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ECONOMIC OUTLOOK

Published January 2012

Zero. That was the return of the S&P 500, the broad index of Large Cap US stocks, for
2011. The index ended the year at 1257, exactly where it started. In fairness, the total return on the
index was slightly more than 2% when you factor in the dividends paid. However, it was a very
volatile ride. Equities began the year on a positive note but declined significantly in the third
guarter as investords concerns about the situa
dominated the news flow. In the fourth quarter, markets came back strongly as the focus turned to
the continued strengthening of the US economy. Foreign markets suffered greater setbacks as the
fear of recession in Europe led to declines in most major equity markets worldwide. The MSCI
EAFEJndex (Non US Equities),declined 12.1% and the MSCI Emerging Markets index declined
18.4%.

Fourth quarter 2011 saw the 10t consecutive quarter of growth for the US economy. As
We'have said in previous Outlooks, the rate of growth of GDP continues to be 2-3%, below the
fibnor mal ¢ poaost_ , WWI |  r &% whickis whatgvould et nbeded to significaritly 4
reduce unemployment (page 7)., Ynemployment continues to trend lower, but at a tepid pace as
companiessaresslowito addrworkersecause ¢f congerns about the longer term economic outlook
(padge 9). Economic statistics in'the fourth quarter continued to indicate that the housing market
hasprobably bottomed (page 12). Prices have leveled off, supply has been reduced, and
firef f ordabi lityd (as measured by using the aver
rates) is at an all time low. Consumer confidence numbers improved significantly in the fourth
guarter (page 29). Inflation remains low, but is rising (page 10). While not yet a significant issue
forinvestors, it is something we are watching closely.

Continued
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ECONOMIC OUTLOOK

Against this economic backdrop we continue to believe stocks offer more upside potential than bonds. Our Tactical
overlay to our Asset Allocation Models continues to favor Large Cap dividend paying stocks over long term bonds. The
dividend yield on the S&P 500 (2.2%) is more than 10 year Treasury bonds (1.9%), the first time this has happened since the
195006s. A more appropriate comparison would be the earnings
1.9% for the 10 year Treasury (page 20). Certainly stocks and bonds have different risks and both should be included in a
diversified portfolio, but we think equity valuations are compelling. We believe even with modest GDP growth, the S&P 500
companies will earn about $110 in 2012, giving it a historically attractive Price/Earnings ratio of about 12X.

Despite the significant issues facing the European Union (to be discussed later), valuations of Non US Developed
Markets Equities have become very attractive. Many large diversified multinational companies based in Germany,
Switzerland, UK and Australia yield over 5% and trade at P/E ratios less than 10. We had underweighted Emerging Market
Equities in our Models prior to Q4 2011 when we changed to a slight overweight. These economies continue to experience
tremendous growth but we felt valuations were rich. With the pull back in prices in 2011, we continue to overweight this asset
class.

We continue to maintain short and intermediate term maturities in our Fixed Income portfolios. Although the Fed will
not be increasing rates anytime soon, we believe the thirty year bull market for bonds will soon be over. lItis interesting to us
that retail investors in 2011 continued to put record flows into bond funds and record flows out of stock funds (page 24). It
reminds me a great deal of the record flows into stock funds at the height of the tech bull market in 2000 and into any kind of
real estate in 2006. Of course bonds are an important component of any diversified portfolio, but we prefer to take credit risk
over duration risk in our bond portfolios. We continue to overweight high yield, floating rate, TIPS and Non US Bonds in our
Models.

Continued
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ECONOMIC OUTLOOK

Watching the unfolding of events in Europe and Washington gave the markets plenty to worry about in 2011. We
continue to believe that despite the missteps by leadership we saw in 2011, the European Union and its currency will survive.

