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Second Quarter 2012 Investment Commentary Key Takeaways

Appropriately, the second quarter of 2012 closed with a spike in volatility, this time on the upside, as
news out of Europe sparked hope that fiscal and monetary cooperation in the region could keep the
worsening fiscal crisis from spinning out of policymakers’ control. However, after factoring in market de-
clines in both April and May (driven by more pessimistic news out of Europe), U.S. stocks finished the quar-
ter down almost 3%, while developed market foreign stocks were off 7% and emerging-markets stocks lost
more than 8%.

On the bond side, investors’ almost binary attitudes toward taking or avoiding risk were similarly evident.
While the Treasury-heavy Vanguard Total Bond Market index fund and the junk-bond Merrill Lynch U.S. High
Yield index both gained about 2% for the quarter, the latter earned all of its gain in June as risk assets rallied,
while the former earned all its gain in April and May.

Recent market optimism aside, the debt-related fault lines in the global economy have not stabilized, and
are likely to be with us for at least a few more years. We continue to believe that debt-deleveraging head-
winds will continue to hamper economic growth and create macro risks over the next five years.

However, our expected equity returns, especially outside of the U.S., are starting to improve. We in-
creased our foreign equity exposure in early June in only a small way because while long-term opportunities
have improved, big risks remain that we can’t dismiss.

Our portfolio positioning is driven by a weighing of risk and potential reward and patiently assessing op-
portunities before investing more aggressively. As a result, our portfolios are not only somewhat underex-
posed to risk, but are also invested quite differently from their benchmarks.

In each of the last three years, there have been strong market rallies early in the year followed by market
corrections ranging from about 9% to 19%. These volatile market conditions are one reason why we make a
consistent effort to remind our clients of our long-term fundamental and valuation-driven approach that
tends to result in more gradual portfolio shifts. A disciplined, unemotional investment approach is absolute-
ly necessary in order to resist the emotional pull of these ups and downs so that decision making is not im-
paired. For long-term investors, the silver lining is that the price declines that could come with these risks
will likely generate good buying opportunities, and allow us to generate better long-term returns than what
the broad markets offer.
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We continue to be very concerned about the same problems we’ve written about repeatedly in recent
years. Europe seems to be close to either spinning out of policymakers’ control, or nearing a trigger
point of more comprehensive and effective action. As we go to press there are indications that it might
be the latter as Germany agreed to soften their stance on direct capital infusions into Spanish banks,
and other measures which suggest movement in the direction of more integration. While the wrong
outcome here could be extremely harmful to global equity markets and the global economy, the crisis
is beginning to create some opportunities. By early June, the sharp sell-off in the European and emerg-
ing-markets stock markets had, in our view, fully priced in a slow-growth scenario that we believe is
most likely. These markets are now very attractive relative to the U.S. stock market. However, they are
not yet a full-fledged fat pitch on an absolute basis and in our more pessimistic scenario, which we do
not dismiss (in fact we could argue that its odds have risen somewhat), they would likely experience a
sharp sell-off. Context is always critical to decision-making, so let us walk you through some of what
we think we know, what we don’t know, and how this informs our decisions.

What We Know

We know that extremely high debt levels have created a headwind to global growth resulting in a weak
economic recovery with risk of another significant economic and market downturn. This risk has been
turning into reality in Europe for a number of months and is reflected in an economic recession, which
includes extremely high unemployment in the weak peripheral countries, slowing growth in the core
countries, and a large decline in European stock prices.

Generally, we know there is no easy solution to the problems of excess debt that almost all of the devel-
oped economies are suffering from. It is likely that taxes will need to rise and spending growth will de-
cline over a several years, and this will continue to be a drag on economic growth.

We know that conflicting political motivations and economic circumstances across nations in Europe are a
huge impediment in dealing with the crisis there. The need for a fiscal union or fiscal integration is central
to the problem, but it requires surrendering some control of country budgets, tax policy, etc. Gaining
agreement will require heroic efforts on the part of politicians. (Germany’s concessions at the June 28 EU
summit suggest compromise is possible but very difficult decisions and negotiations lie ahead so uncertain-
ty remains very high.) All of this suggests that a partial breakup of the eurozone is very possible. If that
happens, the hope is that it will be well planned so as not to unnerve the markets, thus avoiding a possible
credit freeze and increased capital flight, which would exacerbate the risk to the entire eurozone and trigger
a major economic downturn. This scenario is a major worry and has been rapidly intensifying.

We know that Japan also has a huge debt problem (relative to GDP their debt is actually greater than in
the United States or Europe), though to date there has been no market focus on Japan. We know that the
United States has its own debt and political dysfunction over both the short- and long-term. Near term there
is the potential “fiscal cliff” of large spending cuts and tax increases which, depending on how it plays out,
is estimated to reduce GDP in 2013 by 1% to 4.5%—a sizable amount. (The wide range of GDP impact is
due to accounting for the probability that all measures might not be implemented.)

We know that in the United States, recovery continues and there has been improvement in some areas.
Housing is showing signs of a possible bottom. The labor market has improved a little, though more re-
cent data has been less encouraging. The economy remains weak overall based on employment, con-
sumer spending, disposable income, residential fixed-investment, household net worth, and overall
GDP. This weakness makes the United States vulnerable to economic shocks.

