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January 15, 2010

Beaver County Retirement System
County Courthouse

810 Third Street

Beaver, Pennsylvania 15009

Dear Members of the Board,

An important part of our duty as investment managers is to understand how the world is changing and to ascertain how these changes impact our
investment tactics and ideas. We have identified three key themes or issues that may significantly influence our thinking going forward:

e  With respect to stocks we believe that new technologies, business models and emerging markets are constantly altering the
competitive landscape and giving rise to new investment opportunities. Therefore, we are continuously seeking to identify
ways to take advantage of these nascent trends.

e Secondly, given that we, as a nation, have become so highly indebted to China and are still running massive trade deficits
with that nation, we are more focused than ever on developments in Asia in general and China in particular. Clearly,
interest rates in the U.S. have become increasingly more dependent on Chinese policies and our fixed income decision
making process has progressively taken this new reality into account.

e Thirdly, government intervention in and regulation of various industries and markets has increased and has in fact become
a significant determinant of profitability in key segments of our economy. Regulation of financial firms and the proposed
health care bill are recent examples of the increasing role of government. Correspondingly, we are more mindful of the
impact of government actions upon the economy and our markets and therefore upon our investment choices.

As we enter a new year we are encouraged by the general direction of the U.S. economy and are still bullish on stocks and corporate debt for
now. We are mindful of the trends mentioned above but we are also focused on the key elements of our overall strategy — diversification, high quality,
liquidity and valuation.

Yours very truly,

CIM INVESTMENT MANAGEMENT, INC.

Andrew C. Fisher
President



MARKET RECAP

4th Quarter Recap and Outlook — September 30, 2009 to December 31, 2009

Recap

The U.S. economy grew 2.2% in the 3" quarter and the
consensus for the 4™ quarter is for a growth rate of approximately 4.0%.
Recent reports revealed that inventories, exports and sales exceeded
expectations, fueling optimism for strong growth. Stockpiles rose 0.2% in
October, the first gain since August 2008, and exports rose to the highest
level in 11 months. Furthermore, retail sales climbed 1.3% in November
led by demand for autos and electronics. Corporate finances also seem on
better footing as evidenced by the Fed’s Flow
of Funds report which showed that internal

Outlook

One of the defining characteristics of the current bull market in
stocks has been the lack of focus on valuation. However, our analysis
suggests that this trend has ebbed and that investors will be more
discerning in their investment choices going forward. We have already
witnessed the beginning of this more judicious selection process as some
stock and bond sectors and industries that had previously underperformed

found favor during the quarter.
The S&P 500 now trades at
approximately 22 times trailing earnings, a

funds generated exceeded spending on capitai 9 /3(36";_'3?3"1 /09 12\;:35;‘;2%1739 considerable prfemium to the long run average
expenditures by $189 billion during the 3" | ggp 500 6.04% 26.64% of about 15 times. However, earnings are
quarter. This excess of funds highlights the _ expected to grow substantially next year as
) . S&P MidCap 400 5.56 37.38 ) . . .
improving health of corporate balance sheets interest rates are still quite low. Given these
which in turn may be an engine of growth for | S& SmaliCap 600 512 25.57 set of facts, it is reasonable to assume that
the future. Russell 2000 3.87 27.17 stock returns in 2010 will be closer to the
Strong economic growth prospects | Dow Jones Industrials 8.10 22.68 secular average of 9%-10%. We also expect
propelled domestic stocks to fresh yearly | naspag 220 45.36 small cap and mid cap stocks to perform
highs. The S&P 500 stock index rallied 6.04% N—— 226 3218 modestly over the next year.
during the quarter, bringing its year to date | In terms of bonds our analysis suggests
gain to 26.64%. Mid-cap and Small-cap stocks | 52evs Adgreaste 0-20 > that treasury securities are still modestly
also participated in the rally although to | Barcays Gov./Credit (0-21) 2 overvalued at these levels. Given that the Fed

a lesser extent than large-cap names. On the other hand, foreign stock
markets, as represented by the MSCI EAFE international stock index,
were flat during the quarter. In terms of sectors, technology, which ended
up a sizzling 59.92% this past year, continued to outperform. Consumer
discretionary and health care also outperformed during the quarter.
Financials, however, performed poorly in the 4 quarter as investors
continued to fret about bad loans and the regulatory landscape.

Fixed income returns once again trailed equity returns during the
quarter. Strong economic growth prospects combined with the first whiff
of inflation we have witnessed in some time (the PPI was up 2.4% in
November) conspired to push yields on treasury securities higher. The ten
year treasury note yield rose to 3.84% from 3.30% at the beginning of the
quarter. Also, shorter maturities significantly outperformed longer debt as
the yield curve steepened to an all time high of over 280 bps. Spread
sectors, in general, continued to outperform government debt as investors
piled into higher yielding instruments. Corporate bonds capped off a truly
stellar year (up 18.68%) with another fine quarterly showing.

is likely to begin to gradually remove some monetary stimulus in 2010 it
is likely that interest rates will rise somewhat further in the year ahead.
Although credit spreads have tightened dramatically since March, spreads
are still reasonably higher than the long run average. Given an improving
economic backdrop, we expect that credit will continue to outperform
governments over the intermediate term.

Based on our conviction that the global economy is in the early
stages of recovery we still favor stocks over bonds. With respect to stocks
we continue to favor cyclically exposed industries such as materials,
industrials and technology. In particular, we like names with above
average earnings growth and with significant exposure to foreign markets
which sell for reasonable valuations. Fixed income is likely to be a much
more boring asset class than the last two years as rates and spreads
approach more normal levels relative to inflation and economic growth
prospects. In such an environment we continue to like corporate debt and
prefer the short end of the curve for the time being. In summary we
foresee a much less volatile year in stocks and bonds for this upcoming
year.

Source: Bloomberg Financial Markets — CIM



U.S. Treasury Yield Curve
Fourth Quarter 2009
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Quarterly Annual
12/31/2008 9/30/2009 12/31/2009 Change Change
3 Month 0.09% 0.12% 0.06% (0.06%) (0.03%)
6 Month 0.27 0.18 0.20 0.02 (0.07)
2 Year 0.77 0.95 1.14 0.19 0.37
5 Year 1.55 2.32 2.68 0.36 1.13
10 Year 2.22 3.31 3.84 0.53 1.63
30 Year 2.68 4.05 4.64 0.59 1.97

