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Market Up-Date

Asset Class Performance Comparison
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The second quarter of 2008 witnessed the worst single month for stocks in 50 years.  Losses in June overwhelmed modest gains from April and May.  
These declines were mostly fueled by continued trouble with financial firms, surging oil and food prices, and concern about the health of the 
economy.  

Below is a chart that helps put our recent experiences into perspective.  First of all, it’s easy to see that nearly every type of investment lost money in 
the quarter.  However, it’s equally clear that every category gained in value over the previous 10 year period of time.  Thus, holding stocks for the 
long-term is a sensible choice, but with a caveat.  

Upon closer examination, Large-Cap U.S. stocks (the S&P 500 index) averaged a compound annual return of 2.9% over the past 10 years, which 
merely breaks even with inflation and trails all other categories.  In contrast, emerging market stocks and commodity investments boomed, earning 
double digit annual returns over the same time period.  The disparity is proof that you cannot allow your portfolio to become dependent on one type 
of investment.  The stock portion of your assets must be spread broadly across large, small, foreign, and domestic stocks.  We strive for such 
diversification in all of our portfolios.
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Asset Class Performance
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Quarterly Topic: Imbalances & Inflation

 I       n our December newsletter article, we noted 
the rising threat of mild-stagflation – slow economic 
growth and above average inflation.  This threat has 
become a reality.  In addition, these difficult times 
highlight a world of imbalances.  Two causes are fuel 
subsidies and currency manipulation by foreign 
governments.  These market distorting practices are 
unattractive in the best of times; in our current 
situation they reinforce the inflationary cycle.  
Fortunately, change is in the wind.    

Consumers are clearly aware of inflating fuel and 
food prices.  It might be startling to know, then, that 
a Mexican driver can buy gas for about $2.50 per 
gallon when just across the border we pay over 
$4.00.  According to Morgan Stanley, “Half of the 
world’s population enjoys fuel subsidies.”  In other 
words, about one-quarter of the world’s oil is sold 
below market prices.  Fuel subsidies distort the oil 
market, holding down gas prices and artificially 
fueling demand.  Consumption of oil in the U.S. and 
Europe is falling for the first time in decades.  
However, demand from emerging markets with fuel 
subsidies is still growing strong.  

The rapid ascent of oil is finally catching up to the 
subsidizers:  China, India, Taiwan, Sri Lanka, 
Malaysia, and Indonesia have all raised fuel prices.  
Simply put, the subsidies are becoming too expensive 
for these governments to maintain.  Indonesia is an 
extreme example.  Before the recent cut, fuel 
subsidies cost the country 7% of its GDP.  Economic 
reality is pushing these governments to curb oil

 demand, which could eventually help bring down 
prices.  

Currency manipulation is another long-standing cause 
of imbalance in the global markets.  Now, besides 
creating imbalance, it is creating inflation and 
hampering the ability to combat it.  The value of a 
nation’s currency should reflect the underlying 
strength and productivity of its economy.  Changes in 
the relative value of currencies provides the world with 
a self-correcting mechanism – a rising currency 
tempers rapid (inflationary) growth and a falling 
currency makes the goods and services of a struggling 
country more competitive.  

Currency manipulation occurs when governments 
enter the foreign exchange market, buying or selling 
U.S. dollars, to influence the value of their currency 
versus the dollar.  Emerging markets have a long and 
inglorious history with runaway inflation and many 
have decided to ‘peg’ their currency to the dollar, i.e. 
hold their currency’s value in constant proportion to 
ours.  The dollar ‘peg’ in theory links the fate of their 
money to a strong and stable U.S. dollar.  Ironically, 
the dollar pegs are now causing inflation.  As the U.S. 
dollar has declined over the last 5 years, pegged 
currencies have followed suit.  Depreciated currencies 
make foreign goods they purchase more expensive.  In 
addition, countries that peg their currency to the dollar 
hamstring their ability to fight inflation.  For example, 
if China raises interest rates to curb inflation, Chinese 
investments become relatively more attractive to 
global investors and money will naturally flow into the 

country.  Demand for Chinese currency will rise 
and it becomes more difficult for them to 
maintain the roughly pegged Yuan-to-Dollar 
ratio.  Maintaining the currency pegs is becoming 
more expensive and perilous for emerging 
markets.  As with fuel subsidies, currency 
manipulators are being forced to reconsider their 
ways.  

