Spring 2010 Newsletter: Preparing for Higher Ins¢éfeates

| wrote in my winter 2010 Newsletter that one of thost important lessons of the last
decade for investors was the importance of keepiclgse eye on the Federal Reserve’s
interest rate policy. (“It's the Fed, Stupid.”)

So what is the Fed’s next move and when will itge®? Answering the first question is
much easier than answering the second. The Feid&apyrtool in establishing its interest
rate policy is targeting the Federal Funds Ratdr(F5ince the current target for the FFR
is between zero and .25% (“near zero”), which pgaatical matter cannot go much
lower, the Fed’s next move will in all likelihooe o raise the FFR. So the all-important
guestion becomes “by how much?” and “when?” widl fed raise the target for the FFR.

While all investors are interested in the answehi® question, fixed income investors
are particularly so. This is because of the vergalisensitivity of bond prices to changes
in the level of interest rates. Here is the ruléntierest rates go up, bond prices go down;
the longer the maturity of the bond, the more theepof the bond goes down . Why?

Say you buy a high quality 5 year 5% corporate bairal price of 100 (assume that your
purchase price is $1000). You now own a securiy plays you a fixed amount ($50 a
year) of interest each year for 5 years and intemtdpays you $1000 at the end of 5
years. If a year later the interest rate on thaaisse of a new similar quality bond has
risen to 6%, your bond will not be worth $1000 hesmits market price would have in
all likelihood declined to the point where its ylekould equal 6% (to be in line with the
new bond). If your bond were a 10 year rather thé&nyear bond, the decline in market
price would be greater (I should point out thakalthe in current market value is not
necessarily a bad thing for an investor who intdndold the bond until its maturity
because he knows that he is going to get his $ha6k at that time unless the issuer has
failed).

So how can a bond investor assess the interegtishtef a particular bond or bond fund
before he makes the investment? Bond analystsdewxadoped a tool for measuring the
sensitivity of a bond’s market price to changethmlevel of interest rates called
“Duration”. If an investor knows what the duratipmeasured in years) of the bond or
bond fund he is considering purchasing is, he etarthine approximately how much of
a percentage change in price he can expect for entitge in the level of interest rates.
For example, if the duration of a bond or fund igears, then an investor who owns that
bond or fund can expect approximately a 3% changts market price for every 1%
change in the level of interest rates. In the exarapove, if the 5 year 5% bond had a
duration of 3 years, then the buyer of that bonadldcanticipate that the market price of
the bond would decline 3% (to approximately $97@hé level of interest rates increased
from 5% to 6%. Offsetting this hypothetical $30 ealized loss of market value is the
investor’s receipt of the $50 interest payment.

Which brings us back to the current state of adfairthe Fed. What level of interest rates
will the Fed target in the future and when? Usingation numbers can help an investor



assess the risks of investing in bonds or a bond Wwhen interest rates are expected to
rise. Let’s say that an investor is considering tweehe should invest in a bond fund
yielding 2.8% with a duration of 1.8 years. If &aure Fed move results in a 1% rise in
interest rates (which would be a very significamiven by the Fed), then the market value
of bond fund is likely to decline by approximatdly3%. Because the interest income on
the fund would actually more than cover the losmafket value in this case, the investor
might be willing to accept the risk of owning thendl.

What about the stock market investors? How do #ssgss the risk associated with the
Fed’s eventual move to target higher interest Patéisfortunately for stock market
participants, as opposed to their fixed incomehvest, they are faced with a much
tougher question, one that goes beyond a straigafd quantitative analysis.
Historically, higher rate environments have notrbgeod for stocks. But how much of
the appreciation in the market since last Marddt issk if rates rise? Conversely, how
much more appreciation can we expect if the Fedmaes its “near-zero” rate policy for
an “extended period™?

| cannot answer these questions. Stock marketpaatits do not have a duration-like
tool for quantifying risk. All I can do is try toetp my clients retain their investment
flexibility. | continue to advise them to neithez bverweight nor underweight in their
asset allocation to stocks. We just don’t know ket painful correction or a continued
march towards the market’s old highs is lurkingueaa the corner. Here is my list of
“do’s” in the current market environment:

1. Maintain a higher than normal cash position (devgtry about the very low
return on your cash — think of it as a tacticakfiss

2. Whether they are large or small caps, own highiyuaames with a track
record, seasoned management and low debt (maniyyqe@hpanies have
lagged the market’s recent performance).

3. Build your portfolio on a stock-by-stock basis (kolor companies that have
“slipped off the radar”, pay dividends and appeadarvalued).

4. Include a few defensive names with higher thanayedividend yields like
the electric utility and telephone companies (thstseks have also lagged the
market’s recent performance).

5. Try to make counter-emotional investment decisi¢msk to buy at times of
maximum pessimism, not when there is euphoria arawestments that
have recently outperformed).

Let’s stay in touch so | can help you maintainsctlined approach to investing. Talk to
you soon.
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