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rise prior to a Fed action. The Treasury yield curve is unusually steep, and we predict that
the curve will flatten, with a more significant rise in short-term rates rather than longer term
rates. The modest economic recovery and a patient Fed will restrain the overall rise in rates
over the remainder of the year.
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Equities are generally fairly valued, and we expect equity markets to consolidate
their recent gains in the near-term. We believe the current environment is conducive to
rewarding companies with superior fundamentals with above market returns, and that the
macro trends have receded in importance. We continue to focus on companies that have
better pricing power, higher earnings predictability, higher returns on assets, and stronger
balance sheets than the general investment universe. We continue to be confident that we
can identify companies with the potential for 50% price appreciation over a three year cycle.
In our taxable fixed income portfolios, we expect to maintain our shorter durations
due to anticipated higher interest rates. We will also maintain our bias toward corporate
bonds as we expect further improvements in risk premiums given significantly better credit
metrics and cash liquidity. Increasing levels of merger and acquisition activity may pose a
threat, but the large deals announced to date (e.g. ATT/T-Mobile) have not been heavily
leveraged. It appears that corporate managers and lenders endured enough pain in the
financial crisis to avoid another such scenario. We constantly re-evaluate our individual
corporate holdings and are continuing to upgrade our portfolios’ overall credit quality.
The municipal bond market rebounded in the first quarter after a difficult fourth
quarter last year. The Intermediate A-rated or better Municipal Index was up 0.70% in the
quarter compared to the slight negative return (-0.01%) of the Intermediate Treasury Index.
Bond quality is paramount to investors, as evidenced by AAA- rated bonds significantly
outperforming A-rated municipals. The average Vaughan Nelson municipal portfolio is AArated, as we emphasize safety of principal over a slightly higher yield.

Global and domestic macro economic factors dominated the investment landscape in 2012.
Throughout the year, investors were confronted with the ongoing euro zone crisis, the so called “fiscal cliff”
in the United States, as well as an election with perceived major policy implications. At the same time,
corporations continued to manage amidst both uncertainty and a tepid economic recovery. The Federal
Reserve remained highly accommodative as did central banks around the world. In all, investors saw
positive returns in both the equity and bond markets with the S&P 500 returning 16.0% while the Barclays
Aggregate Bond Index returned 4.2% for the year.
As we enter 2013 we expect market volatility to remain elevated as the tug of war between
fundamentals and liquidity continues. The maturing business cycle and the unintended consequences of
legislative policy implementation will continue to challenge top line growth and increase margin pressure
through the first two to three quarters of 2013. Offsetting these pressures is an ongoing credit boom driven
by unprecedented global monetary reflationary efforts, as well as the desire of some pension plans to
suppress volatility by adding fixed income exposure but simultaneously striving to achieve their targeted
returns via leveraged credit. As flows continue into credit funds the demand for fixed income securities
continues to overwhelm the supply of debt, further suppressing yields and providing cheap financing for
companies. Companies have used this liquidity to repurchase shares at a rate that has fully offset the net
sellers of equity securities. With nearly $1.0 trillion in cumulative share repurchases since 2009, a material
portion of equity supply has been removed from the market, which will only force prices higher as investors
return to the equity markets.

Cumulative Stock Purchases
f rom 2009-2012 in $Bil
1000
Company Buybacks

800
600
400
200
ETFs, Foreign Buying,
Insurance Co's, Mutual
Funds, Brokers & Dealers,
State & Local Pensions,
Households & Hedge Funds
combined

0

-200
-400
2009
Source: FRB, S&P

2010

2011

2012

Annualize d

Source: Chart prepared by Brian Reynolds, CFA, Chief Market Strategist at
Rosenblatt Securities, Inc.

