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Long-term interest rates resumed their downward trend in the second quarter.  After 
the yield on the 10-year Treasury bond increased from 4.2% to 4.5% in the first 
quarter, it fell back to 3.9% in the second quarter.  This occurred despite the Fed 
raising the overnight lending rate twice, from 2.75% to 3.25%.  Since the Fed began 
tightening one year ago, the yield on the 10-year bond has fallen by 68 bps.  This 
change is in stark contrast to history.  In prior Fed tightening cycles since 1958, 10-
year bond yields increased an average of 125 bps from the first rate hike over the 
following twelve months.1 This is the first tightening cycle during which the 10-
year bond yield has fallen.  Fed Funds futures indicate that we are still in store for 
two or three more quarter-point rate increases in 2005, which would virtually flatten 
the Treasury yield curve.

Based on the pricing of TIPS, much of the second quarter decline in yields was 
attributable to lower inflation expectations.  The breakeven inflation rate on the 10-
year bond, which represents the difference in the Treasury yield and the real yield 
on TIPS, declined from 2.7% (4.50% 10-year yield less 1.79% TIPS yield) to 2.3% 
(3.94% 10-year yield less 1.66% TIPS yield).  However, since the beginning of 
2000, falling real (after inflation) interest rates have been the driver of contraction 
in nominal yields.  The real yield on 10-year TIPS has declined from 4.2% at the 
beginning of 2000 to just 1.7%.  Expectations for future inflation, as measured by 
the breakeven inflation rate on TIPS, have increased since the beginning of 2000.

Declining real interest rates have had a spillover effect on other assets.  The 
liquidity created by low rates has pushed asset prices higher and expected returns 
lower.  There is a clear link between falling interest rates and ballooning residential 
real estate prices.  Corporate bonds (both investment-grade and junk) and emerging 
market debt have benefited not only from lower Treasury rates, but also from a 
contraction in the credit spread to Treasuries as investors reach for yield.  Real 
estate investment trusts, with their fat (albeit shrinking) dividend yields, have surged 
126% since the Fed made the first cut in the overnight lending rate in January 2001.  
Despite the bear market, equities are still trading at high valuations.  Low real 
interest rates are supporting the high valuations.  Of course, assets that were fueled 
by interest rates as they fell could be dragged down in the event of a reversal.

Today’s Interest Rates Relative to Historical Levels

A common perception is that Treasury bond yields are significantly below normal.  
This is undoubtedly influenced by the experience of the 1980s and 1990s.  The 
median yield on 10-year Treasuries over these two decades was 7.8% nominal and 
3.3% real.  However, when compared to the rest of the 20th century, these two 
decades were abnormal.  From 1900 to 1979, the median nominal yield on 
Treasuries was 3.5%, and the real yield was only 1.3%.  For the full century, the 
median nominal yield was 3.8%, and the real yield was 1.9%.  A current real yield 
of 1.7% on 10-year TIPS is not too far from the median level of the 20th century.

Are the 1980s and 1990s or the long-term experience more indicative of the future?  
The reason for higher than normal rates in the 1980s and 1990s was the Fed’s 
efforts to reduce inflation.  Inflation exceeded 12% in 1980, which prompted the 
Fed to lift overnight lending rates to double digits.  It required higher than normal 
real interest rates to reduce inflation to the low levels reached by the late 1990s.  
Inflation is now fairly well contained, so there is no need for the Fed to keep real 
interest rates as high.  The high real yields bondholders enjoyed during the last two 
decades of the 20th century will likely prove to be an aberration.

1The current cycle also differed from previous cycles in that the 10-year bond yield increased significantly 
before the first rate hike.  The yield increased 76 bps in the three months preceding the rate hike.  The 10-
year bond yield remains above the Spring 2003 trough.  (See Hammond Associates’ Second Quarter 2004 
Research Report.)
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Yields on 10-Year Treasury Bonds*
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*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.

What is an appropriate level for interest rates?  In a normal environment, a 1.7% 
real yield on the 10-year bond may not be unreasonable.  However, the current 
environment seems anything but normal because of the current account deficit.  The 
current account deficit, which now exceeds 6% of GDP, is symptomatic of our over 
consumption.  We are spending $750 billion per year more than we are producing.  
That money must be borrowed from foreign investors.  The natural state in this 
environment would be higher than normal real interest rates, which should be 
necessary to attract the foreign capital to offset the deficit. A consequence would 
be the reduction of consumption growth and an increase in savings.  This would 
eventually help to correct the deficit.

Why Aren’t Interest Rates Higher?

While bond yields don’t appear that low when compared to history, the current 
account deficit argues for higher than normal yields.  Why aren’t yields higher?  
There are three common reasons cited for low interest rates—bond purchases by 
foreign central banks, weakening economy, and a lower inflation risk premium.

Willingness on the part of Asian central banks to invest in US bonds seems a likely 
contributor to low real interest rates.  Asian countries, particularly China, are flush 
with cash from their massive trade surplus with us, and have been willing to recycle 
their receipts into US bonds.  This keeps their currencies from appreciating against 
the dollar, which would dampen export growth.  Asian central banks appear to have 
made the choice of accepting a low interest rate and the potential for losses from 
currency depreciation to improve employment growth. 

The amount of foreign assets going to domestic bonds is staggering.  We must 
attract sufficient foreign capital to offset the current account deficit ($750 billion 
and growing) plus net purchases of foreign securities by US investors.  All told, the 
US now requires about $1 trillion of foreign capital per year.  Since the equity 
market bubble burst, foreign investors have been avoiding equities and purchasing 
bonds.  In the first quarter of 2005, foreign investors purchased an annualized $816 
billion of US bonds, the bulk of which was Treasury and agency securities.  As a 
result of massive overseas buying, foreign investors hold 50% of outstanding 
Treasury debt and more than a quarter of corporate and agency debt.  Bill Gross of 
PIMCO figures the yields are as much as 100 basis points below equilibrium levels 
because of purchases by foreign investors.

If the supply of foreign capital is the primary cause of low interest rates, can we rely 
on it to continue?  Over the short-term, there is little reason to expect a change.  
This system can be viewed as favorable over the short-term for both the US and 
Asia.  The US can continue to over consume, becoming more indebted to foreign 
creditors, without paying the higher interest rates profit-motivated creditors would 
demand to compensate for risk (which in this case is a secular decline in the value 
of the dollar).  However, it cannot be sustained forever.  The longer it lasts, the 
greater our debt service burden will be (even at discounted interest rates).  
Eventually, it will become too much to bear.  Furthermore, Asians will eventually 
desire to increase consumption and standards of living, rather than save.  It’s 
impossible to say whether this will occur within a couple of years or a couple of 
decades.

Foreign Net Purchases of US Bonds
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Another possible explanation for low interest rates is that the bond market has 
caught a whiff of economic trouble down the road.  US consumers have relied on 
the housing market (fueled by the Fed’s easy money policy) and tax cuts to support 
spending in the face of stagnant wage growth.  The stimulatory effects of the tax 
cuts are long past, and the housing market appears increasingly at risk of a 
slowdown or worse.  The removal of these effects, combined with the household 
debt overhang and imbalances in the global economy, may make the bond market 
expect the economy is heading for rougher sledding.  In this case, the current 
tightening cycle would come to an end, and another easing cycle could ensue.

