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Inflation is an important consideration for investors and consumers.  It erodes the 
purchasing power of assets and wages relentlessly.  Over the last 50 years, the dollar 
has lost 87% of its purchasing power to inflation.  Over the short- to intermediate-
term, the inflation rate is affected by a number of factors, including the supply and 
demand for materials, labor, money, and goods.  Taking a long-term view, inflation is 
mostly a function of money supply growth.  Inflation occurs when money supply 
growth exceeds growth in economic output.  Money supply growth is determined by 
central bankers and governments.

Unfortunately, inflation is a politically expedient way to “fix” problems for profligate 
governments.  It has been referred to by many economists as the “most insidious tax.”
Governments benefit from inflation in two ways.  First, the real value of outstanding 
debt is devalued.  Second, asset returns necessary to recoup inflation are subject to 
taxation, or put differently, are a source of revenue for cash-strapped governments.  
For instance, with a 2.5% inflation rate, a Treasury bond must pay a taxable investor 
almost a 4% coupon just to maintain the purchasing power of the corpus.  Because 
unexpected inflation is such a boon to debtors (such as the US Federal Government) 
at the expense of lenders (such as holders of Treasury bonds), there is always a 
temptation to print money, thus lowering the real value of outstanding debt.

In this article, we begin by showing the history of inflation in the United States.  
Next, we look at recent inflation and speculate on prospects of future inflation, over 
both the short- and long-term.  Finally, we comment on investing to hedge against 
unexpected inflation.  Over the intermediate-term, our best guess is that inflation will 
be between 2% and 3%, but we believe the risks to this forecast are on the upside due 
to uncertainty over energy and the dollar.  Looking into the next decade and beyond, 
our country’s heavy debt load (public and private) is a concern.  Since the liabilities 
of many institutions are sensitive to inflation, investments in real assets make sense to 
hedge this risk.

A Historical Perspective

Since the Great Depression, inflation has been pervasive.  Its severity has waxed and 
waned, but consumer price levels have risen in 64 of 66 years since 1940.  This 
wasn’t always the case.  Prior to WWI, periods of deflation were as common as 
periods of inflation.  In fact, the 19th century saw deflation of 0.4%, annualized.

The reason for the shift from deflation to inflation can be traced to monetary policy.  
Throughout most of the 19th century, the US was on either the gold or silver 
standard.  The currency was effectively tied to silver in the first half of the century, 
then gold in the second half.  Money supply growth was limited to the growth in the 
supply of the metals.  The growth in supply was less than the growth in economic 
output, so price levels declined throughout most of the century. The country 
experienced sharp inflation during the Civil War when President Lincoln suspended 
gold convertibility,1 but price levels deflated after the war as the country returned to 
the gold standard.  The next interruption of the gold standard did not come until 
World War I.  A return to the gold standard was completed by 1922, but it lasted only 
a dozen years.  The Great Depression brought deflation and the end of the official 
gold standard in the US.  President Roosevelt and Congress outlawed the holding of 
gold bullion by US citizens in 1933 (which wasn’t rescinded until 1974).  Roosevelt 
then devalued the dollar by 40% against gold in 1934 (from $20.67 per ounce to $35) 
to increase the money supply.

The Bretton Woods system, enacted after World War II, returned the country to a 
quasi-gold standard.  Foreign central banks could exchange dollars for gold at $35 
per ounce, and the dollar became the dominant international reserve currency.  This 
system allowed the US to expand the supply of dollars without the market check 
from gold prices since only foreign central banks could redeem dollars.  This resulted 
in inflation.  Inflation was modest from the mid-50s through the early-60s, but began 
to accelerate in the late 1960s when the US expanded the money supply at an 
increasing rate.  The Bretton Woods system collapsed in the early 1970s as the dollar 
became substantially overvalued versus gold, resulting in a run on the currency by 

1The South experienced hyperinflation during the war as the Confederate government used the printing 
press to help fund the War.  Inflation from the beginning of 1861 through 1864 was about 130%, 
annualized.  Confederate notes, of course, were worthless after the war. 
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little margin between capacity and demand, a political event (particularly in the 
Middle East) could send prices skyrocketing.  Hints of this have been evident in 
2006 with the situation in Iran, political upheavals in Nigeria, and the failed suicide 
attack in Saudi Arabia.  Oil price risk appears skewed to the upside.

Global Labor Arbitrage – One deflationary force in the world is “global labor 
arbitrage,” a term coined by Stephen Roach of Morgan Stanley.  The abundant, low-
cost labor force in emerging markets, particularly in China, has a couple of 
ramifications.  First, it has a direct effect of encouraging a shift in jobs to these 
lower cost countries.  These savings are passed along, at least in part, to consumers.  
Over the last decade, import prices (excluding petroleum) have declined 0.5%, 
annualized.  At the same time, imports’ share of the economy has increased by 
about 25%.  A second indirect effect is that it acts to keep a lid on costs outside of 
emerging markets because of competition.  Domestic companies competing against 
Chinese manufacturers, for instance, may not have the same pricing power as in 
years past.  Furthermore, they must keep a lid on costs, particularly labor costs.  
Wage growth has, in fact, been depressed in recent years.

Dollar Weakness – Due to our massive current account deficit, we suspect that the
dollar will resume its downward trend.  It likely must become significantly 
undervalued to reduce the deficit to a more sustainable level.  This will have an 
inflationary effect in the US because import prices will rise (or not fall as much as 
they would otherwise).  The steep decline in the dollar since 2002 has already led to 
a modest increase in import prices, whereas import prices were declining before the 
dollar’s depreciation. 

Monetary Policy – As shown in the prior section, monetary policy is a key long-
term determinant of inflation.  Over the short-term, the effect is fuzzier because of 
all the other moving parts.  Greenspan showed his willingness to ease aggressively 
to avoid any possibility of a Japan-styled deflation.  Ben Bernanke’s ascension to
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central banks.  President Nixon suspended gold convertibility in 1971, ending the 
dollar’s last link to the metal and switching to a fiat money system.  When 
combined with the energy embargo, the 1970s saw a rapid increase in inflation, 
reaching a peak of 13% in 1979.  By 1981, a dollar from 1934 was worth just $0.12.

Paul Volcker took over the Chairmanship of the Federal Reserve in 1979 and helped 
to bring inflation back under control at the cost of a severe recession.  Inflation 
averaged less than 4% from 1982 through 1989, and by the late 1990s, inflation was 
averaging close to 2%. 

Inflation Outlook

The rate of inflation has been accelerating over the last few years.  In 2005, 
headline CPI inflation was 3.4%, which was the highest rate for a calendar year 
since 1990.  The increase in inflation has largely been driven by energy prices.  The 
core CPI, which excludes food and energy, rose a more modest 2% in 2005.  While 
the core CPI is not a useful long-term inflation measure, it is useful as a smoother 
measure of underlying price trends.  If energy prices level off, the headline CPI rate 
should trend towards the core rate.  Below we comment on some of the macro-
economic factors affecting inflation. 

Energy – Energy has been the primary cause of the recent spike in inflation.  The 
surge in demand for oil from China and other emerging market countries in the face 
of tight supplies has driven prices higher.  It’s anybody’s guess where prices are 
going from here.  The good news is that high prices are attracting new investment.  
As new production comes on-line, price pressures may decrease.  High prices are 
making “unconventional” oil projects profitable, such as Canadian oil sands, ultra-
deepwater drilling, and coal gasification.  Over the short-term, there will be a race 
between rising demand and new supply.  A long-term concern is that some analysts 
believe we may be within a decade or two of peak worldwide oil production.  The 
possibility of political upheaval in producing countries is an additional risk.  With
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Federal Reserve Chairmanship will probably continue this trend. The recent 
increases in short-term rates notwithstanding, it seems likely that the Fed will err on 
the side of inflation over deflation to avoid Japan’s experience.

Savings Rate – A potential deflationary factor is a rebound in the personal savings 
rate.  The savings rate has been declining for the past two decades and is now 
negative.  A sharp rate rebound because of a correction in housing prices or other 
events would reduce demand growth.  A sharp decline in demand growth could lead 
to excess capacity and falling prices.