Source: Bloomberg Financial Markets — CIM




PERFORMANCE SUMMARY

Beaver County Retirement System - Total Portfolio

As of December 31, 2009
Asset Allocation Portfolio Value on 9/30/09 ........... $87,298,037.17
Small Cap Equiti Contributions...............cccccvvuvvveviviesisssssesesnnnns 0.00
Large Cap Equities mall --ap o quities
55 6% 12.3% Withdrawals .............cccceevvvvvvvvvvnnnnn, (1,500,000.00)
Realized Gains...........ccocevevevveneenennnen, 557,116.56
Unrealized Gains..............ccoeevniiennnnn. 2,368,729.94
Interest .......ccovvviiiiiiii 366,495.17
Dividends...........coceoiiiiiiniii 306,208.69
Change in Accrued Interest................ (27,125.06)
. Portfolio Value on 12/31/09 ......... $89,369,462.46
Fixed Income
o)
Cash & Equivalents 30.6%
1.5%
Total Investment Gain

for Trailing 3 Months.................... $3,571,425.30

Beginning Balance Ending Balance Total Return

Fourth Quarter 2009 (9/30/09 to 12/31/09) 87,298,037.17 89,369,462.46 4.16%

Trailing 1 Year (12/31/08 to 12/31/09) 77,453,740.25 89,369,462.46 20.67%

Inception to Date (12/26/95 to 12/31/09) 29,690,332.35 89,369,462.46 6.80% annualized




PORTFOLIO STATISTICS

Beaver County Retirement System

Large Cap Equity Industry Sector Diversification
As of December 31, 2009
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‘ W Beaver B S&P 500
Top Ten Large Cap Equity Holdings - % of Balanced Portfolio
percentage percentage
1. Exxon Mobil Corp 2.20 6. Apple Computer 1.25
2. Microsoft Corp 1.62 7. JP Morgan Chase 1.23
3. IBM Corp 1.43 8. AT&T 1.22
4. Johnson & Johnson 1.38 9. General Electric Co 1.22
5. Procter & Gamble 1.28 10. ChevronTexaco Corp 1.17

Source: Standard & Poors and CIM



PORTFOLIO STATISTICS

Beaver County Retirement System

Fixed Income Industry Sector Diversification
As of December 31, 2009
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Statistical Characteristics

Beaver BCGC
Coupon 4.93% 4.45%
Yield to Maturity 3.37% 3.14%

Effective Duration 4.16 years 4.95 years
Average Credit Quality Aa3 Aa3

Source: Barclays Capital and CIM




PORTFOLIO STATISTICS

Beaver County Retirement System

Small Cap Equity Industry Sector Diversification
As of December 31, 2009
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B Beaver Small Cap B S&P 600 ‘
Top Ten Small Cap Equity Holdings
percentage percentage
1. Polaris Industries 1.76 6. Piedmont Nat. Gas 1.58
2. Varian Semiconductor 1.70 7. Gardner Denver Inc 1.51
3. Integra Lifesciences 1.67 8. Qil States Int’l 1.48
4. National Retail Prop 1.64 9. Senior Housing Prop Tr 1.45
5. PSS World Medical 1.64 10. Atmos Energy Corp 1.43

