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March 2005 marked the fifth anniversary of the peak of the US equity 
market and the height of the tech craze.  At the March 24, 2000 peak, seven 
of the top ten stocks in the S&P 500 index were either tech or telecom 
stocks.  Now there are two (Microsoft and Intel).  Cisco and Microsoft 
battled for the top spot in the index.  While Microsoft remains in the top ten 
at number three, Cisco has fallen to 16.  The tech-laden NASDAQ reached a 
peak of 5,049 on March 10, 2000.  It now stands at 1,999.  In the meantime, 
a number of corporate executives faced trials and were subsequently 
convicted of earnings manipulation and other frauds.  In addition, Sarbanes-
Oxley legislation was passed by Congress, which adds new layers of 
accountability for the accuracy of financial statements, but also adds to the 
regulatory burden on Corporate America.

At the peak, the US market had a capitalization of around $16 trillion.  The 
bear market that followed was, by some measures, the worst since the Great 
Depression.  In just 2½ years, nearly $8 trillion of market value vaporized, 
which was about 80% of GDP.  Since reaching the trough on October 9, 
2002, the rebound in the market has been impressive. The S&P

From 
Peak

Peak to 
Trough

From 
Trough Peak Current

Energy 61.4 (18.5) 98.0 5 9
Consumer Staples 42.5 24.2 14.7 5 11
Materials 36.0 (24.8) 80.9 2 3
Financials 14.4 (25.1) 52.8 13 20
Healthcare 8.3 (6.9) 16.4 9 13
Industrials 4.0 (38.1) 68.1 9 12
Utilities 0.1 (47.7) 91.4 2 3
Consumer Discretionary (8.0) (41.2) 56.3 12 11
Telecoms (62.7) (74.1) 43.8 7 3
Information Tech (68.9) (82.4) 76.4 35 15
S&P 500 (22.7) (49.1) 52.0 100 100

Cumulative %  Price Change Index Weight

500 has surged 52%, but it remains 23% below the peak on a price basis. 
The NASDAQ, which declined 78% through October 9, 2002, remains 60% 
underwater.  The index needs to rise another 153% to reach its previous 
peak.  The NASDAQ needs to earn a 10% annualized return for the next 10 
years to regain the March 2000 level (which seems unlikely).

Anatomy of the Bear Market

Since the peak of the market, the pain has been very unevenly felt.  Had one 
simply avoided the tech and telecom sectors, it would have been a much 
tamer bear.  The tech and telecom sectors, which surged the most during 
bubble years, dropped the farthest in the aftermath.  Peak-to-trough, the tech 
and telecom sectors plummeted 74% and 82%, respectively.  With those two 
sectors combining to make up 42% of the S&P 500 in March 2000, they 
were the primary contributors to the decline.  Even after a 44% rebound for 
telecom and a 76% rebound for tech, both sectors remain more than 60% 
below their peak.  Most other sectors also suffered substantial losses.  Six of 
the eight other sectors in the S&P 500 experienced a double-digit decline.  
However, except for consumer discretionary, all other sectors have 
recovered their losses during the rebound.  Today, on a price basis, seven of 
the ten S&P 500 sectors are higher than their level at March 24, 2000.  If we 
were to exclude tech and telecom, we estimate that the S&P 500 would 
be 9% ahead of its March 24, 2000 peak level.

Performance Since Beginning of 1998
(Price O nly)
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Looking outside the S&P 500, it has been even easier to weather the bear 
market.  On a total return basis, from the end of March 2000 the S&P 500 is 
down a cumulative 15%.  Many other asset classes have enjoyed healthy 
gains.  REITS, which were a bargain at the peak, are ahead 149%. Small-
cap stocks are 22% higher, and small-cap value stocks are 105% higher.  
Looking abroad, international large-cap stocks remain 5.6% in the hole, but 
international small-cap and emerging market stocks have gained 38% and 
23%, respectively.

Comparisons to Past Bear Markets

The recent bear market has been one of the most brutal of the 13 bear 
markets since 1926.  The 49% price decline for the S&P 500 was the worst 
since the 1929-1932 bear market, and is much worse than the 38% average 
decline of previous bear markets.  The loss during the 1973-1974 bear 
market was slightly less at 48%.  The longevity of the bear market is also 
striking.  It took 31 months to go from the peak to the trough, which is 13 
months longer than the average.  We’re now at 30 months from the trough.  
Eight of the other 12 bear markets had already regained the peak by this 
point.  With the market requiring another 29% gain for a full recovery, it 
could be a long while before we see the peak again.

Peak to
Trough Peak Trough Peak to

Peak Trough Recovery Decline to Trough to Peak Peak

9/7/29 6/1/32 9/22/54 -86.2 33 272 305
7/18/33 3/14/35 10/22/35 -34.0 20 7 28
3/10/37 3/31/38 2/2/46 -54.5 13 96 108
11/9/38 4/28/42 2/13/45 -45.8 42 34 76
6/15/48 6/13/49 1/7/50 -20.6 12 7 19
8/2/56 10/23/57 9/24/58 -21.6 15 11 26

12/12/61 6/26/62 9/3/63 -28.0 7 14 21
2/9/66 10/7/66 5/4/67 -22.2 8 7 15

11/29/68 5/26/70 3/6/72 -36.1 18 22 40
1/11/73 10/3/74 7/17/80 -48.2 21 70 91

11/28/80 8/12/82 11/3/82 -27.1 21 3 24
8/25/87 12/4/87 7/26/89 -33.5 3 20 23

Average Since 1926 -38.1 18 47 65
Average Since WWII -29.7 13 19 32

3/24/00 10/9/02 ? -49.1 31 30+ 60+

# of Months
S&P 500 Bear Markets Since 1926

Is the Bear Truly Dead?

All major indices are now well above the lows set in October 2002, and have 
exceeded the technical definition of a new bull market (20% gain).  Is the 
bear market of 2000-2002 finished for good, or will the last 2½ years prove 
to be nothing more than a cyclical bull in a secular bear?  While we won’t 
venture a guess on whether the market will re-test the lows, there is clearly 
downside risk.  

Indeed, by some measures, the market was more expensive than ever before 
in March 2000.  Based on Robert Shiller’s P/E ratio on trailing 10-year real 
earnings, the S&P 500 reached a P/E ratio of 43.  In 1929, the P/E ratio on 
the index was 33.  The average P/E at the peak of prior bull markets was 19.  
At the October 2000 trough, the S&P 500 reached a P/E ratio of 22, which 
remained above the average level for prior peaks.  Even after a 50% 
decline, the S&P was more expensive at the trough of this bear market 
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than it was at the peak of most of the prior bull markets. At prior 
troughs, the P/E ratio was 12 on average.  The worst bear markets left P/Es 
in the single digits.

Given the extent to which the market was overvalued at the peak, it is 
surprising that this bear market wasn’t worse.  When a market becomes 
extremely overvalued, the norm is for it to overshoot on the downside 
following the prick, becoming extremely undervalued.  After this bear, the 
market never became cheap, and it’s debatable whether it even hit fair value.  
Are we still in store for a second leg of the bear market?  We’d like to think 
that this time is different.  Perhaps, the “Stocks for the Long Run” mantra 
preached during the 1990s changed investors’ behavior. 

Shiller's Normalized P/E Ratio in Past Bear Markets
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Unfortunately, in many ways, today’s market is far more challenging for 
investors than it was in March 2000.  For those that avoided buying into the 
tech hype and ventured beyond the S&P 500, there were many attractive 
investments to be found, such as US small-cap value stocks, international 
small-cap stocks, REITS, and inflation-protected bonds.  Today, in contrast, 
there are no obvious bargains.  And safety pays much less than it did then.  
The Lehman Aggregate Bond index offered a yield of 7.2% in March 2000.  
It now yields 4.8%.  If the bear reasserts itself, it will be much harder to find 
a place to hide this time around.  What should investors do?  Our advice is 
the same as it was in March 2000—diversify broadly and carefully using a 
prudent mix of both traditional and so-called alternative investments.  
Making money in the next half-decade or so may have to take a back seat to 
loss avoidance.