Market Expectations – The bond market does not appear concerned about inflation.  
The breakeven inflation rate on 10-year TIPs, which represents the difference in the 
Treasury yield and the real yield on TIPS, stands at only 2.5%. The rate on longer 
term TIPS is 2.6%.  The breakeven rate should include not only expected inflation, 
but also an inflation risk premium.  Over the intermediate-term, our best guess is 
that inflation will revert to 2.5%, but we believe the risks to this forecast are on the 
upside due to energy and the dollar.

Long-Term Outlook

Looking into the next decade and beyond, the high debt load of the US economy is 
a concern.  Over the next ten years, it seems likely that the Federal budget will 
remain deep in the red.  Beyond that, demographics and entitlement spending could 
make matters even worse.  Social Security and Medicare will become an even 
heavier burden for the Federal Government.  Furthermore, US households are 
borrowing more than ever.  An increasing portion of our debt load is funded by 
foreign investors.  As a result, there may be a temptation to print money, thus 
lowering the real value of outstanding debt.  We hope that the Federal Reserve 
retains its independence and does not resort to default through inflation.  However, 
history is rife with examples of governments using the printing press (and 
debasement of coins in earlier times) to pay debts.

Investing to Hedge Against Inflation

For many institutions, liabilities and the ease with which they are satisfied are 
largely affected by future price levels.  Inflation is a significant risk for university 
endowments, for instance, because costs will increase, requiring ever larger 
distributions from the endowment (in dollar terms) to maintain present services.  
Deflation is positive in some ways, because it reduces cost pressures on the 
operating budget, so that distributions go further.  Admittedly, this view is simplistic 
in some respects.  However, we believe it is reasonable to assume that inflation is a 
larger risk than deflation for most institutions when liabilities are considered.  For 
this reason, institutions with liabilities sensitive to inflation should tilt towards 
assets that protect against inflation. 

Comparing real spending in the 1930s to the 1970s illustrates the impact of deflation 
versus inflation.  An institution with a 70% equity and 30% fixed income portfolio 
and a 5% spending rate (on a trailing three-year market value) would have seen the 
real value of its spending drop by 65% from 1967 through 1983.  The institution had 
to wait until 1999 to reach the real value of 1967 spending again.  The Great 
Depression was comparatively mild because of deflation.  The real value of 
spending declined by only 21% from 1931 through 1933 and completely recovered 
by 1936.
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An institution that wants to protect its portfolio against unexpected inflation to 
hedge liabilities should underweight nominal bonds, especially those with long 
duration.  TIPS are a better fixed income vehicle because they more closely match 
liabilities.  Stocks are traditionally considered an adequate inflation hedge.  From a 
theoretical perspective, this is sound.  The real value of companies’ property, plant 
and equipment is not affected by inflation.  More importantly, companies should be 
able to pass along any inflation they experience in their costs of goods sold through 
higher prices on output, meaning real earnings should not be negatively impacted by 
inflation.  This was the case in the 1970s.  Earnings for the S&P 500 grew at a 10% 
annualized nominal rate during the decade and at 3% adjusted for inflation (slightly 
better than the long-term average).  A problem with this is that the stock market has
historically exhibited "money illusion"—valuations have been affected by inflation 
even though they shouldn't be.  When inflation and nominal interest rates rise, the 
P/E ratio tends to fall.  This helps explain why stocks were trading at single-digit 
P/Es in the early 1980s.  Stocks are a good long-term inflation hedge, but they are 
deficient as a short- to intermediate-term hedge. 

Historically stocks and bonds have exhibited negative correlations to inflation. Real 
asset-oriented liquid investments show improved correlations to inflation.  REITS 
and energy stocks are virtually uncorrelated to inflation.  REITS (and private real 
estate investments) should be able to pass along higher inflation through rents, and 
the earnings of energy stocks naturally receive a boost to the extent inflation is 
caused by higher energy prices.  A direct investment in commodities represents the 
best inflation protection, since commodities are often the source of unexpected 
inflation.  Commodities have exhibited a positive correlation to inflation of 0.3.

Correlations, however, may not show the full benefit of real assets as an inflation 
hedge.  We examined the returns of asset classes during the inflationary period of 
1973 to 1981.  Here, the liquid real asset proxies performed well.  Over this period,

inflation was 9.2% annualized. Stocks earned only 5.2% and bonds earned 5.0%.  
Energy stocks, REITs, and commodities all outperformed inflation, earning 11.8%, 
15.7%, and 12.8% annualized, respectively.  We strongly caution that this is only 
one observation.  We do not have sufficient data to test the performance of real 
assets during previous secular inflationary environments.  In the disinflationary
period of 1982-2003, the liquid real asset proxies underperformed stocks, but not by 
an unreasonably wide margin.

A major determinant of how investments perform during an inflationary period is 
the source of inflation.  For instance, if inflation is caused by strong economic 
growth pushing energy prices higher, then stocks could perform well.  Economic 
growth may keep investors optimistic about future earnings growth.  This is the 
environment we’ve experienced the last two years.  Real estate may also perform
well because employment growth should remain strong.  Energy investments should 
also thrive in such an environment.

Correlation to Inflation
(Rolling 12-month Periods Since 1973) 
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Alternatively, if inflation is caused by a dollar collapse or a supply shock in energy 
and it leads to another stagflationary period with high interest rates, then stocks 
would likely suffer as they did in the 1970s.  We would also expect real estate to 
underperform past return levels because of slower employment growth and higher 
interest rates.  (Real estate performed well in the 1970s, but there is less margin for 
error in pricing today.)  Energy and other commodity investments should perform 
well in this environment because a weak dollar or a supply shock would likely push 
prices higher. 

A concern regarding real assets in the current environment is their recent 
performance.  REITS and private real estate investments have been very strong 
performers over the past five years, but dividend yields on REITS and capitalization 
rates on private real estate are now very low.  If inflation causes a spike in interest 
rates, we would not be surprised to see both public and private real estate 
investments suffer.  Commodities have also been strong performers since 1998, 
driven by the performance of energy and metals.  A cyclical pullback is a distinct 
possibility.  Nevertheless, in a world where nearly everything appears expensive, 
real asset investments still appear to be a prudent hedge to liabilities.  Even in a 
modest inflation environment, we believe their returns will be competitive with 
traditional stocks.

Conclusion

The future course of inflation is unclear.  However, based on implicit market 
forecasts, it appears there is more upside than downside inflation risk.  Endowments 
and other institutions whose liabilities are sensitive to inflation should strongly 
consider a substantive real asset allocation to hedge against unexpected inflation.  
While stocks should act as a reasonable long-term inflation hedge, they have fallen 
short when needed most.  In the 1970s, both stocks and bonds performed dismally 
versus inflation.

Anthony Brown, CFA
Director of Research

abrown@hammondassociates.com

Should We Return to the Gold Standard?

The failure of the Federal Reserve and other central banks to maintain the 
purchasing power of their currencies over the last half century has led a small 
minority of economists to advocate a return to the gold standard.  The 
theoretical advantage is that it imposes discipline on central banks and 
governments by limiting money supply growth to growth in gold supply.  The 
drawback to the gold standard is its inflexibility.  During periods of financial 
stress, it is impossible to increase liquidity.  In fact, the gold standard arguably 
amplified downturns because the resulting deflation increased the propensity to 
save.  Furthermore, the supposed discipline is open to debate, since 
governments showed a tendency to abandon the gold standard when 
convenient.

Many economists believe that the return to the gold standard in the US and 
other countries following World War I contributed to the onset of the Great 
Depression.  There were also numerous depressions in the 19th century.   
Economic volatility has been much lower since the Great Depression.  It is 
difficult to say to what extent that has been a function of flexibility under 
Bretton Woods and a fiat currency.  There are a number of other possible 
contributors, such as better information available to business managers and a 
more developed financial system.  Still, the removal of gold shackles has 
almost certainly contributed to the reduction in economic volatility.

