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The markets love Fed Chair Janet Yellen. Virtually
every time she spoke about monetary policy in Q2,

* they went up. The S&P 500 hit a new all-time high
on June 25 after her speech reiterating the Fed’s
PARSONS dovish stance on interest rates and inflation.
g\g ‘T:lr]é Within the index, leadership remained narrow.
1004 -2014 Risk appetite appeared to move back to emerging
markets from domestic small cap, while US stocks
CELEBRATING 20 YEARS continued to outperform other developed markets.
AND $1 BILLION IN ASSETS
UNDER MANAGEMENT.
= Data as of June 30, 2014 June '14 Qtr. 2 '14 YTD '14
Corporate Headquarters S&P 500 2.07% 5.23% 7.14%
10 Weybosset Street MSCI AC World Index (incl. US) 1.83% 5.05% 6.52%
Suit
v XGPS MSCI EAFE (Europe, Asia, Far East) 0.99% 4.34% 5.14%
Phone 401.521.2440 MSCI EM (Emerging Markets) 2.70% 6.71% 6.32%
Fax 401.521.4870
Toll-Free 888.521.2440 Russell Largecap 2.27% 5.12% 7.27%
< Russell Largecap Growth 1.95% 5.13% 6.31%
Florida Office Russell Largecap Value 2.61% 5.10% 8.28%
11450 SE Dixie Highway
Suite 205 Russell Midcap 3.29% 4.97% 8.67%
Hobe Sound, FL 33455
Pl 5ol-Eisay o Russell Smallcap 5.32% 2.05% 3.19%

% FIXED INCOME MARKETS

Bonds once again confounded almost everyone by continuing their 2014 positive
returns (Aggregate index +2.04% quarterly, +3.93% year-to-date). Longer maturities
have outperformed shorter maturities this year, +12.1% to +2.8%. The reach for yield
continued to power high yield bonds to +2.57% quarterly and +5.64% YTD.
Municipals were strongest at +2.59% and +6% YTD. The economic environment has
proved perfect for Treasuries, which provide a pricing benchmark for other bond
classes: enough growth to support positive returns but not too much to spark worries
about the Fed raising rates soon; benign inflation; geopolitical instability (i.e. Ukraine
and Middle East) spurring a flight to quality: higher interest rates on US Treasuries vs.
foreign sovereign bonds luring international investors here.
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Short rates rose while
longer rates fell,
flattening the yield
curve...

The continued rally in
commodities starting to
push up CPI...

US TREASURY YIELDS

Despite increasing signs of economic growth and hints of inflation in the Consumer
Price Index, intermediate and long term interest rates fell back close to where they
were a year ago when the economy was more fragile. Short term rates moved slightly
higher due to consensus expectations that the Fed will begin raising rates within the
next 12-15 months. An important contributor to lower long term rates was the
declining budget deficit, which has led to federal debt issuance falling faster than the
rate at which the Fed is tapering its purchases.
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COMMODITIES

Broad commaodity prices increased modestly on top of the first quarter spike. Notably,
the CRB foodstuff sub-index jumped +21.58% in the first half of the year, reflecting
sharp increases in corn and other food products and introducing the first whiff of
inflation in the Consumer Price Index in years.

Investor sentiment turned positive on commodities during the second quarter due to
the improving outlook for the US as well as China’s decision to reflate their economy
and target stronger demand growth. After experiencing outflows in 12 of the previous
13 months, commodity ETFs (exchange traded funds) welcomed net inflows
beginning in February, pushing prices up.

Oil prices moved back toward peaks reached in 2011 and 2013, and gold continued
its first quarter rally on concerns about the Ukraine and Middle East.

The price of gasoline rose 6.85%, erasing the first quarter’'s welcomed drop.

Commodity Qtr. 2 '14 Year to Date '14
CRB (broad index) 1.17% 10.01%
Oil (West Texas Intermediate) 3.73% 7.06%
Gold 1.81% 9.45%
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Perspectives

After a weak first quarter,
economic growth looks
to have rebounded in the
second quatrter...

Employment gains have
been broad based while
multiple sectors of the
economy contributing to
growth...

A favorable backdrop
developing for consumer
spending...

ECONOMIC OVERVIEW

Fueled by an unfolding manufacturing and energy renaissance, and buoyed by a
resurgent construction sector, the US economy ended the second quarter on a
stronger note. The acceleration is increasingly delinking US growth from emerging
markets, which are coping with excesses like inflation and credit, and the Eurozone,
where the recovery is halting and uneven.

Within the US, there are clear divisions between states which are growing
economically and those that aren’t. Those with the most exposure to manufacturing
and energy production are the growth areas, the only exception to that being the 6th
fastest growing state: Massachusetts, with its strength in biotech.