Anthony Brown, CFA
Director of Research

abrown@hammondassociates.com
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First Quarter Executive SummaryFirst Quarter Executive Summary
The first quarter of 2005 was difficult for global markets.  Most equity and fixed income investments finished the quarter lower.  The S&P 500 ended 
the quarter 2.2% underwater. Small-cap stocks performed even worse, falling 5.3%. We suspect that the remainder of 2005 will bring more of the same.  
The first year of Presidential terms has historically been poor for equity markets.  Furthermore, stock valuations remain stretched. 

The economy grew at a healthy 4.4% pace in 2004.  Economists expect growth to moderate in 2005.  Those polled by Bloomberg estimate that GDP 
grew 3.5%, annualized, in the first quarter and forecast 3.7% growth for the calendar year. A barrel of oil finished the quarter at $55. Barring 
substantial further increases, high prices alone are unlikely to send the economy into a recession as it has become less sensitive to energy prices since the 
shocks of the 1970s.  Massive tax cuts and the Fed’s easy money policy have kept consumers spending in the face of stagnant wages.  With the effects 
of tax cuts long over and the Fed’s shift to a tightening monetary policy, wage growth needs to improve to keep spending growth strong. 

The FOMC raised the Fed Funds rate twice during the quarter to 2.75%.  Fed Funds futures predict a 4% overnight lending rate by year-end.  
Intermediate-term interest rates jumped during the quarter as the bond market priced in more rapid tightening expectations. Many of the asset classes 
that have benefited from the “carry trade” in the past couple of years were losers in the quarter. A key question is what the effects of higher interest rates 
will be on consumer spending. 

Freddie Mac reports that the average home price surged 10.7% in 2004.  Over the last five years, the average house has appreciated by nearly 50%.  
Gains in the coastal regions have been far higher. Home prices are now at record levels versus both incomes and rents. Prices don’t necessarily need to 
fall to have an adverse effect on the economy.  Households have been tapping home equity to support spending while wage growth has been tepid. If 
prices stagnate, the removal of the impact of home equity withdrawals could weigh on consumer spending.  

The current account deficit topped 6% of GDP ($750 billion) in the fourth quarter as the trade deficit continued to widen.  Nevertheless, the dollar 
rebounded against the euro and the yen, rising 4.4% against each currency.  The broad trade-weighted dollar increased 1.6%. The current account 
deficit cannot stay at these levels.  The question now is whether the correction will occur without too many ill effects through a continued slow bleeding 
of the dollar and gradual increase in domestic savings or if the correction will be more disruptive.  Regardless of the solution, we believe diversifying 
into foreign currency-denominated assets still makes sense.

Since September 2002, emerging markets equities have gained a cumulative 119%.  With these gains, there is far less margin for error.  Concerns arise 
on two fronts.  First, emerging market economies are very reliant on US consumers. If US consumers finally decide to rein in spending and increase 
savings, emerging market economies are likely to slow substantially. A second area of concern is whether current high profitability levels can be 
sustained. Despite these concerns, we believe emerging market equities are the most promising equity asset class in a low return world and will provide 
the highest returns of world equity markets over the next ten years. 

Hedge fund returns in the first quarter were generally positive, yet modest.  According to HFR, the average fund of hedge funds was up 1.0% during the 
first quarter.  Convertible arbitrage and managed futures suffered losses. 

Following a 33% gain in 2004, REITS took a beating in the first quarter, plunging 7.3%.  The good news is that they now offer a better value.  
According to data published by Green Street Advisors, REITS are trading at a modest discount to net asset value.

The first quarter of 2005 was difficult for global markets.  Most equity and fixed income investments finished the quarter lower.  The S&P 500 ended 
the quarter 2.2% underwater. Small-cap stocks performed even worse, falling 5.3%. We suspect that the remainder of 2005 will bring more of the same.  
The first year of Presidential terms has historically been poor for equity markets.  Furthermore, stock valuations remain stretched. 

The economy grew at a healthy 4.4% pace in 2004.  Economists expect growth to moderate in 2005.  Those polled by Bloomberg estimate that GDP 
grew 3.5%, annualized, in the first quarter and forecast 3.7% growth for the calendar year. A barrel of oil finished the quarter at $55. Barring 
substantial further increases, high prices alone are unlikely to send the economy into a recession as it has become less sensitive to energy prices since the 
shocks of the 1970s.  Massive tax cuts and the Fed’s easy money policy have kept consumers spending in the face of stagnant wages.  With the effects 
of tax cuts long over and the Fed’s shift to a tightening monetary policy, wage growth needs to improve to keep spending growth strong. 

The FOMC raised the Fed Funds rate twice during the quarter to 2.75%.  Fed Funds futures predict a 4% overnight lending rate by year-end.  
Intermediate-term interest rates jumped during the quarter as the bond market priced in more rapid tightening expectations. Many of the asset classes 
that have benefited from the “carry trade” in the past couple of years were losers in the quarter. A key question is what the effects of higher interest rates 
will be on consumer spending. 

Freddie Mac reports that the average home price surged 10.7% in 2004.  Over the last five years, the average house has appreciated by nearly 50%.  
Gains in the coastal regions have been far higher. Home prices are now at record levels versus both incomes and rents. Prices don’t necessarily need to 
fall to have an adverse effect on the economy.  Households have been tapping home equity to support spending while wage growth has been tepid. If 
prices stagnate, the removal of the impact of home equity withdrawals could weigh on consumer spending.  

The current account deficit topped 6% of GDP ($750 billion) in the fourth quarter as the trade deficit continued to widen.  Nevertheless, the dollar 
rebounded against the euro and the yen, rising 4.4% against each currency.  The broad trade-weighted dollar increased 1.6%. The current account 
deficit cannot stay at these levels.  The question now is whether the correction will occur without too many ill effects through a continued slow bleeding 
of the dollar and gradual increase in domestic savings or if the correction will be more disruptive.  Regardless of the solution, we believe diversifying 
into foreign currency-denominated assets still makes sense.

Since September 2002, emerging markets equities have gained a cumulative 119%.  With these gains, there is far less margin for error.  Concerns arise 
on two fronts.  First, emerging market economies are very reliant on US consumers. If US consumers finally decide to rein in spending and increase 
savings, emerging market economies are likely to slow substantially. A second area of concern is whether current high profitability levels can be 
sustained. Despite these concerns, we believe emerging market equities are the most promising equity asset class in a low return world and will provide 
the highest returns of world equity markets over the next ten years. 

Hedge fund returns in the first quarter were generally positive, yet modest.  According to HFR, the average fund of hedge funds was up 1.0% during the 
first quarter.  Convertible arbitrage and managed futures suffered losses. 

Following a 33% gain in 2004, REITS took a beating in the first quarter, plunging 7.3%.  The good news is that they now offer a better value.  
According to data published by Green Street Advisors, REITS are trading at a modest discount to net asset value.
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First Quarter 2005 Performance (%)
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Value:  -2.4%
Growth:  -1.9%  

Value:  -4.0%
Growth:  -6.8%  

Performance During First Q uarter 2005
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Emerging markets were up as 
much as 9%, but gave back 
most the gains in a rotten 
March. The dollar appreciated 

by 4% against the euro 
and yen.

The yield on the index 
increased from 4.4% to 
4.8%. 

The first quarter of 2005 was difficult for global markets.  Most 
equity and fixed income investments finished the quarter lower. 
Only three major asset classes were in the black—international 
small-cap stocks, emerging market stocks, and T-Bills.

The S&P 500 ended the quarter 2.2% underwater.  Small-cap 
stocks performed even worse, falling 5.3%.  Despite a pop in the
dollar, international equity asset classes outperformed domestic
equity classes as many foreign markets enjoyed local currency 
gains.