Its historical use as money notwithstanding, gold is nothing more than a rare 
metal.  Linking a nation’s currency to the metal has little theoretical 
justification in today’s world.  A fiat currency is the lesser of two evils.  
Investors and consumers just need to realize the potential for abuses raised by 
fiat currencies.
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First Quarter Executive SummaryFirst Quarter Executive Summary
Markets were very kind to investors in the first quarter.  In general, riskier asset classes performed the best.  The S&P 500 earned 4.2% for the quarter, 
while REITs, US small-cap stocks, and emerging market stocks earned 15.8%, 13.9%, and 12.0%, respectively.  Most fixed income asset classes 
struggled as intermediate- and long-term interest rates rose.  The Lehman Aggregate Bond index lost 0.6%.
Many investors have accepted that a portfolio of US large-cap stocks and bonds is unlikely to provide required return needs and have been looking 
elsewhere to enhance returns.  Magnified by a glut of liquidity, this has compressed risk premiums on global assets.  Increasing risk exposure to reach a 
required return is questionable in this environment of low risk premiums.  The risk in these assets may manifest itself soon, as the Fed seems intent on 
removing excess liquidity. We do not advocate wholesale shifts in asset allocation for institutional portfolios with a long-term horizon.  However,
it seems a prudent time to reduce risk at the margin.
As expected, the Federal Reserve raised the Fed Funds rate from 4.25% to 4.75% in the first quarter.  Fed Funds futures predict that a 5% overnight 
lending rate is very likely after the May meeting, and the chances of a 5.25% rate after the June meeting are now above 50%. In contrast to 2005, long-
term rates rose along with short-term rates during the quarter.  The yield curve made nearly a parallel shift upwards.
Economic growth in the fourth quarter of 2005 was disappointing at only 1.7%, annualized.  Nevertheless, the economy grew at a respectable 3.5% pace 
for the full year.  Economists expect first quarter growth to come in around 5%.  Consumption growth has been driven by a reduction in savings and 
high debt growth.  With interest rates rising and the housing market slowing, consumption growth seems likely to fall below income growth to restore 
the savings rate.
With record profits for US corporations, some hope that business investment will keep the economy growing strongly if personal consumption slows. 
It’s not clear that businesses need to increase the investment pace. The current level relative to the overall economy is slightly above the long-term 
average.  Furthermore, if consumption slows, it will mean slower demand for business output
It appears that Japan’s decade-plus economic slump may finally be coming to an end.  Japan’s economy grew 2.7% in 2005 on top of 2.3% in 2004.  
This was the strongest two-year period since 1990-91.  Equity markets already appear to be pricing in a strong recovery. 

Commodity futures investors face stiff headwinds.  The roll yield on the DJ-AIG Commodity index and other commodity indexes has turned negative in 
recent years and is worsening. We still suggest commodity exposure as an inflation hedge, but investors with the means should consider direct 
investments in commodities, as well.
On the wings of a strong quarter where virtually every hedge fund strategy experienced success, hedge funds posted a return of 11.7% for the 12-
months ended March 2006.  In the past when hedge funds produced double-digit returns, they did so through a balanced exposure to arbitrage and 
directional strategies.  Today, hedge funds, in the aggregate, have become much more directional. As a result, the double digit returns seen today have 
come through the acceptance of greater risk. 
According to Venture Economics, buyout fundraising reached a record level of $86 billion in 2005.  The question now is whether this money can be put 
to work earning attractive returns.  Distressed debt managers are eagerly awaiting an increase in default rates. However, the next cycle may not prove to 
be as rewarding as the last, as there seems to be far more money on the sideline waiting to pounce than in 2002.

Markets were very kind to investors in the first quarter.  In general, riskier asset classes performed the best.  The S&P 500 earned 4.2% for the quarter, 
while REITs, US small-cap stocks, and emerging market stocks earned 15.8%, 13.9%, and 12.0%, respectively.  Most fixed income asset classes 
struggled as intermediate- and long-term interest rates rose.  The Lehman Aggregate Bond index lost 0.6%.
Many investors have accepted that a portfolio of US large-cap stocks and bonds is unlikely to provide required return needs and have been looking 
elsewhere to enhance returns.  Magnified by a glut of liquidity, this has compressed risk premiums on global assets.  Increasing risk exposure to reach a 
required return is questionable in this environment of low risk premiums.  The risk in these assets may manifest itself soon, as the Fed seems intent on 
removing excess liquidity. We do not advocate wholesale shifts in asset allocation for institutional portfolios with a long-term horizon.  However,
it seems a prudent time to reduce risk at the margin.
As expected, the Federal Reserve raised the Fed Funds rate from 4.25% to 4.75% in the first quarter.  Fed Funds futures predict that a 5% overnight 
lending rate is very likely after the May meeting, and the chances of a 5.25% rate after the June meeting are now above 50%. In contrast to 2005, long-
term rates rose along with short-term rates during the quarter.  The yield curve made nearly a parallel shift upwards.
Economic growth in the fourth quarter of 2005 was disappointing at only 1.7%, annualized.  Nevertheless, the economy grew at a respectable 3.5% pace 
for the full year.  Economists expect first quarter growth to come in around 5%.  Consumption growth has been driven by a reduction in savings and 
high debt growth.  With interest rates rising and the housing market slowing, consumption growth seems likely to fall below income growth to restore 
the savings rate.
With record profits for US corporations, some hope that business investment will keep the economy growing strongly if personal consumption slows. 
It’s not clear that businesses need to increase the investment pace. The current level relative to the overall economy is slightly above the long-term 
average.  Furthermore, if consumption slows, it will mean slower demand for business output
It appears that Japan’s decade-plus economic slump may finally be coming to an end.  Japan’s economy grew 2.7% in 2005 on top of 2.3% in 2004.  
This was the strongest two-year period since 1990-91.  Equity markets already appear to be pricing in a strong recovery. 

Commodity futures investors face stiff headwinds.  The roll yield on the DJ-AIG Commodity index and other commodity indexes has turned negative in 
recent years and is worsening. We still suggest commodity exposure as an inflation hedge, but investors with the means should consider direct 
investments in commodities, as well.
On the wings of a strong quarter where virtually every hedge fund strategy experienced success, hedge funds posted a return of 11.7% for the 12-
months ended March 2006.  In the past when hedge funds produced double-digit returns, they did so through a balanced exposure to arbitrage and 
directional strategies.  Today, hedge funds, in the aggregate, have become much more directional. As a result, the double digit returns seen today have 
come through the acceptance of greater risk. 
According to Venture Economics, buyout fundraising reached a record level of $86 billion in 2005.  The question now is whether this money can be put 
to work earning attractive returns.  Distressed debt managers are eagerly awaiting an increase in default rates. However, the next cycle may not prove to 
be as rewarding as the last, as there seems to be far more money on the sideline waiting to pounce than in 2002.
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First Quarter 2006 Sector Performance
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First Quarter 2006 Performance
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 First Quarter 2006 Returns for Global Markets
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Energy stocks continue to perform 
well.  Despite a 35% annualized three-
year return, the energy sector is trading 
at a trailing P/E of only 10, which is a 
45% discount to the market. 

Source:  MSCI

The US underperformed 
international markets again 
in the first quarter.

The dollar weakened against most currencies 
during the quarter, which meant returns in 
dollar terms were generally higher than local 
currency (non-dollar) returns.

The strong performance for 
REITS during the quarter was 
particularly confounding since 
long-term interest rates increased. 

US large-caps posted a 
respectable return, but 
continued to trail all 
other equity asset 
classes.

Treasury bond yields 
increased 45 bps, 
while junk bond yields 
declined by 12 bps.

The yield on the Lehman 
Aggregate Bond index 
increased by 39 bps.

The TIPS index has a 
longer duration than the 
Lehman Aggregate index 
(7.2 versus 4.7).

Source:  MSCI

The New Zealand 
dollar declined 10%.
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Most Equity Indexes Well Ahead of March 2000 Levels  Most Equity Indexes Well Ahead of March 2000 Levels  
Since March 2000
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On a total return basis, the S&P 
500 is 4.8% below its March 
2000 level.  On a price basis, 
it’s 15% below the peak.