Source: Standard & Poors and CIM



BEAVER COUNTY BALANCED PORTFOLIO APPRAISAL

Unit Total Market Pct. Annual Cur.
Quantity Security Cost Cost Price Value  Assets Income Yield
COMMON STOCK
INFORMATION TECHNOLOGY
1,178 AOL Time Warner 23.79 28,028.49 23.28 27,423.81 0.0 259.16 0.9
4,660 Apple Computer 104.99 489,243.10 210.73 982,011.12 1.3 0.00 0.0
22,635 Applied Material 13.13 297,272.25 13.94 315,531.90 0.4 0.00 0.0
8,505 Auto Data Process 37.93 322,602.28 42.82 364,184.10 0.5 2,466.45 0.7
37,075 Cisco Systems, Inc. 17.75 658,128.71 23.94 887,575.50 1.1 0.00 0.0
17,105 EMC Corp. 11.07 189,409.96 17.47 298,824.35 0.4 0.00 0.0
1,435 Google Inc CI-B 415.53 596,280.89 619.98 889,671.30 1.1 0.00 0.0
14,360 Hewlett Packard Co. 23.65 339,663.97 51.51 739,683.60 0.9 1,148.80 0.2
8,560 Int'l Bus Machines 79.53 680,802.04 130.90 1,120,504.00 1.4 4,280.00 0.4
38,885 Intel Corporation 15.89 617,983.50 20.40 793,254.00 1.0 5,443.90 0.7
41,550 Microsoft Corporation 26.27 1,091,368.18 30.48 1,266,444.00 1.6 4,570.50 0.4
25,535 Oracle Systems Corp. 18.20 464,758.43 24.53 626,373.55 0.8 0.00 0.0
10,905 Qualcomm Inc. 37.02 403,694.89 46.26 504,465.30 0.6 1,744.80 0.3
13,825 Texas Instruments 22.40 309,665.81 26.06 360,279.50 0.5 1,382.50 0.4
6,488,902.50 9,176,226.03 11.7 21,296.11 0.2
CONSUMER STAPLES
13,950 Coca Cola Co. 52.19 728,048.11 57.00 795,150.00 1.0 5,301.00 0.7
12,351 Kraft Foods Inc. 25.04 309,289.34 27.18 335,700.18 0.4 3,334.77 1.0
10,200 Pepsico Inc. 49.69 506,876.54 60.80 620,160.00 0.8 4,335.00 0.7
11,655 Philip Morris Intl. 33.22 387,229.82 48.19 561,654.45 0.7 0.00 0.0
16,580 Procter & Gamble 58.23 965,411.15 60.63 1,005,245.40 1.3 6,632.00 0.7
8,190 Walgreen Co. 39.45 323,079.12 36.72 300,736.80 0.4 2,538.90 0.8
3,219,934.08 3,618,646.83 4.6 22,141.67 0.6
FINANCIALS
9,695 AllState Corporation 28.95 280,692.86 30.04 291,237.80 0.4 7,368.20 2.5
10,750 American Express Co. 20.59 221,316.04 40.52 435,590.00 0.6 1,935.00 0.4
8,020 Ameriprise Fin Inc. 37.35 299,579.88 38.82 311,336.40 0.4 0.00 0.0
49,248  Bank of America Corp. 14.52 714,862.52 15.06 741,674.88 0.9 31,518.72 4.2
8,985 Bank of NY Co. 28.80 258,799.45 27.97 251,310.45 0.3 2,156.40 0.9
78,260 Citigroup - New 10.63 831,946.02 3.31 259,040.60 0.3 25,043.20 9.7
2,625 Franklin Resources 54.77 143,764.90 105.35 276,543.75 0.4 183.75 0.1
3,765 Goldman Sachs Grp. 106.03 399,192.32 168.84 635,682.60 0.8 1,317.75 0.2
23,105 JP Morgan Chase 33.43 772,303.40 41.67 962,785.35 1.2 8,779.90 0.9
11,245 Loews Corp 35.68 401,237.34 36.35 408,755.75 0.5 7,028.12 1.7
13,335 Metlife Inc. 38.92 519,008.11 35.35 471,392.25 0.6 2,800.35 0.6
10,760 Morgan Stanley 34.36 369,699.61 29.60 318,496.00 0.4 2,905.20 0.9
5,860 Prudential Financial 26.17 153,379.71 49.76 291,593.60 0.4 2,344.00 0.8
5,744 Simon Property Grp. 56.37 323,798.45 79.80 458,394.58 0.6 3,159.36 0.7
13,205 U.S. Bancorp 22.91 302,501.90 22.51 297,244.55 0.4 9,903.75 3.3
26,120 Wells Fargo & Co. 31.35 818,752.53 26.99 704,978.80 0.9 29,254.40 4.1
6,810,835.04 7,116,057.36 9.1  135,698.11 1.9
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Unit Total Market Pct. Annual  Cur.
Quantity Security Cost Cost Price Value Assets Income Yield
HEALTH CARE
8,340  Abbott Laboratories 53.31 444,645.33 53.99 450,276.60 0.6 3,002.40 0.7
6,175  Amgen Inc. 50.79 313,649.29 56.57 349,319.75 0.4 0.00 0.0
6,070 Baxter International Inc. 58.24 353,531.10 58.68 356,187.60 0.5 3,532.74 1.0
10,820  Bristol Myers Squibb 22.02 238,229.42 25.25 273,205.00 0.3 3,354.20 1.2
7,605  Gilead Sciences Inc. 44.47 338,175.10 43.27 329,068.35 0.4 0.00 0.0
16,805  Johnson & Johnson 58.53 983,614.96 64.41 1,082,410.05 1.4 7,730.30 0.7
8,780 Lilly (ELI) Co. 48.71 427,676.32 35.71 313,533.80 0.4 4,126.60 1.3
4,340  McKesson HBOC Inc. 60.91 264,337.68 62.50 271,250.00 0.3 1,041.60 0.4
8,315  Medtronic, Inc. 45.06 374,666.71 43.98 365,693.70 0.5 3,658.60 1.0
18,815 Merck & Co. Inc. 39.97 752,053.16 36.54 687,500.12 0.9 7,149.70 1.0
44,550  Pfizer Inc. 20.74 923,903.46 18.19 810,364.50 1.0 14,256.00 1.8
6,820 Thermo Fisher Scientific 46.55 317,483.28 47.69 325,245.80 0.4 0.00 0.0
5,731,965.83 5,614,055.27 7.2 47,852.14 0.9
CONSUMER DISCRETIONARY
11,515  CVS Corp. 32.33 372,301.87 32.21 370,898.15 0.5 690.90 0.2
8,130  Carnival Cruise Lines 32.14 261,329.91 31.69 257,639.70 0.3 1,016.25 0.4
26,172 Comcast Corp.-Cl A 16.52 432,447.72 16.86 441,259.92 0.6 1,635.75 0.4
4,475  Costco Wholesale Corp. 58.13 260,134.88 59.17 264,785.75 0.3 2,327.00 0.9
18,835  Disney Walt Co. 29.03 546,732.96 32.25 607,428.75 0.8 6,592.25 1.1
10,190  Ebay, Inc. 24.05 245,083.77 23.53 239,770.70 0.3 0.00 0.0
18,285  Home Depot Inc. 25.67 469,363.39 28.93 528,985.05 0.7 4,114.12 0.8
6,025  Kohls Corporation 58.61 353,151.16 53.93 324,928.25 0.4 0.00 0.0
15,605 Lowe's Companies 20.15 314,404.11 23.39 365,000.95 0.5 3,121.00 0.9
8,570  McDonalds Corp. 55.02 471,548.96 62.44 535,110.80 0.7 3,213.75 0.6
29,735 News Corp-Cl A 7.83 232,927.55 13.69 407,072.15 0.5 1,784.10 0.4
5,430 Nike, Inc. - Class B 64.97 352,761.58 66.07 358,760.10 0.5 2,606.40 0.7
9,990 Omnicom Group 36.46 364,205.43 39.15 391,108.50 0.5 7,992.00 2.0
8,055  TJX Companies, Inc. 39.67 319,570.04 36.55 294,410.25 0.4 2,255.40 0.8
7,935  Target Corp. 47.88 379,911.80 48.37 383,815.95 0.5 1,269.60 0.3
12,958  Time Warner Inc. 29.37 380,579.86 29.14 377,596.12 0.5 2,429.63 0.6
13,685  Wal-Mart Stores 50.22 687,278.48 53.45 731,463.25 0.9 3,250.19 0.4
6,443,733.45 6,880,034.34 8.8 44,298.34 0.6
TELECOMMUNICATION SERVICES
34,065 AT&T 30.02 1,022,591.78 28.03 954,841.95 1.2 13,626.00 1.4
20,385  Verizon Comm. 29.53 601,911.00 33.13 675,355.05 0.9 8,765.55 1.3
1,624,528.59 1,630,197.02 2.1 22,391.55 1.4
INDUSTRIALS
6,335 3M Co. 65.73 416,413.25 82.67 523,714.45 0.7 3,167.50 0.6
6,495 Boeing Co. 48.86 317,333.23 54.13 351,574.35 0.4 2,598.00 0.7
3,120  Burlington Northern 74.13 231,270.37 98.62 307,694.40 0.4 3,120.00 1.0
4,530  Caterpillar Inc. 56.68 256,764.93 56.99 258,164.70 0.3 1,902.60 0.7
5,990  Danaher Corp. 71.57 428,733.65 75.20 450,448.00 0.6 179.70 0.0
9,025  Emerson Electric 36.05 325,370.30 42.60 384,465.00 0.5 13,808.25 3.6
4,465  Fedex Corp. 78.04 348,438.33 83.45 372,604.25 0.5 1,607.40 0.4
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Unit Total Market Pct. Annual Cur.
Quantity Security Cost Cost Price Value  Assets Income Yield
4,795  General Dynamics 67.02 321,352.75 68.17 326,875.15 0.4 5,370.40 1.6
62,955 General Electric Co. 25.32 1,594,185.48 15.13 952,509.15 1.2 19,516.05 2.0
11,825 Honeywell Intl., Inc. 41.45 490,200.41 39.20 463,540.00 0.6 3,251.87 0.7
5,605 ITT Industries Inc. 54.70 306,581.17 49.74 278,792.70 0.4 896.80 0.3
10,660 Johnson Controls 22.52 240,065.08 27.24 290,378.40 0.4 3,837.60 1.3
5,085  Lockheed Martin Corp. 70.55 358,751.84 75.35 383,154.75 0.5 7,119.00 1.9
6,470 Northrop Grumman 49.64 321,181.15 55.85 361,349.50 0.5 7,764.00 2.1
4,865 Union Pacific Corp. 51.34 249,754.68 63.90 310,873.50 0.4 3,892.00 1.3
7,450 United Parcel Svc-Cl B 56.24 418,953.73 57.37 427,406.50 0.5 3,352.50 0.8
8,075 United Tech Corp. 48.51 391,735.48 69.41 560,485.75 0.7 2,584.00 0.5
7,017,085.84 7,004,030.55 8.9 83,967.67 1.2
ENERGY
4,330 Anadarko Peteroleum 37.36 161,777.69 62.42 270,278.60 0.3 1,558.80 0.6
2,690 Apache Corp. 100.24 269,655.28 103.17 277,527.30 0.4 403.50 0.1
11,855 ChevronTexaco Corp. 57.20 678,135.30 76.99 912,716.45 1.2 7,705.75 0.8
9,805 ConocoPhillips 43.80 429,469.47 51.07 500,741.35 0.6 4,608.35 0.9
3,300  Devon Energy Corp. 77.50 255,733.61 73.50 242,550.00 0.3 528.00 0.2
25,315 Exxon Mobil Corp. 57.09 1,445,343.59 68.19 1,726,229.85 2.2 10,126.00 0.6
10,285 Halliburton Company 21.97 225,914.05 30.09 309,475.65 0.4 3,085.50 1.0
7,430 Marathon QOil 21.28 158,106.29 31.22 231,964.60 0.3 11,888.00 5.1
5,895 National Oilwell Varco 24.72 145,719.09 44.09 259,910.55 0.3 0.00 0.0
5,820 Occidental Pete 60.55 352,376.33 81.35 473,457.00 0.6 1,862.40 0.4
7,510 Schlumberger LTD 45.70 343,228.46 65.09 488,825.90 0.6 1,577.10 0.3
13,740  Spectra Energy Corp 20.26 278,311.94 20.51 281,807.40 0.4 3,435.00 1.2
13,275 Williams Co., Inc. 19.61 260,260.36 21.08 279,837.00 0.4 1,460.25 0.5
5,240  XTO Energy Inc. 44.77 234,586.94 46.53 243,817.20 0.3 52.40 0.0
5,238,618.42 6,499,138.85 8.3 48,291.05 0.7
UTILITIES
18,155 Duke Energy Corp. 15.35 278,721.40 17.21 312,447.55 0.4 23,238.40 7.4
6,590 Exelon Corp. 54.70 360,466.52 48.87 322,053.30 0.4 3,031.40 0.9
639,187.92 634,500.85 0.8 26,269.80 4.1
MATERIALS
9,550 Dow Chemical Co. 25.22 240,808.98 27.63 263,866.50 0.3 12,797.00 4.8
11,300 Du Pont (E.IL.) 30.19 341,183.50 33.67 380,471.00 0.5 4,633.00 1.2
3,555  Freeport MC Co. - CI B 81.45 289,539.46 80.29 285,430.95 0.4 1,555.31 0.5
3,630 Monsanto Co. 93.17 338,194.54 81.75 296,752.50 0.4 871.20 0.3
3,260 Praxair, Inc. 62.55 203,900.83 80.31 261,810.60 0.3 2,216.80 0.8
1,413,627.30 1,488,331.55 1.9 22,073.31 1.5
COMMON STOCK 44,628,418.97 49,661,218.65 63.4 474,279.75 1.0
U.S. TREASURY NOTES/BONDS
3,172,000  U.S. Treasury Note 100.22  3,178,901.92 100.05  3,173,611.69 4.1 31,720.00 1.0

