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U.S. TREASURY YIELD CURVE
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High yield corporate crediit yields and spreads, which in hindsight reached “crazy high" levels, have
contracted significantly and are now near average historical levels. Returns in the high yield space
going forward are expected to be much more moderate than the record 2009 gains, and could suffer
if spreads widen. The consensus, however, calls for a continued modest rise in yields of
Treasuries/investment grade corporate debt in conjunction with those of junk bonds. Advantage:
Neutral

T-BILLS, FEDERAL FUNDS AND INFLATION

Thanks in part to record issuance, yields on Treasuries spiked in December as government bonds
concluded 2009 with one of their worst annual performances on record. With the Fed committed to
keeping interest rates “exceptionally low" for some time, however, rates are expected to remain
mostly rangebound, despite supply issues. We are currently exploring increasing exposure to
investment grade international bonds, due in part to concerns of a secularly weak U.S. dollar but
also as we desire to add further diversification to our credit exposure. Advantage: Neutral

LIBOR/T-BILL RATES AND TED SPREAD
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Is headline inflation finally rearing its head, as many have expected? Doubtful, as sluggish job
creation and low resource utilization are expected to act as a brake. It is likely that recent numbers
are simply higher due in part to low year-over-year comparison points. Disinflation is expected to
continue in the short-term; longer-term, there is the fear that inflation could rapidly and
unexpectedly spike much higher. Advantage: Neutral

Sources; Bloomberg, Standara & Poors, Ibbotson, investment Company Institue
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The TED spread is a measure of how tight the credit markets are as illustrated by the difference
between T-Bill yields (a risk-free loan) and LIBOR yields (the rate at which banks lend to one
another). During last year's credit crisis, extremely wide TED spreads indicated a high degree of
anxiety and riskiness in the bank lending market as liquidity was being withdrawn. The recent
decline (to lower levels than before the crisis began) illustrates that the risk of bank defaults is
considered to be dramatically decreased. Advantage; Bulls
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CONSUMER CONFIDENCE & UNEMPLOYMENT RETAIL SALES
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Many feel that the unemployment rate, which has broken the 10% barrier and hit its highest level Rising retail sales figures, which track the dollar value of merchandise sold to consumers, could be
since 1983, might be close to peaking. Unfortunately, just because companies are doing less an indicator of continued recovery and ultimately inflationary pressures. Recent data has been
downsizing does not necessarily mean that new hiring is going to pick back up. Worries about job mixed, however; December sales were up 1.9% over the same month of the previous year, though
losses have kept consumer confidence very weak, and far below levels that signify a solid economy. down -4.6% from the previous month (month to month changes are not illustrated in the graph
As consumer spending accounts for about 2/3 of economic activity, fears are that restrained ahove). Still, consumers seem to be in a more generous mood than mid-2009, and spent more in
spending could derail the recovery. Advantage: Bears recent months than many had expected. Advantage: Neutral
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The Baltic Dry Index (BDI), a measure of world trade, provides a barometer of the price of moving The ISM report is a national survey of purchasing managers covering such indicators as new orders,
major raw materials by sea, taking into consideration the demand for shipping capacity versus the production, employment, inventories, delivery times, prices, export orders and import orders. The
inelastic supply of dry bulk carriers. The BDI has been rising off of late 2008 levels, recently thanks index has been one of the better predictors of the business cycle over the years. A reading over 50%
in part to strong steel and iron-ore markets. Advantage: Neutral indicates expansion relative to the prior month, while a sub-50% reading indicates contraction.

Advantage: Bulls

Sources; Bloomberg, Standara & Poors, Ibbotson, investment Company Institue
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MONEY MARKET FUNDS ASSETS ($ BILLIONS) MUTUAL FUND LIQUIDITY RATIO
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Some of the cash balance built up over the past few years has been put to work, but there still The liquidity ratio compares the amount of cash relative to total assets held by stock mutual funds.
remains a large amount on the sidelines. Unless investors have decided to dramatically increase As the stock market tanked in early 2009, mutual fund managers were bearish and sitting on an
their savings rate (and there is possibility of that we are experiencing a secular shift towards increasingly large amount of cash. In the ensuing rally, however, managers have put most of that to
increased savings and higher bond allocations) there remains plenty of powder available for stocks, work and are now holding historically low levels of dry powder. If retail investors continue to shy
at least from retail investors. Many managers, however, have already reduced their cash balances in away from equities, insiders continue to sell and portfolio managers are now fully invested, where
an attempt to keep up with the market. Advantage: Bulls will the next leg of buying power come from? Advantage: Bears
MUTUAL FUND CASH FLOWS ($ MILLIONS) U.S. SHORT INTEREST
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Dollars continue to flow into bond funds while equity mutual funds record outflows. Is this evidence Short interest (the number of shares sold short but not yet covered) can be a telling indicator of
of a secular shift in investor behavior? Perhaps, or maybe retail investor activities are simply a good investor sentiment, though it is often viewed as a contrary indicator since high levels of short

contrary indicator. Whether (and when) retail investors jump back into equities remains to be seen, positions are eventually covered, providing upward pressure on stock prices. Short covering has

but it certainly has not held up the recovery so far. Advantage; Neutral been heavy since the market lows, and perhaps a significant contributer to stock gains. As short
interest has declined, the benefits from any short squeeze are probably behind us. Advantage:
Bears

