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Executive Summary

Despite the downturn from February 27 through March 5, global equity markets finished the
quarter in positive territory.  Domestically, the S&P 500 rose 0.6% and the Russell 2000
gained 2.0% during the quarter.  In foreign markets, the MSCI EAFE index benefited from a
weak dollar and returned 4.1%.  Emerging market equities gained 2.3%.

Investors continue to be willing to accept risk for very little incremental reward.  Abundant
liquidity and low volatility have encouraged risk taking.  In particular, credit spreads on
high-yield bonds remain near historic lows.  We continue to recommend that investors look
to reduce risk since it’s not priced to be rewarded well in the future.

Subprime mortgage problems added to the woes of an already struggling housing market.
The potential losses from subprime mortgages should be bearable by our $25 trillion
financial market.  More worrisome possibilities are that tighter lending standards will reduce
the supply of buyers and resetting ARMs and foreclosures will increase the number of
forced sellers.  The combination of those two factors could have a negative impact on
housing prices.  Futures on the Case-Shiller Housing index are forecasting a price decline
of 5% in 2007.

Consumption growth has been boosted by rising home prices and expanding mortgage
debt.  With the housing market weakening, this will be difficult to maintain.  Compensation
growth will now be left as the key driver of consumption growth.  Encouragingly, the jobs
market remains strong.  However, one concern is that business investment declined at an
annualized rate of 3.1% during the fourth quarter of 2006.  There is a strong relationship
between business investment and employment growth.

Wage growth and productivity growth have converged in recent periods.  This has negative
implications for profit margins. If there is a slowdown in the domestic economy,
multinationals should be better positioned to maintain margins.  This reinforces our
recommended tilt to large-cap quality growth stocks.

Many commentators argue that the rest of the world will be able to decouple from the US
and continue to experience strong growth.  If the US economy just slows and avoids a
recession, there is cause for optimism.  However, if the US enters a recession, the rest of
the world is unlikely to escape unscathed.  Emerging market equities would be especially
vulnerable in such a situation because they are particularly sensitive to global growth and
investors’ high risk tolerance.

Buyout funds have already attracted $44 billion in commitments this year and invested over
$100 billion in the first quarter. It’s hard to get excited about mega buyout funds due to the
prices they’re paying for companies. Hedge funds continue to maintain a strong appetite for
risky assets.  This degree of risk taking requires watching.

Overview
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Although global equity markets turned in a solid quarter, it was a bumpy
ride.  The sell-off that began on February 27th caught investors by surprise.
Equity markets in the US and internationally had been marching steadily
upward since the third quarter of 2006.  The S&P 500 was sitting on a 2.5%
year-to-date return through February 26th.  The index’s decline of 3.5% on
February 27th was hard to square with the news of the day.

The 9% plunge in China’s market on rumors that the Chinese government
might take steps to curb speculation was the apparent catalyst.  Still, it’s
hard to believe that the sell-off in Shanghai alone would have caused such a
reaction on Wall Street.  Chinese shares had risen 94% since August 2006,
so a 9% pull-back shouldn’t have been too alarming.  Analysts offered other
explanations for the market’s decline, such as Alan Greenspan’s warning
that a recession was possible, more bad news on subprime lending, and a

Market Commentary

April 2007

1 Long: 25% Brazilian real, 25% Icelandic krona, 25% New Zealand dollar, 25% Turkish lira.
Short: 100% Japanese yen.  Source:  Bloomberg

weak durable goods order report.  However, none of these are satisfying
explanations.  Greenspan’s warning made headlines the day before.  News
of the subprime mortgage problems had been trickling out since December,
and they received much ink in early February.  The durable goods order
release, while discouraging, should not have had such an outsized impact.

As unsatisfying an answer as it is, perhaps it was Keynes’ “animal spirits”
exacerbating what should have been a minor sell-off.  As we have pointed
out in the past, risk premiums on global assets are remarkably thin.  Any
event that causes investors to focus more on downside risks (and there are
many) can have an outsized impact, especially when markets are as frothy,
and investors as complacent, as we find them today.

