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Stock Market: Quarter in Review

After a harsh third quarter with the major indices registering double digit percentage de-
clines, equities stormed back in October with their strongest monthly gain in over 20
years.

The combination of a perceived improvement in the European debt crisis, better domestic
economic news, high negative sentiment, and a strong technical bounce off critical sup-
port provided fuel for the explosive rally.

Stocks then bobbed back and forth inside a large trading range for the rest of the quarter
but still logged impressive gains while closing near the flat line for the year.

Correlations remained at elevated levels after spiking to all-time highs during the third
quarter swoon.

Despite an October rally, the full year returns for riskier, more cyclical, and higher volatili-
ty strategies lagged their more stable counterparts by a dramatic margin.

Value and small cap outperformed growth and large cap for the quarter but lagged signifi-
cantly for the year.

Top sector performers for the quarter were consumer discretionary, energy, and industri-
als while the more defensive consumer staples, healthcare, and utilities were the clear
annual winners.

Stock Market: The Quarter Ahead

While the final numbers for the year in the equity markets misleadingly suggest that not
much happened in 2011, the dramatic volatility and rotation to safety were notable as the
European debt crisis and domestic economic growth concerns swamped the headlines
and dominated investor attention.

Equities have held up well considering the rallies in safe havens such as Treasuries, the
dollar, and the volatility indices.

The inability of correlations to decline meaningfully from historic highs could make stock
picking more difficult and be a harbinger of further volatility.

Valuation and corporate earnings in concert with low interest rates remain generally sup-
portive factors for stock market gains. Progress on the European debt crisis and better
than expected economic news could act as catalysts for a resumption of the bull market.
However, the substantial underperformance of cyclically oriented sectors compared to
more defensive ones suggests continued investor concerns about growth prospects going
forward.

Additionally, the damage done during the August selloff and the ongoing trend of higher
volume sell offs and weaker volume rallies within the large trading range that has held
prices since are sources of potential strain should the October lows give way.

Equities enter 2012 with investors hoping that the volatility and flat performance in 2011
were just part of a consolidation of the gains from the previous two years and that the
October lows will not be eclipsed. However, significant global and economic risks persist
that could make further gains more challenging in the coming year.
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4™ Quarter Scorecard Table 1
Index Quarter 1Year
S&P 500 11.8% 2.1%
Russell 1000 11.9% 1.5%
Russell 2000 15.5% -4.2%
Russell 3000 12.1% 1.0%
Russell 3000 Growth 10.9% 2.2%
Russell 3000 Value 13.3% -0.1%
Barclays Capital US Aggregate 1.1% 7.9%
3 Month T-Bills 0.0% 0.1%

The Economy: Less Bad

It certainly doesn’t feel like it, but the U. S. Economy is officially 2 % years into the re-
covery. Conditions have improved somewhat during the past several months and the
threat of a so-called double dip recession appears to have abated, for now. Neverthe-
less, the pace of recovery remains anemic by virtually any measure. Moreover, signifi-
cant risks remain. Our overall observations are summarized below:

e Employment trends have improved marginally but remain far below normal. Of the
previous five recessions, the only instance of such anemic employment growth was

the “double dip” recession 1981-82 experience (See Table #3).
(Continued on Back)

Qtr 12-Month
12/31/10 9/30/11  12/31/11 Change Change
3 Month T-Bills 0.1 0.1 0.0 -0.1 -0.1
5 Year Treasury 2.0 1.0 0.9 -0.1 -1.1
10 Year Treasury 3.4 2.0 2.0 = -1.4
30 Year Treasury 4.3 2.9 2.9 — -1.4
5 Year Corporate (‘A’) 3.2 2.7 2.8 +0.1 -0.4
10 Year Corporate (‘A’) 49 4.0 4.1 +0.1 -0.8
30 Year Fixed Rate Mortg. 4.8 4.0 4.0 — -0.8




Employment trends of local governments reflect the ongoing stress of that sector. In Graph 2 Local Government Employment
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e The political environment in the U. S. has been anything but settled during the past
year and is likely to become even more volatile with the backdrop of the election year.

D : Graph 3 Housing: Months Supply vs. Home Price Index
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