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June 30, 2009

Dear Client,
Is Buy and Hold Dead?

Buy and hold investing had its heyday from 1982 to 2000 during a secular bull market in
stocks. From July 31, 1982, until March 31, 2000, the S&P 500 increased at an average annual
rate of 19.7%—more than double the long-term historical return on stocks. Predictably, some
investors extrapolated forward the success of buy and hold investing in the 1980s and 1990s
without considering the source of the strategy’s success. A secular bull market in stocks, fueled
by a once-in-a-generation decline in interest rates, overstated the returns and understated the
risks of buy and hold investing. Secular bear markets, the flip side of secular bull markets, can
devastate a buy and hold investment strategy. Investors who loaded up on stocks in March of
2000 and still hold them today are down 28%. The flaw of buy and hold investing is ignoring the
prospect of secular bear markets.

Secular bear markets can last for years, sometimes even decades. My charts show secular
bear markets in Italy, Japan and the U.S. Secular bear markets eventually end, but decades of flat
or down markets are not at all desirable for retired and soon-to-be-retired investors. For those

drawing income from a portfolio, secular bear markets can be especially devastating.
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“Diversification and patience built on a foundation of value and compound interest.”
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Exchange-Traded Funds (ETFs)

One of the primary drivers of fund transactions in recent years has been our shift toward
ETFs. As the size of the ETF universe has expanded and liquidity improved, we have made an
effort to replace open-end mutual funds with ETFs. ETFs provide investors with many
compelling benefits that open-end mutual funds lack. ETFs offer lower expense ratios, intra-day
liquidity, better tax efficiency, targeted diversification, and superior transparency. ETFs are also
an ideal vehicle for implementing a tax-loss harvesting strategy.

A tax-loss harvesting strategy can meaningfully boost your after-tax returns. Consider the
following hypothetical example: Let’s say on January 1 you invested $100,000 into the iShares
S&P 500 Index Fund. Fast-forward to June 1 and assume the value of your iShares S&P 500
ETF has declined to $50,000, leaving you with an unrealized loss of $50,000. With tax-loss
harvesting, you can turn that $50,000 unrealized loss into an asset. How? Sell your iShares S&P
500 position and immediately buy the Dow Diamonds ETF. A realized loss can be used to offset
future capital gains, and by purchasing Dow Diamonds, you maintain exposure to large
capitalization U.S. stocks without violating the wash-sale rule. In our example, a $50,000
unrealized loss can be turned into a $7,500 asset (assuming future long-term capital gains of
$50,000 would be offset by the $50,000 in realized losses. At a capital gains tax rate of 15%, the
savings would equal $7,500.).

Today, of the 22 equity-oriented mutual funds that we own for clients, only four are
open-end funds. With our transition to ETFs now practically complete, transactions motivated by
a desire to favor ETFs will wane, but tax-loss selling will continue where possible and desirable.

New Asset Classes

The introduction of new asset classes into your portfolio has also led to higher than
normal activity in recent years. We are now able to include commodities, currencies, and
international securities in your portfolio. Commaodities and currencies do not lend themselves to
a buy and hold approach. Commodities can be very volatile. One doesn’t have to look much
further than oil for evidence of this. Oil reached an all-time high of $145 last July, but the
commaodity fell 80% over the ensuing five months. The economics of oil and the oil companies
change significantly when oil falls from $145 to $32. Given the volatility of commodities, more
frequent turnover may become desirable.

And currencies are most definitely not buy and hold assets. Currencies can be traded
successfully over short, intermediate, and long periods of time, but a buy and hold approach is
not appropriate. Sound economic theory shows that currencies are self-correcting. A significant
appreciation in the euro, by example, is likely to result eventually in an equally significant
depreciation in the euro. Why? As a currency appreciates, a country’s exports become less
competitive, which decreases the demand for that country’s currency. At the same time, imports
become cheaper, which increases the demand for foreign currency. The change in supply and
demand pressures the currency to reverse course.

Volatility

The tremendous amount of volatility in asset markets over the last nine months has
resulted in weekly, monthly, and quarterly price moves that take years under more normal



circumstances. Consider two of our recent sales. T. Rowe Price, a Retirement Compounders
stock, increased over 100% after hitting a low on March 5. We felt that the price got far ahead of
the fundamentals, so we sold. The extreme level of volatility is not limited to equities. The
volatility in the fixed-income markets has been just as stunning. We purchased T. Rowe Price
Floating Rate Institutional Fund in many portfolios in mid-January. This fund invests in bank
loans—the most senior security in a company’s capital structure. Bank loans are typically rated
below investment grade and pay a floating interest rate tied to LIBOR. Historically, bank loans
have experienced lower default rates and higher recovery rates than other non-investment grade
debt. In mid-January, bank loans were trading at distressed prices. We saw an opportunity to
invest in a short-duration asset with a yield of over 12%. Year-to-date the CSFB Leveraged Loan
index is up 27%. As a result, we recently redeemed our clients T. Rowe Price Floating Rate Fund
shares. Bank loan prices recovered much faster than we anticipated and likely overcorrected
given our expectation for default and recovery activity in the current cycle.

The Global Investment Landscape

Profound changes in the global, political, and economic landscape over recent years
warrant serious attention. China and India have emerged as world economic powers, terrorism is
a nagging threat, geo-political concerns in the Middle East are now more important than ever,
and the unprecedented fiscal and monetary measures taken in both the U.S. and other leading
economic powers require constant attention and preparation. A well-diversified portfolio must
seek to diversify away as many of these risks as possible.