Historically, the yield curve has been one of the more accurate predictors of 
recessions.  In normal environments, the yield curve slopes upward, meaning that 
longer maturity obligations provide a higher yield.  In six of seven instances when 
the yield curve has inverted since 1969 (short-term rates exceeded long-term 
rates), recessions have followed, and no recessions have occurred without the 
yield curve first inverting.  Of course, the yield curve is not currently inverted.  
The 10-year Treasury yield exceeds the Fed Funds rate by 69 bps, compared to the 
mean differential over the past 50 years of 100 bps.  Current expectations are for the 
Fed to lift the Fed Funds rate to 3.75% or 4% by year-end, which could mean an 
inverted curve.  However, current credit spreads on low-quality corporate bonds are 
inconsistent with the argument that the bond market expects a weaker economy.  
High yield bonds are trading at a spread to Treasuries of less than four percentage 
points, which is about 30% below the historical average.  If bond investors expected 
the economy to weaken significantly, high yield spreads should be trading at much 
higher levels.

Spread Between 10-Year Treasury Yield
and Fed Funds Rate
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Lower risk of inflation is another potential explanation for the fall in nominal yields.   
Low inflation risk should lower the maturity premium for nominal bonds because 
part of the maturity premium represents an inflation risk premium (which is separate 
from expected inflation).  If the perceived risk of inflation is lower because of Fed 
credibility or other factors, the compensation investors require for the possibility 
that inflation exceeds expectations should fall.  In the 19th century when secular 
inflation was not considered a risk, short-term rates were typically higher than long-
term rates.  Investors preferred long-term bonds due to their fairly stable yield over 
the highly variable yields of short-term securities.  The purchasing power of future 
interest payments and principal was secure because the country was on the gold 
standard.  The 19th century, in fact, was deflationary.  Prices fell by 0.4% 
annualized over the 100 year period.2 The abandonment of the gold standard 
brought inflation risk and an upward sloping yield curve.

If the risk of inflation is lower, the yield curve could be permanently flatter.  The 
inflation breakeven rate on TIPS suggests that the bond market has little concern 
about inflation.  The breakeven inflation rate should include expected inflation plus 
an inflation risk premium.  This rate on 10-year TIPS stands at only 2.3%.  
Extending to 30 years, this rate is only 2.5%.  

There have been many other potential contributors to the low level of rates raised.  
The shift of defined benefit pension plans to match the duration of liabilities seems 
the most likely contributor.  For years, most pension plans have operated at an 
asset/liability mismatch.  The duration of their liabilities (in the form of obligations 
to future retirees) has been much longer than the duration of their bond assets.  This 
was especially damaging to funding levels in the early part of this decade because 
their liabilities increased since they were being discounted at lower interest rates, 
and their assets didn’t keep pace due to the bear market for equities.  This has led 
many pension plans to be more mindful of their asset/liability mismatch, which, in 
turn, has led to higher fixed income exposure with a longer duration.  This shift 
towards longer duration is another factor that may explain the flatness of the yield 
curve.

Implications for Other Assets

Real interest rates should directly influence prices for risky assets.  In theory, 
investors make investment decisions based on the expected return and risk of an 
opportunity versus what can be received on a risk-free basis over an equivalent 
horizon.  Risky assets’ expected returns should include a premium over the real

2There were periods of sharp inflation within the period, such as during the Civil War.  However, periods 
of inflation were followed by periods of deflation. 
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riskless interest rate based on the level of risk.  All else equal, it follows that when 
real interest rates fall, the required return for other asset classes should also fall.  
Lower required returns mean that assets trade at higher prices.

We’ve witnessed the effects of falling real interest rates in investment markets and 
residential real estate.  Low interest rates have increased the purchasing power of 
home buyers, helping them to bid up prices to seemingly unsustainable levels.  Low 
real interest rates have also reduced valuation pressures on equities, allowing them 
to trade at higher P/E ratios.  It is also apparent that investors are accepting more 
risk in trying to eke out additional return.  (Unfortunately, return needs have not 
fallen along with return expectations.)  Credit spreads on corporate investment-
grade and high yield debt remain well below historical averages.

If current real interest rates represent a new paradigm (or perhaps more accurately, 
a return to an old paradigm), there are significant implications for security markets.  
Equity markets that previously appeared overvalued don’t look so unreasonable.  In 
our asset allocation model, we assume equities should provide a 2.5% risk premium 
to long-term TIPS.  We currently assume a 2.5% equilibrium real interest rate on 
long-term TIPS; therefore, stocks have a required earnings yield of 5% and should 
trade at a normalized P/E ratio of 20 (1/5%).  With a current normalized P/E ratio of 
24, the equity market is overvalued by about 20% under these assumptions.  On the 
other hand, if long-term TIPS remain at the current 1.7% yield for the foreseeable 
future, stocks only need to provide a real return of 4.2% to provide the same 2.5% 
risk premium, which translates into a fair value normalized P/E of just less than 24.  
Under this assumption, the S&P 500 is trading at fair value.

Fair valuation on stocks as a result of lower real interest rates is probably small 
comfort for investors.  A real return of less than 2% on bonds and 4% for stocks 
makes it challenging to earn a typical 5% real return to offset spending for 
endowments and foundations. Under this scenario, institutions eventually will 
need to learn to live on less or be willing to accept more risk to achieve their return 
needs.  Defined benefit plan sponsors, who must value their liabilities and set their 
contributions based on these low rates, are in an even more precarious position.  
They will also be under pressure to lower their seemingly unrealistic actuarial 
assumed returns (often 8.5% nominal, or 6% real).  Funding pension plans must 
increasingly occur through contributions from cash flow, rather than earnings on 
investments.

The alternative scenario also has unappealing implications for asset markets.  If real 
interest rates rise, which arguably needs to occur to reduce our current account 
deficit, asset prices will fall.  Falling residential real estate prices could send the 
economy into a recession.  Moreover, P/E ratios on equities would come under 
renewed pressure.  From a long-term perspective, higher real interest rates would be 
positive for investors, but it would mean short-term pain.  The surge in interest rates 
and stagnation in equity prices in the last half of the 1970s set up a 20-year bull 
market for stocks and bonds.

Conclusion

Current real interest rates are near long-term historical norms.  From that 
perspective, one can argue that the decline in interest rates experienced over the last 
five years (actually, the last 24 years), represents a return to the norm.  
Nevertheless, higher real rates are necessary to reduce the current account deficit to 
sustainable levels.  Higher rates would help to reduce consumption growth and 
increase savings.  However, the willingness of Asian central banks to lend trade 
receipts back to us could keep real interest rates low for an extended period.  
Eventually, higher than normal real interest rates are likely, but it’s hard to say 
when “eventually” will come.   