Fuel subsidies and currency manipulation create 
highly problematic imbalances that will not be 
corrected overnight, but modest change does 
appear to be happening.  Market forces and the 
economic reality of stagflation are pressuring 
emerging market governments from Asia to the 
Middle East to consider new policies that could 
prove painful in the short term yet beneficial to 
the global economy and the emerging markets in 
the long run.  

As a firm, we continue to invest in emerging 
markets and believe they will provide attractive 
returns over the long haul.  Short term volatility 
can be disconcerting, but these investments are 
part of a larger strategy to protect wealth and 
grow assets throughout a variety of economic 
outcomes.  

Regards,
Brian J Lawrence, CFA
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The Risk of Market Timing

     Performance of the S&P 500 Index
     January 1970 - December 2005    (9,122 Total Days)

     *  The best one-month return, October 1974, happened immediately after the worst one-year period.
     *  The occurrence of strong positive returns has been especially unpredictable.  Investors attempting to wait out an
         apparent downturn ran a high risk of missing these best periods.

Missed 1 Missed 5 Best Missed 15 Best Missed 25 Best One-Month Long-Term
Total Period Best Day Single Days Single Days Single Days T-Bills Gov't Bonds

    Annualized Compound Return 11.1% 10.8% 10.2% 8.8% 7.6% 6.0% 9.2%

     % Differential to Total Period 0.0% -0.3% -0.9% -2.3% -3.5% -5.1% -2.0%

$23,441

$8,217

$14,141

$20,983

$33,075

$40,688

$44,311

Long-Term Government Bonds

One-Month T-Bills

Missed 25 Best Single Days

Missed 15 Best Single Days

Missed 5 Best Single Days
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Total Period

Growth of $10,000

The best single day was 
October 21, 1987, only 
two days after the Black 
Monday market crash. 
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Federal Funds Rate:  January 1960 - June 2008

The Federal Funds Rate is the interest rate on overnight loans between banks as set by the Federal Reserve.  Also, the Federal Funds Rate serves as a 
benchmark for interest rates that banks charge to businesses and individuals.
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Treasury Yield Curves

1 mo 3 mo 6 mo 1 yr 2 yr 3 yr 5 yr 7 yr 10 yr 20 yr
June 30, 2008 1.60% 1.90% 2.17% 2.36% 2.63% 2.91% 3.34% 3.61% 3.99% 4.59%

May 31, 2008 1.98% 1.89% 2.01% 2.22% 2.66% 2.93% 3.41% 3.68% 4.06% 4.74%

June 30, 2007 4.28% 4.82% 4.93% 4.91% 4.87% 4.89% 4.92% 4.96% 5.03% 5.21%

Treasury debt (bills, notes, and bonds) are issued by the US Treasury and are considered the safest investment security.  The yield to maturity at each time interval represents what an 
investor would earn if a treasury debt was purchased with a corresponding maturity  period.  The shape of the yield curve changes over time, representing investors' views on prospective 
economic growth, inflation, and risk tolerance.
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Capital market history: Over 10 years of returns by Asset Class

  Money Large Co. Small Co. International Emerging Total Bond Foreign   Home

Year Inflation Market Stocks Stocks Stocks Markets Market Bonds TIPS REIT Prices1

