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1Ql2 Highlights. The U.S. Federal Reserve extends low rate commitment lo 2014
' European Central Bank continues to provide significant liquidity to euro zone banks. China reduces growth target by a half percent, to 7.5%. Stock markets continue strong recovery begun in the fourth quarter of 2011

The U.S. stock market had its best first quarter since 1998, with the S&P 500 index rising 12.60/o.
The extreme volatility of 2011 ended abruptly with the changing of the calendar - the S&P 500
index moved up or down 1Yo or more in only seven sessions in 1Q12 compared with 36 times in
4Q11; there were no2o/o days (compared with 14 in the fourth quarter).

Put simply, it was a quarter to enjoy if one were invested in the stock market. We are less
sanguine on stock market gains from here.

Markets

Prior updates began with thoughts on the economy. Responding to feedback from clients, we've
decided to lead off with comments about the markets and portfolio positioning - issues we can
cover with more value added.

Markets overview. As mentioned above, the S&P 500 gained 12.60/o during the first quarter. The
Dow lagged a bit with an 8.8% increase, but the NASDAQ - helped by a 49o/o gain in Apple
(which now represents 20% of that index) - jumped 18.5%. Emerging and developed markets
(excluding the U.S.) gained 14.1o/o and 10.9%, respectively, and the MSCI World index (a broad
measure of markets across the globe) increased 11.9o/o. U.S. fixed income markets cooled from
2011, with the Barclays Aggregate Bond index (a combination of Treasury and investment grade
corporate debt) returning only 0.3%.

General comments. We believe the roughly 30% gain in the S&P 500 from last October through
March was driven in part by improving U.S. economic data and actions by the European Central
Bank to avert (at least temporarily) a financial/banking crisis in the euro zone. However, we judge
part of the stock market's advance also was driven by easy money - both from the Federal
Reserve and the ECB (the latter through long term refinancing operations). Measuring the impact
of easy money on the markets is impossible, but over the long term this is not a sustainable policy
for driving market gains.

ln addition, it seems to us that the first quarter of 2012 was a period when investors chose to
concentrate only on the positive. The fact is that most countries in developed Europe are
experiencing flat to negative growth, and the rate of expansion of the Chinese economy is
slowing. Further, in the U.S., the politicalfocus has been mostly on the Republican primaries.
Once the Republican nominee is chosen, it's likely that much of the partisan, divisive politics that
dominated the news in 2011will return to the fore - this will be exacerbated by the need to
address tax cuts that expire at the end of 2012 and spending reductions set to begin in 2013. We
believe that absent some type of breakthrough on the U.S. budget deficit, the remaind er ol 2012
will be more difficult for U.S. stock investors.
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Portfolio Positioning

Diversified oortfolios. On the whole we've emphasized dividend paying, consumer staples and
utilities exchange traded funds (ETFs) for the equity component of diversified portfolios - the goal
being to generate some income and hold up better than the overall market should there be a
decline. We acknowledged in our fourth-quarter 2011 update that a focus on dividends/stable
businesses was consensus thinking entering 2012, and sure enough those types of stocks lagged
during the first quarter. Still, given our economic outlook, we believe this is a prudent focus for
diversified portfolios. This core stable/dividend strategy is complemented with some of our longer-
term themes, including energy, materials, technology and emerging markets.

On the fixed income side, we remain concentrated in shorter-term investment grade funds/ETFs,
with the primary goal being to generate modest income while trying to protect against significant
declines in principal should rates rise. Small allocations to high yield debt and emerging market
sovereign debt complement the core holdings in an effort to generate some additional income.
However, on average, the core of clients' fixed income allocations are generating yields in the
2o/o-3o/o range at this time.

Equitv-only portfolios. During the quarter new positions were initiated in a beverages company, a
generic/branded drugs manufacturer, an oil services company and an emerging markets dividend
focused ETF. Small additions were made to two more speculative positions; three stocks and an
international stock ETF were sold. Small portions of several index-based, sector ETFs also were
sold.

With the S&P 500 currently selling at about 13.1x consensus earnings estimates of $105 for 2012
(a bit below the long-term average of about 14x), we're not finding any of the 10 specific sectors
of the S&P 500 especially undervalued at this point. To the extent we put cash to work in the near
term, most likely it will be in existing individual equity positions or new stocks currently being
researched. Sector/dividend ETFs currently represent about 33% of most equity-only accounts,
individual equity securities approximately 29o/o, broad U.S. index ETFs roughly 25% and
international ETFs about 13%. Roughly 620/o of the value of most equity accounts is in higher
beta securities, implying greater than market volatility.

Economy

Consensus estimates are for U.S. economic growth of 2o/o or slightly better in the first quarter of
2012; this compares with 3% in last year's fourth quarter, which was the strongest quarter of
2011. First quarter growth likely was helped by the fact that we just ended the fourth warmest
winter on record. For all of 2012, economists are looking for growth in the 2o/o-2.5% range, a
modest increase from 1 .7o/o in 2011.

The stock market is considered a leading economic indicator by roughly six months - based on
the strong gains of the last six months the market is saying that U.S. economic growth is likely to
accelerate. We'd like to believe this but still feel we are in for an extended period of only modest
expansion - quarterly results will vary, but overall growth generally in the 2o/o-3o/o range. As
discussed earlier, we believe stock markets' recent strength stemmed at least in part from the
Fed and ECB committing to provide extended/additional liquidity to the financial system.

Positive economic developments in the last few months include a drop in the unemployment rate,
relatively strong auto sales and signs that the housing market is bottoming. The mild winter
reduced heating costs for most consumers, and while not everyone owns stocks, the strong
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market likely led at least some consumers to feel more comfortable spending. On the negative
side, gasoline prices recently have risen to high levels for this time of year, and consumers since
late 2011 have been spending more than they're saving.

ln a March speech, Fed Chairman Ben Bernanke expressed surprise that the unemployment rate
has dropped as much as it has (from 9.0% last September to 8.2% for the recent March report)
given that economic growth is still soft in the 2% range. lt seems to us that the Fed is confused by
conflicting economic reports, and we have to admit that we certainly share that confusion.

Factors that would cause us to be more optimistic about the economy include: 1) meaningful
progress on a long-term plan to reduce the U.S. deficit, 2) a change in strategy by European
leaders to spur short term growth - we don't think the current emphasis purely on austerity
measures makes sense, and/or 3) signs that the Chinese economy is stabilizing at a healthy,
sustainable long-term growth rate.
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