If real interest rates stay at current levels for the foreseeable future, it will present 
challenges to investors.  Low real interest rates should mean low expected returns 
for other asset classes as well.  A low cost of capital world is unfavorable for 
investors.  Endowments and foundations will have trouble meeting their typical 5% 
spending rate while preserving purchasing power.  Defined benefit pension plan 
sponsors will be forced to fund more of their pension benefits through cash flow 
from operations.  Baby-boomers will need more savings to replace pre-retirement 
income.  Despite the short-term pain it would cause, long-term investors, even those 
invested substantially in bonds, should welcome an increase in real interest rates.

Anthony Brown, CFA
Director of Research

abrown@hammondassociates.com
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Second Quarter Executive SummarySecond Quarter Executive Summary
The S&P 500 enjoyed a modest gain of 1.4% during the second quarter, but remains 0.8% in the hole so far in 2005. Many developed international 
markets experienced strong gains in local currency terms, but the surging dollar resulted in losses for US investors.  The MSCI EAFE index gained 
4.6% in local currencies, but declined 1% in dollars. Emerging market equities gained 4.1%.
The FOMC lifted the Fed Funds rate twice during the quarter to 3.25%.  Fed Funds futures predict a 3.75% to 4% overnight lending rate by year-end.  
However, the yield on the 10-year bond declined from 4.50% to 3.94%.  This has resulted in a fairly flat yield curve. 
The economy grew at a 3.8% annualized rate in the first quarter. Economists expect second quarter GDP data to show 3.5% growth. Forecasters polled 
by The Economist expect growth of 3.5% for 2005, which is at the long-term average.  Our continued concern is that the economy is being primarily 
fueled by strong consumer spending, which appears increasingly vulnerable.
In the fourth year of the economic recovery, wage and salary growth continues to lag far behind the typical post-recession period.  Nevertheless, the 
wealth effect from residential real estate appreciation has kept spending strong.  Nationally, housing prices have surged 50% since the beginning of 
2000 and are now at record high levels versus rents and income. Housing prices do not need to fall to have an adverse effect on the economy.  If prices 
level off, households would be less likely to tap home equity, and the savings rate would move towards more normal levels.
The price per barrel of oil finished the quarter at $57, up only $1 from March 31. Despite high prices, demand is increasing. Worldwide demand is 
expected to increase 2.2% in 2005.  The good news is that high prices are attracting new investment.  Over the short to intermediate term, there will be a 
race between increased demand and new supply.  If new supply does, in fact, exceed demand over the next few years as some expect, oil prices could 
decline.  Even so, we believe exposure to energy in a portfolio makes sense as a hedge. 
Investors’ hunger for yield in a low interest rate environment helped to push credit spreads on risky fixed income securities to near historic lows in 
February.  In March, however, spreads began moving upwards.  The credit spread on high yield bonds increased by 35 bps during the quarter and is 119 
bps above March’s trough. Even with this, credit spreads on both investment-grade and high-yield corporate bonds remain well below historical norms.  
Treasuries still appear to offer the best value among domestic bond sectors.
The dollar continued to rebound against major currencies during the second quarter.   It surged 7.2% against the euro and 6.0% against the yen.  Based 
on relative purchasing power parity, the dollar is fairly valued on a trade-weighted basis.  Still, we expect the trade-weighted dollar to depreciate further 
because of the negative current account balance.  Domestic consumption needs to grow at a slower pace than that of the rest of the world so that exports 
grow much faster than imports.  To accomplish this, real interest rates need to rise, and the trade-weighted dollar must become significantly undervalued
for an extended period (which would make imports more expensive).  We continue to recommend significant exposure to foreign currency-denominated 
assets.
Reported earnings on the S&P 500 continue to improve, but the pace of growth is slowing.  The S&P 500’s P/E on trailing reported earnings stands at 
19.  However, profits appear unsustainably high due to a cyclical peak in profit margins.  The index is priced to provide a 4.2% real return in the future. 
Within the US market, there are no obvious bargains.  As a result of their outperformance in recent years, small-cap stocks appear overvalued relative to 
large-caps.  Value stocks appear richly priced relative to growth stocks.
Hedge funds generated slightly positive returns during the second quarter, with the average fund of funds gaining 0.3%, according to HFR.
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Year-to-Date Performance of Equity Markets
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REITS On Top in the Second Quarter REITS On Top in the Second Quarter 
The S&P 500 enjoyed a modest gain of 1.4% during the second 
quarter.  Combined with the 2.2% loss in the first quarter, large-
caps remain 0.8% in the hole so far in 2005.

Many developed international markets experienced strong gains 
in local currency terms, but the surging dollar resulted in losses 
for US investors.  The MSCI EAFE index gained 4.6% in local 
currencies, but declined 1% in dollars.  The buck appreciated only 
slightly against emerging market currencies, and emerging market
equities gained 4.1% in dollar terms.

Investment-grade bonds performed well on falling intermediate-
and long-term interest rates.  The Lehman Aggregate index 
earned 3%. REITS, which have been trading more like long 
duration TIPS than stocks recently, surged 15.2%.

The S&P 500 enjoyed a modest gain of 1.4% during the second 
quarter.  Combined with the 2.2% loss in the first quarter, large-
caps remain 0.8% in the hole so far in 2005.

Many developed international markets experienced strong gains 
in local currency terms, but the surging dollar resulted in losses 
for US investors.  The MSCI EAFE index gained 4.6% in local 
currencies, but declined 1% in dollars.  The buck appreciated only 
slightly against emerging market currencies, and emerging market
equities gained 4.1% in dollar terms.

Investment-grade bonds performed well on falling intermediate-
and long-term interest rates.  The Lehman Aggregate index 
earned 3%. REITS, which have been trading more like long 
duration TIPS than stocks recently, surged 15.2%.

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

Second Quarter 2005 Performance (%)
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Small-cap stocks underperformed 
large-caps in the first quarter, but 
outperformed in the second quarter.  
Small-caps modestly trail large-caps 
year-to-date (-1.2% vs. -0.8%).  

TIPS kept pace with nominal bonds.  
Inflation expectations fell during the 
quarter, but that was offset by the 
longer duration of the TIPS index. 

REITS fell 7.3% in the 
first quarter.  They are 
6.8% ahead year-to-date.

Emerging market currencies 
held their value versus the 
dollar.   

MSCI EAFE gained 4.6% in local 
currencies.  European markets earned 
5.9% in local currencies, but the 
appreciating dollar knocked the return 
down to -0.8%. 

High yield bonds were 
down as much as 2.2% 
during the quarter. 

Small-cap stocks have 
rebounded nicely from 
their trough in early May.

Only emerging market 
stocks have a positive 
year-to-date return.
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REITS Also the Best Performer Over 10 YearsREITS Also the Best Performer Over 10 Years
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The S&P 500 was the worst 
performer among equity 
asset classes, and it also 
underperformed bonds.

Inflation: 2.5% Inflation: 2.5%

Emerging market equities 
and fixed income enjoyed 
strong returns.

TIPS outperformed 
nominal bonds.

The outperformance of the S&P 
500 was due entirely to local 
market performance.  

Small-caps have closed 
the performance gap to 
large-caps.

REITS had a 
dividend yield of 
7.7% at the beginning 
of this 10-year period.  
They now yield 4.6%.

Period includes Asian 
currency crises, 
Russian default, and 
Argentinean default.