Examples of a broadening, sustainable strength in the economy:

Through May, manufacturing employment has grown 5.6% from its level in 2010,
the fastest pace in 30 years. Preliminary private manufacturing indexes indicate
sharp increases in June.

Total industrial production rose a strong 0.6% in May and has surpassed its 2007
peak by 2.9%.

Domestic energy production now satisfies 84% of domestic demand, reducing the
need for imports.

Second quarter vehicle production increased an estimated 13% over the first
quarter.

Housing starts increased 51% over the first quarter, after that quarter’'s weather-
related drop of -34%.

Evidence is mounting that companies are gearing up spending due to increases in
demand as well as a growing expectation that natural gas and other infrastructure
costs in the US are going to remain low for a while. Since demand is ultimately driven
by consumption, a focus on the consumer shows the following:

Jobs are increasing: 816,000 jobs were created in the second quarter, setting
monthly records in May and June for those months. Small business employment
reached new all-time highs in May and June. Small businesses employ 49 million
people, vs. 26 million employed by large businesses. Small business lending by
banks is increasing, providing funds for continued expansion and hiring.

Unemployment is decreasing: Claims declined -4.7% in the second quarter. The
unemployment rate fell from 6.7% in March to 6.1% in June. Long term
unemployment fell to 2% and has accounted for 91% of this year’s overall
unemployment decrease. The U-6 underemployment rate declined to 12.1%.

Hours worked are increasing: Aggregate hours worked increased 3.8% in the
second quarter, more than twice the rate of the previous two quarters.

Disposable personal income is increasing: Stronger employment boosts
income. Consumer DPI increased 3.2% year over year average (y/y) through May.

Debt: Consumer debt service as a share of disposable personal income fell to
9.94% in the first quarter, a record low. Mostly due to lower mortgage payments,
this ratio is providing room in disposable income for other spending.

Consumer spending: Real consumer spending increased 2.4% yl/y through May,
while retail sales increased 8.5%. Vehicle sales increased in June to 16.9 million
units, the highest since February 2006.

Consumer confidence: This is a mixed bag. Always volatile, it has been rising
since 2011 but ticked down in early June.
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ﬁ INVESTMENT IMPLICATIONS

Economic recovery
increasingly looking self-
sustaining....

Capital expenditures
poised to contribute to
growth...

Dividends and buybacks
have been a driving

force of market returns...

Threat of inflation
accelerating too quickly
is one of the biggest
threats to the market...

After a +5.23% second quarter return on the S&P500, the question we asked last
quarter is even more compelling now: is this sustainable?

For now, the bullish arguments outweigh the bearish:

Virtually all of the indicators cited on page 3 point to trends which are accelerating
in a positive direction and collectively characterize the second half of a business
cycle. Stronger employment boosts incomes and, generally, spending. The tax
hikes of 2013 are past the one year mark, so they are no longer an incremental
negative in wages.

Leading economic indicators are unilaterally positive.

Federal tax receipts have been coming in much stronger than anticipated, leading
to a faster-than-expected lowering of the budget deficit. The trade deficit is
improving on the back of higher energy production and exports.

Public and private capital expenditures have been noticeably missing from the list
of economic tailwinds, but they have stabilized from a downtrend since 2010 and
show signs of increasing from current levels. The Public Administration bulletin
announced that funding for capital projects is up in the current fiscal year
(beginning July 1).

Dividends are at all-time highs in dollar terms, and the number of companies
paying them is increasing. Corporate stock buybacks are up meaningfully, albeit
slowing. Payout ratios are still low, leaving room for more of both.

But there are concerns. One is inflation — long dormant, allowing ultra-easy monetary
policy to continue to fuel the economy and stock prices. Beginning in March, five year
forward inflation expectations began rising from 2.2% to 2.6% at last count.
Price/earnings ratios peak when inflation is in the 1-2% zone and begin to drop when
it goes over 2%.This market rally has been driven primarily by P/E expansion.

Capacity utilization (a metric used to quantify the amount of potential output in the
economy which is being used) is rising — a good thing. When that begins to be
constrained, however, wages and/or prices rise, contributing to inflation. Currently it
is approaching 80%, and 85% is historically a trigger point.

Although the benefits of the economic and stock market recovery have skewed to the
upper end of wage and wealth sectors, the expansion of the job market and the
recent increase in percentage of corporate “GDP” going to wage earners are
important elements of sustainability. Rising food and gasoline costs, as well as rents
which are at all-time highs, squeeze the middle and lower sectors’ discretionary
spending proportionately more. Discretionary spending is a cornerstone of GDP.

A short term note of caution comes from seasonality. Since 1928, third quarter
S&P500 returns have on average lagged the other three quarters. Historically since
1962, in the summer of mid-term election years stocks have fallen. The good news is
that in all election cycles, returns have been positive a year after the correction.
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