1.000% Due 08-31-11
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Unit Total Market Pct. Annual  Cur.
Quantity Security Cost Cost Price Value  Assets Income Yield
500,000 U.S. Treasury Note 100.31 501,562.50 99.28 496,406.09 0.6 6,875.00 1.4
1.375% Due 11-15-12
900,000  U.S. Treasury Note 101.95 917,507.81 100.73 906,539.46 1.2 23,625.00 2.6
2.625% Due 06-30-14
500,000 U.S. Treasury Note 99.15 495,761.71 97.63 488,165.04 0.6 10,625.00 2.2
2.125% Due 11-30-14
Accrued Interest 12,468.66 0.0
U.S. TREASURY NOTES/BONDS 5,093,733.94 5,077,190.95 6.5 72,845.00 1.4
GOVERNMENT AGENCIES
150,000 Fed Home Loan Mtg 101.22 151,828.50 107.94 161,906.25 0.2 6,750.00 4.2
4.500% Due 07-15-13
270,000  Fed Natl Mtg Assoc 101.25 273,375.00 108.37 292,612.50 0.4 12,487.50 4.3
4.625% Due 10-15-13
360,000 Fed Natl Mtg Assoc 101.97 367,088.40 108.69 391,275.00 0.5 18,000.00 4.6
5.000% Due 03-15-16
300,000 Fed Natl Mtg Assoc 115.35 346,045.50 114.34 343,031.25 0.4 18,750.00 5.5
6.250% Due 05-15-29
Accrued Interest 13,444.58 0.0
GOVERNMENT AGENCIES 1,138,337.40 1,202,269.58 1.5 55,987.50 4.7
MORTGAGE BACKED SECURITIES
FNMA/FHLMC
122,530  FGCI #E97963 101.78 124,712.98 105.39 129,131.12 0.2 6,126.52 4.7
5.000% Due 07-01-18
212,983  FGCI #G18008 100.31 213,648.22 103.89 221,259.16 0.3 9,584.22 4.3
4.500% Due 09-01-19
165,373  FNCI #831192 98.79 163,365.43 105.11 173,816.99 0.2 8,268.65 4.8
5.000% Due 11-01-20
294,777  FGCI #G11900 98.91 291,553.21 106.45 313,790.48 0.4 16,212.75 5.2
5.500% Due 02-01-21
535,748  FGCI #G12335 98.59 528,214.26 105.14 563,269.61 0.7 26,787.41 4.8
5.000% Due 05-01-21
327,398  FNCL #886599 99.52 325,812.01 106.11 347,388.75 0.4 18,006.88 5.2
5.500% Due 08-01-21
137,121 FGCI #G18175 100.37 137,633.71 105.93 145,259.01 0.2 7,541.65 5.2
5.500% Due 04-01-22
105,189  FGCI #G12777 98.83 103,953.61 104.70 110,133.03 0.1 5,259.46 4.8
5.000% Due 08-01-22
150,871 FNCI #949663 100.41 151,482.28 105.96 159,870.70 0.2 8,297.92 5.2
5.500% Due 08-01-22
264,494  FNCL #799556 99.64 263,543.92 102.94 272,278.51 0.3 13,224.72 4.9
5.000% Due 11-01-34
659,844  FNCL# 832869 96.80 638,708.27 102.82 678,438.30 0.9 32,992.19 4.9
5.000% Due 09-01-35
143,324  FNCL #805625 98.47 141,129.73 105.04 150,550.80 0.2 7,882.84 5.2
5.500% Due 12-01-35
266,896  FNCL #852028 99.16 264,644.00 106.41 283,993.28 0.4 16,013.76 5.6