Mid-caps outperformed 
small-caps and large-caps.

International large-caps have 
earned half the return of the S&P 
500 and have underperformed 
domestic bonds.

Emerging market stocks underperformed 
their debt counterparts by over ten 
percentage points.  We expect equities to 
outperform over the next decade.
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Hedge Funds Lag Stocks and Bonds in Second QuarterHedge Funds Lag Stocks and Bonds in Second Quarter
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Buyouts have trailed the 
S&P 500 over the last 20 
years, but venture capital 
has outperformed.

NCREIF Returns
(As of March 2005)
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Oil rose modestly 
during the quarter, but 
natural gas declined.

The DJ-AIG index fell 
5% during the quarter 
as all but one sub-sector 
experienced losses. 

The NCREIF real estate index of 
commercial property continues to perform 
well as capitalization rates decline.

Performance of Hedge Fund Indexes
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The average fund of hedge funds earned only 0.3% in the 
second quarter and 4.5% over the last five years.

N/A
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Treasury Yield Curve
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The FOMC lifted the Fed Funds rate twice during the quarter to 3.25%.  
Fed Funds futures predict a 3.75% to 4% overnight lending rate by 
year-end.  Surprisingly, intermediate- and long-term bond yields moved 
in the opposite direction.  The yield on the 10-year bond declined from 
4.50% to 3.94%.  Since the Fed began tightening one year ago, the 10-
year bond yield has fallen 68 bps.  The real yield on 10-year TIPS 
declined from 1.8% to 1.7%. (See “The Interest Rate Conundrum” at 
the beginning of this report.) 

Higher short-term rates and lower long-term rates have resulted in a 
flattened yield curve.  There is only a 69 bps spread between the 10-
year bond and the Fed Funds rate versus a 362 bps difference before the 
Fed began tightening.  If the 10-year holds at the current yield, the yield 
curve could invert by year-end, which has historically been a warning 
sign for the economy.  The flattening yield curve is squeezing profits 
out of the “carry trade” (borrowing short and lending long).

The FOMC lifted the Fed Funds rate twice during the quarter to 3.25%.  
Fed Funds futures predict a 3.75% to 4% overnight lending rate by 
year-end.  Surprisingly, intermediate- and long-term bond yields moved 
in the opposite direction.  The yield on the 10-year bond declined from 
4.50% to 3.94%.  Since the Fed began tightening one year ago, the 10-
year bond yield has fallen 68 bps.  The real yield on 10-year TIPS 
declined from 1.8% to 1.7%. (See “The Interest Rate Conundrum” at 
the beginning of this report.) 

Higher short-term rates and lower long-term rates have resulted in a 
flattened yield curve.  There is only a 69 bps spread between the 10-
year bond and the Fed Funds rate versus a 362 bps difference before the 
Fed began tightening.  If the 10-year holds at the current yield, the yield 
curve could invert by year-end, which has historically been a warning 
sign for the economy.  The flattening yield curve is squeezing profits 
out of the “carry trade” (borrowing short and lending long).

Yield Curve:  Heading Towards Inversion?Yield Curve:  Heading Towards Inversion?
Treasury Yields as of 6/30/2004
Treasury Yields as of 3/31/2005
Treasury Yields as of 6/30/2005
TIPS Real Yields

Yield curve at the time 
of first Fed rate hike. 
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The yield on the 10-year bond increased by 140 bps over the 
12 months before the first tightening, which may explain its 
behavior once tightening began. 

Decomposition of 10-Year Treasury Yield
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Real Yield on 10-Year TIPS

Inflation Breakeven Rate to 10-Year
Treasury

The 10-year Treasury bond yield has fallen from 6.5% 
to 3.9% since the beginning of 2000.  That decline can 
be explained entirely by falling real yields.  Inflation 
expectations have risen modestly over this period.  

Their sum is equal 
to the 10-year 
Treasury yield. 

The Treasury announced during 
the quarter that it may 
reintroduce the 30-year bond. 

There’s only a 28 bps premium to moving 
from 2-year bonds to 10-year bonds.

Source:  Federal Reserve, Hammond Associates

Source:  Federal Reserve

Source:  Federal Reserve
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The economy grew at a 3.8% annualized rate in the first quarter.
Growth of consumer spending and residential fixed investment 
accounted for the bulk of the growth.  The pace of business investment 
slowed substantially for the quarter (from 14.5% to 4.1%).

Economists expect second quarter GDP data to show 3.5% growth.  
Forecasters polled by The Economist expect growth of 3.5% in 2005, 
which is at the long-term average.

Employment growth was decent during the second quarter.  The 
economy added an average of 181,000 jobs per month, which is more 
than the 150,000 jobs economists believe are necessary to absorb new 
entrants.  Nevertheless, job growth remains anemic when compared to 
past recoveries.

Our continued concern is that the economy is being primarily fueled by 
strong consumer spending, which appears increasingly vulnerable.

The economy grew at a 3.8% annualized rate in the first quarter.
Growth of consumer spending and residential fixed investment 
accounted for the bulk of the growth.  The pace of business investment 
slowed substantially for the quarter (from 14.5% to 4.1%).

Economists expect second quarter GDP data to show 3.5% growth.  
Forecasters polled by The Economist expect growth of 3.5% in 2005, 
which is at the long-term average.

Employment growth was decent during the second quarter.  The 
economy added an average of 181,000 jobs per month, which is more 
than the 150,000 jobs economists believe are necessary to absorb new 
entrants.  Nevertheless, job growth remains anemic when compared to 
past recoveries.

Our continued concern is that the economy is being primarily fueled by 
strong consumer spending, which appears increasingly vulnerable.

Moderate Economic Growth ContinuesModerate Economic Growth Continues
ISM Business Activity Indexes
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The manufacturing index has been 
falling, suggesting the rate of growth 
in manufacturing activity is declining.

A value above 50 indicates 
expanding activity.

Inception of the non-
manufacturing index.

Source:  Federal Reserve

Source:  Bureau of Labor Statistics

This index is weakening, largely 
due to the flattening yield curve. 

Source:  Bloomberg

The economy has added only 
one million new jobs since the 
beginning of the recession.
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The Housing Bubble and Consumer SpendingThe Housing Bubble and Consumer Spending
In the fourth year of the economic recovery, wage and salary 
growth continues to lag far behind the typical post-recession 
period.  Nevertheless, the wealth effect from residential real estate 
appreciation has kept spending strong.  Households have tapped 
home equity through cash-out refinancings, home equity loans, 
and second mortgages. 

Further signs of housing’s beneficial effect on the economy can 
be observed in employment.  According to The Economist, more 
than 40% of private sector jobs created since 2001 have been in 
housing-related sectors (construction, real estate, and mortgage 
broking).

Nationally, housing prices have surged 50% since the beginning 
of 2000 and are now at record high levels versus rents and 
income.  Coastal markets have experienced far greater gains.  
There are signs that we may be approaching the top.