Inflation: 2.5%

Funds of hedge 
funds have trailed 
bonds.

Europe:  +10.1% 
Japan:  -0.5% 

Inflation: 2.5%

Europe:  +3.3%
Japan:  -0.8%

Value: +16.8%
Growth:  -1.6%

Despite currency crises and 
defaults, emerging market fixed 
has earned a very attractive 
return.  Given tight credit spreads, 
prospects are much dimmer for 
the next 10 years.

Small-caps are trading at 
substantial valuation 
premiums to large-caps 
in the US and 
internationally.
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Credit Spread to Treasuries
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High Yield Bonds Emerging Market Debt

Many investors have accepted that a portfolio of US large-cap stocks and 
bonds is unlikely to provide required return needs and have been looking 
elsewhere to enhance returns.  Magnified by liquidity, this rush of money 
has reduced risk premiums (the expected return above the risk-free rate) 
on global assets and benefited those who were early to the party.

Investor’s hunger for yield has pushed credit spreads on high yield bonds to 
paltry levels.  Emerging market bonds offer only a 1.5% premium to 
Treasury bonds, which is a record low.  The dividend yield on REITS has 
plummeted from almost 9% at the beginning of 2000 to just 4.1%. This is 
less than a 2% premium to TIPS.  Private real estate has seen a sharp fall in 
capitalization rates.

Emerging market stocks were a bargain in 2002 and were trading at a steep 
discount to the US market and other developed markets.  With a 40% 
annualized return since October 2002, that discount has been slashed.  
Small-cap stocks, both in the US and internationally, were cheap relative to 
large-caps at the beginning of this decade.   They now appear expensive.

Alternative investments have seen massive inflows.  Buyout fundraising 
reached a record in 2005 and hedge fund assets have reached $1.5 trillion.  
Financial investments in commodities have exploded.

Increasing risk exposure to reach a required return is questionable in this 
environment of low risk premiums.  The optimal response to falling risk 
premiums is to reduce risk exposure, not increase it.  Of course, the 
problem is return needs have not fallen along with risk premiums.

The risk in these assets may manifest itself soon.  The Fed seems intent 
on removing excess liquidity (see page 12).  The European Central Bank 
is also tightening, and the Bank of Japan may later this year.  This isn’t 
good for assets driven by liquidity and momentum. 

We do not advocate wholesale shifts in asset allocation for institutional 
portfolios with a long-term horizon.  However, it seems a prudent time to 
reduce risk at the margin.  While cash and intermediate-term TIPS won’t 
help reach a 7% or 8% return need, they are relatively attractive since 
risky assets aren’t providing appropriate risk premiums. They also 
provide dry powder for when premiums return to reasonable levels.  

Many investors have accepted that a portfolio of US large-cap stocks and 
bonds is unlikely to provide required return needs and have been looking 
elsewhere to enhance returns.  Magnified by liquidity, this rush of money 
has reduced risk premiums (the expected return above the risk-free rate) 
on global assets and benefited those who were early to the party.

Investor’s hunger for yield has pushed credit spreads on high yield bonds to 
paltry levels.  Emerging market bonds offer only a 1.5% premium to 
Treasury bonds, which is a record low.  The dividend yield on REITS has 
plummeted from almost 9% at the beginning of 2000 to just 4.1%. This is 
less than a 2% premium to TIPS.  Private real estate has seen a sharp fall in 
capitalization rates.

Emerging market stocks were a bargain in 2002 and were trading at a steep 
discount to the US market and other developed markets.  With a 40% 
annualized return since October 2002, that discount has been slashed.  
Small-cap stocks, both in the US and internationally, were cheap relative to 
large-caps at the beginning of this decade.   They now appear expensive.

Alternative investments have seen massive inflows.  Buyout fundraising 
reached a record in 2005 and hedge fund assets have reached $1.5 trillion.  
Financial investments in commodities have exploded.

Increasing risk exposure to reach a required return is questionable in this 
environment of low risk premiums.  The optimal response to falling risk 
premiums is to reduce risk exposure, not increase it.  Of course, the 
problem is return needs have not fallen along with risk premiums.

The risk in these assets may manifest itself soon.  The Fed seems intent 
on removing excess liquidity (see page 12).  The European Central Bank 
is also tightening, and the Bank of Japan may later this year.  This isn’t 
good for assets driven by liquidity and momentum. 

We do not advocate wholesale shifts in asset allocation for institutional 
portfolios with a long-term horizon.  However, it seems a prudent time to 
reduce risk at the margin.  While cash and intermediate-term TIPS won’t 
help reach a 7% or 8% return need, they are relatively attractive since 
risky assets aren’t providing appropriate risk premiums. They also 
provide dry powder for when premiums return to reasonable levels.  

Are Investors Overreaching for Returns?  Are Investors Overreaching for Returns?  
Normalized Earnings Yield on the S&P 500 Versus Real Bond Yields
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Normalized Earnings Yield on the S&P 500
Real Yield on Long-Term Bonds

Assuming no change in valuations, we 
estimate that the S&P 500 is priced to 
provide a 4.2% long-term real return, 
which is only a two percentage point 
risk premium to TIPS.  This makes it 
tough to reach the 5% real return need of 
many institutions.

Theory suggests that the earnings 
yield (inverse of the P/E) is a good 
measure of long-term expected 
stock returns because it represents 
the cost of equity capital.

The contraction in credit spreads 
gives a good example of how 
risk appetite has increased.  

The strength of emerging market economies justifies below-average spreads 
on their debt, but a premium of only 1.5% is too low for our comfort.

Source:  Federal Reserve, Hammond Associates

Source:  Lehman Brothers
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Are Investors Overreaching for Returns? (cont.)Are Investors Overreaching for Returns? (cont.)

REITS have proven irresistible to yield 
hungry investors.  However, the dividend 
yield has slid from 8% to 4% since 2000.  
REITS offer less than a two percentage 
point premium to TIPS.

Relative to bonds, REITS are the 
most expensive they’ve been 

Price-to-Sales on S&P 500 as % of Russell 2000
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Small-Caps Cheap 

Source:  Russell

Small-Caps Expensive 

Average Since 1979 

Small-caps were a bargain relative to large-caps in 
1999/2000.  Large-caps now look like a much better buy.

Research published on the 
small-cap anomaly.

Based on price-to-sales, small-caps appear 
expensive versus large-caps.  Based on the P/E 
and P/CF, the picture is even worse because of 
small-caps’ poor relative profitability.

Dividend Yield on REITS
Versus Long Bond Yields

0

2

4

6

8

10

12

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

(%
)

Dividend Yield on REITS
Real Yield on Long Bonds

Premium / (Discount) of MSCI Emerging Markets to MSCI World

-70

-60

-50

-40

-30

-20

-10

0

10

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

(%
)

Price-to-Cash Flow
Price-to-Book

Emerging Market Equity Performance and Mutual Fund Flows
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Annualized January 
and February pace.

The dividend yield on REITs has fallen 
from 9% to 4% since the beginning of 
2000.  Only about two percentage 
points of the decline is justified by 
lower real yields.  The rest represents a 
compression in the risk premium.

REITS (and private real estate) were 
probably undervalued during the bulk 
of the 1990s, which helps explain the 
outsized long-term returns. The fat returns produced 

by emerging market 
equities have attracted 
assets into emerging 
market mutual funds.

The return to risk tradeoff for 
emerging markets has worsened 
since their valuation cushion 
has been mostly eliminated.

Source:  MSCI

Source:  ICI, MSCISource:  NAREIT
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Treasury Yield Curve
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As expected, the Federal Reserve raised the Fed Funds rate from 4.25% 
to 4.75% in the first quarter.  At the beginning of the year, the Fed 
Funds Futures market expected a 4.75% peak for this cycle.  Now,
futures suggest that the Bernanke-led Fed will be more aggressive.  
They predict a 5% overnight lending rate is very likely after the May 
meeting, and the chances of 5.25% rate after the June meeting are now 
above 50%.