6.000% Due 01-01-36
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556,427 FNCL #868450 99.22 552,079.48 104.87 583,524.53 0.7 30,603.46 5.2
5.500% Due 04-01-36
721,187 FNCL #938289 98.68 711,667.61 104.79 755,746.54 1.0 39,665.30 5.2
5.500% Due 07-01-37
195,782 FGLMC #G03216 96.12 188,181.96 102.66 200,991.95 0.3 9,789.11 4.9
5.000% Due 09-01-37
261,659 FNCL #899719 96.12 251,501.39 102.74 268,828.46 0.3 13,082.95 4.9
5.000% Due 09-01-37
940,603 FNCL #256925 100.77 947,808.30 106.08 997,773.04 1.3 56,436.19 5.7
6.000% Due 10-01-37
Accrued Interest 27,148.00 0.0
5,999,640.38 6,383,192.26 8.2  325,775.98 5.1
GNMA
146,789 GNJO #605142 100.75 147,890.29 104.45 153,320.03 0.2 6,605.52 4.3
4.500% Due 03-15-19
160,120 GNSF #594139 100.09 160,270.05 103.62 165,917.88 0.2 8,006.00 4.8
5.000% Due 10-15-33
169,363 GNSF #671531 100.25 169,786.74 104.94 177,733.26 0.2 9,314.98 5.2
5.500% Due 09-15-37
Accrued Interest 1,993.88 0.0
477,947.08 498,965.04 0.6 23,926.50 4.8
MORTGAGE BACKED 6,477,587.46 6,882,157.31 8.8 349,702.49 5.1
SECURITIES
COMMERCIAL MORTGAGE BACKED SECURITIES
500,000 Merrill Lynch Mtg Tr 96.99 484,941.41 70.73 353,665.00 0.5 27,497.19 7.8
5.499% Due 01-12-44
1,000,000 JPMCC 2006-LDP9 A3 99.09 990,937.50 86.73 867,270.00 1.1 53,360.00 6.2
5.336% Due 05-15-47
Accrued Interest 3,822.80 0.0
COMMERCIAL MORTGAGE 1,475,878.91 1,224,757.80 1.6 80,857.19 6.6
BACKED SECURITIES
CORPORATE BONDS
UTILITY BONDS
142,000 Duke Energy Corp. 101.07 143,515.10 109.04 154,840.21 0.2 7,526.00 4.9
5.300% Due 10-01-15
300,000 Natl Rural Utilities 119.23 357,705.00 112.74 338,212.80 0.4 21,600.00 6.4
7.200% Due 10-01-15
140,000 Carolina Power & Light 100.44 140,616.00 109.35 153,092.52 0.2 7,350.00 4.8
5.250% Due 12-15-15
110,000 SBC Comm Inc. 101.37 111,508.10 107.42 118,166.51 0.2 6,187.50 5.2
5.625% Due 06-15-16
500,000 South Carolina EQG 105.04 525,222.50 95.60 477,979.50 0.6 26,500.00 5.5

5.300% Due 05-15-33
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500,000 Comcast Corp. 101.42 507,095.00 103.11 515,535.00 0.7 32,250.00 6.3
6.450% Due 03-15-37
Accrued Interest 20,765.11 0.0
1,785,661.70 1,778,591.65 2.3 101,413.50 5.8
FINANCIAL BONDS
140,000 Gen. Elec. Cap. Corp. 102.21 143,089.80 103.41 144,780.30 0.2 6,825.00 4.7
4.,875% Due 10-21-10
500,000 National City Bank 100.00 500,000.00 104.43 522,135.00 0.7 31,250.00 6.0
6.250% Due 03-15-11
500,000 HSBC Finance 115.58 577,912.50 108.90 544,516.50 0.7 31,875.00 5.9
6.375% Due 11-15-12
500,000  Progressive Corp. 94.84 474,220.00 108.73 543,637.00 0.7 35,000.00 6.4
7.000% Due 10-01-13
1,000,000 Principal Life Inc. FDG 96.71 967,130.00 101.74 1,017,406.00 1.3 51,000.00 5.0
5.100% Due 04-15-14
700,000 JP Morgan 98.58 690,032.00 110.03 770,233.10 1.0 39,900.00 5.2
5.700% Due 11-15-14
110,000 Gen. Elec. Cap. Corp. 101.59 111,750.10 102.06 112,265.01 0.1 5,940.00 5.3
5.400% Due 02-15-17
500,000 Hartford Financial 97.04 485,225.00 95.33 476,632.50 0.6 26,875.00 5.6
5.375% Due 03-15-17
500,000  Lehman Bros. Holdings 98.70 493,480.00 0.03 150.00 0.0 32,500.00 21,666.7
6.500% Due 07-19-17
500,000 Bank of America Corp. 108.60 543,025.00 115.68 578,423.50 0.7 38,125.00 6.6
7.625% Due 06-01-19
Accrued Interest 66,113.17 0.1
4,985,864.40 4,776,292.08 6.1  299,290.00 6.4
INDUSTRIAL BONDS
142,000  United Technologies 100.76 143,076.40 101.45 144,059.99 0.2 6,212.50 4.3
4.375% Due 05-01-10
500,000 Avon Products 97.96 489,820.00 104.13 520,640.00 0.7 25,625.00 4.9
5.125% Due 01-15-11
375,000 Estee Lauder Cos Inc. 110.31 413,658.75 106.93 400,982.25 0.5 22,500.00 5.6
6.000% Due 01-15-12
140,000 Pepsico Inc. 103.96 145,539.80 107.65 150,709.86 0.2 7,210.00 4.8
5.150% Due 05-15-12
142,000 GE Company 101.48 144,108.70 105.80 150,230.32 0.2 7,100.00 4.7
5.000% Due 02-01-13
500,000 Wal-Mart Stores 105.58 527,925.00 115.36 576,788.00 0.7 36,250.00 6.3
7.250% Due 06-01-13
100,000 Schering-Plough 101.31 101,313.00 109.91 109,905.70 0.1 5,300.00 4.8
5.300% Due 12-01-13
500,000 Deere & Company 107.33 536,670.00 115.43 577,172.00 0.7 34,750.00 6.0
6.950% Due 04-25-14
645,000 Cisco Systems 98.29 633,966.00 109.79 708,144.85 0.9 35,475.00 5.0

5.500% Due 02-22-16
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134,000 Abbott Labs 104.44 139,944.20 110.30 147,800.53 0.2 7,872.50 5.3
5.875% Due 05-15-16

500,000 Anheuser Busch 100.18 500,918.63 102.16 510,779.00 0.7 25,250.00 4.9
5.050% Due 10-15-16

300,000 Costco Companies 101.60 304,794.00 106.73 320,184.60 0.4 16,500.00 5.2
5.500% Due 03-15-17

450,000 Coca-Cola Enterprises 118.68 534,051.00 115.35 519,089.85 0.7 32,062.50 6.2
7.125% Due 08-01-17

550,000 Kerr-McGee Corp 104.28 573,556.50 108.30 595,642.85 0.8 38,225.00 6.4
6.950% Due 07-01-24

500,000  IBM Corp. 112.65 563,240.00  114.64 573,199.00 0.7 35,000.00 6.1
7.000% Due 10-30-25

323,000 Procter & Gamble 100.28 323,901.20 103.28 333,584.06 0.4 17,926.50 5.4
5.550% Due 03-05-37

Accrued Interest 104,927.55 0.1
6,076,483.18 6,443,840.42 8.2 _ 353,259.00 5.6
CORPORATE BONDS 12,848,009.28 12,998,724.15 16.6  753,962.50 5.9
CASH & EQUIVALENTS