Sources; Bloomberg, Standara & Poors, Ibbotson, investment Company Institue
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RESIDENTIAL DELINQUENCIES & DEFAULTS
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Many feel that recent home sales figures have been driven by the first-time homebuyer tax credit
program as well as speculators snapping up houses in distressed sales. Interestingly, even as
pending home sales had been rising, mortgage applications have been declining, perhaps indicative
of waning stimulus or constrained credit markets. While any improvements in the housing markets
are welcome, double digit unemployment and a large amount of supply is likely to keep a lid on any
gains. Advantage; Bears

CMBS SPREADS
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Mortgage delinquencies and foreclosures continue to surge. With high unemployment, the wave of
foreclosures is not expected to crest until sometime later this year, and will be a headwind to the
housing market and economy for some time. Advantage: Bears

RESIDENTIAL/COMMERCIAL PROPERTY PRICE INDICES
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Despite a significant pullback in CMBS spreads since last fall, levels are still high in a historical
context and concerns remain about commercial real estate loans. Loss expectations are high thanks
in part to a large amount of loans that need to be refinanced in the next couple of years at the same
time that vacancies are rising, rental rates are falling, and many commercial real estate owners are
struggling to pay their mortgages. Advantage: Bears

Sources; Bloomberg, Standara & Poors, Ibbotson, investment Company Institute

Both residential and commercial real estate prices have experienced a dramatic pullback from levels
seen a few years ago and are now hovering at or below values last seen back in 2003. While
residential prices may be stabilizing (at least for the time being), the descent in commercial price
index levels has not yet been stemmed. Advantage; Neutral
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U.S. DOLLAR FOREIGN PURCHASES OF U.S. SECURITIES ($ BILLIONS)
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The U.S. dollar bounced a hit in December, but most still consider it to be in a secular decline in the
face of concerns over the size of the U.S. budget deficit and mounting questions over its reserve
currency status. The dollar has been further hampered by expectations of continued low domestic
interest rate policies while other countries are starting to raise rates. Advantage: Neutral

U.S. M1 MONEY SUPPLY
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Foreign purchases of U.S. stocks remains constrained, though Treasury securities are still in
demand. Going forward, a concern is that dollar worries may keep some foreign investors away. In
the long-run, a lack of demand for American investments is not helpful to U.S. market returns. For
now, at least, things appear to have stabilized. Advantage: Neutral

VELOCITY OF M1 MONEY SUPPLY
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M2, the most narrowly defined measure of how much money is in circulation, consists of the most
liquid forms of money, namely currency and checkable deposits. With the Fed-initiated programs of
fiscal and monetary stimulus to unlock credit and revive the economy, M1 has exploded to
unprecedented levels, causing fears of inflation and dollar weakness. Advantage: Neutral

Sources; Bloomberg, Standara & Poors, Ibbotson, investment Company Institue

Velocity of money measures the rate at which money changes hands in order to purchase goods and
services. While the money supply has surged, velocity has actually dropped dramatically as
consumers and businesses are unwilling to spend money in a difficult environment or are not able to
take advantage of lending programs. Advantage; Neutral
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ECONOMIC/MACRO THEMES

Listed below are several economic/macro themes that we are currently considering as we evaluate our tactical portfolio positioning. Several of these themes, and the manner of addressing
them, overlap. When evaluating these risks/opportunities, we consider both if there are practical manners of addressing them that are accretive to the total portfolio (on a relative and risk-
adjusted basis) as well as potential outcomes if these themes do not come to fruition (i.e. what if we are wrong).

RISKS

o Low reward/high risk environment -- more specifically, the concern that the recent equity market advance has been a cyclical bull rally within a secular bear market,
and that a variety of asset classes have unsound fundamentals and rich valuations. Either renewed economic weakness, or a continuation of global economic recovery
which leads to a retraction of the massive fiscal/monetary stimulus, could be a trigger to a reversal in investor purchases.

Risk Horizon: Near-term Probabiliy: High Portfolio Threat: High
Portfolio Impact: Losses in growth assers, inclualing equities, real estate, commoalities, high yield
o Mitjgate: Decrease exposure to long-only assets that are potentially overvalued in favor of cash or other investments that are less sensitive to market

beta; for risk assets, increase usage of long/short managers; increase usage of funaamentally-ariven and high guality equity strategres
(though not necessarily fully removing our preference for low fee, tax efficient large cap exposure)

Cost of Being Wrong: Not necessarily high, as we are only recommendaing a aecrease in exposure to growth assets and not a full elimination. A portion of any
Tfurther rally might be missea, but the bulk of any ypside can still be captured

o Deflation — if economic growth stagnates and a double dip recession is experienced, there is the possibility of falling into a deflationary spiral as the Fed is potentially

limited in additional options to stimulate pricing levels. Disinflation (the current environment) is not the concern, but rather an extended period of deep decline in
prices of all assets.

