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Overview

The Federal Reserve, Treasury, and FDIC have artificially supported asset
prices to prevent deflation in the wake of a three decade-long debt-fueled
spending binge

The monster rally in all risky asset classes since March 2009 implies a
“V-shaped” economic recovery is underway

Recent economic growth is unlikely to be sustainable once the stimulus is
withdrawn

Equity market rally is showing signs of exhaustion, though corporate
earnings and “performance chasing” leave room for more upside

This is not August 1982; rather, we expect an environment more like the
1970s stagflation period

Market likely in a broad trading range: actively managed portfolios are
likely to perform better than indexed strategies

Debt destruction leads to deflationary pressure and U.S. Dollar strength
over the near term



Kanalygs

2009 Market Performance — YTD

Index Performance as of September 30, 2009

EQUITIES
S&P 500
DJIA
Nasdaq
Russell 2000
MSCI EAFE
MSCI Emerging Mkts

FIXED INCOME
BarCap US 1-3yr Govt
BarCap Int Govt/Credit
BarCap High Yield
BarCap 5yr Muni

ALTERNATIVES
DJ Wilshire REIT
DJ UBS Commodity
Gold
Crude Oil

3rd Quarter

15.61
15.82
15.91
19.28
19.52
21.04

0.85
3.25
14.22
3.75

35.44
4.24
8.75
1.03

YD
19.26
13.49
35.59
22.43
29.58
64.88

1.32
4.92
48.98
6.81

17.65

9.06
14.25
58.32

12 months

(6.91)
(7.38)
2.54
(9.55)
3.80
19.44

4.40
10.01
22.34
11.01

(29.35)
(23.71)
15.70
(29.84)
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Kanaly Trust Investment Model Performance — as of 9/30/09

1Q 2009 2Q 2009 3Q 2009 Year to Date
Kanaly Model Portfolios
Balanced Market MF Portfolio (25/33/28/14) -2.4% 9.5% 8.9% 16.4%
Balanced Market MF Portfolio - Taxfree FI (25/33/28/14) -1.1% 8.4% 8.7% 16.5%
Equity Only -8.3% 21.4% 17.0% 30.2%
Fixed Income - Taxable -0.2% 6.5% 6.4% 13.1%
Fixed Income - Tax Free 2.4% 1.9% 4.9% 9.5%
ALTs - No MLPs 2. 7% 9.3% 9.6% 16.6%
ALTs - With MLPs 0.1% 10.3% 10.5% 20.7%
Benchmarks
[S&P 500 (60%) / Intermediate Taxable (40%) 7.3%  9.9% 10.5% 126% |
|S&P 500 (60%) / Intermediate Muni (40%) -6.2% 9.8% 12.2% 15.6% |
|S&P 500 Index -11.0% 15.9% 15.6% 19.3% |
|iShares Barclays Interm Govt/Credit Bond -2.1% 1.1% 3.1% 2.1% |
|iShares S&P National Municipal Bond 0.8% 09% 7.1% 9.0% |

Note: Numbers in parentheses above denote percentages invested in Equity/Fixed Income/Alternatives/Cash

The asset allocation models above represent an approximation of how the portfolios perform, actual
results may differ from the models. Returns are shown before fees and are not AIMR/GIPS

compliant. The return information provided above represents past performance and is not necessarily
indicative of future results. Further, specific client portfolio(s) investment returns and results may vary
from figures noted above based on account-specific circumstances.
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Merrill Corporate Index Yield Spread to Treasuries

—Yield Spread = Average Yield Spread
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Merrill High Yield Index Yield Spread to Treasuries

— Yield Spread — Average Yield Spread
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Merrill Mortgage Index Yield Spread to Treasuries

—Yield Spread = Average Yield Spread

Source: Merrill Lynch Indices, Bloomberg
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Sharpest Equity Market Rally Following Recession

United States: S&P 500 Composite Index

{percent change from market trough during recession to the official end of the downtumn)
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History Suggests Stocks Have Run Too Far, Too Fast

Composite of Historical Monster Rallies in Secular Bear Markets (Equally-Weighted
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S&P 500 Running into Strong Resistance Around 1,120
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Third Quarter Earnings Support the Rally

High percentage of companies beating earnings expectations:

Percentage of S&P 500 Companies Beating
Consensus Revenue & EPS Estimmates
3Q 4Q 1Q 2Q 3Q
2008 2008 2009 2009 2009
% Beating on Top-Line (Revenue) 52.8% 23.8% 26.4% 50.1% 62%
% Beating on Bottom-Line (EPS) 58.1% 60.1% 67.5% 72.2% 80%
Revenue to EPS Surprise Ratio 0.91 0.50 0.54 0.69 0.78

——"

Source: Strategas Research
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Stocks Entering a Seasonally Strong Period

Dow Jones Monthly Price Returns
1900 to Present
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Equity Market Valuation

e Stocks are about 17920 above fair value based on median P/E

Monthly Data 12/31/1968 - 9/30/2009 (Log Scale)
Standard & Poor's 500 Stock Index
1426 q 1426
1206 Price Move of: 1 1206
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©Copyright 2009 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved.

