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Highlights
« The U.S. economy continued to grow at a modest rate of 3.0% after inflation during the fourth

quarter of 2011, and the preliminary real Gross Domestic Product growth rate for the first
quarter of 2012 was just over 2%. Warm winter weather may have pulled forward some
economic activity that normally ramps up in the spring each year.

« The U.S. unemployment rate dropped below 8.5% for the first time since the recession due to a
combination of a slightly higher rate of private sector job creation and a decline in the labor
force participation rate below 64%, a 30-year low.

« U.S. stocks posted a second consecutive quarterly gain of more than 10%, rising to new post-
financial crisis highs. Stock market gains have exceeded 100% (prices have doubled) since the
early March 2009 lows a little more than three years ago.

« Foreign stocks joined in the rally after decisive action by the European Central Bank
temporarily abated fears of a banking crisis and debt contagion in the peripheral European
countries.

« Investment risks have increased as a result of higher stock valuations, the ongoing European
sovereign debt and banking crises, the continued delay of legislators to address the mountain
of public debt in the developed world, the approaching U.S. tax increases and spending cuts
early in 2013, and the likelihood of a slowdown in global growth during the coming year,
especially in China, India, and Brazil.

2012 Q1 Investment Recap

Stocks and other risk assets surged in the first quarter of 2012, continuing the strong rally that
began in the fourth quarter of last year. In each of the past two quarters, domestic stocks overall
gained 12-13%, marking one of the strongest periods for an October - March period going back to
the 1920s. Developed foreign stocks increased nearly 12% in the first quarter and emerging
markets stocks gained 14%. In the bond market, US high-yield bonds rose 5%, while municipal
bonds added a bit less than 2% and investment-grade taxable bonds posted 0-1% gains. Please
refer to the table of index returns at the end of this review for further details.

Coinciding with the recent stock market rally, stock market volatility has subsided. The Chicago
Board Options Exchange Volatility Index. or VIX, is a commonly used indicator of stock market
volatility. Often referred to as the “fear index.” it is a measure of investors’ expectations of S&P
500 volatility over the near term. The lower the VIX the less fear or risk-aversion there is in the
market. As of March 23, 2012, the VIX stood at its lowest level since July 2007 and was well
below its long-term average reading as well (see chart below). When the VIX reaches extreme
levels it is often a good contrary market indicator, particularly when volatility is very high. That is,
very high levels of volatility (fear) suggest the market may be nearing a bottom, and vice versa.
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Market Volatility (VIX)
(As of 3/23/12)
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Based on VIX Index Prices. Sowsce: Yahoo! Finance.

The positive developments that have been supporting higher prices for stocks and other risk-assets
recently include the following:

1. Receding fear of a European debt contagion/financial crisis, at least for the time being, due to
a combination of the European Central Bank’s (ECB) long-term refinancing operations (LTRO)
and other stimulative global central bank actions taken in late 2011 and early 2012. Without
getting too deep into the details, in late December 2011 and again in late February 2011, the ECB
undertook the LTRO, essentially offering three-year loans to Furopean banks at a 1% interest
rate and with less stringent collateral requirements. Recognizing a great deal when it was offered,
over 800 European financial institutions borrowed over one trillion euros ($1.3 trillion US
dollars) in the two LTROs. The December LTRO slowed the adverse feedback loop of forced
deleveraging (forced asset sales) among European banks that was gaining momentum last winter.
At that time, increased fears of a Eurozone debt crisis caused depositors and lenders to become
increasingly concerned they would not be repaid in full. As a result, depositors started asking for
their money back from the banks. In order to raise the cash to meet these obligations, the
European banks were forced to sell assets, which put further downward pressure on asset prices
and further fed the fear feedback loop. Once depositors and other private lenders to the banks saw
that the ECB was prepared to provide more than enough funds to the banks to meet any
redemptions and other financing needs, they no longer felt the need to withdraw their money and
the bank-run scenario subsided. By giving banks unlimited liquidity, the ECB effectively reduced
the risk of a massive run on the Furopean banking system. The LTRO also had the effect of
supporting the larger peripheral European sovereign bond markets in Italy and Spain, where
interest rates had been rising sharply. Because the banks were no longer being forced to sell
assets, including their government bonds holdings, and other market participants understood
that the cycle of forced deleveraging had been halted by the ECB, the price of government debt
rose and yields fell, reducing these countries” borrowing costs. Italian and Spanish 10-year
government bonds that had been yielding around 7% in late November 2011 were yielding 5%
or less in early March 2012.
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