The Fed’s aggressive stance on short-term rates is apparently an effort 
to push up long-term rates, and it finally seems to be working.  In 
contrast to 2005, long-term rates rose along with short-term rates 
during the quarter.  The yield curve made nearly a parallel shift. The 
10-year bond yield rose by 47 bps to 4.85%.  This is highest yield for 
the 10-year since spring 2004. Based on the pricing of TIPS, most of 
the increase in the 10-year bond yield was due to higher real interest 
rates. 

The economy and asset markets have been boosted by liquidity and
debt growth.  While the latest available data show that liquidity and 
debt growth remain high, the steep increase in short-term rates over the 
last 21 months and the bump in longer-term rates may finally begin to 
stem the flow.  Household debt growth will be more sensitive to 
increases in long-term rates than short-term rates because the bulk of 
borrowing still occurs through fixed rate mortgages.

The Fed has a delicate balancing act.  It cannot control long-term rates 
directly, so it must use the blunt tool of short-term rates.  Using short-
term rates to influence long-term rates risks an overshoot, which would 
put the housing market and other asset markets at risk.  With the global 
imbalances, the economy may be more accident prone than usual.

A continued gradual increase in real interest rates should be positive for 
the long-term health of the economy because it should lead to higher 
savings and reduced debt growth.  This would eventually reduce the 
current account deficit.  However, it could prove a difficult 
environment for assets heretofore propelled by excess liquidity.

As expected, the Federal Reserve raised the Fed Funds rate from 4.25% 
to 4.75% in the first quarter.  At the beginning of the year, the Fed 
Funds Futures market expected a 4.75% peak for this cycle.  Now,
futures suggest that the Bernanke-led Fed will be more aggressive.  
They predict a 5% overnight lending rate is very likely after the May 
meeting, and the chances of 5.25% rate after the June meeting are now 
above 50%.

The Fed’s aggressive stance on short-term rates is apparently an effort 
to push up long-term rates, and it finally seems to be working.  In 
contrast to 2005, long-term rates rose along with short-term rates 
during the quarter.  The yield curve made nearly a parallel shift. The 
10-year bond yield rose by 47 bps to 4.85%.  This is highest yield for 
the 10-year since spring 2004. Based on the pricing of TIPS, most of 
the increase in the 10-year bond yield was due to higher real interest 
rates. 

The economy and asset markets have been boosted by liquidity and
debt growth.  While the latest available data show that liquidity and 
debt growth remain high, the steep increase in short-term rates over the 
last 21 months and the bump in longer-term rates may finally begin to 
stem the flow.  Household debt growth will be more sensitive to 
increases in long-term rates than short-term rates because the bulk of 
borrowing still occurs through fixed rate mortgages.

The Fed has a delicate balancing act.  It cannot control long-term rates 
directly, so it must use the blunt tool of short-term rates.  Using short-
term rates to influence long-term rates risks an overshoot, which would 
put the housing market and other asset markets at risk.  With the global 
imbalances, the economy may be more accident prone than usual.

A continued gradual increase in real interest rates should be positive for 
the long-term health of the economy because it should lead to higher 
savings and reduced debt growth.  This would eventually reduce the 
current account deficit.  However, it could prove a difficult 
environment for assets heretofore propelled by excess liquidity.

The Fed Drains LiquidityThe Fed Drains Liquidity
Yields as of 6/2004
Yields as of 12/2005
Yields as of 3/2006
TIPS Real Yields

Source:  Federal Reserve

+47 bps

+35 bps
+47 bps+44 bps+57 bps

The Treasury reissued 
the 30-year bond.

Yield curve at the 
time of the first 
Fed rate hike.

10-Year Treasury Yield and Target Fed Funds Rate
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Yields on Lehman Bond Indices
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Their sum is equal 
to the 10-year 
Treasury yield. 

Global Liquidity Growth
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The Fed Drains Liquidity (cont.)The Fed Drains Liquidity (cont.)

GDP Growth Versus Debt Growth
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The Economist measures global liquidity by adding global foreign-
currency reserves to the US monetary base.   By this measure, 
liquidity is still expanding at a healthy pace.  This global excess 
liquidity has propelled debt levels and asset prices higher.

The real yield on 10-year TIPS 
increased from 2.06% to 2.35% during 
the quarter.  Inflation expectations 
increased from 2.33% to 2.51%.

Source:  Federal Reserve

Source:  Lehman Brothers Source:  Bureau of Economic Analysis

The economy has added $2.16 of 
debt for every $1 of economic 
growth since the beginning of 2001.

Source:  IMF, Federal Reserve, Hammond Associates

Surprisingly, junk 
bond yields declined 
during the quarter. 
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Economic Growth Slowed in the Fourth QuarterEconomic Growth Slowed in the Fourth Quarter
Economic growth in the fourth quarter of 2005 was disappointing at 
only 1.7%, annualized.  Nevertheless, the economy grew at a 
respectable 3.5% pace for the full year.  First quarter 2006 growth was 
likely very strong, thanks in part to a warm January and a catch-up 
from weak fourth quarter growth.  Economists expect first quarter 
growth to come in around 5%.

Employment growth remains strong.  The economy added 590,000 
jobs during the first quarter, and the unemployment rate fell to 4.7%.  
However, strong job growth is not yet translating into real wage
growth.  Wage growth has trailed inflation over the last twelve months.

Natural gas prices plummeted thanks to the warm January.  As a result, 
winter heating bills weren’t as high as expected.  However, oil prices 
rose during the quarter from $60 to $66 per barrel, due in part to the 
situation in Iran and instability in Nigeria.  This, along with refinery 
closures for maintenance, has sent gasoline prices upward.  It looks to 
be an expensive summer driving season for motorists.

Consumption growth has been driven by a reduction in savings and
high debt growth.  With interest rates rising and the housing market 
slowing (see page 16), consumption growth seems likely to fall below 
income growth, restoring the savings rate.  This could mean 
consumption growth of 2% or less over the next several years.  Since 
personal consumption makes up 70% of economic activity, this would 
be a significant drag on economic growth.

Economic growth in the fourth quarter of 2005 was disappointing at 
only 1.7%, annualized.  Nevertheless, the economy grew at a 
respectable 3.5% pace for the full year.  First quarter 2006 growth was 
likely very strong, thanks in part to a warm January and a catch-up 
from weak fourth quarter growth.  Economists expect first quarter 
growth to come in around 5%.

Employment growth remains strong.  The economy added 590,000 
jobs during the first quarter, and the unemployment rate fell to 4.7%.  
However, strong job growth is not yet translating into real wage
growth.  Wage growth has trailed inflation over the last twelve months.

Natural gas prices plummeted thanks to the warm January.  As a result, 
winter heating bills weren’t as high as expected.  However, oil prices 
rose during the quarter from $60 to $66 per barrel, due in part to the 
situation in Iran and instability in Nigeria.  This, along with refinery 
closures for maintenance, has sent gasoline prices upward.  It looks to 
be an expensive summer driving season for motorists.

Consumption growth has been driven by a reduction in savings and
high debt growth.  With interest rates rising and the housing market 
slowing (see page 16), consumption growth seems likely to fall below 
income growth, restoring the savings rate.  This could mean 
consumption growth of 2% or less over the next several years.  Since 
personal consumption makes up 70% of economic activity, this would 
be a significant drag on economic growth.

Contribution
2005 to 2005

Growth (%) Growth (%)

Personal Consumption Expenditures 3.5 2.5
Residential Fixed Investment 7.1 0.4
Non-Residential Fixed Investment 8.6 0.9
Change in Inventories - (0.3)
Government Consumption 1.8 0.3
Trade Balance - (0.3)

GDP 3.5

Employment Cost Index and Inflation
(Year-Over-Year Change)
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The recovery of jobs lost during the 
recession took far longer than usual, 
but now there are 2.5 million jobs 
more than pre-recession levels.

Job growth has been strong, but wage growth 
is weak.  Wage and salary growth lagged 
inflation in 2004 and 2005.

Includes benefits 

Source:  Bureau of Labor Statistics

Source:  Federal Reserve
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Economic Growth Slowed in the Fourth Quarter (cont.)Economic Growth Slowed in the Fourth Quarter (cont.)

