
IIIVI DnN N AsSET
AovlSoRS, LLC

Second Quarter 2012 Update
July 10,2012

2Q12 Highlights. U.S. economic growth appears to slow from already weak 1Q levels. Most euro zone economies continue to contract. Chinese central bank begins cutting interest rates. Volatility returns to stock markets and U.S. Treasury bonds rally

Markets

Markets overview. The U.S. stock market, as measured by the large cap S&P 500, declined2.So/o
during the second quarter but ended the first half with a still significant gain of 9.5%. The strong
first half masked the volatility of the second quarter, with the market having declined roughly 10%
from May to early June before rebounding later in the month.

Emerging and developed markets (excluding the U.S.) fell 8.97o and 7 .1o/o, respectively, and the
MSClAll Country World index (a broad measure of markets across the globe) declined 5.6%.
Through the first half, the World index was up 5.7o/o. With a more stable economy than many
other countries thus far in 2012, the U.S. had one of the best performing stock markets. U.S. fixed
income markets gained after a flat first quarter, with the Barclays Aggregate Bond index (a
combination of Treasury and investment grade corporate debt) returning 2.1o/o during the second
quarter.

General comments. We believe that the driving factors in second quarter market performance
were a slowing in U.S. and emerging market economies and the inability of politicians in Europe
to resolve issues around the euro and their weak economies. While markets have rallied from
early June lows, we continue to be concerned about the U.S. economy and judge that recent
actions to help Spanish banks are at best a minor step in improving the euro zone's issues.

ln the U.S., severalwell-managed retailers (Tiffany, Bed Bath & Beyond and O'Reilly Automotive)
that run the gamut from high to low end consumers recently reported weaker than expected
results. This says to us that the consumer (who accounts for roughly 70% of the U.S. economy) is
more cautious. Combining this issue with weakening trends in Europe (hurting U.S. multinational
companies) and a worldwide slowdown in industrial production implies to us that we're in the
midst of another soft patch in the economy. How much of this slowdown already is reflected in the
stock market is hard to tell, but we believe upcoming second quarter earnings reports could lead
to additional market weakness.

Portfolio Positioning

Diversified oortfolios. There have been no significant changes to diversified portfolios. For
equities we continue to emphasize dividend paying, consumer staples and utilities exchange
traded funds (ETFs). And on the fixed income side, we remain concentrated in shorterterm
investment grade funds/ETFs to protect against principal decline should rates rise. We confess to
having no idea when rates will rise, but continue to believe that with longer term, perceived high-
quality (e.9., U.S., German) sovereign debt yields hitting alltime lows in the second quarter, there
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is significant risk in owning longer duration fixed income. Of course, this means that over the past
year diversified portfolios would have performed better had the fixed income allocation been in
longer dated securities.

Eouitv-only oortfolios. Two new positions were added during the quarter, a semiconductor
company focused on developing/manufacturing chips for cell phones and other mobile devices,
and an office products retailer. Both companies generate significant free cash flow, which we
believe will enable the businesses to do reasonably well even in a slower economy.

Other actions taken during the quarter included modestly reducing positions in an S&P 500 lndex
ETF and an Emerging Markets index ETF. With respect to the reduction in the S&P 500 ETF, we
feel there are good values in several of the individual stocks owned in equity-only portfolios, and
we want cash available to add to these positions (believing good purchase opportunities may
develop in coming months). We continue to like emerging markets long term but judge that this
ETF (with heavy weightings in two more mature economies that are heavily dependent on
exports) should be just one element in an emerging markets strategy.

Economy

Our outlook for the economy is little changed from our last update. As a result, we're going to
spend less time outlining our expectations.

First quarter 2012 U.S. GDP growth was 1.9% and economists are looking for 1.5o/o-2.0% for the
just ended second quarter. These numbers compare with annual growth of 1.7o/o in 2011.
Economists recently have reduced 2012 forecasts by about 0.5% to 1.75%-2.25o/o. The euro zone
is expected to contract modestly in 2012, and China, lndia and Brazil all are expected to grow but
at lower rates than in 2011.

The risks to economic growth are well outlined in the news and include: 1) in the U.S., debt
ceiling negotiations (late 2012learly 2013) and the "fiscal cliff' (higher taxes, automatic spending
cuts beginning in 2013); 2) in Europe, efforts to retain the euro through austerity programs
leading to even deeper recession; and 3) in China and other large emerging markets, economic
stimulus measures not working. lronically, because of its political system, China has the most
power to accelerate growth.

How the U.S. and Europe resolve their issues really is not knowable. One outcome could be the
status quo continuing indefinitely in both areas. Based on the last couple of years, this seems a
reasonable possibility. ln contrast to the status quo, the most likely disruptive negative scenario,
in our opinion, would be a disorderly disintegration of the euro, led by a Spanish and/or ltalian
exit. We judge that the most likely significant positive surprise would be U.S. politicians reaching
a compromise on spending/tax issues following the elections this fall.

With such a wide range of potential outcomes, we believe the best investment strategy is to
maintain a healthy level of cash/equivalents and, beyond that, a diversified portfolio that can
withstand the worst but still participate in upside if positive solutions are found.
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