The percentage of new mortgages with adjustable rates (ARMs) remains 
high at 30%, which is surprising given the below average spread between 
ARMs and fixed rate mortgages.  ARMs have the highest share in markets 
that have experienced the greatest gains, which suggests buyers are 
stretching  to make payments. The use of unconventional mortgages, such 
as interest-only loans and negative amortization loans (a portion of the 
interest is added to the loan’s principal), is also rising.  These are also most 
prevalent in the hottest markets.

The National Association of Realtors reported that 23% of home purchases 
last year were for investment purposes and a further 13% represented 
second homes.

Housing prices do not need to fall to have an adverse effect on the 
economy.  If prices level off, households would be less likely to 
tap home equity, and the savings rates may move towards more 
normal levels.

In the fourth year of the economic recovery, wage and salary 
growth continues to lag far behind the typical post-recession 
period.  Nevertheless, the wealth effect from residential real estate 
appreciation has kept spending strong.  Households have tapped 
home equity through cash-out refinancings, home equity loans, 
and second mortgages. 

Further signs of housing’s beneficial effect on the economy can 
be observed in employment.  According to The Economist, more 
than 40% of private sector jobs created since 2001 have been in 
housing-related sectors (construction, real estate, and mortgage 
broking).

Nationally, housing prices have surged 50% since the beginning 
of 2000 and are now at record high levels versus rents and 
income.  Coastal markets have experienced far greater gains.  
There are signs that we may be approaching the top.

The percentage of new mortgages with adjustable rates (ARMs) remains 
high at 30%, which is surprising given the below average spread between 
ARMs and fixed rate mortgages.  ARMs have the highest share in markets 
that have experienced the greatest gains, which suggests buyers are 
stretching  to make payments. The use of unconventional mortgages, such 
as interest-only loans and negative amortization loans (a portion of the 
interest is added to the loan’s principal), is also rising.  These are also most 
prevalent in the hottest markets.

The National Association of Realtors reported that 23% of home purchases 
last year were for investment purposes and a further 13% represented 
second homes.

Housing prices do not need to fall to have an adverse effect on the 
economy.  If prices level off, households would be less likely to 
tap home equity, and the savings rates may move towards more 
normal levels.

Households' Cash Flow From Residential Real Estate
(As % of Disposable Income, Rolling 4-Quarter Average)
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In the past, housing activity (excluding mortgage interest) has 
represented a net use of household cash flow. Principal payments
and new investments exceeded equity withdrawn.  Housing 
activity is now a source of cash flow.

Net Worth and Savings as Percentage of Disposable Income
(Rolling 4-Quarter Average)
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Households appear to have cut savings rates as a 
result of rising net worth (first from stocks, then from 
real estate).

Source:  Federal Reserve

Source:  Federal Reserve
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Dollar Volume Real Estate Transactions
(As % of GDP)

2

4

6

8

10

12

14

16

19
70

19
72

19
74

19
76

19
78

19
80

19
82

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

%
 o

f G
D

P

The Housing Bubble and Consumer Spending (cont.)The Housing Bubble and Consumer Spending (cont.)

Growth of Inflation-Adjusted Residential Real Estate Prices
(Through March 2005)
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The homeownership rate has increased by six percentage points over the last 10 
years to 69%.  How much higher can it go?  Not every household in America 
can afford a house, particularly at current prices.  Indeed, the homeownership 
rate has leveled off over the last three quarters.

Annualized Appreciation of Housing Prices
Q1 1997 through Q1 2005

(Adjusted for Inflation)
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Housing price appreciation does not create as much wealth at 
the macroeconomic level as one might expect.  To be sure, 
existing homeowners feel richer, and they will realize wealth if
they sell their homes at these elevated prices.  However, those 
gains come from the next generation of buyers.  Current 
owners’ gains are future buyers’ costs.

The increase in the ownership rate 
coincided with the run-up in 
property values.

Coastal regions have enjoyed the strongest gains, while interior
regions have experienced more modest growth.  As a result, 
coastal regions appear most vulnerable to declines.

4.7% annualized real appreciation  0.3% annualized real appreciation  

Source:  Bloomberg

Source:  Freddie MacSource:  Freddie Mac

The dollar volume of real estate transactions was $1.7 trillion over the last 
12 months.  As a percentage of GDP, transaction volume has reached a new 
peak in this cycle, which indicates high liquidity.  Activity will fall sharply 
if prices weaken as it did following the late 70s boom.  

Source:  Bloomberg, Bureau of Economic Analysis, Hammond Associates

Average appreciation since 1970
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Are High Oil Prices Here to Stay?Are High Oil Prices Here to Stay?
Spot Versus Future Delivery Oil Prices
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The price per barrel of oil finished the quarter at $57, up only $1 
from March 31.  Volatility remained high.  Oil traded as low as 
$47 (May 20) and as high as $61 (June 27).  High volatility is 
likely to continue.  OPEC has very little spare capacity with 
which to smooth prices.  The Energy Information Administration 
figures that only Saudi Arabia has excess capacity, and that is 
only 0.9 to 1.4 million barrels per day.  This represents about 1% 
of worldwide daily demand, which is well below historical 
levels.
Despite high prices, demand is increasing.  China’s demand 
growth has moderated over the last few months (and actually 
contracted in April), but worldwide demand is expected to 
increase 2.2% in 2005.
The good news is that high prices are attracting new investment.
As new production comes on-line, upward price pressures may 
decrease.  Cambridge Energy Research Associates estimates that 
capacity could exceed demand by 6 to 7.5 million barrels per day
later in this decade.  High prices are making “unconventional” oil 
projects profitable, such as Canadian oil sands and ultra-
deepwater drilling.  Over the short to intermediate term, there 
will be a race between rising demand and new supply.  
A long-term concern is that some analysts (albeit a minority) 
believe that we may be within a decade or two of peak 
worldwide oil production.  The possibility of political upheaval
in producing countries is perhaps the largest risk.  With little
margin between capacity and demand, a political event 
(particularly in Saudi Arabia) could send prices skyrocketing.
If new supply does, in fact, exceed demand over the next few 
years, oil prices could decline.  Even so, we believe exposure to 
energy in a portfolio makes sense as a hedge. 

The price per barrel of oil finished the quarter at $57, up only $1 
from March 31.  Volatility remained high.  Oil traded as low as 
$47 (May 20) and as high as $61 (June 27).  High volatility is 
likely to continue.  OPEC has very little spare capacity with 
which to smooth prices.  The Energy Information Administration 
figures that only Saudi Arabia has excess capacity, and that is 
only 0.9 to 1.4 million barrels per day.  This represents about 1% 
of worldwide daily demand, which is well below historical 
levels.
Despite high prices, demand is increasing.  China’s demand 
growth has moderated over the last few months (and actually 
contracted in April), but worldwide demand is expected to 
increase 2.2% in 2005.
The good news is that high prices are attracting new investment.
As new production comes on-line, upward price pressures may 
decrease.  Cambridge Energy Research Associates estimates that 
capacity could exceed demand by 6 to 7.5 million barrels per day
later in this decade.  High prices are making “unconventional” oil 
projects profitable, such as Canadian oil sands and ultra-
deepwater drilling.  Over the short to intermediate term, there 
will be a race between rising demand and new supply.  
A long-term concern is that some analysts (albeit a minority) 
believe that we may be within a decade or two of peak 
worldwide oil production.  The possibility of political upheaval
in producing countries is perhaps the largest risk.  With little
margin between capacity and demand, a political event 
(particularly in Saudi Arabia) could send prices skyrocketing.
If new supply does, in fact, exceed demand over the next few 
years, oil prices could decline.  Even so, we believe exposure to 
energy in a portfolio makes sense as a hedge. 