We know deleveraging in the U.S. private sector is progressing (16 consecutive quarters of debt reduc-
tion), but mostly through debt defaults. We also know the financial sector has been deleveraging on a
quarter-by-quarter basis. This progress is important, but we also know that this process is by no means
complete. Overall debt levels in the private sector are still high, though debt service is low compared to
incomes because of low interest rates—and this is a big help. And in the public sector, debt has been
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building—so deleveraging there has not yet begun but it will have to. Our deleveraging analysis last
year suggested that the process could take another five years.

We know that if business confidence increases, U.S. companies and many global multinationals not domi-
ciled in the United States will have large amounts of cash and the potential to move quickly into a more in-
vestment/expansionary mode.

We know that based on our analysis, Europe and the emerging markets seem to be pricing in the subpar
growth world that we anticipate. This means that even if
this scenario plays out, investors could capture reasona-
bly good returns—over 10% annualized in these regions.
However, our analysis indicates the U.S. stock market is
not fully pricing in this scenario (we project sub-5% re-
turns over the next five years for U.S. stocks in our sub-
par growth scenario). Though we have a high degree of
confidence in our analysis, there is no guarantee that it is
right with respect to the general level of returns we fore-
cast.

We know that in our worst-case scenario, our analysis
projects negative returns over five years in global eq-
uity markets with this probably playing out via a siza-
ble bear market along the way.

We know that traditional investment-grade bond
yields are so miniscule that very low returns are as-
sured over the next five years. Our annualized return
range for the asset class over five years across all of
our scenarios is -0.6% to +1.7%. This being said,
there are opportunities in certain fixed-income sectors.

What We Don’t Know

The bottom line is that while we believe the subpar
growth scenario is most likely, we are not highly con-

fident in making this prediction. However, it is very helpful in our decision making to be able to be
honest about our uncertainty and to instead define and understand the range of potential outcomes.

One of the most important unknowns is that policymakers have the potential to take actions that could
have various outcomes, positive or negative, for the global economy and the markets—including actions
that could trigger positive market surges. While we think it is more likely than not that their choices
will be a net positive (because the consequences of bad choices could be truly awful), we are not confi-
dent which choices they will make, especially given the politics involved.

We continue to worry about the possibility of a hard landing in China impacting the global economy.
Developments in the Middle East (e.g., war with Iran, etc.) could also significantly impact oil prices. As
always, there are unknowable risks and developments that could blindside us either positively or nega-
tively.

Portfolio Positioning

This all nets out to an investment environment that is likely to be volatile, as was the case in 2010, 2011,
and so far this year, with periods of strong market performance followed by sell-offs. Given this context,
we will continue to refrain from trying too hard to capture uncertain returns in a choppy, potentially
very high-risk environment. But, we do seek to add value where we can while we wait for better oppor-
tunities. While we are not excessively defensive, we are conservative enough that we risk underper-
forming if the stars align: the eurozone pushes the right buttons, U.S. and global growth accelerates, and
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China avoids a hard landing.

More specifically our focus is now on the following:

Structure all balanced accounts so that risk is somewhat below average: This will provide some protection
in down markets and importantly, will leave us with some dry powder that we can re-deploy if stocks
get cheaper.

Maintain some exposure to risky assets but skew toward equity markets that offer a better risk/reward rela-
tionship: Based on our scenario analysis, the declines in emerging-markets stocks and European stocks
created decent value so that returns even in a subpar growth world are pretty good. In short we are now
being paid to take some risk. Specifically, though we are underweighted to equities, most of that under-
weight is taken from the U.S. equity allocation. We are almost at a full emerging-markets weighting,
and if we factor in emerging-markets debt exposure we are over-allocated. And, we are only slightly
underweighted to developed market stocks with some exposure dedicated to Europe. We remain some-
what cautious because there is still much tension between short-term risk and long-term opportunity.
We believe there is a good chance that given the debt-related risks (especially from Europe), stocks will
get even cheaper, perhaps substantially so.

Focus our fixed-income exposure on the best value that also allows us to capture more yield: The more
flexible fixed-income funds we hold in our portfolios will probably not help us as much in a market
downturn as Treasuries, but we are very confident that they will be a source of major value added over
our five-year horizon and even over much shorter periods (but not necessarily measured over a few
months), as the higher yields we capture more than compensate us for the ground we would temporarily
lose in a market scare that drove investors into Treasuries.

Diversify into some liquid alternative investments: These
investments have the potential to provide somewhat
more return than fixed-income investments (and po-
tentially competitive with equity markets) over com-
ing years at a level of risk that is likely to be quite a
bit lower than the stock market.

Wanting to Feel Better, But Not There Yet

The fault lines in the global economy, mostly debt-
related, have not stabilized and are likely to be with us
for at least a few more years. There are no easy solutions
and we are all tired of it. We are also tired of the risk-
on/risk-off related volatility. It is confusing for clients to
see the markets roar for a month or more, only to be fol-
lowed by a surge in scary headlines and sharp sell-offs. A
disciplined, unemotional approach is absolutely neces-
sary in order to resist the emotional pull of these ups and
downs so that decision making is not impaired. For long-
term investors, the silver lining we expect is that the

price declines that could come with these risks should generate good buying opportunities. As always our mo-
tivation is stay clearly focused on our goals of long-term performance, risk management, clear communica-
tion, and a high level of service.
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