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Economic COMMENTARY BY A. MARSHALL ACUFF

The stock market rally that began in July continued through September, pro-
ducing the best performing third quarter in nine years and one of the few
positive returning Septembers in memory. Most of the impetus for the gains
came from weakening commodities prices, especially oil and gas. Cessa-
tion of rate hikes by the Federal Reserve, the absence of a major hurricane
season, and a push to put money in the market before the end of the third
quarter also contributed to the strength of equities. The third quarter gains
spilled over into October and year-to-date the total return of the S&P 500 is
nearly 11%. Interestingly, the S&P 500 outperformed 80% of mutual funds
and most hedge fund strategies during the third quarter.
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Currently, production of autos and houses is below that of the rate of sales
growth. If this trend continues, excessive inventories should be reduced
leading to a pick-up in future production. The recent decline in energy
prices, together with rising employment and incomes, bodes well for con-
sumer spending in the holiday season and beyond. Worrisome, though, is
the fact that wage growth is moving ahead of productivity gains. If this

trend continues, the Federal Reserve will take note.
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Capital Markets Update

Corporate profits are expected to continue their double digit
increases through year end, although we may see a few
more disappointments than in prior quarters this year. The
levels of profits and profitability remain historically high.
As a percentage of GDP, earnings have doubled since the
early 1980s from 4% to 8.6%, the highest level in 40 years.
This substantial improvement in profits reflects better cost
control, more efficient use of technology, and declining de-
preciation costs. A slowing economy, though, will put some
pressure on margins next year with profits likely to rise 7-

8% compared to a 15% gain in 2006.

Overall, we agree with the consensus view for a soft land-
ing in the economy in 2007. We do not see a significant
downturn at this time with the world still awash with Ii-
quidity. The Fed could raise rates again, but stable to
slightly lower rates are more likely in 2007. Nonetheless,
longer term bond yields are forecast to rise if the soft land-
ing scenario unfolds because of the possibility that infla-
tion may not be dampened very much by the time the

economy begins to pick up.

Despite the recent stock market exuberance, investors are
cognizant of a slower period of growth for the economy
and profits next year. The surprise would be greater than
expected gains in both areas. Portfolio diversification will
remain important because expectations about performance
are now much higher than they were in July. Still, the stock

market should be higher next year than it will be for 2006.

DEeAL MARKETS

MERGERS AND A CQUISITIONS

Following the precedent set in several of the prior quarters,
the M&A market remained remarkably strong but experi-
enced mixed results year-over-year. The U.S. M&A market
produced 2,632 deals in the third quarter, down from the
2,857 deals announced during the same period in 2005. At
the same time, however, the quarter’s smaller number of
deals generated $18.4 billion more in deal value than the
third quarter of 2005. Such an increase in total deal value
continues to reflect hearty valuations as the average price
on a U.S. deal reached $258.1 million, rising from $212.4
million in the third quarter of 2005. Credit conditions con-
tinue to be favorable as debt to EBITDA ratios of large lever-
aged buyouts (issuers with greater than $50 million
EBITDA) rose to 5.8x from 5.6x in the second quarter of this
year, allowing buyers to scale back equity contributions to

an eight year low of 28%.

M&A market sentiments remain optimistic for a variety of
reasons. For one, still replete with cash after quarter upon
quarter of strong growth, public and private companies
alike stand capable and willing to engage in deals that
provide upside to their bottom lines. At the same time,
rising equity prices, including a Dow surpassing 12,000,
might encourage public companies to dive into deals us-
ing their stock as currency. Finally, private equity firm
fundraising is heading into record territory. As aresult of
such sentiments, deal value metrics continue to indicate
strong M&A interest. In the middle market, the average
Enterprise Value to EBITDA multiple matched the 10.0x
that it posted in the third quarter of 2005, but as always the
range of multiples remains widely driven in each case by
the business fundamentals of the target company and its

industry.
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Capital Markets Update

FINANCING M ARKETS

Venture Capital - Q3 saw a small dip in venture investing
from the previous quarter. Venture capitalists invested
$6.2 billion in 797 deals, representing an 8% decrease from
Q2 when $6.8 billion was invested in 907 deals. Early and
seed stage companies, however, saw a 10% increase in in-
vestment from quarter to quarter, rising to a total of $1.2
billion in 278 deals. While not yet of a long enough dura-
tion to be conclusive, this trend may indicate that, after
several years of struggling, early stage investing is finally
improving. While seed and early stage investing rose, ex-
pansion investing fell by 10% and late stage investing
dropped by 13%. Sparked in part by an interest in finding
alternative energy sources, investments in energy-related
companies continued to receive increasing commitments,

reaching a six year high of $575 million in 45 deals.