Oil Consumption and Net Imports
(Barrels Per $1,000 of GDP)
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The price of oil for delivery four years out has 
converged with the spot price, suggesting the market 
expects prices to remain high.

Emerging market countries consume far 
more oil per unit of GDP than developed 
countries.  Emerging Asian economies in 
particular are sensitive to energy prices 
because they are significant net importers.

Latin America as a whole 
is a net exporter of oil.

Source:  IEA, IMF, Hammond Associates

Source:  Bloomberg
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A Tumultuous Quarter for CreditA Tumultuous Quarter for Credit
Credit Spread on High Yield Bonds
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Credit Spread on Lehman Credit Index
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The credit spread on high yield bonds has spiked since 
March, but remains well below the historical average.

Investor’s hunger for yield in a low interest rate environment 
helped to push credit spreads on risky fixed income securities to 
near historic lows in February.  In March, however, spreads began 
moving upwards and culminated with Ford’s and GM’s 
downgrades to junk status in May.  Following the downgrades, 
credit spreads drifted back downward.
The credit spread on high yield bonds increased by 35 bps during
the quarter and are 119 bps above March’s trough.  The spread on 
the Lehman Credit (investment-grade) index declined modestly in 
the second quarter, but that was only because GM’s debt was 
removed from the index.  GM bonds were trading like junk bonds 
well before the downgrade. 
Credit spreads on both investment-grade and high-yield corporate 
bonds remain well below historical norms.  Treasuries still appear 
to offer the best value among domestic bond sectors.

Investor’s hunger for yield in a low interest rate environment 
helped to push credit spreads on risky fixed income securities to 
near historic lows in February.  In March, however, spreads began 
moving upwards and culminated with Ford’s and GM’s 
downgrades to junk status in May.  Following the downgrades, 
credit spreads drifted back downward.
The credit spread on high yield bonds increased by 35 bps during
the quarter and are 119 bps above March’s trough.  The spread on 
the Lehman Credit (investment-grade) index declined modestly in 
the second quarter, but that was only because GM’s debt was 
removed from the index.  GM bonds were trading like junk bonds 
well before the downgrade. 
Credit spreads on both investment-grade and high-yield corporate 
bonds remain well below historical norms.  Treasuries still appear 
to offer the best value among domestic bond sectors.

GM and Ford downgraded 
to junk by S&P and 
removed from the Lehman 
Credit index.

Ford added back to the 
investment-grade index 
due to rule changes.  

Source:  Lehman

Source:  LehmanSource:  Lehman

The spread on the Lehman Credit 
index to Treasuries is 30% below 
average.
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Will the Dollar’s Resurgence Last?Will the Dollar’s Resurgence Last?
The dollar continued to rebound against major currencies during 
the second quarter.   It surged 7.2% against the euro, as  French and 
Dutch voters rejected the EU constitution and Italy hinted at 
abandoning the euro.  Year-to-date, the buck has gained 11.9% 
against the euro. The dollar gained 5.1% against the UK pound and 
6.0% against the yen during the quarter.  It didn’t gain much 
ground against emerging market currencies.

Based on relative purchasing power parity, the dollar is fairly 
valued on a trade-weighted basis.  It is slightly undervalued against 
major currencies, but is still overvalued against emerging market 
currencies (most significantly, the Chinese yuan).  Still, we expect 
the trade-weighted dollar to depreciate.

Due to over consumption and lack of savings, the current account deficit 
continues to deteriorate and could reach 7% of GDP this year.  The US net 
investment position was at negative 22% of GDP as of 2004 year-end, 
meaning that foreign investors hold $2.5 trillion more of our assets than we 
hold of theirs.  The net investment position will likely worsen to negative 
30% by the end of 2005. 

Despite the negative international investment position, the US receives more 
income on assets invested abroad than it pays to foreign investors in US 
assets.  This is because US investments abroad are tilted towards higher 
returning direct investments, while foreign investors hold a much higher 
allocation to bonds.  The US will become a net payer before long due to the 
high rate at which we are amassing debt.

The current account deficit must be reduced, or we will find the
debt service burden too much to bear.  Domestic consumption 
needs to grow at a slower pace than that of the rest of the world so 
that exports grow faster than imports.  To accomplish this, real
interest rates should rise, and the trade-weighted dollar must 
become significantly undervalued for an extended period (which 
would make imports more expensive).  We continue to recommend 
significant exposure to foreign currency-denominated assets.

The dollar continued to rebound against major currencies during 
the second quarter.   It surged 7.2% against the euro, as  French and 
Dutch voters rejected the EU constitution and Italy hinted at 
abandoning the euro.  Year-to-date, the buck has gained 11.9% 
against the euro. The dollar gained 5.1% against the UK pound and 
6.0% against the yen during the quarter.  It didn’t gain much 
ground against emerging market currencies.

Based on relative purchasing power parity, the dollar is fairly 
valued on a trade-weighted basis.  It is slightly undervalued against 
major currencies, but is still overvalued against emerging market 
currencies (most significantly, the Chinese yuan).  Still, we expect 
the trade-weighted dollar to depreciate.

Due to over consumption and lack of savings, the current account deficit 
continues to deteriorate and could reach 7% of GDP this year.  The US net 
investment position was at negative 22% of GDP as of 2004 year-end, 
meaning that foreign investors hold $2.5 trillion more of our assets than we 
hold of theirs.  The net investment position will likely worsen to negative 
30% by the end of 2005. 

Despite the negative international investment position, the US receives more 
income on assets invested abroad than it pays to foreign investors in US 
assets.  This is because US investments abroad are tilted towards higher 
returning direct investments, while foreign investors hold a much higher 
allocation to bonds.  The US will become a net payer before long due to the 
high rate at which we are amassing debt.

The current account deficit must be reduced, or we will find the
debt service burden too much to bear.  Domestic consumption 
needs to grow at a slower pace than that of the rest of the world so 
that exports grow faster than imports.  To accomplish this, real
interest rates should rise, and the trade-weighted dollar must 
become significantly undervalued for an extended period (which 
would make imports more expensive).  We continue to recommend 
significant exposure to foreign currency-denominated assets.

Dollar Valuation Based on Relative Purchasing Power Parity
(Deviation of Real Trade-Weighted to Average)
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Based on relative PPP, the dollar is 
undervalued against major currencies, but 
overvalued against developing currencies.      

The dollar was undervalued for 
almost a decade following its 
collapse in the late 1980s.      

The current account deficit 
was 3% of GDP.  It is now 
over 6% of GDP.      

The broad trade-weighted dollar 
is 55% major currencies and 45%  
OITP (developing currencies).

Real Trade-Weighted
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Will the Dollar’s Resurgence Last? (cont.)Will the Dollar’s Resurgence Last? (cont.)