See NDR Disclaimer at ~ www.ndr.com/copyright.html . For data vendor disclaimers refer to
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Equity Market Valuation

e Stocks are very expensive

based on GAAP reported earnings

Monthly Data 3/31/1926 - 9/30/2009 (Log Scale)
Standard & Poor's 500 Stock Index
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Unemployment Continues to Rise

Unempl+Margin Attach+Part Time Econ Reasons/CLF + Margin Attach
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Long-Term Unemployed at a Record High

Long Waits
The proportion of the unemployed who have been out of work for more than 26 weeks hit a high this year.
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Mote: Seasonally adiusted Spurce: Labor Deparkment
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Securitized Mortgages - Delinquencies
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17




]
T

Kang_l)/TRUST :

¥ e e el S

Record Foreclosures Prevent Sustainable Home Price Recovery

Concentrated Risk

Areas with high rates of delinquent home loans Percentage of first-lien home mortages that are overdue or in foreclosure,
are wulnerable to further price drops when banks by metropolitan statistical area
eventually acquire and resell more properties. I
1 | | I
&% 12.4% 1a% 30.5% Monmetropolitan
{U.5. rate) areas

Highest in Michigan:

Alma

18.6%
Detroit- o
Warren-

Livonia g

Atlanta-
Sandy Springs—
Marietta

Los Angeles
12.8%

Highest in California: Las Vegas- 15.6%
Mesa- Kissimmee, Fla.

Tampa-

23.9%

Scottsdale Highest in St. Petersburg- 4
17.0% Mississippi: Clearwater, Fla. Miami-
- ;’:ﬂ";"”rg 19.8% Ft. Lauderdale-
. Miami Beach
= o N Highest in U.5: 26.7%
o Clewiston, Fla.
& 20.5%
e AR ’ Sources LPS Applied Analytics
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Quarterly Data 3/317/1952 - 6/30/2009
Selected Debt Measures as a % of GDP
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Consumers are Saving More, Paying Down Debt

U.S. Outstanding Consumer Credit
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| De-Leveraging of Commercial Real Estate
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3t L McKinsey Research estimates $430 billion of commercial real estate
losses at banks over next 2-3 years

Estimated maturity profile of commercial mortgages in CMBS, life company and bank portfolios

B CMBS - Fixed Rate M CMBS Floating Rate M Insurance Company M Banks
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Source: CB Richard Ellis, Deutsche Bank, Intex, TREPP, Mortgage Bankers Association, Federal Reserve
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No Sign of Inflation

U.S. Consumer Price Index & Producer Price IndeXx
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Fed Floods the System with Liquidity, But Banks Don’t Lend

Copyright 2009 Kanaly Trust. All rights reserved. == gl ol
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Excess Production Capacity = No Pricing Power
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Signs of Deflation

Rising unemployment: 9.8% official rate, with 7% under-employed
— Never been sustained inflation without rising wages

Massive wealth destruction

— Home prices down 30% from the peak

— Commercial real estate down almost 40% from the peak

— Trillions of dollars lost in the financial markets

Banks unwilling to lend, consumers unwilling to borrow

Anemic final demand

— Cash for Clunkers

— First Time Homebuyer Tax Credit

— Wal-Mart slashes prices to stimulate holiday demand

Low Capacity Utilization / Collapse in Industrial Production
Massive De-Leveraging — IMF estimates $2 trillion in bank losses
Largest tax increase in history coming in 2011

25
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U.S. Dollar Sentiment is Extremely Negative

www.jsminoset.com

“* [HUMPTY DUMPTY DOLLAR |

Iran, Iraq, Guns & Butter, and OTC Derivatives pushed me off the walllli”

“The US Trade Deficit, US Federal Budget Deficit, US Current Account Deficit, Od Price,

THE U.S. DOLLAR

o)

(SHOWMN ACTUAL SIZE)
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Massive U.S. Dollar Depreciation in this Decade

2002 2003 200 2005 2006 2007 2008
1y -- DOLLAR INDEX SPOT - G-1 Daily 12731701 to 10 Copyright 2009 Bloomberg Finance LP.
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Gold Has Vaulted to New Highs
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U.S. Dollar Devaluation vs. Asset Price Deflation

S&P 500 Index vs. U.S. Dollar Index

SP Index - Last Price (L1) 1066.74

106674 4

1000

Copyright 2009 Bloomberg Finance LF. 27-0ct-2009 13:249:54
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This is not 1982 All Over Again...

