June, 2010

Stocks continued their slide in June, ending the first half of 2010 with losses in every segment of the
equity market. The S&P 500 Index lost 11.42% for the quarter, and is down 6.65% year to date. The
Russell 2000 lost 9.92% in the second quarter, though thanks to a strong first‐quarter, is down just 1.95%
year to date. Turning abroad, the story was similarly painful. The MSCI EAFE dropped 13.97% in the
second quarter, bringing its year‐to‐date loss to 13.23%. The Vanguard Emerging Market Stock Index
lost over 9% for the quarter and nearly 7% year to date.
Most of the positive news for the first six months of the year was in fixed income. The Barclays
Aggregate Bond Index gained 3.49% over the second quarter, and is up 5.33% for the year through June.
Foreign bonds were mixed. The Citigroup World Government Bond index was flat in the second
quarter, but still down 1% year to date, and although the JPMorgan GBI‐EM Global Diversified Index
lost 2% for the quarter, it returned a positive 3.4% for the year through June.

Index Returns

Through 6/30/2010
Annualized Returns

Index

QTD

YTD

1‐Year

3‐Year

5‐Year

S&P 500

‐11.42%

‐6.65%

14.43%

‐9.81%

‐0.80%

Russell 1000

‐11.44%

‐6.40%

15.24%

‐9.54%

‐0.56%

Russell 2000

‐9.92%

‐1.95%

21.48%

‐8.60%

0.37%

MSCI EAFE

‐13.97%

‐13.23%

5.92%

‐13.38%

0.88%

Barclay Capital US Aggregate Bond

3.49%

5.33%

9.50%

7.55%

5.54%

Barclay Capital Municipals

2.03%

3.31%

9.61%

5.50%

4.40%

Dow Jones AIG Commodity

‐4.81%

‐9.60%

2.75%

‐8.36%

‐1.32%

CSFB/Tremont Hedge Fund

‐2.39%

0.63%

11.33%

0.00%

5.62%

As noted in the performance review above, the first six months of 2010 have been a bit of a roller
coaster—domestic stocks were up early in the year, then down 5% by early February, then up almost
10% for the year by late April, then down nearly 7% for the year by the end of June. This reflects what
we see as an economic “tug of war” in the stock market, with improving economic and company
fundamentals on the one side, and concerns about debt‐related stress points and the longer‐term
strength of the economic recovery on the other. The tension between these opposing forces has left
investors uncertain and the stock markets stuck in a trading range (i.e., bouncing around within a range
with no clear trend). We think that unusually high uncertainty could be with us for years to come
because the economic challenges we face are serious and will not be resolved quickly.
Though we won’t forget the market freefall of 2008, now
that there has been a strong stock market rebound from
the bottom, it’s interesting to compare market levels
today to three years ago. Despite the rebound they
continue to reflect a level of economic stress.
As long‐term investors, our views tend to evolve
gradually rather than change suddenly based on new
information (the fall of 2008 being a notable exception).
That’s certainly been true in recent quarters with our
assessment of the big picture unchanged.
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The first six months
of 2010 have been a
bit of a roller
coaster—domestic
stocks were up early
in the year, then
down 5% by early
February, then up
almost 10% for the
year by late April,
then down nearly 7%
for the year by the
end of June.
Our commentary
examines the
economic “tug of
war” being reflected
in the stock market,
with improving
economic and com‐
pany fundamentals
on the one side, and
concerns about debt‐
related stress points
and the longer‐term
strength of the eco‐
nomic recovery on
the other.
Our view of the big‐
picture environment
we face in the next
few years remains
unchanged. The
recovery continues
but it is not
inspiring, and we see
above‐average risk
in spite of being
early in a recovery
cycle.