International Investment Position as % of GDP
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This represents the income US investors receive on foreign 
investments less the income foreign investors receive on US 
investments.  Despite the negative international investment 
position, the US receives net income.  This will likely turn 
negative before long as the US is borrowing 6% of GDP per year. 

The math of correcting the trade deficit 
(which is the primary contributor to the 
current account deficit) is daunting.  
Exports must increase 55% faster 
than imports just to keep the trade 
deficit from worsening.

All else equal, the international investment position will worsen each year 
by the current account deficit.  Nevertheless, the international investment 
position has actually improved modestly over the last few years because of 
the weakening dollar.  When the dollar falls, the market value of our 
international positions increases.  Since the dollar is strengthening this 
year, the position is likely to worsen significantly in 2005.

This chart shows US holdings of foreign assets less 
foreign holdings of US assets, as a percentage of 
US GDP.  It is the cumulative impact of past 
current account balances and valuations changes.

US a Net Lender

US a Net Borrower

Global Interest Rates
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US interest rate levels are supportive of the 
dollar against the euro and yen.  The yield on 
10-year German bonds has declined to 3.2%.

Source:  Bureau of Economic Analysis

Source:  Federal ReserveSource:  Bureau of Economic Analysis

Source:  Bloomberg

2005 estimate      

As a percentage of GDP, 
exports have declined 4% over 
the last ten years, while imports 
have surged 31%. 
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Long-Term
TIPS

Yield (%) 1.5 2.0 2.5 3.0 3.5 4.0

1.5 38.9 19.0 4.2 (7.4) (16.7) (24.2)

1.7 30.2 12.6 (0.8) (11.3) (19.9) (26.9)

2.0 19.0 4.2 (7.4) (16.7) (24.2) (30.6)

2.5 4.2 (7.4) (16.7) (24.2) (30.6) (35.9)

3.0 (7.4) (16.7) (24.2) (30.6) (35.9) (40.5)

3.5 (16.7) (24.2) (30.6) (35.9) (40.5) (44.4)

Required Equity Risk Premium Over TIPS (%)
Price Change Needed for S&P 500 to Reach Fair Value

US Equities Posted Modest Gains During the QuarterUS Equities Posted Modest Gains During the Quarter
The S&P 500 earned 1.4% during the second quarter.  Year-to-date, the 
index is down 0.8%.  Small-caps rebounded from a 5.3% loss in the 
first quarter, but remain 1.2% underwater year-to-date.

Reported earnings continue to improve, but the pace of growth is
slowing.  The S&P 500’s P/E ratio on trailing report earnings stands at 
19.  However, profits appear unsustainably high due to a cyclical peak 
in profit margins.  Based on normalized earnings, the index is trading at 
a P/E of 24.  This implies a real expected return of 4.2% (1/24), 
provided that valuations stay the same.

The low level of real interest rates is supportive of higher stock 
valuations.  If real interest rates stay at their current level (1.7% on 
long-term TIPS) and investors are satisfied with a 2.5% equity risk 
premium, equities appear fairly valued.  If real interest rates were to 
rise, stocks would come under renewed valuation pressures. 

Within the US market, there are no obvious bargains.  As a result of 
their outperformance in recent years, small-cap stocks appear 
overvalued relative to large-caps.  Value stocks appear richly priced 
relative to growth stocks.

The S&P 500 earned 1.4% during the second quarter.  Year-to-date, the 
index is down 0.8%.  Small-caps rebounded from a 5.3% loss in the 
first quarter, but remain 1.2% underwater year-to-date.

Reported earnings continue to improve, but the pace of growth is
slowing.  The S&P 500’s P/E ratio on trailing report earnings stands at 
19.  However, profits appear unsustainably high due to a cyclical peak 
in profit margins.  Based on normalized earnings, the index is trading at 
a P/E of 24.  This implies a real expected return of 4.2% (1/24), 
provided that valuations stay the same.

The low level of real interest rates is supportive of higher stock 
valuations.  If real interest rates stay at their current level (1.7% on 
long-term TIPS) and investors are satisfied with a 2.5% equity risk 
premium, equities appear fairly valued.  If real interest rates were to 
rise, stocks would come under renewed valuation pressures. 

Within the US market, there are no obvious bargains.  As a result of 
their outperformance in recent years, small-cap stocks appear 
overvalued relative to large-caps.  Value stocks appear richly priced 
relative to growth stocks.

Sector Performance
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Divergent style indices – The S&P 
500 BARRA large-cap style indices 
(shown below) had large-cap value 
outperforming growth in the second 
quarter.  However, Russell’s large-cap 
style indices showed the opposite.

Based on a 2.5% required equity risk premium, the 
S&P 500 is essentially fairly valued if real interest rates 
stay at current levels.  However, the S&P is priced to 
provide a real return of only 4.2%, or 6.7% nominal.

Utilities were the top performing sector 
in in the second quarter, gaining nearly 
10%.  Energy remains the leader over 
the last 12 months.

Source:  MSCI
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US Equity Market Valuation Snapshot
(As of June 2005)
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Small-caps are trading at a premium to 
large-caps.  Historically, they’ve traded 
at a discount.  Unless small-caps enjoy a 
sharp improvement in relative 
profitability, they appear overvalued.

Source:  S&P/Citigroup

US Equities Posted Modest Gains During the Quarter (cont.)US Equities Posted Modest Gains During the Quarter (cont.)

Profit Margin on the S&P 500
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Profit margins are at record highs.  
We expect that margins will fall 
towards the mean, which will put 
pressure on reported profits.

We normalize earnings on the S&P 
500 based on a normal profit margin 
on sales.  This removes much of the 
cyclicality in reported earnings.

Growth stocks usually trade at a premium to 
value stocks.  Based on price-to-sales, 
growth stocks are trading at a below average 
multiple on sales versus value, suggesting 
value is relatively overpriced.

Reported P/E was 
misleading because 
profit margins were 
at cyclical lows.

Profits margins at 
cyclical highs

Source:  BARRA, S&P, Hammond Associates

Source:  BARRA, S&P Source:  BARRA, Bloomberg, Hammond Associates

Average Since 1956

Value Cheap

Value Expensive
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Does High Economic Growth Lead to High Stock Returns?Does High Economic Growth Lead to High Stock Returns?
Elroy Dimson, Paul March, and Mike Staunton of the London Business 
School (and authors of Triumph of the Optimists) recently published 
research that disputes the conventional wisdom that high economic 
growth leads to high stock returns.  They studied economic growth and 
equity returns between 1900 to 2004 for 17 countries and found that 
there was a perverse relationship—lower growth countries tended to 
experience higher stock returns. 

From a theoretical standpoint, high expected economic growth alone 
should not mean high expected stock returns.  The cost of equity capital 
(and by extension, the expected return on stocks) in countries expected 
to experience high growth should only be higher than the norm if the 
growth is expected to be accompanied by higher risk.

The authors believe that there may be a value effect—investors are 
overly optimistic about stock markets in high growth countries, as they 
have been with high growth stocks.

Valuation, not economic growth, will likely be the primary driver of 
stock returns in global markets.   