Today we feel one of the largest risks to investment portfolios is inflation. To combat the
credit crisis, monetary authorities in the U.S. and around the world have pumped unprecedented
amounts of high-powered money into the financial system. My monetary base chart shows a
virtual explosion in U.S. high-powered money supply. And the U.S. government is projected to
run trillion-dollar budget deficits for as far as the eye can see. The extraordinary spending
measures may lead to much higher inflation and interest rates. Higher rates will not likely be a
concern this year or next, but in the intermediate term we want to be prepared for a significant
rise in rates.
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One major change in our strategy—to prepare for a possible resurgence in interest rates—
is to begin winding down your preferred holdings. For close to two decades our advised
approach to preferred investing has been to invest in blue-chip preferreds for income and ignore
price fluctuations. This strategy was successful because interest rates were in secular decline.
Investors could always expect interest rates to be lower and preferred prices to be higher at some
future date. The secular decline in interest rates is now finished. In our view, inflation and
interest rates will probably rise significantly in the future.

We do not want your portfolio to be overloaded in preferreds before a secular increase in
inflation and interest rates. We have begun winding down your preferreds holdings, starting with
issues that are trading near par. Issues trading near par will be first to suffer from a rise in interest
rates. Issues that continue to trade at a large discount to par still have significant potential upside
regardless of the direction of interest rates. We are taking a methodical approach to winding
down your preferreds holdings. There is no sense of urgency here. We anticipate being out of
preferreds by the end of 2010.

With the proceeds of preferreds and other fixed-income securities we have recently sold,
we are moving into individual corporate bonds. We expect corporate bonds to become our
flagship fixed-income program. In the past, we favored bond mutual funds over individual
corporate bonds. Today we favor individual corporates. Investing directly in individual corporate
bonds will allow us to better control duration, quality, and industry concentration. By using our
buying power, we are able to place institutional-size orders and receive institutional pricing.

Recent changes in the U.S. corporate bond market have increased the appeal of investing
in individual corporate bonds. There is not an active exchange for corporate bonds in the U.S.
Corporate bonds trade over the counter (OTC) or between broker-dealers. Historically, the
problem with OTC trading in corporate bonds was that there was no accountability or
transparency. Quotes were only available by phone from individual broker-dealers and
transaction data was not publicly released. The broker-dealers had the upper hand under this
arrangement. The markups on corporate bonds were often excessive. Even the most active
institutional investors had trouble determining if the pricing they were receiving was fair.

Thanks to rules first proposed by the Securities and Exchange Commission in 2001, the
NASD (National Association of Securities Dealers, now part of FINRA—or Financial Industry
Regulatory Authority) created TRACE (the Trade Reporting and Compliance Engine). TRACE
required broker-dealers to report all trades on corporate bonds to the NASD, which in turn made
the transaction data public. Publicly disseminated trade data includes bond identification, date
and time of execution, and price and yield. The opacity of the corporate bond market was then
made transparent. With corporate-bond transaction data now publicly available, investors and
regulators can easily identify excessive markups by broker-dealers—a violation of NASD rules.
TRACE first came online in July 2002 and was fully implemented for 99% of corporate bond
trades in February of 2005.

Since the introduction of TRACE, at least three empirical studies have been done to
assess its impact on the corporate bond market. And all three studies have come to similar
conclusions. The increased transparency associated with TRACE is directly correlated with a
substantial decline in investors’ trading costs. One study found trading costs declined by as much
as 50%; another found that the cost reduction in corporate bond transactions was greatest for
smaller trade sizes.



Our current strategy with corporate bonds is to defend against the prospect of a
substantial rise in inflation and interest rates. We are building corporate bond ladders extending
out six years. Laddering maturities will allow us to “roll up” with interest rates by investing
maturing corporate bonds into higher-yielding bonds.

Next month I’ll review what we are doing on the equity side of portfolios to prepare for a
rise in inflation and interest rates. In the meantime, if your financial situation has changed or if
you have questions about your investment portfolio, please call us at 800-843-7273.

Warm regards,

by 7 Ty

Matthew A. Young
President and Chief Executive Officer

P.S. One of our favored sectors today is positioned to benefit from one of the most embedded
secular trends in the world. Next month, I’ll provide details on how we are positioning portfolios
to profit from this trend.

Quote of the Month: “It is well that people of the nation do not understand our banking and
monetary system, for if they did, | believe there would be a revolution before tomorrow
morning.”—Henry Ford

Dividend Hikes: Given the sluggish environment, many companies are resorting to dividend
cuts to shore up balance sheets. According to Standard & Poor’s, a record 367 companies cut
dividends in the first quarter of this year—a 332% increase over the 83 companies that cut
dividends in the fourth quarter of last year. Even a few of our Retirement Compounders
companies, including General Electric, Bank of America, Harley, and Alico have cut dividends.
Meanwhile, the number of dividend increases has hit a record low. But not all companies are
cutting dividends or halting dividend increases. The following Retirement Compounders
companies have recently announced dividend increases: Sunoco Logistics, Colgate, Alliance
Resource Partners, Johnson & Johnson, PepsiCo, Heinz, Duke Energy, and Buckeye Pipeline
Partners.

The information contained in this letter is for informational and educational purposes only. It is not intended nor should it be
considered investment advice or a recommendation of securities. Please contact our office directly with any questions regarding
items appearing in the letter.