Despite this significant level of activity, concerns persist
for VCs. Due to a strong fundraising environment, VCs
continue to be flush with cash, but struggle to find attrac-
tive investment opportunities. Consequently, some firms
have slowed funding to avoid more pressure to put the
money to work when deals on the table may not bring the
most profitable results. Recently, prominent venture firm
Sevin Rosen announced that it would return $250 to $300
million in commitments it had received, citing structural
weaknesses in the venture industry, most notably, the fact

that there is too much money chasing after too few deals.

Debt - While Americans took time off to enjoy the waning
months of summer, middle market loans took note and
settled in at a slightly lower, but still respectable $7 billion
pace for the third quarter. Despite the “end-of-summer”
slowdown, annual middle market loan numbers remained

robust and compared favorably year-over-year. During the

first nine months of 2006, leveraged loan volume just man-
aged to eclipse the $24.7 billion posted during the same
period in 2005 and reached $25 billion. As has been the
case for some time now, loans backing Mé&A activity con-
tinue to drive the new issues. So far this year, small-cap
borrowers have accessed the leveraged-loan market for over
$14 billion to appease their voracious M&A appetite, an
increase of 42% over the same period in 2005. From discus-
sions with a variety of industry players, we believe liquid-
ity from the debt markets will remain more than sufficient
to continue to fuel middle market Mé&A activity. Banks and
other lenders are continuing to have to work very hard to

find enough places to lend their abundant capital pools.

Equity - In the latter half of Q2, market fundamentals began
to deteriorate and as a result several companies delayed or
cancelled initial public offerings. The uncertainty caused
by the delays led to a pessimistic outlook for IPOs entering
Q3. Nevertheless, 10 of 14 IPOs in September priced within
or above their expected price range. Furthermore, 11 of those
stocks experienced first day gains. Riverbed Technology, a
communications equipment company, managed a 57% gain
inits first day of trading. Overall in Q3 there were 34 deals
that raised $6.0 billion, which was significantly less than
the $9.9 billion raised in the same quarter a year ago. How-
ever, with September’s success and the market reaching new
highs, the IPO market is positioned to continue the histori-

cal trend of strong fourth quarters.
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CARY STREET PARTNERS IS PLEASED TO
WELCOME A NEW COLLEAGUE

Mary Jane Lassiter, a CERTIFIED FINANCIAL
PLANNER™, has joined the firm as a Director in our
Wealth Management practice. Mary Jane has extensive
experience advising high-net-worth individuals and de-
veloping strategies for estate planning, business succes-
sion, stock option planning, retirement planning, life in-

surance planning, and other risk management techniques.

Prior to joining Cary Street Partners, Mary Jane held senior
level positions at SunTrust, Wachovia Securities, and Scott
and Stringfellow. She will complement Cary Street Part-
ners’ capabilities with her comprehensive knowledge of
complex wealth planning issues and her ability to form
personal relationships with her clients to understand and
help them achieve their objectives. In the following sec-
tion, Mary Jane shares some advice on year-end tax plan-

ning.

FINANCIAL PLANNING

YEAR-END TAX PLANNING

Although we're enjoying the first days of autumn with tail-
gate parties and football games, we will soon be hanging
stockings and trimming trees. Before the crush of the holi-
days begins, take a moment and consider how best to posi-
tion yourself for tax season. Reducing your taxes for 2006
is the priority, but some of the following strategies spot-

light estate tax and retirement benefits as well.
CHARITABLE GIVING

Leverage the value of your charitable gifts with appreci-

ated stock which completely eliminates the capital gains

security, while the gift (as well as the deduction) is valued
at the fair market value of the stock on the date of the gift.
When reviewing gifts already made in 2006, be aware of
the new tax provision that requires documentation from

the charity for any cash gift made after August 17, 2006.
USE IT OR LOSE IT

Take advantage of the annual exclusion. In 2006 individu-
als can make gifts of $12,000 ($24,000 for a married couple
using gift splitting), free from gift taxes. If you are con-
cerned about estate taxes at your death, give generously
each year to your family members. Gifting is a great way to
transfer your wealth to your heirs, not only reducing your
estate by the value of the gift, but any future growth on the
gift as well. When determining what asset to gift, consider
the tax bracket of the recipient. You may want to consider
gifting appreciated assets to children and grandchildren
to take advantage of their lower capital gains rates when
these assets are sold (note that the donor’s cost basis is
transferred with the stock). Because children under 18 are
subject to the “kiddie tax” and pay tax at their parents’
highest marginal rate, they may not be appropriate recipi-
ents. Children age 18 (increased from age 14 with new
law) or older are likely to be in the two lowest brackets -
10% and 15% - and subject to the 5% capital gains rate in
2003 through 2007, and a 0% capital gains rate in 2008 -
2010. Keep in mind that once the year is over, the opportu-

nity for making the gift is gone forever.
RETIREMENT SAVINGS — PRE-RETIREMENT

Make the maximum contribution to your employer spon-
sored retirement plan. Assuming your current tax bracket
is higher than it will be in retirement, you have reduced
your current taxable income by the amount of your contri-