Fed Funds Rate

Prime Rate

10-Year UST Yield
Trailing S&P 500 P/E
Price to Book
Dividend Yield

Top Marginal Tax Rate
Capital Gains Tax Rate

% of Workforce in Union

Then & Now:
August 1982 vs. June 2009

August '82
10.25%
14.39%
13.6%

8.8x
1.0X
6.6%
50%
20%

20.1%

Current
0.13%
3.25%

3.7%
21.8x
2.0X
2.6%
35%
15.0%
12.4%
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The 1970’s All Over Again?

S&P 500

1970's vs. Current
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Asset Allocation

K a n a I . Diversified Equity, Alternatives and Liguid Real Assets
J TRUST  Indudes @ 20% aflocstion #o alternatives and @ 13% allscation fo Jiquid real assets wiilizing indexc data.

| wta i e Cwrmiand with Al el Uiutd fimal Assess
MLP U3 Largegy
REITs 5%  Growth US Large
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Commodities Uﬁmﬁap
5% 110%

%5 Smid 90%

Managed Growth

Futures 1% TO%
10% \ /|
icro Cap 50 ~7 .
30%
10% _‘\\
Diversified _T."\'/-—\“—/ \\/
Aiternatives -10% \v"_/—-
10% s
8885555 8888888333338888888LLEE5888882
Jdgl._: giﬂdé‘_g I._: g‘_ﬂdg‘_g giﬂdg‘_gd I._:
Emergindptemational 388233823382 388233823382 3382388238423
Fixed Income Markets Valus
20% Bo%
[ Risk - Return Matrix | [ Performance Diata: 3th Quarter 2000 - 2nd Quarter 2008 |
i Annualized Annualized Ending Market Vakus
a5 L Cumulative Compound Standard Market (3000) Changs vs.
[ ] Beturn (%) Refum (%) Deviation" Value* Investable ($000)
E & — 0% 02% 11.7% 15207 169
5 c 0.8% 0% 11.7% 15,120
5 ¥ * 43.1% 41% 14.3% 21465 5336
3 - /' 62.8% 5.6% 11.6% 24306 9,268
§ % . Amawaliped Stondars Devizsion colulated wsing guavierly sats.
° ¥ _Arrumer byginning pargielis salve of §15MM.
5 1% =
3
g oo — 8 : .
A% =
2%
10% 1% 12% 13% 14% 15%

Annualized Standard Deviation
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Kanaly Trust Investment Model Performance — as of 9/30/09

1Q 2009 2Q 2009 3Q 2009 Year to Date
Kanaly Model Portfolios
Balanced Market MF Portfolio (25/33/28/14) -2.4% 9.5% 8.9% 16.4%
Balanced Market MF Portfolio - Taxfree FI (25/33/28/14) -1.1% 8.4% 8.7% 16.5%
Equity Only -8.3% 21.4% 17.0% 30.2%
Fixed Income - Taxable -0.2% 6.5% 6.4% 13.1%
Fixed Income - Tax Free 2.4% 1.9% 4.9% 9.5%
ALTs - No MLPs 2. 7% 9.3% 9.6% 16.6%
ALTs - With MLPs 0.1% 10.3% 10.5% 20.7%
Benchmarks
[S&P 500 (60%) / Intermediate Taxable (40%) 7.3%  9.9% 10.5% 126% |
|S&P 500 (60%) / Intermediate Muni (40%) -6.2% 9.8% 12.2% 15.6% |
|S&P 500 Index -11.0% 15.9% 15.6% 19.3% |
|iShares Barclays Interm Govt/Credit Bond -2.1% 1.1% 3.1% 2.1% |
|iShares S&P National Municipal Bond 0.8% 09% 7.1% 9.0% |

Note: Numbers in parentheses above denote percentages invested in Equity/Fixed Income/Alternatives/Cash

The asset allocation models above represent an approximation of how the portfolios perform, actual
results may differ from the models. Returns are shown before fees and are not AIMR/GIPS

compliant. The return information provided above represents past performance and is not necessarily
indicative of future results. Further, specific client portfolio(s) investment returns and results may vary
from figures noted above based on account-specific circumstances.
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