Current Account Balance as a % of GDP 
(Rolling 4-Quarter Average)
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A lack of domestic savings has driven the 
current account balance to record lows.  Higher 
real interest rates and a substantial depreciation 
of the dollar seem necessary to return the 
balance to more sustainable levels.

Annual Growth in Personal Income and Consumption
(Inflation-Adjusted)
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Consumption growth has exceeded pre-tax 
income growth for five consecutive years.  Over 
this period, personal income grew only 1.8%, 
annualized, while consumption grew 3.1%

Population growth has averaged 1%; 
therefore, per capita growth for each of 
these has been one percentage point less.

Household Debt Growth and Savings Rate
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Source:  Bureau of Economic AnalysisSource:  Federal Reserve

Source:  Bureau of Economic Analysis

Oil prices are on the rise again, but 
natural gas prices have fallen.

US households have been accumulating debt at a rapid pace since the 
early 1980s.  While similar levels of debt accumulation have occurred in 
the past, this increase is more disturbing because it appears to be fueling 
higher spending, as suggested by the declining savings rate.

Tax cuts
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Another Crack in the WallAnother Crack in the Wall
Months Supply of New and Existing Homes
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2005 was another great year for the housing market.  According to 
Freddie Mac, prices appreciated 13%.

However, housing activity is showing clear signs of slowing. The
inventory of new and existing homes has risen sharply. Home 
affordability hit a 14-year low last quarter due to exploding prices.  
Now, fixed mortgage rates are drifting upwards, which will further 
deteriorate affordability.  The 30-year mortgage rate has risen from 
6.22% to 6.43% this year.  Residential real estate investment currently 
makes up 6% of the economy, and it seems very likely to decline.

The run-up in housing prices has encouraged debt expansion and 
contributed to the falling savings rate.  It looks increasingly likely that 
residential real estate prices have topped out, and a fall in nominal 
prices can’t be ruled out (especially in the hottest markets).  We could 
be in for a decade or more of stagnating prices.  This will require 
households to truly save, instead of allowing asset prices to substitute.

2005 was another great year for the housing market.  According to 
Freddie Mac, prices appreciated 13%.

However, housing activity is showing clear signs of slowing. The
inventory of new and existing homes has risen sharply. Home 
affordability hit a 14-year low last quarter due to exploding prices.  
Now, fixed mortgage rates are drifting upwards, which will further 
deteriorate affordability.  The 30-year mortgage rate has risen from 
6.22% to 6.43% this year.  Residential real estate investment currently 
makes up 6% of the economy, and it seems very likely to decline.

The run-up in housing prices has encouraged debt expansion and 
contributed to the falling savings rate.  It looks increasingly likely that 
residential real estate prices have topped out, and a fall in nominal 
prices can’t be ruled out (especially in the hottest markets).  We could 
be in for a decade or more of stagnating prices.  This will require 
households to truly save, instead of allowing asset prices to substitute.

Construction Employment's Share of Nonfarm Payrolls 
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Home Affordability Composite Index and Fixed Mortgage Rate
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Existing homes on the market are taking 
longer to sell, and homebuilders have a 
rising inventory of new homes.

Construction jobs make up over 
5.5% of total payrolls, which is the 
highest level since the early 1960s. 

Economy.com estimates that 
housing contributed 1 percentage 
point of the economy’s 3.5% 
growth in 2005. 

First quarter affordability has not been 
released yet, but it will probably 
worsen due to higher interest rates.

Source:  National Association of Realtors, Freddie Mac, Bloomberg Source:  Federal Reserve

Source:  National Association of Realtors, Bloomberg
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Will Business Investment Pick Up the Slack?Will Business Investment Pick Up the Slack?
Personal consumption growth seems likely to slow in the coming years.  
With record profits for US corporations, some hope that business
investment will keep the economy growing strongly.
Personal consumption makes up 70% of the economy  (and residential 
fixed investment an additional 6%), while business investment makes 
up less than 11%.  Therefore, it takes about a 6% increase in investment 
to offset a 1% decline in consumption growth.
It’s not clear that businesses need to increase the investment pace
significantly.  If personal consumption growth slows, it means slowing 
demand for business output.   Furthermore, business investment has 
already been growing at a healthy pace over the last two years, and the 
level relative to the overall economy is slightly above the long-term 
average (albeit below the average since 1980).  Higher export growth 
could lead to a ramp-up in business investment.  However, until the 
dollar weakens, US businesses will be more likely to satisfy foreign 
demand with foreign direct investments.

Personal consumption growth seems likely to slow in the coming years.  
With record profits for US corporations, some hope that business
investment will keep the economy growing strongly.
Personal consumption makes up 70% of the economy  (and residential 
fixed investment an additional 6%), while business investment makes 
up less than 11%.  Therefore, it takes about a 6% increase in investment 
to offset a 1% decline in consumption growth.
It’s not clear that businesses need to increase the investment pace
significantly.  If personal consumption growth slows, it means slowing 
demand for business output.   Furthermore, business investment has 
already been growing at a healthy pace over the last two years, and the 
level relative to the overall economy is slightly above the long-term 
average (albeit below the average since 1980).  Higher export growth 
could lead to a ramp-up in business investment.  However, until the 
dollar weakens, US businesses will be more likely to satisfy foreign 
demand with foreign direct investments.
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Average Since 1947 

Average Since 1980

Business investment as a percentage of GDP is slightly 
above the long-term average.  It’s not clear what would 
cause investment to spike well above average (as in the 
late 1990s) since consumption is expected to slow, and 
exports aren’t expected to grow that rapidly.

Businesses invested too much in the late 1990s, which 
led to a sharp pullback in 2001 and 2002.  Growth has 
subsequently rebounded in 2004 and 2005.   

Corporations have been 
using record profits to 
increase dividends and 
buyback shares.   
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Japan—Is This Time for Real?Japan—Is This Time for Real?
It appears that Japan’s decade-plus economic slump may finally be 
coming to an end.  The economy grew at 2.7% in 2005 on top of 2.3% 
in 2004.  This was the strongest two-year period since 1990-91.  The 
latest Tankan business survey reached its highest level since 1991. 
The Bank of Japan announced a halt to its quantitative easing policy.  
This policy meant flooding the banking system with money to 
encourage loans and end deflation.  Markets now anticipate the Bank of 
Japan will lift overnight interest rates from zero later this year.  The 
yield on the 10-year bond has risen from 1.48% to 1.78% this year.
The economy still faces challenges.  There remains excess business 
capacity.  Government debt to GDP is very high at 160% of GDP 
(although Japanese households are the creditors).  In contrast, the US 
public government debt is 40% of GDP.  This suggests tax increases 
will be necessary.  Another challenge is demographics.  Japan has an 
aging population and birthrates are very low.  The working age 
population is currently contracting and that is expected to continue.
Japan’s economy is the second largest in the world.  A growing 
Japanese economy could help to ease pressures on global growth if US 
consumption slows.  Which economies will benefit the most?

Our country’s share of Japanese imports has been in decline for the last 
seven years.  In 1998, our share of Japanese imports was 24%.  Today, it 
is just 12%.  China, in contrast,  has seen their import share rise from 14% 
to 21%.  Other Asian economies have a 24% share.
Our exports to Japan should rise if the recovery continues, particularly if 
the yen appreciates.  However, it probably won’t be enough to push the 
needle significantly since exports to Japan make up only 0.4% of our 
economy.  It appears that China and other Asian countries will continue to 
be the biggest beneficiaries.

Since the beginning of 2005, Japan’s equity market has gained 34% 
versus 9% for the US and 21% for Europe.  On a current valuation
basis, Japan looks expensive to the rest of the world with a trailing P/E 
of 25.  Equity markets already appear to be pricing in a recovery.   

