The Oarsman Outlook

Fourth Quarter 2006

Global equity markets posted robust returns in the October-December quarter, capping
a 2006 that saw U.S. stock-market benchmarks notch double-digit returns for the third year
out of the last four. Performance was again boosted by exposure to complementary asset
classes (small-company and non-U.S. stocks, real estate securities) that provided even higher
returns. With yields on short- and intermediate-maturity bonds changing little during the
year, fixed-income holdings provided solidly positive returns, as well.

Among U.S. stocks, those in the Basic Materials, Capital Goods, Energy and Utilities
sectors fared best in 2006. Consumer Cyclical, Technology and Health Care issues generally
lagged. Small-company stocks marginally outpaced blue chips, while “value’ oriented names
clearly bested their “growth” counterparts. Real estate investment trusts (REITS) posted
another year of outsize gains. Outside the U.S,, strong results from European markets were
further boosted by appreciating currencies; the Japanese market lagged, gaining only 5%.
Investments in emerging markets soared, paced by Hong-K ong-listed Chinese “H Shares,”
which gained more than 80%.

Benchmark Performance— Equities

Fourth Quarter 2006 Last Twelve Months
S& P 500 Index +6.7% +15.8%
Dow Jones Industrial Avg. +7.4% +18.3%
NASDAQ Composite +7.1% +10.3%
Large-Cap. Core Mutual Fund Avg. (Lipper) +6.3% +13.5%
Small-Cap Stocks (Russell 2000) +8.9% +18.4%
Non-U.S. Stocks (Dow Jones World ex-U.S.) +10.8% +25.7%

Benchmark Performance — Fixed Income

Fourth Quarter 2006 Last Twelve Months
Intermediate-Term Taxable Fund Avg. (Lipper) +1.3% +4.0%
Intermediate-Term Muni Fund Avg. (Lipper) +0.6% +3.4%

Review of 2006

Economic and financial market devel opments during 2006 parse neatly into two
distinct periods, each lasting almost exactly six months (see chart below). The first half was
characterized by concernsthat a frothy residential real estate market and skyrocketing energy
prices would trandlate into an overheating U.S. economy and rising inflation. With a
somewhat skeptical view of the untested Bernanke-chaired Federal Reserve, market
participants concluded that the central bank’ s two-year campaign of interest-rate hikes would
continue for some time. Long-term bond yields rose nearly a percentage point from yearend
2005 levels (the benchmark 10-year Treasury yield reached 5.25% in June). Faced with this
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headwind, global equity markets struggled to stay in positive territory — despite healthy
earnings gains — and briefly fell into the red just before midyear.

Beginning in the spring, however, and gaining credibility as summer progressed,
evidence accumulated that the housing “bubble” was deflating, braking the pace of U.S.
economic activity. Asfall approached, energy prices subsided, while underlying inflationary
dataremained surprisingly tame, as producers seemed unable or unwilling to pass on higher
costs to their customers in the face of intense, often global competition.

Second half of 2006

First half of 2006
i yields fall, stocks soar

yields rise, stocks struggle

10 Year Treasury Yield
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Just as this inflection was becoming apparent, the Federal Reserve signaled a (benign) shift in
monetary policy, holding overnight rates steady for the first time in over two years. From
July through November, bond yields amost precisely retraced their first-half rise, before
backing up somewhat in December. Meanwhile, riding the perfect wave of falling bond
yields and robust earnings growth, global equity markets pushed steadily higher right through
yearend, with nearly all benchmark indices closing the year near either all-time or post-
technol ogy-bubble highs.

Outlook

The key elements of the outlook for the year ahead are perceived prospects for
economic growth, inflation, monetary policy/interest rates and corporate profitability. A
number of secondary sources of potential risk — the weakening dollar, mushrooming financial
leverage, geopolitical disruptionsto energy supplies, domestic politics — although not
specifically addressed below also demand careful attention.

