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MARKET UP-DATE

Stocks & bonds ended 2007 with moderate returns in spite of turmoil in the latter part of the
year. Subprime mortgage defaults, a housing slowdown, and concerns about a slowing economy
were the primary sources of anxiety. The S&P 500 stock index was up over 5% for the year and
the Lehman Aggregate bond index gained approximately 7%. On the flip side, smallcap stocks
cked out a 1% gain, real estate investments (REITs) lost in the neighborhood of -16%, and value

stocks performed poorly after a string of good years.

Performance leaders from the previous three years saw a reversal of fortune and volatility
became common place. The beginning of 2008 has brought with it more wild swings in the
market. Uncertainty about the economy abounds, thus we expect more of the same. Times like
these challenge an investor’s dedication to their principles. Falling stock markets lend the concept
of market timing a bit of luster. It is undeserved. Markets fall and then reverse course rapidly and
without warning.  Economic slow-downs and, dare we say it, recession, are temporary
conditions. A long-term plan takes these into account and disciplined investors ride through

stormy waters, adding more to investments that decline sharply in value.

Please visit the Archive section of our website to see additional charts and information about the
previous quarter in our Quarterly Review & Outlook and to read articles about municipal bonds
and a January 2008 market update.

QUARTERLY TOPIC: A RISk OF MILD STAGFLATION

As the U.S. economy slows and signs of inflation persist, a term from the 1970’s, stagflation, is
making like bellbottom pants and reappearing when you are in no mood for disco fever.
Stagflation was used to describe the era of stagnant economic growth and high inflation. Every era
is different, but enough similarities have appeared for economists to reminisce about a time when
oil embargos shocked the world and polyester pants where fashionable.

On the economic front, the economy has undeniably slowed, but policy-makers are using all
available tools to counteract the momentum and try to reverse it. Interest rates have been
dramatically slashed.
effectiveness and timing of both actions are hotly debated, but they will likely add a spark to the

An economic stimulus plan will soon be passed by Congress. The

economy. To some extent, we are working through a natural economic cycle and patience is the
only attribute that will be of any use.

Slowing economic growth is typically accompanied by declining inflation, but today we have not
yet seen that occur. A 4.1% gain in the CPI last year was the largest rise in the last 10 years, if not
longer. Many factors are at work. Commodity inflation is persistent, sources of deflation may be

disappearing, and monetary policy is explicitly inflationary. (CONTINUED)

IMPORTANT TAX REMINDER
Our Management Fees are Tax-Deductible.

Consult your Tax Advisor for full details.

INDEX SCORE-CARD

QUARTERLY RETURNS

S&P 500: -3.33%
Russell 2000: -4.58%
Lehman Aggr.: 3.00%
MSCI EAFE: -1.75%
FTSE NAREIT:  -12.67%
Commodities: 4.73%

All data as of the period ending
12/31/07
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QUARTERLY TOPIC: A RISK OF MILD STAGFLATION (CONTINUED)

Commodity inflation is being driven at the margin by booming
emerging markets, especially China and India. According to the
London Times, “China is already the world’s largest consumer
of every big resource except oil and accounts for 47 percent of
all iron ore, 32 percent of aluminum, and 25 percent of
copper.” In addition, the rising middle class of these countries
have evolving tastes. Higher standards of living are generally
accompanied by consumption of more protein, a possible
source of demand and inflation for meat, milk, and feed-grain
prices. Furthermore, energy-producing nations have become
OPEC is in fact
considering a cut to production to head off any decline in

very comfortable with high oil prices.

demand if the U.S. economy softens more than expected. Asa
result, energy and other commodity prices could remain

stubbornly high.

These sources of inflation did not appear overnight and have in
the past decade been at least partially compensated for by a
powerful deflationary force — China. This could be changing.
Annual inflation clocked in at a 6.5% in August of last year, the
highest rate China has experienced in the last 10 years. There is
concern among economists, including the former Federal
Reserve Chairman Alan Greenspan, that the addition of millions
of Chinese and Indian workers to the global labor force was a
one-time phenomenon that contributed to an era of low
inflation. As that era phases out, a past source of deflation or
low inflation may transition to something less benign.

