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Rating: W

Today marks the first of two days where our panel will examine the outlook for specific sectors. Our experts

share their favorite sectors to deploy capital in for the second half of the year. We'll also drill down into their
thoughts on technology and energy. (This is part four of a five part series.)

What sectors do you favor for the second half of the year?
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Lisanti: “If energy comes down in price, then consumers are going to go up.

“Historically, after the Fed has stopped raising rates, the stocks that tend to do
the best are tech, health care and energy. The sleeper is probably healthcare.
The traditional growth sectors look to me like the sectors that make the most
sense right now. They tend to have high intellectual properties, high profit
margins, high barriers to entry and high returns on capital. Those are the kinds
of attributes you want in this environment.

“In energy, | would look at solar. Think of it as all along the energy spectrum.
With [oil] at $140 it's what we do to get more efficient. I'd put a little on the
energy continuum.

“Then there’s health care, which has been a really bad area. It hasn't worked
for two reasons. | don't think health care outperformed until 2002, so, people
have to believe that this is not going to be the quick rebound. As this plays out
and after we get [a new president], it probably sets up 2009 as a much better
year for health care. For the next 18 months health care will probably be a
much better sector than it has been. My guess is it's been starting to work a
little better this past month, and I think that'll continue.

“l think we've probably bottomed in health care. [Some] health-care stocks are
at a 10-year multiple lows. The last time we had 10-year multiple lows on
anything, usually it's a bottom. It was the case for retail in 2001 and 2002.
Anytime you get that kind of a washout, usually it provides you with
opportunities.

“| think materials and industrials will be more difficult areas as the rest of the
world slows.”



Oberweis. “Technology valuations continue to remain below average and, quite frankly, if you were a
believer that the recent sell off in the first quarter was overdone, | think you have to look at technology as the
place where it's most overdone. It's gone down the most because of risk aversion, not because of business
fundamentals. If you have an area that's been weighed down by risk aversion and not beaten down based on
business fundamentals, it's usually a good time to be buying the sector.

“Also, most people focus on how the credit crisis has led to a contraction in credit — an inability of companies
to obtain financing for growth. Technology companies don't tend to be debt financed — they tend to be equity
financed. You shouldn’t be scared of technology companies because they usually don't take credit; they tend
to do equity financing.

“If you're concerned about slowness in the United States, technology is probably your best bet if you want to
be in the equity markets because they tend to have a much greater degree of international diversification
than, say, consumer discretionary companies.

“Another high-growth sector that would be an attractive addition but has been
somewhat punished in the first quarter includes the high-growth segment of
health care. [Look for] medical technology and companies that are creating
new products for health-care delivery.”

O’Halloran: “For the second half of the year, energy and industrial companies
are likely to have the best earnings profiles. Industrials would include
materials, producer durables and transportation companies. The reason that
these should do well is that the emerging nations of China, India, Eastern

Europe, the Middle East, and South America are all engaged in a multi-year
infrastructure build out.
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profiles, they have achieved unusual stock outperformance this year. If energy
prices moderate, the consumer, financials, and tech companies could bounce
back in terms of relative performance.”

Riley: “There’s a lot of value in retail. The way that we look at things is if you
say intuitively what feels and looks really bad is the easy sale for people. Retail
is an easy sale. Everybody is concerned about the domestic environment, and

so the easy thing to do is to sell your exposure there, and that creates value. |
think there are some long-term opportunities in retail, again, finding ones that
are well-capitalized.”

Evans: “You're going to want to be in groups that have pricing power — those

are materials, energy and industrials. Within energy, natural gas is an area that is very attractive. Natural gas



trades at a fairly sizeable discount to crude oil on a BTU equivalent basis — crude oil at $124 natural gas at
$9. On a BTU equivalent, the rough number for natural gas would be in the $20 range. Take $124 and divide
it by six, that's $20.67. It shows you that natural gas is trading at a sizable discount to crude oil. We're excited
about what's happening with natural gas and that includes the activity in the North American oil field services.
National Energy Security lies in natural gas. We're going to require a multiplicity of investment in solar, wind,
nuclear and coal, but we're self-sufficient for about 90% of our needs for natural gas here in the United
States. It's a continental commodity; we’re not totally self-sufficient, but we have the wherewithal to drill and
produce natural gas for the benefit of our economy [versus buying] expensive oil. [Natural gas is] also the
most environmentally friendly hydro-carbon that we can use from a global warming perspective, so it has
many positives as we talk about the energy crisis unfolding. We like secure North American natural gas assets
as well as the companies that can help unlock the developers’ resources. We also like the service area. It
should still do pretty well even if the economy limps along.