Many of the asset classes that have benefited from the “carry 
trade” in the past couple of years were losers in the quarter.  
High-yield fixed income, emerging market fixed income, and 
REITs all finished the quarter lower as the Fed continued to push 
up short rates.

The first quarter of 2005 was difficult for global markets.  Most 
equity and fixed income investments finished the quarter lower. 
Only three major asset classes were in the black—international 
small-cap stocks, emerging market stocks, and T-Bills.

The S&P 500 ended the quarter 2.2% underwater.  Small-cap 
stocks performed even worse, falling 5.3%.  Despite a pop in the
dollar, international equity asset classes outperformed domestic
equity classes as many foreign markets enjoyed local currency 
gains.

Many of the asset classes that have benefited from the “carry 
trade” in the past couple of years were losers in the quarter.  
High-yield fixed income, emerging market fixed income, and 
REITs all finished the quarter lower as the Fed continued to push 
up short rates.

Unlike in the US, 
international small-cap 
stocks outperformed 
large-caps.

Small-caps underperformed 
large-caps by the largest 
margin since 3Q 2002.

Up 3.4% in local 
currencies. Europe: +0.5%

Japan: -2.4%
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Trailing 5-Year Performance (%)
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The dividend yield on 
REITs stood at 8.3% in 
March 2000.  It is now 
5.2%.

Despite their strong 
performance in 2003 and 
2004, high yield bonds have 
slightly trailed investment-
grade bonds.

Despite currency crises and 
defaults, emerging market fixed 
income is the best performer over 
10 years.  Given tight credit 
spreads, prospects are much 
dimmer for the next 10 years.

Large-cap stocks still 
have a slight lead over 
small-caps.

International asset classes (except 
for emerging fixed) have 
underperformed domestic asset 
classes over 10 years.  We expect 
internationals to outperform over 
the next 10 years.

The 5-year period 
extends back to the 
US equity market 
peak in March 2000.

Europe: +9.9%
Japan: -2.4%

Inflation: 2.4%

Only US large-caps and 
international large-caps 
remain below the March 
2000 level.

Europe: +0.1%
Japan: -7.1%

Inflation: 2.4%
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The economy grew at a healthy 4.4% pace in 2004, which was its 
best performance since 1999.  Economists expect growth to 
moderate in 2005, however.  Those polled by Bloomberg estimate 
that GDP grew 3.5%, annualized, in the first quarter and forecast 
3.7% growth for the calendar year.

Employment growth in the first quarter was disappointing.  The 
economy added an average of 159,000 jobs per month.  In 
contrast, 190,000 were added per month in the fourth quarter. 

After falling in the fourth quarter, oil prices set a new high in the 
first quarter.  A barrel of oil finished the quarter at $55.  If prices 
stay at these levels, it’s sure to weigh on the economy because 
consumers have less for discretionary spending and business costs 
will increase.  However, barring substantial further increases, 
high prices alone are unlikely to send the economy into a 
recession.  Consumption of energy as a percentage of the 
economy has fallen significantly since the shocks of the 1970s. 

Massive tax cuts and the Fed’s easy money policy have kept 
consumers spending in the face of stagnant wages.  With the 
effects of tax cuts long over and the Fed’s shift to a tightening 
monetary policy, wage growth needs to improve to keep spending 
growth strong.

The economy grew at a healthy 4.4% pace in 2004, which was its 
best performance since 1999.  Economists expect growth to 
moderate in 2005, however.  Those polled by Bloomberg estimate 
that GDP grew 3.5%, annualized, in the first quarter and forecast 
3.7% growth for the calendar year.

Employment growth in the first quarter was disappointing.  The 
economy added an average of 159,000 jobs per month.  In 
contrast, 190,000 were added per month in the fourth quarter. 

After falling in the fourth quarter, oil prices set a new high in the 
first quarter.  A barrel of oil finished the quarter at $55.  If prices 
stay at these levels, it’s sure to weigh on the economy because 
consumers have less for discretionary spending and business costs 
will increase.  However, barring substantial further increases, 
high prices alone are unlikely to send the economy into a 
recession.  Consumption of energy as a percentage of the 
economy has fallen significantly since the shocks of the 1970s. 

Massive tax cuts and the Fed’s easy money policy have kept 
consumers spending in the face of stagnant wages.  With the 
effects of tax cuts long over and the Fed’s shift to a tightening 
monetary policy, wage growth needs to improve to keep spending 
growth strong.

Annual US GDP Growth
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A Debt-Fueled ExpansionA Debt-Fueled Expansion

Source:  Bureau of Economic Analysis

Contribution
2004 to 2004

Growth (% ) Growth (% )
Personal Consumption Expenditures 3.8 2.6
Non-Residential Fixed Investment 10.6 1.1
Residential Fixed Investment 9.7 0.5
Change in Inventories - 0.4
Government Consumption 1.9 0.4
Trade Balance - (0.6)

GDP Growth 4.4

GDP Growth Versus Debt Growth
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Expansion of the trade deficit 
was a significant detractor 
from growth in 2004.

Source:  Bureau of Economic Analysis, Federal Reserve

Since the end of 2000, $2.07 in 
debt has been added for every 
$1 of economic growth.

Average Since 1950

Since 1950, economic growth has 
averaged 3.5% per year.  Growth in 
2005 is expected to be slightly above 
the long-term average. 
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A Debt-Fueled Expansion (cont.)A Debt-Fueled Expansion (cont.)

Price per Barrel of West Texas Intermediate Crude
Inflation-Adjusted (2005 Dollars)
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Business Investment
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Employment finally returned to the pre-recession 
level in January 2005.  In previous recessions, the 
economy recovered lost jobs by the 9th month of the 
recovery.  For this last recession, it took 40 months.

Oil consumption has increased by 40% over 
the last 35 years, but oil consumption per unit 
of GDP has declined by half, which means the 
economy is less sensitive to prices.

Average Since 1990

Average Since 1970

Oil finished the quarter at $55 per 
barrel.  The real oil price is 50% 
above the average since 1970 and 
100% above the average since 1990.

Business investment was strong in 
2004, growing at an 11% rate.

Source:  Bureau of Economic Analysis Source:  Federal Reserve, Bureau of Labor Statistics

Source:  Department of Energy, Bureau of Economic Statistics, Hammond AssociatesSource:  Bureau of Labor Statistics
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Yields on Lehman Bond Indices
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The FOMC raised the Fed Funds rate twice during the quarter to 
2.75%.  At this level, the real interest rate remains virtually zero.   
Fed Funds futures predict a 4% overnight lending rate by year-
end.  Intermediate-term interest rates jumped during the quarter 
as the bond market priced in more rapid tightening expectations.

Many of the assets that have benefited from the so-called “carry 
trade” (including high-yield bonds, emerging market debt, 
financial stocks, and REITs) performed poorly during the quarter.  
It may become even rougher for these asset classes if the Fed 
tightens as much as expected.

While consumer price inflation is creeping up, the effects of the 
Fed’s lax policy, and the liquidity created by it, are most apparent 
in asset prices, notably residential real estate.

A key question is what the impact of higher interest rates will be 
on consumer spending.  The Fed’s easy money policy of the last 
three years has led to an explosion of mortgage debt.  Total 
mortgage debt jumped 43% over the last three years to $7.5 
trillion.  As a result, debt service’s share of income is near record 
levels despite low interest rates.

The good news is that most outstanding household debt remains 
in the form of fixed rate mortgages.  However, an increasing 
portion is in floating debt, which will feel the effects of higher 
rates more quickly. 

In 2004, 32% of new mortgages were adjustable rate mortgages (ARMs).  
It is estimated that 20% of outstanding mortgage debt is in ARMs.

The amount of home equity lines of credit has increased by 70% over the 
last three years to $881 billion.  Interest rates on HELOCs are usually tied 
to prime rates, which means borrowers will immediately feel the pain of 
higher rates.

The FOMC raised the Fed Funds rate twice during the quarter to 
2.75%.  At this level, the real interest rate remains virtually zero.   
Fed Funds futures predict a 4% overnight lending rate by year-
end.  Intermediate-term interest rates jumped during the quarter 
as the bond market priced in more rapid tightening expectations.

