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The treasury curve shifted downward in February, as yields declined by 20 to 30 basis points

during the month.
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Bond yields declined sharply during February, closing the month 20 to 30 basis
points lower across the treasury curve. This market movement occurred in part
due to unexpectedly volatile equity markets late in the month. Also contributing
to the bond market rally were several weaker than expected economic releases.

The economy continued to display mixed signals in February. The Non-Farm
Payroll number showed an increase of 97,000 new jobs. Data from the housing
market was weaker than expected, but the manufacturing sector rebounded
somewhat, as the ISM Manufacturing Index increased to 52.3 from 49.3 in
January. Inflation data was also mixed last month, with the overall CPI reading
moderating, while Core CPI increased. Going forward, market participants will
continue to focus upon inflation readings, while also searching for signs as to
whether or not the economy is indeed growing at a moderate pace.

The FOMC took no action at its January 31st meeting, leaving its target for the fed
funds rate at 5.25%. While there was no FOMC meeting scheduled during
February, Chairman Ben Bernanke did testify before Congress on several
occasions. During his testimony, Bernanke stated that “there are some
indications that inflation pressures are beginning to diminish.” However, he went
on to stress that the FOMC remained ready to raise interest rates should inflation
not decline as anticipated. The next FOMC meeting is on March 21st, and most
market participants anticipate no action on interest rates.
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electing a long term investment plan and
maintaining it over time is the key to
investment success. However, market
conditions that are constantly changing can
make this difficult to do. The current bond
market environment, where the yield curve is
inverted and shorter term securities provide
greater yield than longer term ones, can tempt
investors to deviate from their established
investment plan by purchasing securities
shorter than those that they would typically
consider. These investors are engaging in
market timing, although they may not even
realize they are doing so.

At first glance, market timing can appear to be
a viable investment strategy. In fact, accurate
market timers could generate returns in excess
of those available to adherents of a more
consistent investment strategy. Furthermore,
the benefits of successful market timing go
beyond financial rewards. There is a
tremendous amount of emotional and
psychological satisfaction that comes from
correctly predicting market movements. The
feeling that “I'm smarter than the market” is
quite tempting and very appealing. Often
times, these non-monetary rewards are so
great that they cause a market timer to
remember fondly those occasions when they
have correctly predicted market moves. These
instances are then used to justify further
attempts at market timing. Unfortunately, this
often leads the investor to avoid a realistic and
rational measurement of the portfolio's long
term performance.

If the investor did measure their portfolio
performance against a market benchmark,
they would probably find that over time their
portfolio had performed relatively poorly. That
is because, while market timing is a concept
that sounds good in theory, it is nearly
impossible to execute in the real world. “Trying
to predict (the market's) direction over the near
term is an exercise in futility.” These words
were spoken by the legendary mutual fund
manager Peter Lynch, one of the most
successful investors of all time.

When it comes to investing in the bond market,
successfully forecasting future interest rate
movements should result in superior long term
investment returns. However, in order to be
successful, the prognosticator must not only
correctly determine the direction of interest
rate movements, but also their magnitude and
timing. The majority of academic studies, as
well as many market participants, agree that
doing this on a consistent basis is virtually

To make matters even worse, successful market
timing requires the prognosticator to correctly
forecast the market, not once, . A
market timer must successfully predict a market
movement, which prompts them to deviate from
their established investment strategy in an
attempt to capture additional returns. Then, the
market timer must make another correct
prediction in order to decide when to return to
their chosen long term investment strategy.

If the odds of correctly timing a market
movement are 50/50, then the chances of
correctly entering and reversing a market timing
trade are 25%. The chances of correctly
executing two market timing trades are 6 in 100,
and the odds are only 1 in that a market
prognosticator will be able to correctly time their
entry and exit from the market on five separate
occasions (this is a ). While
some market timers might argue that their odds
on any given trade are greater then 50/50, many
studies indicate that this is unlikely to be the
case. In fact, academic surveys that measure the
predictions of many of Wall Street's leading
economists and market strategists indicate that
their actual success rate at predicting interest
rate movements is less than 50%. In other
words, some of the world's most successful
economists are less accurate than a coin flip.

In order to enjoy long term success, an investor
must have a process that works and that is

. While correctly predicting one, or
even two, or perhaps even ten market
movements may be possible, an honest investor
must ask themselves whether or not these
predictions are truly and consistently repeatable.
For most, the answer will be a resounding no.

One of the ways in which an investment
manager can add value to a client's portfolio is by
providing the discipline necessary to stick with a
long term investment strategy. A good
investment manager will have a track record
based upon an easily explained, repeatable,
consistent process. At those times when the
client feels most tempted to search out the
hottest new investment trend the manager can
remind the client of why a particular investment
strategy was implemented in the first place. In
today's inverted yield curve environment, long
term investment discipline is more important
than ever.
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-Brian Perry, Research Analyst
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Consumer and Producer Prices

Labor Markets

Housing Starts

Manufacturing

During January, the economy's headline inflation reading
declined as the year-over-year CPI decreased to 2.1% from
2.5% in December. The year-over-year Core CPI (CPI less
food and energy) increased to 2.7%, partly due to an
increase in tobacco prices. Core CPI remains above the
FOMC's comfort level. Going forward, market observers
will watch carefully to see if there is a trend towards lower
inflation.

The February non-farm payroll employment report showed
an increase of 97,000 jobs, which was equal to consensus
expectations. The previous two months' reports were
revised higher. The February unemployment rate
unexpectedly declined to 4.5%. Relatively severe weather
in February negatively influenced the payroll report by
causing construction payrolls to fall. The six-month average
for non-farm payroll employment is now 162,000 jobs.
February's employment report indicates continued
moderate growth in the labor market.

Single-family housing starts fell by 11.2% in January, to a 1.11
million annual pace. This follows December's reading of 1.25
million. Single family housing permits also declined. Both
housing starts and housing permits declined sharply in most
areas of the country. January's numbers have caused some
concern that perhaps the decline in the housing market has not
yet run its course.

During February the ISM Manufacturing Index increased to 52.3,
rebounding from January's reading of 49.3. ISM readings below
50 indicate that the manufacturing sector of the economy is
contracting; readings above 50 indicate that the manufacturing
sector is in an expansionary phase. For the past several months
ISM readings have been fluctuating on either side of 50, leaving
market participants unsure as to whether the manufacturing
sector is expanding or contracting.
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