Dividend Accrual 79,952.58 79,952.58 0.1 0.00 0.0

Inventor MMF 1,189,950.41 1,189,950.41 1.5 36,888.46 3.1

MMF Interest Accrual 793.80 793.80 0.0 27.78 3.5

CASH & EQUIVALENTS 1,270,696.79 1,270,696.79 16 36,916.25 2.9

TOTAL PORTFOLIO 72,932,662.76 78,317,015.23 100.0 1,824,550.68 2.3
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BEAVER COUNTY SMALL CAP PORTFOLIO APPRAISAL

Unit Total Market Pct. Annual  Cur.
Quantity Security Cost Cost Price Value  Assets Income Yield
COMMON STOCK
INFORMATION TECHNOLOGY
5,380  Arris Group Inc 7.49 40,316.25 11.43 61,493.40 0.6 0.00 0.0
3,035  Black Box Corporation 21.60 65,567.35 28.34 86,011.90 0.8 182.10 0.2
1,625  Brady Corp-A 20.20 32,818.28 30.01 48,766.25 0.4 910.00 1.9
10,000 CTS Corp. 9.14 91,386.00 9.62 96,200.00 0.9 300.00 0.3
2,485  Comtech Telecommunications 33.34 82,841.63 35.04 87,074.40 0.8 0.00 0.0
1,000  Concur Technologies Inc 20.28 20,280.00 42.75 42,750.00 0.4 0.00 0.0
4,500 Cypress Semiconductor Corp 10.72 48,240.00 10.56 47,520.00 0.4 0.00 0.0
5,910 ]2 Global Communications 19.41 114,722.28 20.35 120,268.50 1.1 0.00 0.0
3,250  Microsemi Corp. 13.83 44,948.48 17.76 57,720.00 0.5 0.00 0.0
7,200  Netscout Systems Inc. 12.67 91,234.80 14.62 105,264.00 1.0 0.00 ?
1,900  Plexus Corp 26.77 50,861.32 28.48 54,112.00 0.5 0.00 0.0
5,315  Progress Software 17.34 92,156.93 29.22 155,304.30 1.4 0.00 0.0
8,270  Radisys Corp 7.08 58,571.72 9.55 78,978.50 0.7 0.00 0.0
9,050  Skyworks Solutions Inc. 7.70 69,703.50 14.19 128,419.50 1.2 2,805.50 2.2
1,300  Synaptics Inc 36.42 47,350.94 30.65 39,845.00 0.4 0.00 0.0
5,405 Tetra Tech Inc 21.74 117,511.26 27.17 146,853.85 1.3 0.00 0.0
6,700  Triquint Semiconductor Corp 7.44 49,843.00 6.00 40,200.00 0.4 0.00 0.0
5,025  Tyler Technologies Inc 12.98 65,206.28 19.91 100,047.75 0.9 0.00 0.0
5,230  Varian Semiconductor 20.41 106,743.76 35.88 187,652.40 1.7 0.00 0.0
2,650  Veeco Inst. Inc. 19.65 52,061.90 33.04 87,556.00 0.8 0.00 0.0
6,445 Websense Inc 11.85 76,396.51 17.46 112,529.70 1.0 0.00 0.0
1,418,762.19 1,884,567.45 17.1 4,197.60 0.2
CONSUMER STAPLES
2,000 Casey's Gen. Stores 24.65 49,294.82 31.91 63,820.00 0.6 400.00 0.6
2,110  Diamond Foods Inc 22.06 46,554.20 35.54 74,989.40 0.7 94.95 0.1
5,675  Hain Celestial Group Inc. 21.08 119,623.98 17.01 96,531.75 0.9 0.00 0.0
1,360  J&J Snack Foods 33.21 45,159.60 39.96 54,345.60 0.5 125.80 0.2
2,500 Sanderson Farms Inc 40.27 100,676.00 42.16 105,400.00 1.0 350.00 0.3
361,308.60 395,086.75 3.6 970.75 0.2
FINANCIALS
153  Acadia Realty Trust 12.58 1,925.00 16.87 2,581.77 0.0 32.14 1.2
9,035 Biomed Realty Trust Inc. 15.29 138,176.63 15.78 142,572.30 1.3 3,026.72 2.1
4,000 Delphi Fin Gp-A 23.58 94,311.20 22.37 89,480.00 0.8 400.00 0.4
2,675  Eastgroup Properties 28.43 76,054.95 38.28 102,399.00 0.9 0.00 0.0
7,240  First Commonwealth 9.70 70,264.17 4.65 33,666.00 0.3 1,230.80 3.7
1,000  Greenhill & Co Inc 70.83 70,831.00 80.24 80,240.00 0.7 450.00 0.6
2,480 Home Properties Inc. 30.92 76,689.94 47.71 118,320.80 1.1 1,661.60 1.4
1,770  Investment Tech Grp. 22.16 39,226.21 19.70 34,869.00 0.3 0.00 0.0
4,855  Kilroy Realty 34.27 166,380.48 30.67 148,902.85 1.3 2,815.90 1.9
19,165  Lexington Realty Trust 3.83 73,485.25 6.08 116,523.20 1.1 6,324.45 5.4
3,000 N BT Bancorp Inc. 23.07 69,218.40 20.37 61,110.00 0.6 60.00 0.1
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8,545  National Retail Properties 18.39 157,131.61 21.22 181,324.90 1.6 3,204.37 1.8
8,765  Old National Bancorp 12.74 111,671.93 12.43 108,948.95 1.0 0.00 0.0
2,350 Proassurance Corp 44.48 104,537.00 53.71 126,218.50 1.1 0.00 0.0
7,325  Senior Housing Prop Tr. 17.18 125,822.46 21.87 160,197.75 1.4 2,563.75 1.6
8,245  Susquehanna Bancsh 10.36 85,452.84 5.89 48,563.05 0.4 2,143.70 4.4
3,370  Tanger Factory Outlet Center 30.06 101,315.30 38.99 131,396.30 1.2 1,280.60 1.0
14,355  Trustco Bank Corp. NY 6.75 96,832.59 6.30 90,436.50 0.8 2,153.25 2.4
2,970  UMB Financial Corp. 43.31 128,634.36 39.35 116,869.50 1.1 490.05 0.4
5,400  United Bankshares Inc. 20.27 109,469.27 19.97 107,838.00 1.0 1,566.00 1.5
6,695  Whitney Hidg Corp. 13.02 87,168.50 9.11 60,991.45 0.6 1,807.65 3.0
1,984,599.09 2,063,449.82 18.7 31,210.99 1.5
HEALTH CARE
5,320  American Medical Sys 10.42 55,445.58 19.29 102,622.80 0.9 0.00 0.0
3,000 Catalyst Health Solutions 26.71 80,134.80 36.47 109,410.00 1.0 0.00 0.0
6,710  Conmed Corp. 20.70 138,890.91 22.80 152,988.00 1.4 0.00 0.0
3,125  Cooper Cos Inc. 22.55 70,456.25 38.12 119,125.00 1.1 156.25 0.1
785  Dionex Corp. 63.86 50,130.48 73.88 57,995.80 0.5 0.00 0.0
1,775  Haemonetics Corp/Mass 54.25 96,299.50 55.15 97,891.25 0.9 0.00 0.0
5,015 Integra Lifesciences 26.70 133,906.92 36.87 184,903.05 1.7 0.00 0.0
2,990 Magellan Health Services Inc. 36.56 109,324.41 40.73 121,782.70 1.1 0.00 0.0
2,500 Mednax Inc 46.44 116,097.00 60.11 150,275.00 1.4 0.00 0.0
8,020 PSS World Medical 15.33 122,974.44 22.60 181,252.00 1.6 0.00 0.0
2,210 Salix Pharmaceuticals LTD 22.58 49,891.63 25.39 56,111.90 0.5 0.00 ?