Many of the assets that have benefited from the so-called “carry 
trade” (including high-yield bonds, emerging market debt, 
financial stocks, and REITs) performed poorly during the quarter.  
It may become even rougher for these asset classes if the Fed 
tightens as much as expected.

While consumer price inflation is creeping up, the effects of the 
Fed’s lax policy, and the liquidity created by it, are most apparent 
in asset prices, notably residential real estate.

A key question is what the impact of higher interest rates will be 
on consumer spending.  The Fed’s easy money policy of the last 
three years has led to an explosion of mortgage debt.  Total 
mortgage debt jumped 43% over the last three years to $7.5 
trillion.  As a result, debt service’s share of income is near record 
levels despite low interest rates.

The good news is that most outstanding household debt remains 
in the form of fixed rate mortgages.  However, an increasing 
portion is in floating debt, which will feel the effects of higher 
rates more quickly. 

In 2004, 32% of new mortgages were adjustable rate mortgages (ARMs).  
It is estimated that 20% of outstanding mortgage debt is in ARMs.

The amount of home equity lines of credit has increased by 70% over the 
last three years to $881 billion.  Interest rates on HELOCs are usually tied 
to prime rates, which means borrowers will immediately feel the pain of 
higher rates.

Source:  Lehman Brothers.  All yields represent yield-to-worst.

Treasury Yield Curve
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The Fed Tightened Twice in First Quarter…The Fed Tightened Twice in First Quarter…

Treasury Yields as of 12/31/2004
Treasury Yields as of 3/31/2005
TIPS Real Yields

The long-end of the yield 
curve remained virtually 
unchanged for the quarter.

The inflation break-even rate 
on 10-year TIPS increased 
from 2.5% to 2.7% 

Source:  Federal Reserve

+71 bps

+55 bps
+26 bps

-7 bps

The credit spread on high yield 
bonds increased by 50 bps during 
the quarter.  The spread on 
emerging debt spiked 60 bps.
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…But the World is Still Awash in Liquidity…But the World is Still Awash in Liquidity
Global Liquidity Growth
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The Economist measures global liquidity by adding global foreign-currency 
reserves to the US monetary base.  By this measure, the last three years have 
seen the largest expansion in liquidity since the early 1970s.  This global 
excess liquidity has propelled debt levels and asset prices higher.

Rolling 12-Month Inflation
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Consumers’ debt has grown to $1.15 for every $1 
of disposable income.  As a result, households 
spend more on debt service today than in the mid 
1980s when interest rates were nearly twice as high. 

Thanks to higher energy prices, the CPI increased 3.0% over 
the twelve months ended February 2005.  The core inflation 
rate, which excludes food and energy, has risen to 2.4% for the 
same period.

ARMs as % of Total Mortgages and
30-Yr Fixed / 1 Yr ARM Spread

0

5

10

15

20

25

30

35

40

45

Ja
n-

90

Ja
n-

91

Ja
n-

92

Ja
n-

93

Ja
n-

94

Ja
n-

95

Ja
n-

96

Ja
n-

97

Ja
n-

98

Ja
n-

99

Ja
n-

00

Ja
n-

01

Ja
n-

02

Ja
n-

03

Ja
n-

04

Ja
n-

05

A
R

M
s a

s a
 %

 o
f N

ew
 M

or
tg

ag
es

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

Sp
re

ad
 B

et
w

ee
n 

30
-Y

r 
Fi

xe
d

 a
nd

 1
-Y

r 
A

R
M

ARMs as a % of New Mortgages
Spread Between 30-Yr Fixed and 1-Yr ARM

Source:  The Economist, Federal Reserve, IMF, Hammond Associates Source:  Federal Reserve

Source:  Bureau of Labor Statistics Source:  Freddie Mac, Mortgage Bankers Association

Despite a declining spread between 30-year fixed 
and ARM rates, ARMs’ share of new mortgages 
grew to more than 35% in the first quarter.

6% fixed 
mortgage rate

10% fixed 
mortgage rate
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Distribution of Yield Spread Between 10-Year Treasury and Fed Funds
(1954 through 2005)
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Are Bond Yields Too Low?Are Bond Yields Too Low?
A common perception is that Treasury bond yields are 
significantly below normal levels.  This is accurate when 
compared to levels in the 1980s and 1990s.  However, when 
taking a longer view, real bond yields are not far from average.

Since 1900, the median real yield on 10-year Treasuries is 2%.  The 
median real yield since 1950 is 2.5%.

Currently, the 10-year bond has a yield of 4.5% or a real yield of 2% if 
inflation is 2.5%.  This matches the average since 1900, but is 50 bps 
below the average of 2.5% since 1950.  The real yield on 10-year TIPS, 
which do not bear inflation risk, is 1.8%.

Given the macro-environment, there are conflicting arguments on 
whether we are set for higher-than-average real interest rates in 
the future.

A case for high real interest rates—The large current account deficit 
(and budget deficit) will eventually force real interest rates higher in order 
to reduce domestic demand and increase savings, as foreigners 
(particularly Asian central banks) balk at holding bonds in a depreciating 
currency.

A case for low real interest rates—The debt-laden US economy will 
force the Fed to keep real overnight rates below normal to avoid inducing 
a recession.  Asian central banks will continue to lend money to us at low 
rates to avoid appreciation of their currencies, which will keep the longer 
end of the yield curve in check.

Our best guess is that the fair value yield on the 10-year Treasury 
is 5%.  Assuming inflation of 2.5%, this would provide a real 
return of 2.5%, which is in-line with the average since 1950. 
However, the 2.5% inflation assumption is a risk. If the Fed 
chooses to allow higher inflation to ease the debt burden on the
economy, holders of nominal debt will be the losers.  In our view, 
inflation-protected bonds remain more attractive than nominal 
bonds.

A common perception is that Treasury bond yields are 
significantly below normal levels.  This is accurate when 
compared to levels in the 1980s and 1990s.  However, when 
taking a longer view, real bond yields are not far from average.

Since 1900, the median real yield on 10-year Treasuries is 2%.  The 
median real yield since 1950 is 2.5%.

Currently, the 10-year bond has a yield of 4.5% or a real yield of 2% if 
inflation is 2.5%.  This matches the average since 1900, but is 50 bps 
below the average of 2.5% since 1950.  The real yield on 10-year TIPS, 
which do not bear inflation risk, is 1.8%.

Given the macro-environment, there are conflicting arguments on 
whether we are set for higher-than-average real interest rates in 
the future.

A case for high real interest rates—The large current account deficit 
(and budget deficit) will eventually force real interest rates higher in order 
to reduce domestic demand and increase savings, as foreigners 
(particularly Asian central banks) balk at holding bonds in a depreciating 
currency.

A case for low real interest rates—The debt-laden US economy will 
force the Fed to keep real overnight rates below normal to avoid inducing 
a recession.  Asian central banks will continue to lend money to us at low 
rates to avoid appreciation of their currencies, which will keep the longer 
end of the yield curve in check.

Our best guess is that the fair value yield on the 10-year Treasury 
is 5%.  Assuming inflation of 2.5%, this would provide a real 
return of 2.5%, which is in-line with the average since 1950. 
However, the 2.5% inflation assumption is a risk. If the Fed 
chooses to allow higher inflation to ease the debt burden on the
economy, holders of nominal debt will be the losers.  In our view, 
inflation-protected bonds remain more attractive than nominal 
bonds.

Real Yields on 10-Year Treasury Bonds*
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Real bond yields were higher than 
average in the 1980s and 1990s as 
the Fed clamped down on inflation.

*We estimated real yields on the 10-year Treasury by applying trailing inflation to the yield.  Prior to 
1950, we used trailing 5-year inflation.  Trailing 3-year inflation was applied from 1950 to present.