Despite how politically unpalatable it is to Germany and oth
export driven economies have benefited in many ways from the common currency and participation in the European Union.
Germanyo6s economic growth, | ow unemployment, and relatively
Deutsche Mark, which would trade at a much higher price, making their exports considerably more expensive. While it may be

in all partyds interests to decisively act to preservacht he L
may continue. Itis much easier to create a common currency than to agree and abide by common fiscal policies. While a

coll apse of the European Union is stildl possible and there a
Portugal, we believe that the ECB, | MF and individual <countr

example for the continent. Two years ago Ireland undertook severe austerity measures in the face of overwhelming debt and
today it is the 2" fastest growing economy in Europe.

OQur elected officials in Washington had a banner year in
particular: Threatening to default on our debt in August was a colossal game of chicken that shook the fragile confidence of our
weak recovery and | ead to a downgrade of our debt by S&P; an

was given an opportunity to genuinely compromise on the major spending and revenue issues facing our country. While |

would like to offer some concrete reasons for hope here, | see none. | find solace in two things. First, | do believe in Winston
Churchill s quot e: AfiAmeri cans can al ways be counted oes0to d
| hope that time is drawing near. Secondly, both political parties are in full campaign mode and there are no expectations from

the markets for Washington to do ANYTHING in 2012. This is an expectation they are capable of fulfilling. Longer term, we

have real fiscal issues that need to be addressed, but nothing will be done until 2013. In the near term we think investors and

markets will be relieved by this notion.

Continued
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ECONOMIC OUTLOOK

Tactical Overlay to our Strategic Asset Allocation Models:

A US Large Cap Equities should be overweighted with a focus on high quality, dividend paying companies.
A US Mid Cap and Small Cap should be underweighted.
A Non-US Equities and Emerging Market Equities should be slightly overweighted.

A Because of concerns about higher interest rates, maturities of Fixed Income portfolios should be overweighted to short and
intermediate terms, and higher cash balances are recommended.

A Treasuries and Mortgages are overvalued and should be underweighted.

A Investment Grade Corporates and Municipals should be neutral weighted.

A High Yield Bonds Should be overweighted .

A Non-US Bonds should be overweighted with a focus on Emerging Market currencies.
A Energy Master Limited Partnerships should be overweighted.

A Commodities should be overweighted.

A REITS should be slightly underweighted.
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ECONOMIC REVIEW

GROSS DOMESTIC PRODUCT

GDP increased at a 1.8% annualized rate in the third quarter of 2011.

Source: FactSet, as of 9/30/11
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ECONOMIC REVIEW

CONTRIBUTIONS TO % CHANGE IN REAL GDP

Consumer spending was the largest contributor to GDP growth in 3Q11.

10% Source: FactSet, as of 9/30/11
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ECONOMIC REVIEW

EMPLOYMENT

Unemployment reached its lowest level since April 2009 in 4Q11, as job growth continued.

Civilian Unemployment Rate Source: FactSet, as of 12/31/11 Monthly Payroll Changes
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ECONOMIC REVIEW

INFLATION

¢ Core inflation continued to trend upward, while headline inflation declined for the quarter.

Source: FactSet, as of 11/30/11
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ECONOMIC REVIEW

KEY INTEREST RATES

clInterest rates declined even further during 4Q11 and remain historically low.

Source: FactSet and Federal Reserve, as of 12/31/11
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HOUSING MARKET

Housing prices continued to decline, leading to an encouraging uptick in sales.

Home Prices

Source: Standard & Poor s, as of 10/31/11
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Top 5 Quarterly % Bottom 5 Quarterly % Largest States Quarterly %

Housing Markets Change* Housing Markets Change* by Population Change*

Alabama 11.8% Wyoming -16.7% California 8.0%

New York 9.9% Minnesota -16.2% Texas -2.5%

Arkansas 9.0% Florida -9.0% New York 9.9%

New Hampshire 8.9% New Mexico -9.0% Florida -9.0%

California 8.0% Connecticut -8.9% lllinois -3.4%
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CAPITAL MARKETS