1,023,551.92 1,334,357.50 12.1 156.25 0.0
CONSUMER DISCRETIONARY
1,400  Buffalo Wild Wings 40.79 57,112.98 40.27 56,378.00 0.5 0.00 0.0
3,180 Carter's Inc 25.04 79,616.17 26.25 83,475.00 0.8 0.00 0.0
1,000  Green Mountain Coffee 59.65 59,652.90 81.47 81,470.00 0.7 0.00 0.0
2,705 Helen of Troy LTD 19.05 51,524.16 24.46 66,164.30 0.6 0.00 0.0
5,000  Hot Topic Inc 9.68 48,417.50 6.35 31,750.00 0.3 0.00 0.0
4,300  Jack in the Box Inc. 22.42 96,404.25 19.67 84,581.00 0.8 0.00 0.0
7,400  Maidenform Brands Inc 12.65 93,581.00 16.69 123,506.00 1.1 0.00 0.0
3,485 Papa John's Intl Inc 21.60 75,275.45 23.36 81,409.60 0.7 0.00 0.0
5,800  Perry Ellis International 15.69 91,014.76 15.06 87,348.00 0.8 0.00 ?
4,450  Polaris Industries Inc. 29.94 133,250.27 43.63 194,153.50 1.8 1,691.00 0.9
3,955  SkyWest Inc 15.35 60,692.45 16.92 66,918.60 0.6 158.20 0.2
3,305  Sovran Self Storage 24.04 79,448.80 35.73 118,087.65 1.1 2,082.15 1.8
3,515  Toro Co. 35.26 123,932.62 41.81 146,962.15 1.3 527.25 0.4
1,700  Tractor Supply Co. 54.34 92,373.24 52.97 90,049.00 0.8 0.00 0.0
4,140  Viad Corp. 20.02 82,879.70 20.63 85,408.20 0.8 165.60 0.2
2,200  Wolverine W.W. 25.99 57,175.14 27.22 59,884.00 0.5 99.00 0.2
1,282,351.39 1,457,545.00 13.2 4,723.20 0.3
TELECOMMUNICATION SERVICES
5,360  Arbitron Inc. 13.84 74,204.28 23.42 125,531.20 1.1 0.00 0.0
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INDUSTRIALS
2,590  ABM Industries Inc. 15.76 40,823.68 20.66 53,509.40 0.5 233.10 0.4
2,245  Acuity Brands Inc. 35.07 78,728.00 35.64 80,011.80 0.7 291.85 0.4
5,135  Albany Intl Corp. 23.55 120,944.30 22.46 115,332.10 1.0 616.20 0.5
2,915  Anixter Intl Inc. 45.89 133,774.69 47.10 137,296.50 1.2 0.00 0.0
4,705  Baldor Electric Co. 27.82 130,909.21 28.09 132,163.45 1.2 799.85 0.6
4,050 Belden CDT 26.66 107,980.05 21.92 88,776.00 0.8 202.50 0.2
1,365  CACI Intl Inc-A 46.48 63,441.45 48.85 66,680.25 0.6 0.00 0.0
1,995  Clarcor Inc. 32.84 65,521.79 32.44 64,717.80 0.6 159.60 0.2
2,755  Coinstar, Inc. 30.77 84,759.60 27.78 76,533.90 0.7 0.00 0.0
3,840  Curtiss-Wright Corp. 36.89 141,648.22 31.32 120,268.80 1.1 307.20 0.3
2,670  Emcor Group Inc. 19.53 52,155.22 26.90 71,823.00 0.6 0.00 0.0
2,610  Esterline Tech Corp. 32.13 83,849.29 40.77 106,409.70 1.0 0.00 0.0
1,770  Forward Air Corp 22.64 40,068.20 25.03 44,303.10 0.4 0.00 0.0
3,915  Gardner Denver Inc. 21.44 83,951.33 42.55 166,583.25 1.5 0.00 0.0
13,300  GenCorp Inc. 3.28 43,621.34 7.00 93,100.00 0.8 0.00 0.0
3,135  Heartland Express Inc. 14.23 44,602.90 15.27 47,871.45 0.4 250.80 0.5
1,755  Hub Group 24.59 43,155.45 26.79 47,016.45 0.4 0.00 0.0
2,675  Kaydon Corp. 40.32 107,866.96 35.76 95,658.00 0.9 401.25 0.4
2,555 Mueller Ind Inc. 23.35 59,655.42 24.84 63,466.20 0.6 1,022.00 1.6
2,225  Orbital Sciences Corp 17.53 39,008.92 15.26 33,953.50 0.3 0.00 0.0
2,260  Regal Beloit 31.83 71,929.47 51.94 117,384.40 1.1 361.60 0.3
1,775  Teledyne Inc. 39.64 70,361.21 38.36 68,089.00 0.6 0.00 0.0
1,825  United Stationers Inc. 32.66 59,598.52 56.88 103,815.12 0.9 0.00 0.0
1,768,355.23 1,994,763.17 18.0 4,645.95 0.2
ENERGY
1,600  Atwood Oceanics, Inc. 30.61 48,976.00 35.85 57,360.00 0.5 0.00 0.0
715  Carbo Ceramics 30.03 21,470.66 68.17 48,741.55 0.4 343.20 0.7
2,715  Dril-Quip 25.84 70,155.45 56.48 153,343.20 1.4 0.00 0.0
3,220  Holly Corp 21.78 70,131.60 25.63 82,528.60 0.7 483.00 0.6
4,315  Kirby Corp. 29.00 125,146.65 34.83 150,291.45 1.4 0.00 0.0
4,165  Oil States Intl 13.01 54,193.61 39.29 163,642.85 1.5 0.00 0.0
3,000  Penn Virginia Corp. 16.50 49,490.93 21.29 63,870.00 0.6 168.75 0.3
920  Seacor Smit Inc. 57.33 52,743.30 76.25 70,150.00 0.6 0.00 0.0
3,855  St. Mary Land & Exp. 17.63 67,966.88 34.24 131,995.20 1.2 192.75 0.1
2,200  World Fuel Services Corp. 26.81 58,973.95 26.79 58,938.00 0.5 1,650.00 2.8
619,249.03 980,860.85 8.9 2,837.70 0.3
UTILITIES
5,380  Atmos Energy Corp. 22.03 118,520.56 29.40 158,172.00 1.4 1,748.50 1.1
6,765  Avista Corp. 16.71 113,015.41 21.59 146,056.35 1.3 1,116.22 0.8
6,545  Piedmont Nat. Gas Co. 24.92 163,071.49 26.75 175,078.75 1.6 1,701.70 1.0
394,607.47 479,307.10 4.3 4,566.42 1.0
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Unit Total Market Pct. Annual Cur.
Quantity Security Cost Cost Price Value  Assets Income Yield
MATERIALS
1,700  Arch Chemicals, Inc. 25.65 43,605.00 30.88 52,496.00 0.5 0.00 0.0
2,515 Eagle Materials Inc. 21.81 54,864.35 26.05 65,515.75 0.6 25.15 0.0
1,000 Rock-Tenn Company CL A 50.06 50,060.00 50.41 50,410.00 0.5 100.00 0.2
2,645  Texas Industries Inc. 28.95 76,574.37 34.99 92,548.55 0.8 198.37 0.2
225,103.72 260,970.30 2.4 323.52 0.1
COMMON STOCK 9,152,092.92 10,976,439.14 99.3 53,632.39 0.5
CASH & EQUIVALENTS
Dividend Accrual 15,841.07 15,841.07 0.1 0.00 0.0
Investor MMF 60,147.88 60,147.88 0.5 1,864.58 3.1
MMF Interest Accrual 19.14 19.14 0.0 0.67 3.5
CASH & EQUIVALENTS 76,008.09 76,008.09 0.7 1,865.25 2.5
TOTAL PORTFOLIO 9,228,101.01 11,052,447.23 100.0 55,497.64 0.5
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MEDIA PERSPECTIVE