WWI
WWII

Great Depression

Oil embargo

Current = 1.75

The 10-year Treasury has yielded an 
average maturity premium of 1% to the 
Fed Funds rate since 1954.  Given the 
market’s expectation of a 4% overnight 
rate by year-end, a 10-year Treasury 
yield of 5% would provide the 
historical average premium. 

Median Since 1900 Median Since 1950

To reach the 2.5% median real return since 1950, the yield on the 
10-year needs to rise from 4.5% to 5% (assuming inflation is 
2.5%).  If that mark is reached in the next 12 months, the 10-year 
bond would still provide a positive total return of about 1%.

Source:  Federal Reserve

Source:  Federal Reserve
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Annualized Appreciation of Housing Prices
2000 through 2004

(Adjusted for Inflation)
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Residential Real Estate – The Economy’s Largest RiskResidential Real Estate – The Economy’s Largest Risk
Freddie Mac reports that the average home price surged 10.7% in 2004.  
Over the last five years, the average house has appreciated by a
cumulative 50%.  Gains in coastal regions have been far higher. Prices 
in the New England and Pacific regions are up 76% and 80%, 
respectively, over the period. Home prices are now at record levels 
versus both incomes and rents.  Prices have risen 33 percentage points 
faster than rents and 22 points faster than income over five years.

The outlook for new demand is worrying.  A record 69.2% of 
households own a home.  High prices coupled with higher interest rates 
are reducing the affordability to first-time buyers.

Prices don’t necessarily need to fall to have an adverse effect on the 
economy.  Households have been tapping home equity to support 
spending while wage growth has been tepid.  If prices stagnate, the 
removal of the impact of home equity withdrawals could weigh on 
consumer spending.  

Freddie Mac reports that the average home price surged 10.7% in 2004.  
Over the last five years, the average house has appreciated by a
cumulative 50%.  Gains in coastal regions have been far higher. Prices 
in the New England and Pacific regions are up 76% and 80%, 
respectively, over the period. Home prices are now at record levels 
versus both incomes and rents.  Prices have risen 33 percentage points 
faster than rents and 22 points faster than income over five years.

The outlook for new demand is worrying.  A record 69.2% of 
households own a home.  High prices coupled with higher interest rates 
are reducing the affordability to first-time buyers.

Prices don’t necessarily need to fall to have an adverse effect on the 
economy.  Households have been tapping home equity to support 
spending while wage growth has been tepid.  If prices stagnate, the 
removal of the impact of home equity withdrawals could weigh on 
consumer spending.  

Annual Real Appreciation of Residential Real Estate
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Housing prices have appreciated by more than the historical average 
in the last eight consecutive years.  The real appreciation of 7.3% in 
2004 was the highest since Freddie Mac began tracking prices.

Coastal regions have appreciated well above the 
national average, while interior regions have 
experienced more modest growth.  As a result, 
coastal regions appear most vulnerable to declines.

Growth of Housing Prices Versus Rent and Income
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Is it cheaper to rent than own? The Economist reports that an $800,000 
house in San Francisco can be rented for $2,000 a month.  Even with the 
mortgage interest tax deduction, they estimate that a buyer would pay 
$120,000 more than a renter over seven years.  Prices must appreciate 2% 
in real terms for a buyer to come out ahead. 

Source:  Freddie Mac

Source:  Freddie Mac, Bureau of Labor Statistics

Source:  Freddie Mac, Bureau of Labor Statistics, Federal Reserve, Hammond Associates
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Are Current Account Deficit Concerns Overblown?Are Current Account Deficit Concerns Overblown?
The current account deficit topped 6% of GDP ($750 billion) in the fourth 
quarter as the trade deficit continued to widen.  Nevertheless, the dollar 
rebounded against the euro and the yen, rising 4.4% against each
currency.  The broad trade-weighted dollar increased 1.6%.

The US has been running a current account deficit above 3% since 1999.  
Aside from a drop in the dollar (from extremely overvalued levels), there 
have been no harmful effects.  In fact, the ballooning deficit may have 
helped the economy.  Foreign investors lent us the money to subsidize 
spending during the recession.

Are concerns about the current account deficit justified?  One argument is 
that it may not be a problem because it is a function not of US over-
consumption but of foreign investors desire to hold US assets.  Is the 
current account deficit primarily being driven by US over-consumption or 
foreign investors’ desire to hold US assets?  

The argument that the deficit is being driven mostly by the attractiveness of 
US investments is difficult to support. The proportion of foreign capital 
flows being funded through “official” purchases (i.e., Asian central banks) 
is increasing.   While private portfolio flows remain strong, their growth has 
not been enough to offset the deficit.  As a result, central bank purchases 
have risen from 7% of total purchases in 2001 to 26% in 2004.  Asian 
central banks are holding US bonds to avoid currency appreciation, not 
because of their investment potential.   

Furthermore, the bulk of foreign portfolio flows are going into bonds. Net 
equity purchases by foreign investors have dwindled to almost nothing, and 
foreign direct investments are a small part of total flows.  Given current 
interest rates, it’s hard to argue that bonds are a particularly attractive 
investment to foreign investors, unless they expect the dollar to appreciate.  

The current account deficit cannot stay at these levels.  The question now 
is whether the correction will occur without too many ill effects through a 
continued slow bleeding of the dollar and a gradual increase in domestic 
savings (which would put pressure on consumer spending), or if it will be 
more disruptive.  Regardless of the solution, we believe diversifying into 
foreign currency-denominated assets still makes sense.

The current account deficit topped 6% of GDP ($750 billion) in the fourth 
quarter as the trade deficit continued to widen.  Nevertheless, the dollar 
rebounded against the euro and the yen, rising 4.4% against each
currency.  The broad trade-weighted dollar increased 1.6%.

The US has been running a current account deficit above 3% since 1999.  
Aside from a drop in the dollar (from extremely overvalued levels), there 
have been no harmful effects.  In fact, the ballooning deficit may have 
helped the economy.  Foreign investors lent us the money to subsidize 
spending during the recession.

Are concerns about the current account deficit justified?  One argument is 
that it may not be a problem because it is a function not of US over-
consumption but of foreign investors desire to hold US assets.  Is the 
current account deficit primarily being driven by US over-consumption or 
foreign investors’ desire to hold US assets?  

The argument that the deficit is being driven mostly by the attractiveness of 
US investments is difficult to support. The proportion of foreign capital 
flows being funded through “official” purchases (i.e., Asian central banks) 
is increasing.   While private portfolio flows remain strong, their growth has 
not been enough to offset the deficit.  As a result, central bank purchases 
have risen from 7% of total purchases in 2001 to 26% in 2004.  Asian 
central banks are holding US bonds to avoid currency appreciation, not 
because of their investment potential.   

Furthermore, the bulk of foreign portfolio flows are going into bonds. Net 
equity purchases by foreign investors have dwindled to almost nothing, and 
foreign direct investments are a small part of total flows.  Given current 
interest rates, it’s hard to argue that bonds are a particularly attractive 
investment to foreign investors, unless they expect the dollar to appreciate.  

The current account deficit cannot stay at these levels.  The question now 
is whether the correction will occur without too many ill effects through a 
continued slow bleeding of the dollar and a gradual increase in domestic 
savings (which would put pressure on consumer spending), or if it will be 
more disruptive.  Regardless of the solution, we believe diversifying into 
foreign currency-denominated assets still makes sense.

Current Account Balance as a % of GDP 
(Through December 2004)
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Net National Savings as % of GDP
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The flipside of the current account deficit is a 
shortage of national savings.  National savings have 
fallen to less than 2% of GDP.  Since we are not 
saving enough, on a net basis, foreigners are 
providing the bulk of our investment capital.

Net national savings combines the 
savings of the household, 
business, and government sectors.

Savings dwindled as a 
result of the widening 
budget deficit.

Savings spiked as the 
budget deficit turned 
positive.

Source:  Bureau of Economic Analysis

Source:  Bureau of Economic Analysis

Higher energy prices have contributed 
to the deterioration of the current 
account balance.  In 2003, the trade 
balance for petroleum products was
-$120 billion (1.1% of GDP).  In the 
fourth quarter, it was an annualized
-$198 billion (1.7% of GDP).