In 2013 we see a very positive outlook for equities versus bonds. Given the valuation disparity
between equity and fixed income it is going to be increasingly difficult for both asset classes to appreciate
simultaneously. There is a big difference between price and value, where price is what you pay and value is
what you get. The chart below demonstrates this concept. In 1999, the S&P 500 traded at a comparable
price to where it ended 2012. However, supporting the market in 1999 was approximately $50 in earnings
per share compared to approximately $100 in earnings per share today. Clearly, while the price paid for
stocks in 1999 was very close to the price paid today, today’s value is much more attractive. This highlights
just how far the secular bear market in equities has gone in re-establishing value for stock investors. More
importantly, equity markets do not fully reflect the ultra- low yields in the fixed income market and as such
stocks need not suffer a permanent loss in value should interest rates rise due to expectations of
Fed-induced inflation. The next move for equities is likely to be driven primarily by multiple expansion rather
than earnings growth.
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The earnings recovery from the lows in 2009 is well advanced, but the market remains skeptical of
the sustainability of profit margins and future growth potential. To a large extent, the level of multiple
expansion and the breadth of participation within equity markets will be driven by public policy decisions,
where there are plenty of cross-currents. Existing policy implementation under the Health Care Reform
Act and Dodd-Frank financial reform could pressure margins and restrain employment growth.
Conversely, if corporate tax reform results in a more streamlined tax code and lower overall corporate tax
rates, there could be a material benefit to earnings and an improvement in the confidence of corporate
managers. We also anticipate the housing recovery to continue and will ultimately be joined by a recovery
in nonresidential construction activity in late 2013. In addition, state and local governments should cease
being a drag on economic growth as they are well advanced in addressing their deficits. Other factors
affecting multiple expansion include some form of resolution in the euro zone as well as China beginning
to increase stimulus to sustain their own growth.
If equity markets only experience multiple expansion, we anticipate that the risk/reward for equities
will be generally balanced; with 10% to 15% upside and equal downside risk. However, if multiple
expansion is followed by an acceleration in the business cycle, the upside potential for equities would
improve.
To be certain there remain possibilities for exogenous shocks in 2013. There are two systemic
risks that we believe remain. The first is the ongoing threat of a military conflict with Iran. Should a conflict
arise we would anticipate a sell-off in the equity markets but would view it as a buying opportunity as the
global economy is well supplied with crude oil. A second potential source of volatility is Japan’s
aggressive pursuit of higher rates of inflation to offset decades of deflation. Japan is rapidly moving to a
position where it will require outside capital to fund its deficits. It is unlikely Japan would be able to source
this capital without paying unsustainably high interest rates. As such, should Japan require external
financing we would anticipate this need being filled with further rate suppression via quantitative easing
and further weakness in the Yen. While this may prove ultimately positive for risk assets, the adjustment
process may create short term volatility.
We believe the risk-reward, or value proposition, in stocks is attractive at current levels. In keeping
with our long-standing practice, we continue to manage our equity strategies with a focus on investments
that should perform well based on above-average returns on capital, sound company fundamentals and
valuations that allow attractive returns from current levels. In fixed income portfolios, we start 2013 with
basically the same strategy as in 2012. Our current duration target is close to neutral versus the
benchmark index, however, we are prepared to shorten duration should a strengthening U.S. economic
recovery put upward pressure on yields. While investment grade credit risk premiums have narrowed
significantly, most of the fundamental and technical factors that have positively affected corporates over
Treasuries remain in place. For taxable investors, municipal bonds remain attractive, particularly
intermediate maturity and callable securities.
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The earnings recovery from the lows in 2009 is well advanced, but the market remains skeptical of
the sustainability of profit margins and future growth potential. To a large extent, the level of multiple
expansion and the breadth of participation within equity markets will be driven by public policy decisions,
where there are plenty of cross-currents. Existing policy implementation under the Health Care Reform
Act and Dodd-Frank financial reform could pressure margins and restrain employment growth.
Conversely, if corporate tax reform results in a more streamlined tax code and lower overall corporate tax
rates, there could be a material benefit to earnings and an improvement in the confidence of corporate
managers. We also anticipate the housing recovery to continue and will ultimately be joined by a recovery
in nonresidential construction activity in late 2013. In addition, state and local governments should cease
being a drag on economic growth as they are well advanced in addressing their deficits. Other factors
affecting multiple expansion include some form of resolution in the euro zone as well as China beginning
to increase stimulus to sustain their own growth.
If equity markets only experience multiple expansion, we anticipate that the risk/reward for equities
will be generally balanced; with 10% to 15% upside and equal downside risk. However, if multiple
expansion is followed by an acceleration in the business cycle, the upside potential for equities would
improve.
To be certain there remain possibilities for exogenous shocks in 2013. There are two systemic
risks that we believe remain. The first is the ongoing threat of a military conflict with Iran. Should a conflict
arise we would anticipate a sell-off in the equity markets but would view it as a buying opportunity as the
global economy is well supplied with crude oil. A second potential source of volatility is Japan’s
aggressive pursuit of higher rates of inflation to offset decades of deflation. Japan is rapidly moving to a
position where it will require outside capital to fund its deficits. It is unlikely Japan would be able to source
this capital without paying unsustainably high interest rates. As such, should Japan require external
financing we would anticipate this need being filled with further rate suppression via quantitative easing
and further weakness in the Yen. While this may prove ultimately positive for risk assets, the adjustment
process may create short term volatility.
We believe the risk-reward, or value proposition, in stocks is attractive at current levels. In keeping
with our long-standing practice, we continue to manage our equity strategies with a focus on investments
that should perform well based on above-average returns on capital, sound company fundamentals and
valuations that allow attractive returns from current levels. In fixed income portfolios, we start 2013 with
basically the same strategy as in 2012. Our current duration target is close to neutral versus the
benchmark index, however, we are prepared to shorten duration should a strengthening U.S. economic
recovery put upward pressure on yields. While investment grade credit risk premiums have narrowed
significantly, most of the fundamental and technical factors that have positively affected corporates over
Treasuries remain in place. For taxable investors, municipal bonds remain attractive, particularly
intermediate maturity and callable securities.
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Equities are generally fairly valued, and we expect equity markets to consolidate
their recent gains in the near-term. We believe the current environment is conducive to
rewarding companies with superior fundamentals with above market returns, and that the
macro trends have receded in importance. We continue to focus on companies that have
better pricing power, higher earnings predictability, higher returns on assets, and stronger
balance sheets than the general investment universe. We continue to be confident that we
can identify companies with the potential for 50% price appreciation over a three year cycle.
In our taxable fixed income portfolios, we expect to maintain our shorter durations
due to anticipated higher interest rates. We will also maintain our bias toward corporate
bonds as we expect further improvements in risk premiums given significantly better credit
metrics and cash liquidity. Increasing levels of merger and acquisition activity may pose a
threat, but the large deals announced to date (e.g. ATT/T-Mobile) have not been heavily
leveraged. It appears that corporate managers and lenders endured enough pain in the
financial crisis to avoid another such scenario. We constantly re-evaluate our individual
corporate holdings and are continuing to upgrade our portfolios’ overall credit quality.
The municipal bond market rebounded in the first quarter after a difficult fourth
quarter last year. The Intermediate A-rated or better Municipal Index was up 0.70% in the
quarter compared to the slight negative return (-0.01%) of the Intermediate Treasury Index.
Bond quality is paramount to investors, as evidenced by AAA- rated bonds significantly
outperforming A-rated municipals. The average Vaughan Nelson municipal portfolio is AArated, as we emphasize safety of principal over a slightly higher yield.