bution (your employer may offer a match of some percent-
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age of that contribution giving you a greater benefit), and
deferred tax on the contribution and the growth on the as-
sets inside the plan, while providing for increased finan-

cial security in retirement.
USING YOUR IRA FOR CHARITABLE GIFTS

Take advantage of the new IRA charitable rollover provi-
sion of the Pension Protection Act. Traditionally, funding
charitable contributions with IRA withdrawals had a mul-
titude of potentially negative tax drawbacks. This new
provision allows an annual exclusion from gross income
of up to $100,000 for “qualified charitable distributions”
from an IRA if the distribution is a result of a “Required
Minimum Distribution” for an individual 70 2 or older.
This has a limited life as you are allowed this maximum
$100,000 charitable rollover treatment from your IRA to a
“qualified” charity for only the 2006 and 2007 tax years.
However, because a qualified charitable distribution from
an IRA is excluded from income, it does not qualify for a
charitable income tax deduction; otherwise, there would
be a double benefit of income exclusion and a charitable
contribution deduction. The real savings for the charitably
inclined is being able to skip the step that makes you pay
ordinary income tax on the distribution from the IRA be-

fore making the gift to charity.
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Domestic Equity Markets Initial Public Offerings
(Retums) 3 2006 LM Totals 3 2006 Q22006 Q3 2005
Dow Jones 4.7% 105% Number of Deals 34 50 70
NASDAQ 4.0% 5.0% Aggregate Volume ($MM) $5,983 $17,186 $9,898
S&P 500 5.2% 8.7% Q3 Notable Deals: Date Amt ($MMV) @ Return®
Russell 2000 0.1% 8.7%
Bare Escentuals 9/29/2006 $352 23.4%
International and Emerging Equity Markets CommVault 9/22/2006 $161 24.1%
(Retums) Q32006 LTM Shutterfly 9/29/2006 $87 3.7%
EAFE 34% 165% RlVeﬂ:Hl Techr‘ology 9/21/2%6 $86 1000%
urope 0, o, (1) Excludes underwriter over allotment.
B 51% 191% (2) Represents performance fromIPO date through September 30, 2006.
Pacific ex Japan 3.0% 8.9%
Venture Capital
Japan (1.2%) 12.0%
BRIC (Brazdl, Russia, India, Chira) 42% 2%8% | Totals QB2006 Q@206 252005
Hedee Fund Number of Deals 797 907 771
Aggregate Volume ($MM) $6,243 $6,775 $5,635
(Retums) 3 2006 LM
CSFB Tremont Hedge Fund rdex 13% 94% | 3 NotableDeals: Dae  Am(SMM) ~ Industry
MVBA Hedge Fund Composite Index 0.5% 8.3% Altra 8/2/2006 $120 Erergy
Interest Rates Demand Media 9/29/2006 $100 Info Tech
Adam Aircraft 8/23/2006 $93  Trarsportation
9/30/2006 6/30/2006 9/30/2005
Source: PWC MoneyTree and The VC Deal.
Federal Funds 5.25% 5.25% 3.75% . .
High Yield New Issuances
30 Year Treasury 4.76% 5.19% 4.57%
Total. 2 2 2
10 Year Treasuy 463% 5.14% 432% otals e & 2005
LIBOR- 6 Month 5.37% 5.59% 4.23% Number of Deals 55 % 82
Source: Bloorberg. Aggregate Volume ($MM) $25,867 $37,872 $23,383
Key Economic Indicators Mergers & Acquisitions
Uremployment Rate 4.6% Totals 3 2006 Q2 2006 3 2005
Capacity Utilization 81.9% Number of Deals 2,632 2,637 2,857
S&P Eamings Growth® GDP Outlook® Aggregate Volume ($MM) $231,748 $334,444 $213,462
06 15.59 .67
< 55% 56% Q3 Notable Deals: AmDate  Amt ($MM)
Q06 16.7% 2.6%
HCA, acquired by Irwestor Gr 7/24/2006 $21,200
B 06 15.3% 1.6% @ by o i 124/
y y Freescale Semiconductor, acq. by Firestone 9/15/2006 $17,700
06 9.0% 2.5%
< Mercury Interactive, acq. by HP 7/25/2006 $4,510
0,
2005 137% 32% Symbol Technologies, acq. by Motorola 9/19/2006 $3,800
2006 11.7% 3.3% Source: Mergerstat, The Wall Street Journal, and Capital IQ.
;1) Stal'isﬁcg }'e}zresell;\t average ?f alr?lyst estimateis5 a? ‘(i)f thi end of (33 2006 tar’\d are derived from various sources.
lgures sul JQC tocl ange. Ctual 1gures are in bo. and estimates are italicized.
(2) Advance estimate by Bureau of Economic Analysts.
6
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