The current account balance 
essentially represents our trade 
balance.  Since we are importing far 
more than we are exporting, the 
current account balance is negative.  
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Rolling 12-Month Purchases of Equities
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The US must receive enough from 
foreign investors to offset the current 
account balance plus net foreign 
investments by US investors.
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Are Current Account Deficit Concerns Overblown? (cont.)Are Current Account Deficit Concerns Overblown? (cont.)

Part of the trade deficit represents goods being imported by foreign 
subsidiaries of domestic multinationals.  The profits from those likely flow 
back to the US dollar.  US companies received more than $180 billion in 
income from foreign subsidiaries, while foreign companies received only 
$70 billion from US subsidiaries.  The $110 billion difference would 
reduce the current account deficit by 1% of GDP.

US investors are now purchasing more 
in foreign equities than foreign investors 
are purchasing of US equities.

US investors are also 
making more foreign direct 
investments than foreign 
investors in the US.

Foreign investors appear to be awful market 
timers, as they ramped up US equity investment 
just as the market was peaking.  Flows dwindled 
just before the rebound in 2003. 

Source:  US Treasury Department

Source:  Bureau of Economic Analysis

Source:  US Treasury Department

Source:  Bureau of Economic Analysis



16

Equities Stumble Out of the Gate in 2005Equities Stumble Out of the Gate in 2005
The S&P 500 declined 2.2% during the first quarter. There were 
very few opportunities to make money within the domestic 
equity markets.  Small-cap stocks fell 5.3%.  All major US 
equity styles also declined.  Small-cap growth was the worst 
performer, losing 6.8%.  Large-cap growth was the best 
performer, slipping 1.9%.

We suspect that the remainder of 2005 will bring more of the 
same.  The first year of Presidential terms historically has been 
poor for equity markets.  The S&P 500 has lost money in half of 
the first year of terms since World War II.  

Furthermore, stock valuations remain stretched. Based on our 
measure of normalized earnings, the S&P 500 is trading at a P/E 
ratio of 24.  This implies a long-term expected real return of 
4.2% (assuming valuations remain the same).  It seems unlikely 
that investors will be satisfied with that return, so valuations are 
likely to fall.  We estimate that the S&P 500 will provide a real 
return in the low single digits over the next 10 years as 
valuations decline to a sustainable level.

The S&P 500 declined 2.2% during the first quarter. There were 
very few opportunities to make money within the domestic 
equity markets.  Small-cap stocks fell 5.3%.  All major US 
equity styles also declined.  Small-cap growth was the worst 
performer, losing 6.8%.  Large-cap growth was the best 
performer, slipping 1.9%.

We suspect that the remainder of 2005 will bring more of the 
same.  The first year of Presidential terms historically has been 
poor for equity markets.  The S&P 500 has lost money in half of 
the first year of terms since World War II.  

Furthermore, stock valuations remain stretched. Based on our 
measure of normalized earnings, the S&P 500 is trading at a P/E 
ratio of 24.  This implies a long-term expected real return of 
4.2% (assuming valuations remain the same).  It seems unlikely 
that investors will be satisfied with that return, so valuations are 
likely to fall.  We estimate that the S&P 500 will provide a real 
return in the low single digits over the next 10 years as 
valuations decline to a sustainable level.

First Quarter Sector Performance
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Energy was the best performing 
sector due to higher oil prices and 
better than expected earnings.  It is 
also the best performing sector over 
5 years with a 12.8% return.

Annualized
GDP Growth 10x 15x 20x 25x 30x 40x

2.0% -4.2% -1.0% 1.4% 3.5% 5.2% 8.1%

2.5% -3.7% -0.5% 1.9% 4.0% 5.7% 8.6%

3.0% -3.3% -0.1% 2.4% 4.5% 6.3% 9.1%

3.5% -2.8% 0.4% 2.9% 5.0% 6.8% 9.7%

4.0% -2.3% 0.9% 3.5% 5.5% 7.3% 10.2%

Normalized P/E Ratio at Year 10
Expected Annualized Real  Return on S&P 500 Over Next 10 Years

US Style  Returns
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Source:  MSCI
Source:  Hammond Associates

Financial stocks took it on the 
chin during the quarter.  
Higher short-term rates are 
likely to squeeze  margins. 

Small-cap value stocks have 
outperformed large-cap growth 
stocks by 24 percentage points, 
annualized, over the last 5 years.
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US Equity Market q -ratio Relative to its Average
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Stocks Cheap 

US Equity Market Valuation Snapshot
(as of March 2005)
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Annual turnover on the NYSE has been around 100% in the last 3 calendar 
years.  Turnover has increased markedly since the early-1990s.  Growth in 
hedge fund assets is a strong contributor to the growth.  The apparent 
short-term focus of investors may present opportunities to skillful 
investment managers with a long-term focus.

Small-caps are trading at a premium to 
large-caps.  Historically, they’ve traded 
at a discount. 

Normalized Earnings Yield on the S&P 500
and Subsequent 10-Year Real Return
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Assuming level valuations, theory suggests 
that the earnings yield (inverse of the P/E 
ratio) represents the long-term real
expected return on stocks.  The earnings 
yield is currently only 4.2%.

The P/E ratio declined (E/Y rose) over the 
next 10 years, so the realized return was far 
below what the earnings yield indicated.

The P/E ratio increased (E/Y 
fell) over the next 10 years, 
so the realized return 
exceeded the earnings yield.

James Tobin introduced the idea of q, which posited 
that stocks should trade at the replacement cost of their 
assets less liabilities.  Based on this measure, stocks are 
currently trading at 1.5 times their replacement cost.  
Historically, a q-ratio at this level has yielded an 
average 10-year real return of less than 2%.  

Equities Stumble Out of the Gate in 2005 (cont.)Equities Stumble Out of the Gate in 2005 (cont.)

Source:  BARRA, Bureau of Labor Statistics, Hammond Associates
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Net Inflows in Emerging Market Mutual Funds
Rolling 12 Months
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Emerging Markets – Time to Be Nervous?  Emerging Markets – Time to Be Nervous?  

Emerging market equities had a bumpy ride in the first quarter. 
At one point they were ahead as much as 9%, but finished the 
quarter only 1.8% higher. With a 119% cumulative gain since 
September 2002, there is less margin for error in emerging market 
equities.  Concerns arise on two fronts.

The economies of emerging markets, led by China, have been 
booming.  China has been exporting to the US to fill the insatiable 
appetite of US consumers, while other emerging market countries 
are exporting their natural resources to China.  The ultimate reliance 
on US consumers for growth is a concern.  If consumers finally 
decide to rein in spending and increase savings, or more worrisome, 
if there is crack in the real estate market, emerging market 
economies are likely to slow substantially.

A second area of concern is whether current profitability levels can 
be sustained.  Emerging market equities, like US equities, have seen 
substantial growth in profitability over the past two years.  The 
return-on-equity is nearly 16%, compared to a 10-year average of 
10%.  This profitability growth has pushed the P/E ratio down to 12, 
making emerging markets a seeming bargain among world markets.  
However, if profitability reverts to the mean, profits will fall and 
P/E ratios will rise.  

Aside from economic and market risks, political risks are always
present, as shown last year in the Russian Yukos affair.

Despite these concerns, we believe emerging market equities are 
the most promising equity asset class in a low return world and 
will provide the highest returns of world equity  markets over the 
next ten years.  But, it’s certain to be a very bumpy ride along the 
way.

Emerging market equities had a bumpy ride in the first quarter. 
At one point they were ahead as much as 9%, but finished the 
quarter only 1.8% higher. With a 119% cumulative gain since 
September 2002, there is less margin for error in emerging market 
equities.  Concerns arise on two fronts.