Following February 27th, the S&P 500 continued to trend downward the next
five trading days as more woes in the subprime sector were revealed.  The
index reached a trough on March 5 with a total loss of 5.1%.  While the loss
on the 27th shocked markets, it was a mild downturn overall.  Like the sell-
off in May/June 2006, there weren’t many places to hide among risky
assets.  Generally, the riskier an asset class, the greater the loss,
suggesting that increased risk aversion played a significant role.  The S&P
500 proved to be a relative safe haven among global equity markets, as we
suggested that it might in last quarter’s report.  The Russell 2000 slid 7.7%
from February 27th through March 5th, while the MSCI EAFE index fell 6.9%.
Not surprisingly, the MSCI Emerging Markets index was punished the most,
with a decline of 10.2%.  REITs also suffered a steep loss.  Still, riskier
segments of the market held up much better than in 2006’s downturn, which
saw the Russell 2000 decline 13.2% and the MSCI Emerging Markets index
tumble 24.1%.

Gold failed to live up to its reputation as a hedge, just as it did in spring
2006.  It fell 6.9% during the downdraft, and industrial metals declined 7.1%.
A currency carry trade proxy (long high-yielding currencies and short the
yen) declined 7.5%.  The yen, considered the primary source of funding for
the carry trade, was the safe haven.  It earned 4.2% during the downturn, as
investors feared that increased risk aversion might lead to an unwinding of
the carry trade.  Credit spreads widened modestly.  The option-adjusted
spread on the Lehman High Yield index rose from 2.5% to 2.8%, taking it
back to where it started the year.

As was the case in the late winter/spring sell-offs in 2004, 2005, and 2006,
the losses were short-lived.  By the end of March, the S&P 500 and other
equity markets around the world recovered most of their losses, finishing the

Exhibit 1

Jan. 1 to 

Feb. 26

Feb. 27 to 

March 5

March 6 to 

March 31 First Quarter

May 11 to 

June 13, 

2006

S&P 500 2.5 (5.1) 3.5 0.6 (7.3)

Russell 2000 4.7 (7.7) 5.5 2.0 (13.2)

Wilshire REIT 9.0 (8.7) 4.2 3.7 (2.7)

MSCI Europe 4.6 (7.2) 7.0 3.9 (12.9)

MSCI Japan 6.9 (5.1) 2.0 3.5 (19.1)

MSCI Emerging Markets 3.3 (10.2) 10.3 2.3 (24.1)

Gold 7.6 (6.9) 3.7 3.9 (20.6)

Industrial Metals 4.1 (7.1) 10.7 7.0 (19.0)

Yen (1.3) 4.2 (1.9) 0.9 (4.5)

Currency Carry Trade 1
6.9 (8.1) 7.5 5.6 (3.2)

Performance (%)
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below the average level of 19 since 1990.  The VIX rose sharply when the
market declined on the 27th, increasing 64% to 18.3.  It was the largest
percentage move on a single day since the index’s inception in 1990.2

However, as the market recovered the VIX declined.  By April 14th, it was
back down to 12, suggesting option investors believe the short-term danger
has mostly passed for the market.  This seems to us overly optimistic, given
the risks to the economy and, therefore, profit margins, raised by the
slumping housing market.  Nevertheless, until there is another event to test
investors’ confidence, we would not be surprised to see volatility remain low.

Asset Class Convergence

As we have pointed out in past editions of this report, global asset class
valuations are converging.  Most of the valuation disparities that gave rise to
the outperformance for globally diversified portfolios since 2000 have been
corrected.  Risk premiums for global assets continue to be emaciated, and
there are few, if any, bargains.  In fact, some of the best performing asset
classes this decade, such as small-cap stocks, REITS, and emerging
market stocks, are now among the most expensive.  As a result,
diversification away from domestic large-cap stocks won’t be as beneficial in
the future as it has been in the last seven years.  We suspect it will be
harder than ever to add value through long-only asset allocation tilts until an
event occurs that creates new opportunities (by re-pricing securities).

quarter in positive territory.  Most indexes have surpassed their February
26th levels in April.  The carry trade has also turned profitable again.  With
markets so easily shaking off their losses, this downturn may, unfortunately,
have further emboldened investors.

Is Volatility Back?

The first eight weeks of 2007 were remarkable for their lack of volatility.  The
S&P 500’s annualized daily standard deviation was 7% for the first 37
trading days of the year, less than half its historical average.  Given how low
volatility has been recently, the steep decline on the 27th was surprising.
Notably, the index’s 3.5% loss was the first decline of more than 2% in
nearly four years (950 trading days to be exact).  It was the longest stretch
between 2% declines in at least 50 years.  (The index also suffered a loss of
2% on March 13th.)  The lack of volatility recently is in stark contrast to the
abnormally high volatility experienced early in this decade.  In 2002 alone,
the S&P 500 declined by 2% or more 29 times and by 3% or more seven
times.