“Another area that | think is intriguing is health care. It's been a terrible
performer year to date (down about 14% in the Russell 2000 value). But there
is an opportunity in the health-care space — like medical devices.

“We also like materials, in particular chemicals, which somewhat plays into the
weaker dollar. A lot of these assets are trading below a replacement cost so

there are extremely high capital barriers and environmental barriers. Industries
are fairly rational from a competitive perspective, not a lot of new capacity will
be coming on line, as you can imagine. Also, the weaker dollar shields the U.S.

market from imports of certain chemicals and provides an export opportunity.
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What are your thoughts on investing in small-cap tech stocks now?

Lisanti: “People are nervous about tech, but we're entering a period where
tech spending will probably improve slightly. Spending has been 3% to 5% and
it's going to grow 3% to 5%. The reason is because the return on investment
is very high, but increasingly investors are going to focus on companies that
can deliver returns. It's going to favor the smaller companies that have unique products and unique services.
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Also, what do we do when times are tough? We replace people with technology. We're going to do it
selectively but we're going to start that. It's a way to improve productivity.”

O’Halloran: “Technology was out of favor for seven years after the bubble burst in 2000. During that
timeframe, the industry had an opportunity to rationalize and eliminate excess capacity. There are many new



exciting products and service offerings that have had time to develop. Technology started to assume
leadership in the market in 2007, but that was postponed by the bear market of 2008 because [tech] tends to
be a high beta sector and tends to have a cyclical component to it.

“So, when the fears of an economic slowdown developed and the market went down, it suffered. But [tech]
could be a good sector for the second half of the year.”

Riley: “You're going to see consolidation that will come from foreign buyers, industry and larger-capitalized
companies. There’s going to be a lot of pressure on some of the micro-caps in that space to do something,
and there’s a feeling among the shareholder base that it's time to consolidate. If you see an offer, you should
respond. We're seeing a lot of that. Microsoft legitimized it by bidding out loud for Yahoo! I think you're going
to see more and more of that, so you'll get a lot of consolidation.”

Evans: “I'm cautious on technology because all the research we see indicates
that investors are heavily overweight technology. It's not a contrarian
investment. You have to be very selective.

“If you look at that area right now, though, one area that looks attractive to
me is semiconductors. Again, on a very selective basis. The analog and radio
frequency semi-conductor area are two areas that | think are attractive.”

Wyatt: “Avoid them. There is no institutional money pouring into that space.
Tech spending is extremely elastic, and so bears the full force of any economic

downturn. Small-cap techs tend to have concentrated revenue streams — one
hiccup could lead to a huge earnings miss.”
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Riley & (o weaker companies and were left with better-quality companies. You're left with
companies that have found ways to be value-added and different.”

Riley. “In our world, it's a total and complete opposite. In 2001, we were
being driven by metrics such as multiples of revenues and revenues per click that were idiotic. All these things
have nothing to do with running a business, and that was a very real world to invest in, but it created an
environment in which an amazing amount of money was raised for the wrong reasons. Now you're seeing
companies that have much better operating structures, stronger balance sheets and are focused more on the
right things such as making money.”

Wyatt: “It's different — in 2001, we had a tech-fueled recession. People went from hoarding everything tech
in the years before to avoiding any contact because of factors outside of fundamental ones — namely fear of



getting burned again. This time the concern is a fundamental one: tech is not the place to be because tech
spending is going to be down in a sputtering economy.”

What about energy? Do you think the rally’s getting long in the tooth? Have we seen, or will we
soon see, a topping there?

Lisanti: “Yes | do because in my opinion the Fed will win, as the whole world needs lower energy prices. The
rest of the world will slow and the price of energy will enter a trading range for a long time — and may even
come down. That means you're going to have to be a lot more selective. Small companies where reserves are
growing 100% a year will still do fine.

“Energy is a funny thing. There will there be a top in energy and | can't call it over the next month or so, but |
think a year from now we’ll look back and say, ‘this was the time.” | don’t know what the right price for oil is,
but my guess is somewhere between $80 and $100.