The Dimming of a Beacon
Riding High at the Start of the 2000s, the Nation’s Economic Model Had a Rocky Ride

By Mark Whitehouse, Wall Street Journal

The 2000s could be termed a lost decade
for the U.S. economy.

The average American’s annual income
stood at $39,446 as of October 2009, up only
5.3% in inflation-adjusted terms from the
end of the 1990s.

That's the slowest growth registered in
at least six decades. The average person’s
net worth fell 13% through September 2009
as stock and home prices plunged. The S&P

20009.

Meanwhile, income inequality grew. Although it’s still too early to
gauge the full effect of the most recent financial crisis, as of 2007,
the highest-earning 0.1% of the population accounted for 8.2% of
all pre-tax income, according to economists Thomas Piketty of the
Paris School of Economics and Emmanuel Saez of the University of
California at Berkeley. That was up from 6.6% in 1999, and the
highest level since 1917.

Policy makers may be breathing a sigh of relief as the world’s
largest economy shows signs of emerging from the worst crisis since
the Great Depression. But its performance in the 2000s is forcing
them to confront an age-old quandary: how to save capitalism from
itself.

For much of the past century, America has served as the global
model for the power of free markets to generate prosperity. On Jan.
1, 2000, the net worth of the average American was 44% greater
than 10 years earlie—a fact that many took as a vindication of the
relatively unfettered capitalism seen in the U.S. since the 1980s.
Throughout the world, policy makers saw economic reform as a
steady march toward the U.S. model, with its flexible work force and
dynamic financial markets. Financial crises like those that occurred in
Asia and Russia were merely errors or stumbles along the way.

‘

- !

500 delivered an inflation-adjusted total ’

return of negative 30% through November _ lending standards.

Long Slide

In the 2000s, though, the U.S. quickly
went from being the beacon of capitalism to a
showcase for some of its flaws. The bursting of
the Internet bubble exposed duplicity and
cronyism in the stock market, with analysts
hyping shares of investment-banking clients.
The demise of Enron demonstrated how the
U.S. accounting system, which had been held
up as a global standard, could be gamed.

Consumers spent too much and saved too
little, egged on by a housing boom and lax

The financial sector assumed an ever-
larger share of the U.S. economy, devising new investment products
that contributed to activity but, in the end, didn't add value. The
result: a deep financial crisis that has discredited the idea, central to
the U.S. system, that bankers’ own interests would guide them to do
what was best for the economy.

The troubles in the U.S. stand in sharp contrast to the relative
success of other countries, notably China. With a system that is at
best quasi-capitalist, China’s economic output per person grew an
inflation-adjusted 141% over the decade, and hardly paused for the
global crisis, according to estimates from the International Monetary
Fund. That compares with 9% growth in the U.S. over the same
period.

“The U.S. was perceived as the place to emulate. To a large
extent that's gone,” says Raghuram Rajan, a professor at the
University of Chicago Booth School of Business who served as chief
economist of the IMF from 2003 to 2006.

None of that is to say the U.S. model has failed, say economists.
At least twice in the past century, the U.S. has re-emerged from
deep crises to reinvent capitalism. In the 1930s, the Depression
compelled Franklin Roosevelt to introduce Social Security, deposit
insurance and the Securities and Exchange Commission.




After the brutal stagflation of the 1970s and early 1980s, then-
Federal Reserve Chairman Paul Volcker demonstrated the ability of
an independent central bank to get prices under control, ushering in
an age in which powerful, largely autonomous central banks became
the norm throughout the developed world.

This time around, as the debate over health insurance
demonstrates, Washington’s ability to expand the social safety net is
limited by its massive debts, which grew 65% in inflation-adjusted
terms over the decade to about $11.9 trillion as of September. Over
the next decade, programs such as Social Security and Medicare
could face cuts as the government seeks to close a budget deficit
that its stimulus programs have ballooned.

Policy makers’ focus now, though, is on the financial sector that
failed so spectacularly. Progress has been slow, and key pieces are
missing, but the contours of a new system are taking shape. Banks
will face stricter limits on their use of borrowed money, or
“leverage,” to boost returns. The Fed will keep a closer eye on
markets during booms, and possibly step in to curb excessive risk-
taking—a U-turn from its previous policy of mopping up after
bubbles burst.

Risk and Reward

Such changes would amount to a grand bargain: Give up some
of the growth and dynamism of the U.S. economy for a safer, more
equitable brand of capitalism -- one that could avoid the kind of
busts that turned the 2000s into such a disaster. Some economists
hope safety can come at minimal cost. Jeremy Stein, a Harvard
professor who spent several months advising the U.S. Treasury in
the darkest days of the crisis, says putting a lid on leverage doesn't
mean limiting financing for the kind of entrepreneurial activity and
technological innovation that engender robust growth.

“There’s no reason for us to turn against our willingness to allow
companies to go public quickly or any of that,” he says. “It can lead
to scandals sometimes, but it doesn’t pose any systemic risks.”

Many of the changes under consideration have never been tried
on such a scale, and some will undoubtedly prove ill-conceived.
Given the lack of precedents, there is little basis for an educated
guess at the outcome.

But one thing is certain: America’s success or failure over the
next decade will go a long way toward defining what the world’s
next economic model will be.

© Copyright 2009, The Wall Street Journal. All rights reserved.
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