Elroy Dimson, Paul March, and Mike Staunton of the London Business 
School (and authors of Triumph of the Optimists) recently published 
research that disputes the conventional wisdom that high economic 
growth leads to high stock returns.  They studied economic growth and 
equity returns between 1900 to 2004 for 17 countries and found that 
there was a perverse relationship—lower growth countries tended to 
experience higher stock returns. 

From a theoretical standpoint, high expected economic growth alone 
should not mean high expected stock returns.  The cost of equity capital 
(and by extension, the expected return on stocks) in countries expected 
to experience high growth should only be higher than the norm if the 
growth is expected to be accompanied by higher risk.

The authors believe that there may be a value effect—investors are 
overly optimistic about stock markets in high growth countries, as they 
have been with high growth stocks.

Valuation, not economic growth, will likely be the primary driver of 
stock returns in global markets.   
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Low growth economies can still 
provide attractive stock returns 
provided valuations are appropriate.

Historically, there has been a 
-0.23 correlation between 
economic growth and real 
equity returns. 

Source:  Dimson, March and Staunton, London Business School

Source:  IMF Source:  Bloomberg
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Emerging markets are 
growing quickly, but they 
still trade at attractive 
valuations.

European markets trade 
at lower valuations than 
the US market.  
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REITS Enjoy Benefits of Lower RatesREITS Enjoy Benefits of Lower Rates
REITS jumped 15.2% during the second quarter, apparently 
benefiting from lower interest rates.  The dividend yield on the
index dropped from 5.2% to 4.6% during the quarter. 

REITS are pricey, but they still appear to offer reasonable value 
on a relative basis.  Their dividend yield exceeds the real yield on 
long-term TIPS by 2.9%.  This is below the historical average 
(since 1990) of 3.5%, but it exceeds the 2.5% risk premium we 
estimate for the S&P 500.  A reversal in interest rates represents a 
risk for REITS.  For instance, they tumbled 15% in April 2004 
when the 10-year bond yield increased 67 bps.

Capitalization rates (net operating income as a percentage of 
value) for private real estate have fallen below 7%. Considering
the level of real interest rates, current cap rates appear 
reasonable.  A concern is that net operating income is still falling.

REITS jumped 15.2% during the second quarter, apparently 
benefiting from lower interest rates.  The dividend yield on the
index dropped from 5.2% to 4.6% during the quarter. 

REITS are pricey, but they still appear to offer reasonable value 
on a relative basis.  Their dividend yield exceeds the real yield on 
long-term TIPS by 2.9%.  This is below the historical average 
(since 1990) of 3.5%, but it exceeds the 2.5% risk premium we 
estimate for the S&P 500.  A reversal in interest rates represents a 
risk for REITS.  For instance, they tumbled 15% in April 2004 
when the 10-year bond yield increased 67 bps.

Capitalization rates (net operating income as a percentage of 
value) for private real estate have fallen below 7%. Considering
the level of real interest rates, current cap rates appear 
reasonable.  A concern is that net operating income is still falling.

Premium / (Discount) on REITS Relative to Net Asset Value
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Green Street Advisors reports that REITS were 
trading at a premium of 6.2% to their net asset value, 
versus a 2.2% discount at the end of the first quarter.

Capitalization Rates on Private Real Estate
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Source:  NAREIT

Source:  Green Street AdvisorsSource:  AEW

REITS’ risk premium to 
TIPS is modestly below 
average.
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Hedge funds generated slightly positive returns during the second 
quarter, with the average fund of funds gaining 0.3%, according to HFR.  
While the return appears mundane, there was no shortage of excitement 
in generating it.  

It seems that redemption-forced selling continued in convertible 
arbitrage through April, as the HFR Convertible Arbitrage index fell 
2.7% for the month.   Then things got really exciting.  During the first 
week of May, GM was downgraded to junk status by Standard & Poor’s, 
while financier Kirk Kerkorian launched an offer to purchase nearly 5% 
of GM stock.  The downgrade sent GM debt, including convertible 
bonds, lower, while Kerkorian’s announcement shot GM’s stock 18% 
higher on May 4.  As a result, convertible arbitrage managers lost money 
on both sides of the trade.  

The ramifications of General Motors’ problems were felt beyond 
convertible arbitrage strategies.  The breadth of GM-related trades was 
surprising.  Capital structure arbs, who were long GM debt and short the 
equity, felt similar pain as the convert arbs.  CDO (collateralized debt 
obligations) tranche trading was also adversely impacted by the GM 
downgrade.  A flight to quality ensued and credit spreads widened, 
which hurt credit-sensitive strategies.  Then the rumor mill started, as a 
number of high profile hedge funds were supposedly “on the ropes.”

Most strategies rebounded in June, with the average fund of funds 
posting a 1.4% gain.  Not surprisingly, we received indications that 
second quarter market turmoil slowed asset flows into hedge funds.  
However, with a few more months of nice returns, like those in June, the 
money will flow again. 

Hedge funds are not an asset class, rather a heterogeneous collection of 
active managers implementing different strategies and accepting 
different risks.  As such, a bubble bursting scenario is unlikely.  
However, the GM-related tremors in the hedge fund space are 
illustrative—there are pockets of common risk exposures among hedge 
fund managers that may be prone to correction, perhaps severely.
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number of high profile hedge funds were supposedly “on the ropes.”

Most strategies rebounded in June, with the average fund of funds 
posting a 1.4% gain.  Not surprisingly, we received indications that 
second quarter market turmoil slowed asset flows into hedge funds.  
However, with a few more months of nice returns, like those in June, the 
money will flow again. 

Hedge funds are not an asset class, rather a heterogeneous collection of 
active managers implementing different strategies and accepting 
different risks.  As such, a bubble bursting scenario is unlikely.  
However, the GM-related tremors in the hedge fund space are 
illustrative—there are pockets of common risk exposures among hedge 
fund managers that may be prone to correction, perhaps severely.

Source:  MSCI

An Exciting Quarter for Hedge FundsAn Exciting Quarter for Hedge Funds

Quarterly Hedge Fund Asset Flows
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For the month of May, the HFR Convertible Arbitrage index 
declined “only” 1.3%.  The losses would have been more substantial 
were it not for the buyers (likely multi-strategy managers) that 
stepped in at the end of May purchasing the bargains.  

According to Tremont Research, in the first quarter, 
inflows were “only” $24.6 billion, which reflected a 
substantial decline relative to the first quarter of 
2004, but exceeded Tremont’s reported inflows for 
all years prior to 2001.

A number of dedicated convertible 
arbitrage managers, well below 
their high-water marks, are closing 
their funds. 

Performance of MSCI Convertible and Equity Arbitrage Index
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declined nearly 5% year-to-
date.
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•Firm
– Founded in 1985
– National Practice
– Mid-Sized and Growing 

Responsibly
– Independent Fiduciary
– Proprietary Research

•Clientele
– 46 Higher Education Institutions
– 31 Foundations
– 14 Pension Plans and Health Care 

Institutions
– 12 Healthcare Institutions
– 9 Private Wealth Clients

•Staff
– 57 Staff Members
– 44 Investment Professionals
– 26 Advanced Degrees (includes 2 Ph.D.s)
– 14 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.