Finally, Federal Reserve monetary policy has the potential to
exacerbate inﬂationary pressures. Deep interest rates cuts were
recently made to ward off recession. Low rates in the UL.S.
make dollar denominated investments relatively less attractive
to foreigners. Thus capital may flow out of the U.S., resulting
in a further decline in the value of the dollar. A falling dollar
makes all imported goods more expensive and therefore causes
inflation. Low rates can have other repercussions that lead to
inflation, which puts the Fed in a tough spot — they want to
stimulate the economy with an “easy money” policy, but

inflation is a very destructive force, especially for those on fixed
incomes.

Of course, common sense and history tell us there are two sides
to every story. Prior to the last two recessions, inflation
behaved in a similar fashion, rising to a peak level before
tapering off. Economic slowdowns historically lead to slack
demand for commodities and less pressure on companies to
Also, it has been said that the best
The effects of

substitution and innovation (technological break-through that

raise wages and prices.
solution to high prices is more high prices.

we cannot predict) reduce demand for scarce products,
services, and resources.

The global economy continues to grow in complexity and adapt
to adversity in ways that often defy expectations. Continued
openness and free trade assist in this adaption - as Chinese
manufacturing costs increase, manufacturers are simultaneously
making productivity gains or shifting production to lower cost
venues, such as Vietnam and Indonesia, which may lead to
stable unit prices rather than inflation. Likewise, a resolution to
the current mortgage mess could be a catalyst for renewed
confidence in the financial system and ease pressure on the
Federal Reserve to keep interest rates low. Normalized rates
and continued global growth could snap us out of a possible
stagflationary funk. There are no guarantees. We will continue
to strive to understand the possible futures scenarios and invest
with discipline and a long view of the markets.

Regards,
Brian ] Lawrence, CFA

WIT & WISDOM
‘Wﬁen eue@fﬁ;‘nﬂ seems fo be ja;’nﬂ @ﬂim‘f you,
remember that the m‘rp/&me takes off against the wind,
not with it." _Henry Ford (1863 - 1947)

Index Definitions

S&P 500: A U.S. large company stock index. A group of 500 of the most widely traded stocks in the U.S., as selected by Standard & Poors.
Russell 2000: A U.S. small company stock index. The smallest 2000 stocks in the Russell 3000 Market Index.
Lehman Aggregate Bond: A total bond market index, including corporate, government, mortgage and asset backed securities.

MSCI EAFE: An index of foreign stocks in the developed markets of Europe, Australia, Asia and the Far East.
FTSE NAREIT: A composite of Real Estate Investment Trust traded on the U.S. stock exchanges.

Commodities: Performance is represented by the IMCO Commodity Real Return Strategy Fund, which uses the D] AIG Commodity Index as a benchmark.
TIPS: Treasury issued bonds whose principal value is indexed to the CPI, thus rising and falling with inflation.

Disclaimer:  Opinions and views expressed in this newsletter are solely those of the author and are subject to change based on market and other conditions. These materials,
including the mention of individual securities and mutual funds, are provided for informational purposes only and should not be used or construed as a recommendation or
solicitation to buy or sell any security, fund or sector. Neither Headwater Investment Consulting, Inc. nor any of its data or content providers (such as Morningstar and
Dimensional Fund Advisors) shall be liable for any errors in the content, or for any actions taken in reliance thereon. All data provided by Headwater Investment Consulting, Inc. is
based solely upon research information provided by third parties. Headwater Investment Consulting, Inc. has not reviewed, and in no way endorses the validity of such data.

Headwater Investment Consulting, Inc. shall not be liable for any actions taken in reliance thereon. As with all investment decisions, please do your own due diligence.