Risk Horizon: Near-term Probability: Moderate Portfolio Threat: High
Portfolio Impact: Losses ana/or underperformance in equities and growth assets
o Mitjgate: Maintain core fixed income (including Treasuries) and cash positions; increase allocation to gold

Cost of Being Wrong:  If inflation and yieldss spike, Treasury losses could be significant, so diversify bond exposure and do not go out too far in maturity

o Inflation — while deflation is a portfolio concern in the near-term, looking out longer-term there are risks that inflation could spike due to the huge monetary stimulus
or in response to a debasement of the dollar. This could occur with or without strong economic growth (i.e. stagflation). Regardless, interest rates will likely rise if
inflation fears materialize.

Risk Horizon: Intermediate to long-term Probability: Moderate to High Portfolio Threat: Moderate
Portfolio Impact: Losses in core bonas; underperformance in equities
To Mitjgate: Increase exposure fo real assets (including commoaities/gold) and commodity currencies; shorten core fixed income duration; consiaer

realucing fixed income allocations (but not yet given near-term defiation concerms)
Cost of Being Wrong:  Real assets have various drivers of return ana belong in a portfolio beyond being viewed as simply an infiation heage, but commodities can

be very volatile so do not warrant huge overwelghts. Given low yield's, shortening bond portfolio duration should come at a modest
aoportunity cost

e Rising interest rates — interest rates, which are currently near historical lows, could rise significantly for a number of reasons including strong economic growth,

inflation fears, U.S. dollar weakness, supply issues or reduced foreign demand. The Fed is committed to keeping a policy of low rates for the time being, however, so
no immediate action may be necessary.

Risk Horizon: Intermediate to long-term Probability: High Portfolio Threat: Moderate
Portfolio Impact: Losses in core bonds (especially longer duration Treasuries)
o Mitjgate: Realuce bond portfolio duration; aiversify core fixed income exposure; consider reauciing allocation to core fixed income; shift o cash

Cost of Belng Wrong:  Fven with a steep yield curve, given low absolute yield levels the goportunity cost of overwefghting cash/ultra-short credlit is minimal. Given
that yields are near zero for money market instruments, however, tis Is not a viable fong-term strategy. If reaucing bond allocations, the
question Is where to go? Shifting into riskier assets does not make sense currently

Other areas of portfolio risk that we are evaluating include (i) a secular shift towards savings and increased fixed income allocations (driven in part by evolving demographics); (i) slower
economic growth in the developed economies of U.S./Europe driven in part due to structural reductions in consumer consumption/spending (in conjunction with faster growth in developing
economies), (iii) the ongoing debt overhang (and concommitant soverign risk and U.S. bank risk); (iv) geopolitical shocks (war, terrorism); and (v) changes in U.S. tax legislation.
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ECONOMIC/MACRO THEMES

OPPORTUNITIES

o U.S. dollar weakness -- there are fundamental reasons (such as U.S. budget deficits) for the dollar, which has lost some appeal as a safe haven, to continue its long-
term secular downtrend. Short-term rallies as carry trades are unwound could be expected, however, and forecasting currencies is treacherous. Of course, a
significant and rapid drop in the dollar could lead to inflation and rising interest rates, both of which pose risks to a portfolio (as illustrated above).

Horizon. Near to fong-term Probability: Moderate Quportunity Level: Moderate

10 take Advantage: For U.S.-based investors. increase allocation to commodlities (inclualing gola); increase exposure to emerging market debl/currencies;
increase exposure to international equities ana bona's

Cost of Being Wrong: - Unaerperformarnce of intemational versus U.S, Securities. There are other reasons (expected growth rates, market cap/GOP), however, that
warrant increased forejgn exposure. With regarass to commodalities, long-term real assets returns are ot aevenaent Lpon currency
[movements, Emerging market currencies could be volatile, so warrant only moaest portfolio allocations.

o Shortage of Natural Resources — the emergence of the middle class in economies such as China, India, and Latin/South America (demographic groups that currently do
not have much in the way of debt) could put a strain on natural resources, leading to a continued secular uptrend in commodity prices.

Horizon. Long-term Probability: High Qoportunity Level: Moderate

10 take Advantage: Increase allocation o diversified commoalities, emerging market equities and commodity currencies
Cost of Being Wrong: — Underperformance versus aevelgped equities/bonds. Commodities and emerging market currencies are also volatile and most suitable for
investors with a long investment horizon not impacted by current spendling needs.

Other opportunities we are exploring include: (i) the longer-term distressed cycle; (ii) repricing of illiquidity (i.e. private real estate/equities being potentially more attractively priced than
public equities); (iii) long-term - more rapid economic growth in developing economies (in contrast with slower growth in developed nations).
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