INDEX RETURNS GROWTH OF A DOLLAR
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- U.S. Equity Non-U.S. Equity - Real Estate Fixed Income - Commodities - Cash & Cash Alternatives
Recession
YTD 1-Year 3-Year 5-Year 10-Year
U.S. Equity 1.03 1.03 14.88 -0.01 3.51
Non-U.S. Equity -12.21 -12.21 8.53 -4.09 5.14
Fixed Income 7.84 7.84 6.77 6.5 5.78
Real Estate -5.82 -5.82 16.17 -5.28 9.59 Source: Callan, as of 12/31/11
L. Investors cannot invest directly in an
Commodities -13.32 -13.32 6.39 -2.07 6.63 index. Past performance is not
f indicative of future results. See asset
Cash & Cash Alternatives 0.08 0.08 0.12 137 1.85 class benchmarks on slide 31.
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CAPITAL MARKETS

ASSET CLASS RETURNS

Commodities and international equity lagged in 2011. Fixed income performed best in a turbulent year.
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Past performance is not indicative of future results. Annual Returns for Key Asset Classes (2000-2011). See asset class benchmarks listed on slide 31.
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CAPITAL MARKETS

ASSET CLASS RETURNS

¢U.S. equities performed well in 4Q11 and significantly outperformed international equities in 2011.

Source: Callan
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CAPITAL MARKETS

S&P 500 SECTOR RETURNS

Every sector performed well in 4Q11, but Financials ended sharply negative for the year.

Source: Callan
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Returns are based on the GICS Classification model. Returns are cumulative total return for stated period, including reinvestment of dividends. Past performance is not indicative of future results.
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CAPITAL MARKETS

EQUITY STYLES

Investors favored small cap and value equities in 4Q11, but the opposite for the year as a whole.

4011 12 Months ending 12/31/11
Value Blend Growth Value Blend Growth

Large 13.11% 11.84% 10.61% Large 0.39% 1.50% 2.64%
Mid 13.37% 12.31% 11.24% Mid -1.38% -1.55% -1.65%
Small 15.97% 15.47% 14.99% Small -5.50% -4.18% -2.91%

Style box returns based on the GICS Classification model. All values are cumulative total return for stated period including reinvestment of dividends. The Indices used from left to right, top to bottom are: Russell
1000 Value Index, Russell 1000 Index, Russell 1000 Growth Index, Russell Mid-cap Value Index, Russell Mid-cap Blend Index, Russell Mid-cap Growth Index, Russell 2000 Value Index, Russell 2000 Index and
Russell 2000 Growth Index. Past performance is not indicative of future results.
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U.S. TREASURIES

The yield curve continued to flatten as investors sought safety toward year end.

Treasury Yield Curve

Source: U.S. Treasury, as of 12/31/11
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CAPITAL MARKETS

FIXED INCOME YIELDS

¢ Spreads were little changed in 4Q11, as yields continued to trend downward.

Source: FactSet and U.S. Treasury, as of 12/31/11
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S&P 500 YIELDS VS. TREASURY YIELD

¢ The yield on the 10-year Treasury remained below the S&P dividend yield; a rare occurrence.

Source: Bloomberg and U.S. Treasury, as of 12/31/11
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CAPITAL MARKETS

PRICE-EARNINGS RATIO

¢ Price-earnings and price-book ratios increased in 4Q11, but remain at low levels historically.

Price—Earnings Source: Bloomberg, as of 12/31/11 Price-Book Source: Bloomberg, as of 12/31/11
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FOREIGN EXCHANGE RATES

The U.S. dollar continued to strengthen amid global recession fears.

Source: Federal Reserve, as of 12/31/11

Source: FactSet, as of 12/31/11 12/31/2010 12/31/2011
Japanese Yen (¥) / U.S. Dollar ($) 80.91 76.92
Euro () / U.S. Dollar ($) 0.74 0.77
British Pound (£) / U.S. Dollar ($) 0.64 0.64
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