It appears that Japan’s decade-plus economic slump may finally be 
coming to an end.  The economy grew at 2.7% in 2005 on top of 2.3% 
in 2004.  This was the strongest two-year period since 1990-91.  The 
latest Tankan business survey reached its highest level since 1991. 
The Bank of Japan announced a halt to its quantitative easing policy.  
This policy meant flooding the banking system with money to 
encourage loans and end deflation.  Markets now anticipate the Bank of 
Japan will lift overnight interest rates from zero later this year.  The 
yield on the 10-year bond has risen from 1.48% to 1.78% this year.
The economy still faces challenges.  There remains excess business 
capacity.  Government debt to GDP is very high at 160% of GDP 
(although Japanese households are the creditors).  In contrast, the US 
public government debt is 40% of GDP.  This suggests tax increases 
will be necessary.  Another challenge is demographics.  Japan has an 
aging population and birthrates are very low.  The working age 
population is currently contracting and that is expected to continue.
Japan’s economy is the second largest in the world.  A growing 
Japanese economy could help to ease pressures on global growth if US 
consumption slows.  Which economies will benefit the most?

Our country’s share of Japanese imports has been in decline for the last 
seven years.  In 1998, our share of Japanese imports was 24%.  Today, it 
is just 12%.  China, in contrast,  has seen their import share rise from 14% 
to 21%.  Other Asian economies have a 24% share.
Our exports to Japan should rise if the recovery continues, particularly if 
the yen appreciates.  However, it probably won’t be enough to push the 
needle significantly since exports to Japan make up only 0.4% of our 
economy.  It appears that China and other Asian countries will continue to 
be the biggest beneficiaries.

Since the beginning of 2005, Japan’s equity market has gained 34% 
versus 9% for the US and 21% for Europe.  On a current valuation
basis, Japan looks expensive to the rest of the world with a trailing P/E 
of 25.  Equity markets already appear to be pricing in a recovery.   

Japanese Economic Growth
(Rolling Four Quarters)
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The Japanese economy expanded 3.8%, 
annualized (real), during the 1980s, but 
only 1.7% during the 1990s.

Overinvestment in the late 1980s, which 
created massive excess capacity, and a 
reluctance to reform were significant 
contributors to the struggles of the 1990s.

Source:  Bloomberg

Source:  Bloomberg



19

Global Valuations

19.9

11.5
9.3

10.9
9.4

1.8 1.0
2.4

14.715.0
18.0

25.2

13.515.2

12.2

2.7

0

5

10

15

20

25

30

MSCI US MSCI Europe MSCI Japan MSCI Emerging
Markets

P/E Trailing P/E Forward Operating P/CF Dividend Yield

Japan—Is This Time for Real? (cont.)Japan—Is This Time for Real? (cont.)

Japan’s market appears pricey 
relative to other markets based 
on the trailing and forward P/E, 
and the dividend yield is paltry.

Relative Purchasing Power Parity of Yen
(Real Trade-Weighted Value Versus Average)
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If profitability rises to that of 
the rest of the world, P/E 
would rise to x, but that seems 
unlikely

ROE for MSCI Japan and MSCI World
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If Japan can lift its profitability closer to that of the 
rest of the world, the P/E ratio could fall dramatically.   
At a 12% ROE, Japan’s P/E would be 18 instead of 
the current 25.  At a 16% ROE, it would be 14.  
However, Japan’s ROE has consistently been below 
the rest of the world’s.  With the excess capacity in 
their economy, that seems unlikely to change soon.

Japan’s profitability is well below that of the rest 
of the developed world.  Japan’s ROE is 8.9% 
versus 16.1% for MSCI World ex-Japan.  

Source:  MSCI

Source:  MSCI

Prior to 1990, Japan’s 
average ROE was 9.4%.Yen Expensive 

Yen Cheap

The yen appears undervalued.  An economic turnaround could spark
appreciation.  However, the currency has a negative carry because of the 
interest rate differential.  The yen must appreciate by roughly 5% over the 
next twelve months just to breakeven against the dollar on a total return basis.

Source:  JP Morgan

Japan’s equity market earned 
28% annualized during the 1980s 
(in US$), but declined 1%, 
annualized, during the 1990s.
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Premium / (Discount) of 3-Month Oil Futures To Spot Price
(Rolling 30-Day Average)
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Real Assets:  Contango for Commodity IndexesReal Assets:  Contango for Commodity Indexes
The Dow Jones-AIG Commodity Index fell 2.4% during the quarter.  
While the industrial and precious metal components surged, the energy 
index fell 15% due to plummeting natural gas prices.

The roll yield on the DJ-AIG Commodity index and other commodity 
indexes has turned negative in recent years and is worsening.  The roll 
yield represents the return of investors rolling futures relative to spot 
(current delivery) prices.  The roll yield is negative when rolling 
commodity futures results in underperforming the underlying 
commodity.

Historically, the roll yield has usually been positive.  Investors have 
been able to purchase futures contracts on commodities at a discount to 
spot prices (called backwardation).  The justification for this is that 
producers are usually willing to give a discount to lock-in future prices.  
Therefore, the roll yield is considered a risk premium for providing the 
price protection to hedgers.

Many commodity futures are now trading at a premium to spot prices 
(called contango).  This is most evident in energy markets.  Three-
month crude oil futures are trading at a 2.4% premium to spot (adjusted 
for implied financing rate), or 10% annualized.  If this holds, oil has to 
rise 10% over the next year for an investor rolling 3-month contracts 
just to break even.  There are a couple of possible explanations:

This may reflect the expected future supply and demand situation for oil 
and other commodities.  Participants may rationally expect the supply and 
demand situation to be tighter a few months out.

Another possibility is that financial buyers are distorting the market and 
eliminating the risk premium available to long only commodity investors.  
Assets tracking commodity indexes, such as the DJ-AIG CI and GSCI, 
have risen from $5 billion in 2000 to $80 billion.  Hedge funds and other 
speculators are also long commodities.

Commodity index investors face stiff headwinds.  We still suggest 
commodity exposure as an inflation hedge, but investors with the means 
should consider direct investments in commodities, as well.

The Dow Jones-AIG Commodity Index fell 2.4% during the quarter.  
While the industrial and precious metal components surged, the energy 
index fell 15% due to plummeting natural gas prices.

The roll yield on the DJ-AIG Commodity index and other commodity 
indexes has turned negative in recent years and is worsening.  The roll 
yield represents the return of investors rolling futures relative to spot 
(current delivery) prices.  The roll yield is negative when rolling 
commodity futures results in underperforming the underlying 
commodity.

Historically, the roll yield has usually been positive.  Investors have 
been able to purchase futures contracts on commodities at a discount to 
spot prices (called backwardation).  The justification for this is that 
producers are usually willing to give a discount to lock-in future prices.  
Therefore, the roll yield is considered a risk premium for providing the 
price protection to hedgers.

Many commodity futures are now trading at a premium to spot prices 
(called contango).  This is most evident in energy markets.  Three-
month crude oil futures are trading at a 2.4% premium to spot (adjusted 
for implied financing rate), or 10% annualized.  If this holds, oil has to 
rise 10% over the next year for an investor rolling 3-month contracts 
just to break even.  There are a couple of possible explanations:

This may reflect the expected future supply and demand situation for oil 
and other commodities.  Participants may rationally expect the supply and 
demand situation to be tighter a few months out.

Another possibility is that financial buyers are distorting the market and 
eliminating the risk premium available to long only commodity investors.  
Assets tracking commodity indexes, such as the DJ-AIG CI and GSCI, 
have risen from $5 billion in 2000 to $80 billion.  Hedge funds and other 
speculators are also long commodities.

Commodity index investors face stiff headwinds.  We still suggest 
commodity exposure as an inflation hedge, but investors with the means 
should consider direct investments in commodities, as well.

The index trailed spot 
prices in the first quarter 
and over five years.

Futures Higher than Spot 

Futures Lower than Spot 

Historically, oil futures have traded at 
a discount to spot prices on average.  
That meant rolling oil contracts 
resulted in outperforming spot prices.  
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HFR Fund of Funds Index
Beta to the S&P 500
(Rolling 18 Months)
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On the wings of a strong quarter where virtually every strategy 
experienced success, hedge funds have returned to double digits,
posting a return of 11.7% for the 12-months ended March 2006.  With 
the exception of the rally of April 2003 through March 2004 where 
everything advanced, hedge funds have not seen double digits since the 
bear market began. 