“When we got to this price in 1975, it was the peak. We're back at 1975 peak
prices right now. The question becomes ‘Do we do a short-term fix, or do we
do a long-term fix?" We didn't do a long-term fix in '75; | think we’'ll do a long-
term fix now.

“We have a lot of alternatives we haven't explored. We're going to start
looking at so many other ways of doing things that it's going to spark a whole
wave of innovation and creativity. McCain is proposing to build tons of nuclear
plants. They've had nuclear power in France forever and it's worked.

“I think [alternative energy] is going to see the real excitement in small caps
over the next five years. It's a little like biotech when it got moving ... we
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could develop into a fertile area over the next five years.”

Oberweis: “1 suspect you will probably see a short-term top here. There’s an
imbalance between actual demand and price right now, meaning the demand is not likely to support the kind
of prices that we have. If you're a believer of a prolonged uncertain economic environment, what tends to
happen historically is that during slower economic times, demand for energy goes down. In addition, I think
when you have prices as high as they are right now, it tends to spur alternative energy ideas and alternative
technologies that will consume less energy.

“If 1 were going to bet up or down, | would bet down over the next six months. That said, energy prices could
go down a lot, but we could still have terrific gains out of many E&P companies because they haven't gone up



as much as they probably should have. “Anything north of $100 a barrel will lead to very good numbers for
companies such as EXCO Resources, Inc. (NYSE:XCO). EXCO’s an exploration production company with
significant acreage in Louisiana. [Just] remember that most U.S. energy companies aren't oil players, they are
natural gas players.

“There are certainly good opportunities within the energy arena. You have to have companies that are not
necessarily banking their business on current energy prices, as those are a short-term variable and will drop
down.”

O’Halloran: “People have been predicting the collapse of energy prices since $50 a barrel. Cambridge Energy
Research Associates may tell you that the marginal cost to produce is $70, and that's where the price ought to
be. Perhaps there is speculation or geopolitical manipulation that may be bringing about these high prices.
Demand has been outstripping supply, and supply will not be be ramped up quickly enough. As long as prices
stay at eleveated levels, it means that the energy company earnings are going to look at lot better than those
of other companies. We don’t think the era of high energy prices are over. That being said, demand
destruction is beginning to occur, and energy prices are likely to moderate in the second half of 2008.”

Riley. “If you go through Wall Street recommendations on a daily basis,
[some] 75% of those upgrades and recommendations are energy and energy-
related. Over the long term, when you get to those kinds of levels, if you were
to measure when your [success rate], you're probably less successful when the
whole world is buying [energy stocks] or recommending them. There aren't a
lot of places to put your money right now if you're a growth investor, and
some of the commodity-related companies have pricing power and growth.
You're starting to see it, but | think that's reflected in the prices, and | would
be more cautious on those.”

Evans: “In the upstream ones — the exploration and production stocks — our
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because those companies are having a great deal of difficulty growing

production. The independent E&P companies have the wherewithal and are
exhibiting production growth in an energy-starved world. We have a failed energy policy: we have not
invested over the last decade.

“If you look at consumption here in the United States on an annual basis, we consume roughly 64 billion cubic
feet (BCF) of natural gas per day. In the United States, we supply 53 to 54 BCF a day and we import from



Canada, [but our] production-decline rate every year is 30%-plus. If you're producing, let's say 54 BCF a day,
and don’t drill another well, a year from now your production would be about 35 BCF a day. But demand is
growing.

“Picture a treadmill, it gets faster and faster and the capital intensity of the industry is increasing. That's why
commodity prices are as high as they are. There is a short-term cyclical aspect to crude and natural gas prices
and prices could see a 10% to 20% pullback. There are secular trends underway, though, that strongly
support higher commodity prices into the future, and | think that every investor should have exposure to
energy stocks.”

Wyatt: “| think volatility can sometimes provide a clear picture of what's going on, offering a separation of
the fundamental from the speculative. A large part of this energy boom is indeed fundamental, but at this
point, volatility is fairly extreme as oil prices fluctuate widely on the slightest of news. | think that's a sign that
everyone is riding this boom. The everyman investor is almost always late to the party. Yet, here’s the thing:
whether we're near the top or not, the idea is to make money while you can, pocket some gains and move on
when there are clear signs of weakness. Right now, | would continue to go long energy, hope to make some
money and exit at the first sign of a broad-based sell off.”
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