6/30/2008 4.1 1.0 -11.9 -9.4 -11.0 -12.7 1.1 5.7 4.9 -3.6 -15.3

2007 4.1 4.8 5.5 -1.6 11.2 36.5 7.0 11.5 11.6 -17.6 -9.1

2006 2.6 5.1 15.8 18.4 26.3 29.2 4.3 6.9 0.4 36.1 0.7

2005 3.4 3.3 4.9 4.6 13.5 30.3 2.4 -9.2 2.8 14.0 15.5

2004 3.3 1.4 10.9 18.3 20.3 22.5 4.3 12.1 8.5 3.1 16.2

2003 1.9 1.1 28.7 47.3 38.6 51.6 4.1 18.5 8.4 36.1 11.4

2002 2.4 1.7 -22.1 -20.5 -15.9 -8.0 10.3 22.0 16.6 3.6 12.2

2001 1.6 3.7 -11.9 2.5 -21.4 -4.7 8.4 -3.5 7.9 12.4 7.9

2000 3.4 6.3 -9.1 -3.0 -14.2 -31.9 11.6 -2.6 13.2 31.0 14.1

1999 2.7 4.9 21.0 21.3 27.0 64.1 -0.8 -5.1 2.4 -2.6 10.8

1998 1.6 5.0 28.6 -2.6 19.9 -27.7 8.7 17.8 4.0 -17.0 9.1

1997 1.7 5.3 33.4 22.4 1.8 -14.0 9.7 -4.3  - - - 19.7 5.4

1996 3.4 5.3 23.0 16.5 6.1 -3.9 3.6 4.1  - - - 37.0 1.9

1995 2.5 5.8 37.6 28.5 11.2 -6.9 18.5 19.6  - - - 12.2 -0.4

1994 2.6 4.5 1.3 -1.8 7.8 -8.7 -2.9 6.0  - - - 2.7 1.7

Average 2.7 4.1 12.0 10.7 9.4 9.2 6.4 6.7 7.6 12.2 7.0
Risk 0.8 1.7 18.1 17.1 17.4 29.6 5.4 10.5 5.2 18.3 7.3

1 Home Prices through April 2008

These are Annual 
Returns
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Gross Domestic Product:  Quarterly and Annual Percentage Changes (2000 -  YTD 2008)

Gross Domestic Product (GDP) is the output of goods and services produced in the United States.  Quarterly estimates are expressed as seasonally adjusted 
annual rates.  
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Disclosures & Definitions

* Indices are not available for direct investment.  Their performance does not reflect the expenses associated with the management of a portfolio.
* As with any investment, the holder of each fund is subject to various risk factors.  These factors can be explained on a fund by fund basis.

Large-Cap Stocks -

Small-Cap Stocks- 

International Stocks- 

Emerging Markets - An international stock index that tracks non-developed markets throughout the world.  It is measured by the MSCI Emerging Markets Index.

U.S. Bonds - 

Foreign Bonds - Measured by the Citi World Gov't Bond Index.  The fund is comprised of primarily investment grade bonds from around the world.

Real Estate - Measured by the FTSE NAREIT Index which is a composite of Real Estate Investment Trusts traded on U.S. exchanges.

Commodities - Performance is represented by the PIMCO Commodity Real Return Strategy Fund, which uses the DJ AIG Commodity Index as a benchmark.

TIPS - 

Treasury Bills - 

Performance is represented by the Lehman Brothers US Treasury Inflation Protected Securities Index.  TIPS are government bonds that have adjustable coupon 
payments based on the rate of inflation (as measured by the CPI).

Short-term government issued securities with maturities less than 90 days.  Because they are government issued, T-Bills are free from default risk.

An international stock index measured by the MSCI EAFE.  It is comprised of stocks from developed markets in Europe, Australia, Asia, and the Far East.

A measure of the Total U.S. Bond Market by the Lehman Aggregate Bond Index.  It takes into account corporate, government, mortgage and asset backed 
securities.

* Statistical data is gathered from Morningstar Principia and/or the fund manager's web site.  All information contained in this document is compiled from sources believed to be reliable 
and current.

* The performance data shown represents past performance, which is not a guarantee of future results.  Current performance may be lower or higher than the data cited.

A U.S. large company stock index measured by the S&P 500.  It is made up of a group of 500 of the most widely traded stocks in the U.S., as chosen by 
Standard & Poor's.

Measured by the Russell 2000 which is the dominant small-cap index in the U.S.  The index is comprised of the smallest 2000 stocks in the Russell 3000 Market 
Index.

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 nor any of its data or content providers (such as Morningstar) shall be liable 
for any errors in the content, or for any actions taken in reliance thereon.  All data provided by Headwater Investment Consulting is based solely upon research information 
provided by third parties.  Headwater Investment Consulting has not reviewed, and in no way endorses the validity of such data.  Headwater Investment Consulting shall not 
be liable for any actions taken in reliance thereon.  As with all investment decisions, please complete your own due diligence.
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