We expect U.S. economic growth to remain on the sub-par track in place since mid-
2006, as the housing slump continues to weigh on consumer spending and the ongoing
malaise of the U.S. automakers drags on the industrial sector. Outside housing and autos, the
American economy looks sound: healthy corporate cash flow and stiff competition are fueling
capital-goods and technology investments, while the declining foreign-exchange value of the
dollar and unabated growth in global infrastructure spending are yielding strong results for
export-oriented industries. Meanwhile, buoyant securities markets and asurgein
merger/acquisition activity are propelling the financial servicesindustry to its best
performance since the late 1990s.
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The housing downturn bears close scrutiny, asit directly impacts alarge portion of the
consumers who drive some 70% of U.S. economic activity. Analysis of housing cycles from
the 1980s and 1990s suggests that the present slump islikely to be a gradual, multi-year
process. If other sectors of the economy continue to support a healthy job market, the slump
isunlikely to send consumersinto afunk that could tip the economy into recession. Recent
data are encouraging: unemployment has reached historically low levels and real wage growth
has ticked up to levels not seen since the late-1990s. An unexpected deterioration in these
trendsis arisk that needs to be monitored carefully.

Outside the U.S., economic growth looks surprisingly sturdy and well balanced. Both
corporate and consumer confidence are on the upswing in major European markets, and
although Japan was a disappointment in 2006, there, too, fundamental underpinnings for a
return to self-sustaining growth arein place. The major emerging markets continue to notch
impressive growth without the overheating that might stoke inflation, while there are scant
signs of the structural imbalances and flawed macroeconomic policies that caused the last
emerging-markets boom to end badly in 1997-1998.

We remain convinced that inflation is and will remain under control. Several quarters
of tepid U.S. growth has removed some pressure from both resource and labor markets, while
falling energy prices are aclear plus. More important, powerful dis-inflationary forces
continue to dominate the world economy: the multi-decade integration of emerging
economies into globa markets; the ongoing and increasingly global penetration of
productivity-enhancing technologies; long-overdue economic and market reforms (affecting
regulation, taxes and corporate governance) among the developed nations of Europe and Asia.
These long-lived, structural phenomena seem sufficient to outweigh the current cyclical
upturn in some prices.

We believe the Federal Reserveislikely to maintain the current level of short-term
interest rates through much of the year, although lower rates remain a distinct possibility.
Minutes of recent open-market committee meetings suggest the central bank’ s publicly stated
bias toward further restraint (i.e., higher rates) may soon change, especialy if housing
statistics continue to weaken. However, any expectation of a near-term cut in rates may be
too optimistic. Despite 17 quarter-point rate hikes (4.25 percentage points, in all), evidence is
lacking that monetary conditions are restrictive: longer-term bond yields are lower than in
mid-2004, lending spreads are extremely narrow, and credit to finance all manner of
investmentsis abundant. Moreover, as noted above, outside housing and autos, the U.S.
economy seems reasonably healthy. Additional factors weighing against near-term Fed
easing include the ongoing weakening of the dollar and the (arguably) frothy and
(indisputably) highly leveraged nature of financial markets around the globe. An early shift
toward more accommodative U.S. monetary policy would likely exacerbate both of these
situations. Nevertheless, further deterioration in the housing market or signs that the current
slowdown isinfecting a broader swath of the economy could prompt rate cuts sooner than we
expect. Inany case, moderate economic growth, contained inflation, and Fed policy that is
evolving away from restraint are likely to result in relatively stable bond yields in the year
ahead.

After an unprecedented 18 consecutive quarters of double-digit gains, U.S. corporate
earnings growth seems certain to slow in 2007. We note, however, that we made a similar
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assertion with equal conviction last year. The stock market’s currently low valuation does
suggest aslowdown is being discounted. The S& P 500 istrading at just 16 times expected
2006 earnings and only 14.5 times the best guess for 2007; both values are low given the
current inflation/interest-rate environment. Unless 2007 earnings fall substantially short of
the 9% expected gain, valuation seems unlikely to contract meaningfully, whileif the Fed cuts
rates, it has the potential to expand.

All told, our outlook is constructive for financial investmentsin 2007. Sluggish
domestic growth will be offset by stronger activity abroad; inflation worries will continue to
recede; monetary policy and bond yields will be neutral-to-positive in the U.S. (even if
somewhat negative abroad); earnings growth will slow but not collapse; equity valuations are
low and could expand. Moreover, despite the good performance enjoyed by equity investors
for the past four years, complacency — to say nothing of exuberance —is not yet approaching
the level that usually accompanies major market tops.
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