Today’s double digit returns, however, look much different than those 
of the past.  

Hedge funds traditionally produced consistent double digit returns 
through a balanced exposure to arbitrage and directional strategies.  
Convertible arbitrage, merger arbitrage, and statistical arbitrage 
were some of the largest contributors to hedge fund returns through 
the 1990s, providing investors a lower risk route to achieving these 
types of returns.  

Hedge funds, in the aggregate, have become much more 
directional.  The opportunity in the lower risk strategies has 
dissipated as investors flooded the marketplace.  As a result, the 
double digit returns seen today have come through the acceptance
of greater risk. 

The takeaway here is that it is important for investors to be aware of 
their manager’s underlying source of returns.  The current environment 
does not look friendly to what we perceive to be the aggregate 
positioning of the hedge fund marketplace.  Credit spreads are as tight 
as they were just prior to the liquidity crisis in the fall of 1998.  Equity 
valuations are high globally, and current corporate profit margins (a 
typically mean reverting metric) are very high.  Volatility is low and 
investor complacency is high.  Finally, the Fed continues on its march 
to remove liquidity from the marketplace.  

These characteristics have presented challenges to those with 
directional risk in the past, and they all exist at once in the current 
environment. 

On the wings of a strong quarter where virtually every strategy 
experienced success, hedge funds have returned to double digits,
posting a return of 11.7% for the 12-months ended March 2006.  With 
the exception of the rally of April 2003 through March 2004 where 
everything advanced, hedge funds have not seen double digits since the 
bear market began. 

Today’s double digit returns, however, look much different than those 
of the past.  

Hedge funds traditionally produced consistent double digit returns 
through a balanced exposure to arbitrage and directional strategies.  
Convertible arbitrage, merger arbitrage, and statistical arbitrage 
were some of the largest contributors to hedge fund returns through 
the 1990s, providing investors a lower risk route to achieving these 
types of returns.  

Hedge funds, in the aggregate, have become much more 
directional.  The opportunity in the lower risk strategies has 
dissipated as investors flooded the marketplace.  As a result, the 
double digit returns seen today have come through the acceptance
of greater risk. 

The takeaway here is that it is important for investors to be aware of 
their manager’s underlying source of returns.  The current environment 
does not look friendly to what we perceive to be the aggregate 
positioning of the hedge fund marketplace.  Credit spreads are as tight 
as they were just prior to the liquidity crisis in the fall of 1998.  Equity 
valuations are high globally, and current corporate profit margins (a 
typically mean reverting metric) are very high.  Volatility is low and 
investor complacency is high.  Finally, the Fed continues on its march 
to remove liquidity from the marketplace.  

These characteristics have presented challenges to those with 
directional risk in the past, and they all exist at once in the current 
environment. 

Hedge Funds: A Return to Double Digits Hedge Funds: A Return to Double Digits 

The beta of funds of hedge funds to the 
S&P 500 has risen sharply over the last 
two years, and now exceeds the typical 
level of the mid/late 1990s.

Hedge Fund Returns

5.0 4.9
6.4

2.1

5.6
4.8 4.2

5.9

11.6

17.1

6.4

11.3 11.7 11.7

0

5

10

15

20

HFR Conv.
Arb.

HFR
Distressed

HFR Equity
Hedge

HFR Equity
Market
Neutral

HFR Merger
Arb

HFR FoF S&P 500

First Quarter
Last 12 Months



22

According to Venture Economics, buyout fundraising reached a record 
level of $86 billion in 2005.  The question now is whether this money 
can be put to work earning attractive returns.  

Mega buyout funds are targeting larger prey, which may make this
capital easier to deploy.  However, history suggests caution.  As a 
percentage of GDP, similar fundraising occurred in 1998 through 2000, 
and those proved to be disappointing years for the average buyout fund.  
The average IRR was less than 10% in all three years.

Distressed debt managers are eagerly awaiting an increase in default 
rates. The high issuance of junk bonds in 2003 and 2004 should provide 
opportunities before long, particularly if there is an economic hiccup.    
However, the next cycle may not prove to be as rewarding as the last. 
There seems to be far more money on the sideline waiting to pounce 
than in 2002.

According to Venture Economics, buyout fundraising reached a record 
level of $86 billion in 2005.  The question now is whether this money 
can be put to work earning attractive returns.  

Mega buyout funds are targeting larger prey, which may make this
capital easier to deploy.  However, history suggests caution.  As a 
percentage of GDP, similar fundraising occurred in 1998 through 2000, 
and those proved to be disappointing years for the average buyout fund.  
The average IRR was less than 10% in all three years.

Distressed debt managers are eagerly awaiting an increase in default 
rates. The high issuance of junk bonds in 2003 and 2004 should provide 
opportunities before long, particularly if there is an economic hiccup.    
However, the next cycle may not prove to be as rewarding as the last. 
There seems to be far more money on the sideline waiting to pounce 
than in 2002.

Private Equity:  A Record Year for Buyouts  Private Equity:  A Record Year for Buyouts  
Private Equity Commitments by Year

(Through Year-End 2005)
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Venture Capital
Buyouts & Mezzanine

Venture capital funds raised $25 billion, 
which was less than a quarter of its peak 
in 2000.

Source:  Venture Economics

Buyout Fundraising and Vintage Year Returns
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High Yield Bond Issuance by Year
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Historically, high yield bonds have been most likely to 
default in years three and four after issuance.  Bonds 
issued in 2003 are reaching this danger zone.

The typical buyout deal used far more leverage in 
the late 1980s than today, so equity fundraising in 
the 1980s understates buying power versus today.

It’s still very early, but the 
2003 vintage year looks 
like it will be very strong 
for buyout returns. 

Source:  Venture Economics, Bureau of Economic Analysis, Hammond AssociatesSource:  Lehman, Thomson Financial
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•Firm
– Founded in 1985
– National Practice
– Mid-Sized and Growing 

Responsibly
– Independent Fiduciary
– Proprietary Research

•Clientele
– 52 Higher Education Institutions
– 38 Foundations
– 14 Pension Plans 
– 11 Healthcare Institutions
– 11 Private Wealth Clients

•Staff
– 75 Staff Members
– 54 Investment Professionals
– 36 Advanced Degrees (includes 2 Ph.D.s)
– 21 Holders, Chartered Financial Analyst (CFA) Designation
– Over 400 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 higher 
education, foundations, healthcare, private wealth, and retirement plans (public and corporate). 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 we specialize in 
alternative investments.

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 – Russell 1000 Value, US Large Growth Stocks – Russell 1000 Growth, 
US Mid Stocks – Russell Mid-Cap, 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, Cash – Citigroup 3-
Month T-Bill, REITS – Dow Jones Wilshire REIT, Funds of Hedge Funds – HFR Fund of Funds, Commodities – Dow Jones AIG Commodity, Natural Resource Stocks – Goldman Sachs Natural Resources Index

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.  Please contact one of our Practice Leaders, below, at 314-746-1600.

• Higher Education: Dick Anderson or Jerry Woodham
• Foundations: Keith Mote
• Healthcare: Jonathan Evans

• Private Wealth: Michael Pompian
• Retirement Plans: Rich Marra
• External CIO Services: Matt McCarty
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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:
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ADDRESS:

CITY, STATE,  ZIP:
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INVESTMENT PORTFOLIO
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INSTITUTIONS

TAX REFORM ACT, PART II

THE INTEREST RATE CONUNDRUM
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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

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. It 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. Opinions included herein constitute Hammond Associates’ judgment 
as of the date indicated and are subject to change without notice. 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. Any 
such information may be incomplete or condensed. Any asset allocation model referenced in this report does not represent actual trading and may not reflect the impact that economic and market factors might have had on decision making if 
money was actually invested in the model, nor does the model reflect the deduction of advisory fees and other transaction costs or expenses an investor would have paid if the model were actually traded. This report is for information 
purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. This report does not constitute either investment advice or recommendations on the part of Hammond Associates and does not 
take into account the particular investment objectives, financial situations, or needs of individual clients. Past performance is not a guarantee of future results. Copyright © Hammond Associates, 2006. All rights reserved.


