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Inflation on the Rebound?

Much has been written recently on the likelihood of inflation creeping back into the real
economy. The subject needs this kind of attention because it is a complicated issue with huge
implications for investors. So | want to share Weyland Capital Management’s ideas with you
on what inflation means to investors in the short-term as well as offer something to consider
about inflation in the intermediate term.

At first blush, the idea of inflation reemerging seems to be a no-brainer given the amount of
stimulus that governments and central banks have injected into the global economy. Then,
when you add economic reports that have been running quite strong recently as well as
factor in proven forecasting models like the Economic Cycle Research Institute's U.S. Future
Inflation Gauge (USFIG) which are now at 18-month highs, you can see why there is real
concern.

On top of that, there is growing evidence of increasing inflation pressures in the commodity
and bond markets. Prices of oil and gold are going up and interest rates are climbing. While
rising commodity prices lead to inflationary pressures, the biggest factor that drives inflation is
wage growth since it represents a much larger slice of production costs than commodities.

However, there is less inflationary pressure on that front. Unemployment peaked this cycle at
its highest level in over a quarter century. High unemployment means there will be more than
enough workers for new jobs, and that tends to keep the lid on wage increases. So we at

Weyland Capital Management believe that inflation will be contained over the coming year.

But how about over the entire business cycle - say the next five or six years? We think it is likely
that inflation will return sometime during this period, and for a reason just emerging from the
ivory tower of economists that has received virtually no coverage in the business press.

Two months ago, Olivier Blanchard, Chief Economist of the International Monetary Fund, wrote
a heretic note entitled “Rethinking Macroeconomic Policy.” He simply asked the question:
should central banks raise their inflation targets from the current 2% level to 4%.

It was almost like Blanchard had thrown a bomb. For nearly a quarter century, central banks’
tactics, not to mention the conventional wisdom in economics, have been geared to reduce
inflation.

The problem, Blanchard wrote, was that having achieved the 2% target level, central banks
had painfully little wiggle room to lower interest rates aggressively should another major
economic shock occur. Lowering interest rates, of course, stimulates spending and investment
which in turn stimulates the real economy and the creation of new jobs.

Since the Fed Funds rate, the key policy lever used by the Fed to influence interest rates,
typically runs close to the inflation level, and since interest rates can’t go below zero, a 2%
inflation rate gives the Fed only 2% of wiggle room to stimulate the economy.

Blanchard thinks that if a target rate of 4% can be achieved, it would strengthen the hands of
the central banks to stimulate demand by allowing short-term lending rates to be set a full 4%
below inflation. And that is very stimulative, indeed.
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Another facet of higher inflation is that it reduces the real value of debt over time for any debt
not indexed to inflation. And most debt is not indexed to inflation. This reduction would not be
a bad thing since it would improve our biggest problem: that the debt to Gross Domestic
Product ratio is too high. If GDP grows more quickly because of higher inflation embedded
within it, then the payments necessary to service that debt would end up being smaller on a
percentage basis.

Unfortunately, there is no free lunch here for investors since the holders of fixed-rate bonds will
be paid back with inflated dollars holding less buying power. Getting the correct bond
exposure is critical in such an environment.

The possibility that Mr. Blanchard’s recommendation could have the side effect of
depreciating the real value of public debt created such a firestorm of controversy that 10 days
ago Dominique Strauss-Kahn, the head of the International Monetary Fund who is Olivier
Blanchard’s boss, was forced to comment: "We remain an institution that believes that low
and stable inflation delivers positive benefits for growth and macroeconomic stability... And |
know that Olivier was not calling for higher inflation to reduce the real value of public debt."

But the fact remains that a higher inflation rate will reduce the real value of public and private
debt. And Olivier Blanchard has created the first instance of “institutional cover” for a higher
inflation rate. Stay tuned.

Client portfolio stock and commodity allocations are currently at what we call their “policy
levels” - meaning that we’re neither aggressive nor defensive. In bonds we have reduced risk
by raising our cash levels a bit. As you may recall from our 2010 Outlook and Strategy, we
predicted rates would move up this year which would make the price of bonds go down. This
has recently occurred. We remain hopeful that we will be able to deploy our cash position
into bonds (and possibly other asset classes) at more attractive prices.

Finally, | have one brief observation regarding the late-breaking S.E.C. suit against Goldman
Sachs. If the stock market is not seriously challenged by this suit over the coming fortnight, then
it can be assumed that the stock market’s health is quite robust and increases the odds that
stocks will move higher over the summer.

Bob Henkel

Chief Investment Officer
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Disclaimer

Past performance is not a guide to future performance and the value of investments and the income derived from those investments can go
down as well as up. Future returns are not guaranteed and a loss of principal may occur.

This material represents the views of Weyland Capital Management LLC (WCM). Certain results shown herein reflect the reinvestment of dividends
and other earnings but do not reflect advisory fees, transaction costs and other expenses a client would have paid, which would reduce return. No
representation is being made that any client will or is likely to achieve results similar to those shown. Modeled, back tested, simulated and
hypothetical results are subject to high levels of uncertainty regarding future economic and market factors that may affect actual future performance.
Accordingly, such data should be viewed as merely representative of a broad range of possible returns. The data shown herein should not be
construed as providing any assurance or guarantee as to returns that may be realized in the future from investments in any asset or asset class
described herein and may not be representative of how we will manage any of our portfolios or allocate funds to such asset classes. WCM makes the
assumption that external data and studies are accurate, but can not and has not verified outside sources. WCM does not provide tax advice to its
clients and all investors are strongly urged to consult with their tax advisors regarding any possible investment. This document might include
performance results. Weyland results are after management fees and all transaction costs have been deducted, and reflect all discretionary client
accounts custodied at Charles Schwab & Co (12/98-Present). Weyland results are a composite figure: account performance dispersion has and will
occur due to client specific client cash and security holdings. The Average Balanced Fund return is an average of all balanced mutual funds tracked by
Morningstar (through December 2009) for each time period, and is before front-end and back-end loads. The Balanced Index "60/40" is a mix of 60%
S&P 500 Index and 40% Barclays Capital Aggregate Bond Index. YTD and Total Returns for Average Balanced Fund uses Balanced Index return for
current calendar year. The indices presented are for informational purposes only and are not directly investable. The volatility and holdings of the
indices shown may be materially different from that of Weyland's composite or single client portfolios. A balanced index is geared towards investors
looking for a mixture of principal protection, income, and capital appreciation, and Weyland considers it its primary benchmark. Weyland performance
figures are derived by compounding the daily IRR. All Index and Average Balanced Fund Return data is derived by monthly compounding returns,
unless otherwise noted. All performance figures include the reinvestment of dividends and income.
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