industry
is still where recessions tend to begin and end. For this reason, the PMI is very closely
watched, setting the tone for the upcoming month and other indicator releases.”

| bring up PMI as | recently accompanied a new client of mine through the Heartland
visiting manufacturing plants. Of five plants visited, three regularly buy from his company
and two were large prospective new clients. His company imports various grades of
natural rubber into the USA directly from plantations in the Orient. It is a niche business
and there are only a few companies in the US that do this. In 2008, his company sold
more than 40,000 tons of natural rubber in the US and, despite the economic downturn
they are on target to increase sales by 20% in 2009 and possibly 50% more in 2010.

Our travels took us from Hot Springs, Arkansas to Akron, Ohio and, since the plants were
in rural areas, we drove most of the way. When you think of things made out of rubber,
what immediately comes to mind? Tires, right? Well, | broadened my thinking some on
this trip. We visited a rubber band manufacturer; a producer of a broad array of shock
absorption products; a firm that produces conveyor belts and hoses; and two tire
companies. Of the tire companies, one specializes in competitive racing tires and the
other produces mostly (OEM) original equipment for new cars.

At each plant, our point of contact was with senior purchasing managers and | eagerly
accepted any opportunity for a tour of the facility when the offer was extended. Due to
security reasons, both tire manufacturers couldn’t offer tours. Nevertheless, the
experience afforded me both ample time and opportunity to perform my own version of a
purchasing manager’s survey and here’s what | found:

With exception to the racing tire manufacturer, each plant was reportedly operating at
roughly 30% or less of their normal capacity. Many admitted this to be true since the
fourth quarter of last year. The racing tire plant was operating at or near its normal
production level as it has been little impacted by this severe recession. On the other
hand, the OEM tire plant was almost idled. Out of the bunch, the OEM tire purchasing
manager had very pessimistic prospects for the economy over the near term. His
sentiment made much sense upon learning that his plant would normally be producing
tires for the 2010 new car models, and that the auto manufacturers had not yet placed
their orders for next year. The purchasing manager volunteered little information when

Copyright ©2009 ELF Capital Management, LLC. All rights reserved.


http://www.hwkfs.com/
http://yourwebapps.com/WebApps/mail-list-subscribe.cgi?list=73426

ELF CAPITAL MANAGEMENT, LLC
(ENDOWMENT LIKE FUND MANAGEMENT)

May 4, 2009

asked about the plant’s finished goods and raw materials inventories. Yet, when driving
through the grounds, we saw rows and rows of trailers that were believed to be filled with
tires awaiting delivery. A little birdie told us they might be full of tires...

OK, so after singling out the tire manufacturers we visited, it was easy to understand why
one was indifferent about the economy and the other concerned. When your business is
substantially dependent upon a specific customer type, there is no middle ground — only
good or bad. As for the other plant visits, the information gleaned provided more helpful
data for evaluation.

The remaining plants we visited each served multiple customer types and there seemed
to be little overlap among the market segments their products served. Even the rubber
band factory client mix surprised me. Not only do they supply the home/office market, but
serve the medical, produce, floral, shipping and military markets as well. They also
boasted about having the US Postal Service as a client. As the non-tire producers each
served multiple market segments, | was more interested in how they were impacted by the
economy these past several months and what their outlook was going forward. The
results were strikingly similar.

Each of the plants had reduced production levels well below their current demand and
were now maintaining extremely low raw materials and finished goods inventories. All
seemed fairly content that they were weathering the downturn and were cautiously
optimistic that we would see a rebound in activity over the near term. Most expressed
confidence that the economy had bottomed and yet, were uncertain about how they might
gauge demand for their products as consumers become more confident about spending.
Is there pent-up demand and would activity begin with a burst? Or, will demand resume
gradually and grow moderately? Given the availability of credit, or lack thereof, most are
hoping for a gradual recovery. This would allow them to rebuild their inventory levels from
cash flow rather than having to arrange enough credit to meet a rapid burst in demand. If
unable to meet a burst in demand, might they lose market share to those who can?

Here are some other observations and extrapolations | could make from this information.
If they are running at a capacity that is well below current demand and have let their
inventories diminish to very low levels, wouldn’t the slightest increase in demand require
them to increase worker hours and/or put more people to work? At the same time, raw
materials prices — including that of natural rubber — have come down in price significantly
since last year and that could bode well for profits. Once these producers work off the tail-
end of an inventory made from raw materials bought at higher prices, the result will bring a
boost to profits. | don’t know about you, but this sounds like a win-win for this industry
sector’'s role in stimulating an economic recovery and profitability.