The economies of emerging markets, led by China, have been 
booming.  China has been exporting to the US to fill the insatiable 
appetite of US consumers, while other emerging market countries 
are exporting their natural resources to China.  The ultimate reliance 
on US consumers for growth is a concern.  If consumers finally 
decide to rein in spending and increase savings, or more worrisome, 
if there is crack in the real estate market, emerging market 
economies are likely to slow substantially.

A second area of concern is whether current profitability levels can 
be sustained.  Emerging market equities, like US equities, have seen 
substantial growth in profitability over the past two years.  The 
return-on-equity is nearly 16%, compared to a 10-year average of 
10%.  This profitability growth has pushed the P/E ratio down to 12, 
making emerging markets a seeming bargain among world markets.  
However, if profitability reverts to the mean, profits will fall and 
P/E ratios will rise.  

Aside from economic and market risks, political risks are always
present, as shown last year in the Russian Yukos affair.

Despite these concerns, we believe emerging market equities are 
the most promising equity asset class in a low return world and 
will provide the highest returns of world equity  markets over the 
next ten years.  But, it’s certain to be a very bumpy ride along the 
way.

Growth of $100 in Emerging Markets
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Strong performance from emerging 
market equities has attracted cash 
flows to mutual funds focusing on 
the asset class.

Emerging market equities have 
surged a cumulative 119% 
since September 2002.1988 – 1993:

36% annualized return

1994 – 1Q 2005:
2% annualized return

Source:  ICI
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China Exports as % of GDP
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Exports represent 24% of 
China’s GDP.  Half of those 
exports go to the US.

Emerging Markets – Time to Be Nervous? (cont.)Emerging Markets – Time to Be Nervous? (cont.)

Global Valuations
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Exports from China to the US 
have almost doubled over the 
last 3 years.

Source:  Bloomberg Source:  IMF, Bureau of Economic Analysis

Companies in emerging markets have 
seen profitability boom over the last two 
years, but is it sustainable?

Profitability cratered during and 
after the currency crises of 1997/98.

Emerging markets are trading at a discount to 
the rest of the world based on all valuation 
measures.  Based on trailing earnings, emerging 
markets are trading at a P/E of 12.

World Economic Growth
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Emerging markets have led the 
world in economic growth 
over the last five years.
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Risk Premium on REITS Versus Real Long Bond Yields
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Real Assets:  REITS Stumble, Commodities SurgeReal Assets:  REITS Stumble, Commodities Surge
REITS took a beating in the first quarter, plunging 7.3%. The 
good news is that they now offer a better value. According to 
data published by Green Street Advisors, REITS are now trading 
at a modest discount to net asset value.  The dividend yield is up 
to 5.2%, which is a healthy 3.3% premium to long-term TIPS.  

While we remain uneasy about underlying real estate 
fundamentals, REITS are back to being a decent substitute for 
direct investments in core real estate.

In contrast to REITS, commodities performed very well during 
the quarter.  The Dow Jones – AIG Commodity Total Return 
index  gained 11%.  The petroleum sector led the way with a 
28% return.  Industrial metals earned 7%.  We believe 
commodities remain a good long-term play on the growth in 
China and other emerging markets and a weakening dollar.

REITS took a beating in the first quarter, plunging 7.3%. The 
good news is that they now offer a better value. According to 
data published by Green Street Advisors, REITS are now trading 
at a modest discount to net asset value.  The dividend yield is up 
to 5.2%, which is a healthy 3.3% premium to long-term TIPS.  

While we remain uneasy about underlying real estate 
fundamentals, REITS are back to being a decent substitute for 
direct investments in core real estate.

In contrast to REITS, commodities performed very well during 
the quarter.  The Dow Jones – AIG Commodity Total Return 
index  gained 11%.  The petroleum sector led the way with a 
28% return.  Industrial metals earned 7%.  We believe 
commodities remain a good long-term play on the growth in 
China and other emerging markets and a weakening dollar.

Growth of Dow Jones - AIG Commodity Index
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Commodities have earned 
20%, annualized, since 
the beginning of 2002.  

Performance of Private And Public Real Estate
(As of December 2004)
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NCREIF National Property Index
Wilshire REITS

The NCREIF index is unleveraged while REITS generally use 
leverage (about 45% loan-to-value on average).  REITS should, 
therefore, outperform the NCREIF index.  The substantial 
outperformance of REITS over the last five years has come 
partially from REITS moving from a 17% discount to net asset 
value to an 11% premium (as of December 2004).

Due to their decline in the fourth quarter, the risk premium for
REITS over TIPS increased from  2.8% to 3.3%, which is close 
to the historical average.

Source:  NARIET, Federal Reserve
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Hedge fund returns in the first quarter were generally positive, yet 
modest, which is more than can be said about stocks and bonds.  
According to HFR, the average fund of hedge funds was up 1.0% 
during the first quarter.  Returns were strong in February and 
slightly negative in January and March, directionally similar to the 
performance of the broad equity markets. 

In spite of widening credit spreads, distressed continued its strong 
run, earning 1.6% in the quarter, albeit with less momentum than
the past few years. Merger arbitrage followed-up its strong fourth 
quarter with a solid showing in first quarter as merger activity
continues to strengthen.

Long/short equity managers made money during the quarter, 
despite the broad decline in stocks.  On average, managers earned 
their incentive fees through asymmetric market participation—
capturing all of the S&P 500’s upside in February and only a third 
of its downside in January and March.

Convertible arbitrage and managed futures suffered losses during
the quarter.  Analyzing the daily returns of each pinpoints the 
problems:

Managed futures got hammered right out of the gate in 2005, as many 
markets, most notably the dollar, reversed sharply.  Toward the end of the 
quarter, the dollar reversed course yet again, creating further losses. 

Convertible arbitrage continues to struggle, losing 2.8% in the quarter.  Just 
as the strategy got a much needed pickup in volatility, the benefits were 
swamped by widening credit spreads and rising interest rates.  Most 
troubling, however, is the sell-off at quarter-end.  The strategy lost 0.9% in 
the last four trading days of the month, as it appears managers were raising 
cash to fund redemptions.  A loss of this magnitude in just four days is 
significant in the generally low volatility world of convertibles hedging. 
The problem may get worse—the losses are likely to trigger more 
redemptions, which will trigger more selling. 

Hedge fund returns in the first quarter were generally positive, yet 
modest, which is more than can be said about stocks and bonds.  
According to HFR, the average fund of hedge funds was up 1.0% 
during the first quarter.  Returns were strong in February and 
slightly negative in January and March, directionally similar to the 
performance of the broad equity markets. 

In spite of widening credit spreads, distressed continued its strong 
run, earning 1.6% in the quarter, albeit with less momentum than
the past few years. Merger arbitrage followed-up its strong fourth 
quarter with a solid showing in first quarter as merger activity
continues to strengthen.

Long/short equity managers made money during the quarter, 
despite the broad decline in stocks.  On average, managers earned 
their incentive fees through asymmetric market participation—
capturing all of the S&P 500’s upside in February and only a third 
of its downside in January and March.

Convertible arbitrage and managed futures suffered losses during
the quarter.  Analyzing the daily returns of each pinpoints the 
problems:

Managed futures got hammered right out of the gate in 2005, as many 
markets, most notably the dollar, reversed sharply.  Toward the end of the 
quarter, the dollar reversed course yet again, creating further losses. 

Convertible arbitrage continues to struggle, losing 2.8% in the quarter.  Just 
as the strategy got a much needed pickup in volatility, the benefits were 
swamped by widening credit spreads and rising interest rates.  Most 
troubling, however, is the sell-off at quarter-end.  The strategy lost 0.9% in 
the last four trading days of the month, as it appears managers were raising 
cash to fund redemptions.  A loss of this magnitude in just four days is 
significant in the generally low volatility world of convertibles hedging. 
The problem may get worse—the losses are likely to trigger more 
redemptions, which will trigger more selling. 

Performance of Hedge Fund Indexes
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Hedge Funds: A Positive QuarterHedge Funds: A Positive Quarter

Over five years, hedge funds compare favorably to the S&P 500.  Of course, there is another 
alternative—traditional bonds.  The Lehman Aggregate Bond index compounded at 7.1% over 
five years, outpacing a number of hedge fund strategies and the average fund of funds.