Global and domestic macro economic factors dominated the investment landscape in 2012.
Throughout the year, investors were confronted with the ongoing euro zone crisis, the so called “fiscal cliff”
in the United States, as well as an election with perceived major policy implications. At the same time,
corporations continued to manage amidst both uncertainty and a tepid economic recovery. The Federal
Reserve remained highly accommodative as did central banks around the world. In all, investors saw
positive returns in both the equity and bond markets with the S&P 500 returning 16.0% while the Barclays
Aggregate Bond Index returned 4.2% for the year.
As we enter 2013 we expect market volatility to remain elevated as the tug of war between
fundamentals and liquidity continues. The maturing business cycle and the unintended consequences of
legislative policy implementation will continue to challenge top line growth and increase margin pressure
through the first two to three quarters of 2013. Offsetting these pressures is an ongoing credit boom driven
by unprecedented global monetary reflationary efforts, as well as the desire of some pension plans to
suppress volatility by adding fixed income exposure but simultaneously striving to achieve their targeted
returns via leveraged credit. As flows continue into credit funds the demand for fixed income securities
continues to overwhelm the supply of debt, further suppressing yields and providing cheap financing for
companies. Companies have used this liquidity to repurchase shares at a rate that has fully offset the net
sellers of equity securities. With nearly $1.0 trillion in cumulative share repurchases since 2009, a material
portion of equity supply has been removed from the market, which will only force prices higher as investors
return to the equity markets.
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