Another observation that leads me towards becoming bullish on the industrials sector has
to do with another trend that seems to be gaining momentum. It relates to a perceived
change in manufacturer’s supply chain management strategy. Lately, my natural rubber
broker client has received and is following up on several inquiries from large producers for
proposals regarding how his company might help manage their inventories. The “buzz-
word” is vendor managed inventory. Previously, when cash and credit were abundant, the
larger users of natural rubber sought to source directly from the plantations and handle all
of the logistics of shipping it to their factory. This required them to commit and tie up
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precious capital for several months prior to receiving the raw materials at the factory. In a
vendor-managed relationship, the manufacturers would be invoiced upon delivery and can
benefit from economy of scale pricing for shipping costs from the vendor. Even after the
vendor’s profit margin, the savings can be substantial. Not to mention, that this trend will
give a potential material boost in the manufacturer’s returns on assets and on equity.

When | returned from this business trip, | wanted to test the ability to extrapolate what |
learned into a larger sample. After gathering and charting comparative data relating to
Consumer Confidence, PMI and Wholesale Inventories, | became more confident that
what | learned on the trip was a representative sample. First, purchasing managers seem
to immediately react to consumer sentiment; and, second, durable goods wholesale
inventories have plunged significantly since peaking in September 2008. And, given that
Consumer Confidence gained significantly in April, it seems to bode well for a recovery.

Market Update

With economic indicators beginning to look upward, the market seems to be telling us that
the worst is behind us now. It sure looks to me like it is! While we haven’t turned the
corner yet when it comes to unemployment, the consumer confidence numbers have
improved significantly as mentioned above. Remember, unemployment is traditionally the
most lagging of economic indicators.

Given the topic above, this month’s market update is both short and sweet. In my
November 2008 letter, | made some predictions about the economy and the markets that
seem to remain on target. The article can be found via this link: Predictions letter.

As a result of following those predictions, | am happy to report that — taken as a whole —
our portfolios under management were UP 18.14% for the month of April. Here are some
comparative numbers for you to review:

Apr 2009 | 3 Month Y-T-D 1 Year
ELF's ETF Strategy (net) | 18.14% 10.26% 2.96% -39.43%

S&P 500 9.39% 5.68% -3.37% -37.01%
Russell 2000 15.33% 9.93% -2.38% -31.92%
MSCI EAFE Index 12.27% 6.34% -4.17% -44.57%

MSCI All County World 11.49% 8.28% -1.07% -41.24%

For disclosure purposes, past performance is not necessarily indicative of future results and ELF Capital Management LLC (ELF), formerly Hoffman
White & Kaelber Financial Services LLC, cannot guarantee the success of its services. There is a chance that investments managed by ELF may lose a
substantial amount of their initial value.

ELF is an independent discretionary investment management firm established in February 2003. ELF manages a strategic allocation of primarily
exchange-traded index funds (ETFs), and may invest in other carefully selected securities. ELF may also employ hedging techniques, through the use
of short positions and options. ELF manages individual portfolio accounts for both individual and business clients.

The ELF ETF Strategy returns presented herein represents a composite of actual results from all client portfolios managed by ELF. Currently, it is the
only composite presented by ELF and separate client account portfolio positions are substantially similar, except as may be modified for retirement plan
accounts and accounts with net equity of $60,000 or less. There is no minimum account size for inclusion into ELF's ETF Strategy composite and
accounts with net equity of $60,000 or less have a tendency to downwardly skew the combined results.

The performance data presented herein includes the reinvestment of dividends and capital gains; as well, ELF’'s ETF Strategy composite returns are

presented after deducting actual management fees, transaction costs or other expenses, if any. ELF charges an annual investment management fee as
follows: 1.25% on the first $250,000; 1.00% on the next $750,000; 0.95% on the next $4,000,000; and, 0.75% thereafter.
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Broad market index information provided is solely for the purpose of comparison. This index data was obtained from third party sources believed
reliable; however, ELF does not guaranty its accuracy. An investment account managed by ELF should not be construed as an investment in an index
or in a program that seeks to replicate any index. In most cases, investors choose a market “index” having comparable characteristics to their portfolio
as a benchmark. An ETF is a security that tracks an index benchmark or components thereof. As ELF actively manages a strategic allocation of
primarily ETFs, selecting a comparable benchmark poses significant challenges. Over time, the broad market indices provided above may exhibit more,
similar or less variability of returns and risk than ELF’s strategic allocation. As well, the broad market index information provided above reflects gross
returns and have not been reduced by any estimated fees or expenses that a person might incur in trying to replicate an index.

If the information in our articles is helpful for you and you're not a client, please look over
our web site www.hwkfs.com to see if we can be of service. Also, please consider
booking your business or holiday travel with our online travel agency affiliate
www.marketlettertravel.com. They offer the same or better prices as other online travel
websites and share with us a portion of their profits. So, your ability to use them is very
much appreciated as it helps offset the time and production costs in researching, writing
and distributing these letters.
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