It’s no secret that there is too much debt in
most of the developed world—the United
States, Europe, and Japan. In coming years
the developed world must walk a tightrope
as it deals with the pressing need to slow and
ultimately reverse debt growth without also
seriously harming economic growth rates.
The United States and other countries with
excessive household sector debt are in the
early stages of what is likely to be a long
process of deleveraging.
Though it is
dropping, household debt relative to income
remains excessively high. Most of these
countries must also dramatically reduce
public sector (government) debt growth. This
huge challenge has not yet begun.
The timing and aggressiveness with which public sector debt and deficits are attacked will be extremely
tricky to get right given current economic headwinds. On the one hand, too much austerity coming from
very tight fiscal policy can be counterproductive because it risks smothering already weak growth, which
reduces tax revenues, increases social safety net spending, and could weaken the political will that is needed
to follow through on spending discipline.
But waiting too long to tackle rising debt levels
digs a deeper hole and risks a lenders’ strike,
which could result in government borrowers (and
all others too) being forced to pay a much higher
interest rate to finance their debt. At the extreme,
as we are seeing with Greece, debt levels become
unmanageable as borrowing costs become
untenable, resulting in a crippling crisis for the
country and a ripple effect that in a global econ‐
omy has reached far beyond Greece’s borders. A
critical unknown is whether enough countries,
including the United States, can thread the
economic needle so that the recovery has time to
gain steam while maintaining lender confidence
that the deficit/debt problems will be addressed
over time. Slowing and ultimately reversing the
growth of debt is further complicated by aging
populations—a reality that most of the developing
world faces to different degrees.
An aging population presents several challenges. It means that savings rates will face downward pressure as
more of the population moves from working and saving to retiring and depleting savings, and paying fewer
taxes given lower income. More retirees also mean more government retirement and health care expenses
(Social Security and Medicare in the United States). This is fine if pensions and health care are fully funded.
But that is not the case.
While the private sector gradually de‐levers, and we wait for the public sector to later do the same, at least
the United States is experiencing an economic recovery, albeit a tepid one. There has been clear
improvement from the depths of the recession. The economic cycle is, for now, a plus, but the big problems
have not been resolved.
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Three variables critical to improvement in private‐sector consumption and a normal recovery—the labor
markets, credit growth, and housing—remain weak. We are still down about eight million jobs from the
peak and in the private sector job growth is barely positive – though that is an improvement from last
year. Credit market debt is contracting as it has been for about two years, which removes an important
driver of consumer spending. And the housing outlook, which is critical to household financial strength
and the banking sector, remains cloudy and appears to be slipping backward with an expiration of the
homebuyer tax credit.
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The rest of the developed world looks worse. Europe is experiencing very slow growth, southern
Europe is uncompetitive and has many countries in various stages of sovereign debt crisis, and
economic policy is a challenge given a single monetary policy in the Eurozone, but no political union
and differing economic situations.
Fortunately, key parts of the developing world are in much better shape with stronger balance sheets,
higher growth rates, younger populations, and slowly emerging consumer sectors. Their strength is an
important source of support for the global recovery. And there are other positives that help to mitigate
the negatives. The continued impact of massive federal stimulus (though this will wane later this year in
the United States), healthy corporate balance sheets and cash flow (after huge cuts to expenses), and a
natural rebound in economic activity after a huge decline are also sources of strength in the U.S. and
global economy.
Thus, our view of the big‐picture environment we face in the next few years remains unchanged. The
recovery continues but is not inspiring, and we see above‐average risk in spite of being early in a
recovery cycle.
Though we recognize a positive investment scenario is possible, as is a temporary period of strong
market performance that could be driven by improving economic news and impatience with the near
zero return offered by the money markets, we are clearly not placing a high probability on a bullish
environment. For some time now, our view of the opportunities and risks for investors hasn’t been very
encouraging. And while the story is what it is, it is also important to remember it won’t last forever—
there will be better opportunities at some point. We hope that some of those opportunities will come
soon and allow us to perform better than what the broader markets give us. But we’re prepared to be
patient. In the meantime we are working hard to ensure that when opportunities do present themselves
we are in a position to recognize and take advantage of them, while also being highly attuned to the
potential risks in this uncertain environment.
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