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4Ql2 Highlights. U.S. GDP growth accelerates to 3.1o/o. European economies remain weak; Chinese growth rate stabilizes. U.S. "fiscalcliff'avoided in January - more to come (unfortunately!). lnternational stock markets outperform the U.S.

Markets

The table below summarizes the performance of some key indices during the fourth quarter and
fullyear 2012:

Market Performance
lndex o/o Ch.4Q12 o/o Ch.2012
s&P s00 -o4 16.0
MSCI Develooed Markets (excl uS) b.o 17.3
MSCI Emerqinq Markets 5.6 18.2

MSCI All Countrv World 2.9 16.1

US Aqoreqate Bond (1) 0.2 4.2
Liouid Hioh Yield (1 3.3 14.2

US Dollar Emerqinq Markets Bond (1 3.0 18.6
('l) Barclays indices

Eouities. While the U.S. market (as measured by the large cap S&P 500 index) was flat for the
fourth quarter, for the year the U.S experienced a healthy 16.00/o gain, including dividends. For
perspective, allhe 2012 close, the S&P 500 had increased roughly 1 10olo from the lows of March
2009 but still was about 10% shy of the all-time high reached in October 2007.

lnternational stock markets had very strong fourth quarters and ended the year with gains slightly
ahead of the U.S. ln developed markets, Europe continued to rebound due to increasing
confidence that the euro zone would hold together; the Japanese stock market also had a very
strong fourth quarter in reaction to elections and the return to power of a party focused on
spurring growth. Emerging markets gained as Chinese growth rates showed signs of firming; in
addition, more stability in Europe and Japan helps emerging markets whose economies depend
signifi cantly on exports.

Fixed income. Fixed income markets were led in 2012 by more speculative sectors - high yield
and emerging market debt, both of which returned more than 14o/o.ln contrast, the 4.2% return
for the U.S. Aggregate Bond index (high quality corporate and U.S. government intermediate term
debt) was that index's smallest return since 2005. We believe that the Fed's goal of keeping
interest rates low has forced fixed income investors into increasingly risky holdings to generate
income. We would be surprised to see speculative fixed income come close to double-digit gains
in 2013.
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Portfolio Positioning

Diversified portfolios. Reflecting our concern about risk in fixed income, we've been reducing
already modest exposure to high yield and intermediate term emerging market sovereign debt.
lnterest rates on both these asset types declined significantly during 2012 - high yield rates
currently are near record low levels and severalforeign issuers recently sold long term bonds at
record low rates. Our concern about these asset classes relates more to interest rate risk (the fact
that a rise in rates will cause a decline in principal) than to credit quality. The huge inflows into
these asset classes during 2012 also is concerning.

ln the investment grade portion of fixed income allocations, a substantial portion of portfolios is in
mutual funds with durations under 2.5 years. Less than 25o/o of investment grade fixed income
allocations are in funds with durations longer than 3.5 years.

On the equity side, the one new position in diversified (also in equity-only) portfolios is an
emerging markets smallcap dividend exchange traded fund (ETF). While this may sound like a
speculative investment, it has been modestly less volatile and generated stronger returns over
the past three years than the larger, substantially more widely held ETF mirroring the MSCI
emerging markets index. Based on2012 distributions, this ETF has a current yield of 3.0%.

ln addition to focusing on small cap and higher yielding stocks, the ETF has a different
geographic emphasis, with Thailand and Malaysia being among the top five countries; China and
Brazil (the first and third largest countries in the MSCI index ETF) come in at numbers seven and
ten, respectively. The focus on smaller cap companies also means that relative to the multi-
nationalcompanies dominating the MSCI index ETF, companies in the small cap product,
generally speaking, are more focused on their local economies and thus tied to the growth of their
middle classes, a positive trend that we believe in for the long term.

Eouitv-onlv oortfolios. While the U.S. stock market finished basically unchanged for the fourth
quarter, there was some volatility as stocks declined aboutTo/o from mid October to mid
November before rebounding into quarter end. Most equity-only accounts entered the quarter
with roughly 11o/o in cash. As the market declined into November, we purchased more of existing
holdings and ended the year with 8%-9% in cash in most equity-only accounts.

ln addition to the emerging markets small cap ETF mentioned above, the other new purchase in
equity-only portfolios was a small position in a company that develops and manufactures thermal
imaging systems - products that help with vision under difficult conditions, security and safety.
Although the company's growth slowed in recent years as U.S. government purchases declined,
management has acquired complementary consumer facing businesses (home security, boating
navigation systems) and the company has remained highly profitable. Over the near term the
stock price may be volatile as budget negotiations ramp back up, but we're attracted by the
company's ability to generate free cash flow.

Economy

The U.S. grew a faster than expected 3.1o/o in the third quarter, up from less than 2% during the
first half of the year. lnventory building and government spending helped third-quarter growth;
these factors are expected to reverse a bit in the fourth quarter with current estimates at 2%
growth. Estimates for 2013 are around 2.5%. Elsewhere, Euro zone economies remain weak,
with 2013 expected to see a slight contraction. Chinese growth seems to be stabilizing in the 7%-
8% range, and the Japanese economy (third largest in the world) may pick up given new
leadership and economic stimulus.

-2-



Dann Asset Advisors, LLC January 17,2013

It seems to us that U.S. economic growth could be stronger than expected in 2013. The housing
market actually seems to be improving, with new technology America has the opportunity to have
more control over energy costs, and the economies of our major trading partners (from
North/South America to Europe and Asia) seem to be stabilizing (no longer a negative drag). The
early 2013 fiscal cliff deal did increase taxes, but the consensus is that the drag on the economy
will not be too great (especially as the return to the normal payrolltax was expected). U.S. banks
have the balance sheets to lend again, and large U.S. corporations continue to have near record
levels of cash available for investmenUhiring.

So the key wild card for 2013 will be what happens in Washington. The early 2013 budget deal
left a lot open; the U.S. debt ceiling is likely to be reached in February and automatic spending
cuts (unless postponed again) kick in late in March. While it seems a stretch, if some type of
intelligent budgeUspending deal could be reached we believe the U.S. could have a stretch of
good growth and improved employment. ln terms of investing with the uncertainty surrounding
upcoming political decisions, we feelthe sensible strategy is to invest cautiously but remain in the
markets.

Longer term, we are concerned about how the Federal Reserve reduces its balance sheet and
normalizes interest rates. We are not in the camp that is critical of all the Fed has done - we
believe Fed actions successfully reduced the severity and duration of the 2008 downturn.
However, we also believe that recent rounds of Fed easing - while positive for the appreciation of
risky assets - are not having a significant impact on the economy and may, in fact, be creating
additional bubbles (bonds?) that could have a negative impact on the economy iflwhen they
deflate.
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