Daily Performance of
Convertible  Arbitrage and Managed Futures
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MSCI Hedge Investable Convertible and Equity Arbitrage

S&P Managed Futures Index

Most managers were 
short the dollar.

Convertible arbitrage fell 0.9% in the last 
four days of the quarter, suggesting that 
redemptions may have played a role.
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Private Equity Performance
(As of December 2004)
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Private Equity:  Fundraising Increased in 2004Private Equity:  Fundraising Increased in 2004
Private equity performance was positive for the second consecutive year 
in 2004.  Venture capital funds earned 19.3% and buyout funds returned 
14.3%. 

Fundraising in buyouts and venture capital was strong in 2004.  Venture 
capital funds raised $17 billion, a 66% increase over 2003.  Buyout 
funds raised $46 billion, representing a 55% increase from the prior year.  
Fundraising in 2005 should be even healthier.  Buyout fundraising has 
gotten off to a good start.  Carlyle Group raised a record $7.8 billion 
fund.  Goldman Sachs topped them a month later with an $8.5 billion 
fund.  There is also high demand for fund of funds targeting top venture 
capital firms, and more institutions are considering European and 
emerging market private equity funds.

On the investing side, buyout multiples have increased significantly 
since 2002.  While spreads increased only modestly in the first quarter, 
high yield issuance is already being curtailed for the lowest quality 
credits, perhaps creating opportunities for mezzanine lenders.

Private equity performance was positive for the second consecutive year 
in 2004.  Venture capital funds earned 19.3% and buyout funds returned 
14.3%. 

Fundraising in buyouts and venture capital was strong in 2004.  Venture 
capital funds raised $17 billion, a 66% increase over 2003.  Buyout 
funds raised $46 billion, representing a 55% increase from the prior year.  
Fundraising in 2005 should be even healthier.  Buyout fundraising has 
gotten off to a good start.  Carlyle Group raised a record $7.8 billion 
fund.  Goldman Sachs topped them a month later with an $8.5 billion 
fund.  There is also high demand for fund of funds targeting top venture 
capital firms, and more institutions are considering European and 
emerging market private equity funds.

On the investing side, buyout multiples have increased significantly 
since 2002.  While spreads increased only modestly in the first quarter, 
high yield issuance is already being curtailed for the lowest quality 
credits, perhaps creating opportunities for mezzanine lenders.

Commitments to buyouts and venture 
capital increased in 2004, but total 
levels are modest relative to the bubble 
years.  

Buyouts have trailed the 
S&P 500 over 20 years, 
but venture capital has 
outperformed.

Venture Capital Investments by Calendar Year
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Venture capitalists have invested more 
than they have raised in each of the last 
three calendar years.  The “overhang” 
appears to be have been worked away.

Source:  Venture Economics
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•Firm
– Founded in 1985
– National Practice
– Mid-Sized and Growing 

Responsibly
– Independent Fiduciary
– Proprietary Research

•Clientele
– 43 Educational Institutions
– 30 Foundations
– 24 Pension Plans and Health Care 

Institutions
– Private Wealth Clients

•Staff
– 56 Staff Members
– 44 Investment Professionals
– 24 Advanced Degrees (includes 2 Ph.D.s)
– 13 Holders, Chartered Financial Analyst (CFA) Designation
– 1 Certified Public Accountant (CPA)
– Over 350 Years of Combined Investment Expertise

HAMMOND ASSOCIATES is a private investment consulting firm serving as a fiduciary consultant to a wide variety of clients, including 
university endowments, charitable and community foundations, corporate retirement plans, and family wealth. We serve clients from New York to 
California, and from Florida to Washington state.  We are a research-based firm, providing a full range of  traditional investment consulting services, and 
specialize in alternative investments.  Our research into alternative investments includes three general areas:  absolute return strategies (merger arbitrage, 
distressed securities, convertible arbitrage, long/short equity, market neutral equity, and event driven), real assets (timberland, oil and gas, and real 
estate), and private equity (venture capital and buyouts).

Unless otherwise noted, asset class performance throughout this report is represented by the following indices:  US Large Stocks – S&P 500, US Large Value Stocks – S&P 500 / BARRA Value, US Large Growth Stocks – S&P 500 / 
BARRA Growth, US Mid Stocks – S&P MidCap 400, US Small Stocks – Russell 2000, US Small Growth Stocks – Russell 2000 Growth, US Small Value Stocks – Russell 2000 Value, Intl Large Stocks – MSCI EAFE, Intl Small Stocks
– S&P/Citigroup EMI EPAC, Intl Emerg Stocks – Morgan Stanley Emerging Markets Free, US Fixed Income – Lehman Aggregate Bond, US High Yield Fixed – S&P/Citigroup High Yield Bond, Inflation-Protected Bonds – Lehman 
TIPS, REITS – Dow Jones Wilshire REIT, Cash – Citigroup 3-Month T-Bill

WE RECOGNIZE THAT NO SINGLE PORTFOLIO IS RIGHT FOR EVERYONE. Our philosophy is that the best portfolio for each client is the one which fulfills 
that client’s objectives.  Consequently, we provide objective, third-party consulting services that are custom-tailored to each client’s specific requirements.  Our specialty is 
understanding, explaining, and controlling risks.  Hammond Associates is a “hard-dollar” (fee-only) consulting firm and declines “soft-dollar” (commission) arrangements.  
Our fee-only structure prevents the creation of conflicts of interest between our clients and ourselves.

If you are considering a Consultant search, we would welcome an RFP.  

Contact either Dennis Hammond or Russ LaMore at 314-746-1600.
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Are You The Right Person
to receive the Quarterly Research Report?

YES! (Please fill in any changes in current address information along with your e-mail address below.)

NO.  Please redirect future Quarterly Research Reports to the person listed below and remove my name:  

NO.  Please remove my name from your mailing list.  Name:  

CONTACT ME regarding Investment Consulting Services for my company/organization/family (circle one).

Please send me future editions of the ALTERNATIVE INVESTMENTS UPDATE

NAME:

TITLE:

COMPANY:

ADDRESS:

CITY, STATE,  ZIP:

SEND ME the following
HAMMOND ASSOCIATES

RESEARCH NOTES:
LIABILITIES AND ENDOWMENT 
MANAGEMENT

IMPACT OF AN AGING POPULATION

INVESTING IN A LOW RETURN 
ENVIRONMENT

LOOMING CRISIS IN ENDOWMENT 
SPENDING 

IMPACT OF SURVIVORSHIP BIAS 
ON PEER RANKING COMPARISONS

PERSISTENCE IN HEDGE FUND 
RETURNS

HEDGE FUNDS REVISITED

PRIVATE EQUITY INVESTING

TIMBERLAND
SEND a copy of  the Quarterly Research Report to:

FAX THIS FORM TO 314-746-1699 OR E-MAIL INFO TO: MAIL@HAIFC.COM.

Visit our web site www.HAMMONDASSOCIATES.com for a complete listing of HAMMOND ASSOCIATES’ articles and publications.

HAMMOND ASSOCIATES INSTITUTIONAL FUND CONSULTANTS, INC., 101 S. Hanley Road, Third Floor,  Saint Louis, MO 63105-3406

PHONE: FAX: E-MAIL: 

The Research Report is also available via e-mail within three weeks of each quarter-end.  Contact HAMMOND ASSOCIATES at 314-746-1600 or mail@haifc.com.The Research Report is published quarterly by Hammond Associates 
Institutional Fund Consultants, Inc., 101 S. Hanley Road, Third Floor, St. Louis, Missouri 63105-3406.  The Research Report is written by Anthony W. Brown, CFA, Director of Research. The sources of information used in this report 
are believed to be reliable.  Hammond Associates has not independently verified all of the information contained herein. Copyright © Hammond Associates, 2004.  All rights reserved.