An indicator of the market’s expectation for volatility is the VIX index.  The
VIX index measures the implied volatility in one-month option prices on the
S&P 500.  The higher the VIX index, the more it costs to buy portfolio
protection.  Since the volatility spike in spring 2006, the VIX index had been
trending downward.  On February 26th, it traded at 11.2, which was far

2 The 7.1 point absolute move in the index was the ninth largest in a single day, but the eight
larger moves were off higher bases.

Exhibit 2

Exhibit 3

VIX Index
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One way to observe the dwindling potential to outperform (and
underperform) from diversification and asset allocation tilts is to observe the
dispersion of returns across equity and other risky asset classes.  Exhibit 5
shows the standard deviation of returns across asset classes over rolling
twelve-month periods. Low dispersion suggests low variability across asset
class returns for a twelve-month period.  As shown in the chart, dispersion
has been trending downward over the last few years.  The dispersion over
the most recent twelve months was 7%, the lowest level in more than 30
years.  A significant reason for lower dispersion is the low volatility
environment.  When asset volatility is below average, dispersion across
assets tends to be below average.  We suspect valuation convergence is
also playing a role.  With low dispersion, the benefits of making correct
asset allocation calls are reduced.  Furthermore, low dispersion reduces the
benefits of rebalancing.  Rebalancing is most effective when there is wide
return variance across asset classes, affording more opportunities to sell
outperformers to buy underperformers.  A correction in global markets
would increase dispersion and, perhaps, create new investment
opportunities.

We still encourage broad diversification, and we continue to emphasize
reducing risk at the margin.  This means underweighting small-caps in
domestic equity portfolios in favor of large-cap growth stocks, with a
particular emphasis on high-quality growth stocks.  Internationally, it may be
time to trim tilts to emerging market equities in favor of developed large-
caps.  We are optimistic about the long-term prospects for emerging market
equities, but they have probably run too far.  In fixed income, this means
steering clear of low-quality debt.  Finally, we continue to recommend that
clients diversify beyond traditional asset classes.  While we acknowledge
that there is reckless risk-taking in the alternatives space, we believe there
are managers who can capture inefficiencies in markets and add value
without accepting undue risk.  If markets continue their march upwards,
many moves towards risk reduction are likely to result in lower performance.
Nevertheless, this does not seem to be a good environment in which to
reach too far for returns.

Anthony Brown, CFA

Chief Investment Officer

abrown@hammondassociates.com

Exhibit 4 Exhibit 5

Return Dispersion Across Asset Classes
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Global Equities Finished a Volatile Quarter in Positive Territory

First Quarter Returns for Global Markets

2.3

3.5
4.1

7.4

0.6

3.9

3.3

2.2
2.6

0.6

5.6

3.4

-1

0

1

2

3

4

5

6

7

8

US (S&P

500)

MSCI EAFE Japan Pacific Ex

Japan

Europe Emerging

Mkts

(%
)

US $ Local Currency

Domestic equities trailed international
equities once again. A weak dollar
helped boost returns, particularly for
Japan and Australia.

Source: MSCI

First Quarter Style and Cap Performance
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Value Blend Growth

Mid-cap stocks soared in the first

quarter, while large-cap stocks
struggled.  Mid-caps likely benefited
from an active M&A market.  Style
performance was mixed.

YTD Performance of Equity Markets
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Equity markets tumbled on Feb. 27;
however, major indexes recovered
most of their losses and posted
positive returns for the quarter.

First Quarter Sector Performance

-3% 0% 3% 6% 9% 12%

Financials

Info Tech

Cons. Discr.

Health Care

Industrials

Cons. Staples

Energy

Telecom

Utilities

Materials

Financial stocks struggled in the first

quarter due in part to woes in the
subprime mortgage market.

Source: MSCI

Utilities have earned 22%, annualized,
over the last three years, trailing only
energy stocks.  Based on P/E, they
trade at a premium to the S&P 500.
Historically, they’ve traded at a deep

discount.

Emerging markets
fell the most in the
downturn.
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Since the Beginning of 2000
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International small-
caps look very
expensive relative to
large-caps.

The cost of contango lessened for
commodities during the quarter
with the roll yield subtracting only
1.7% from the return of the DJ-
AIG index. The roll yield cost the
index 17.6% last year.

Global Equities Finished a Volatile Quarter in Positive Territory (cont.)

> 10%

> 5%

REITs were up as
much as 13% during
the quarter.

The spread on emerging
debt to Treasuries
widened slightly, from
1.49% to 1.55%.

The inflation breakeven
rate on 10-yr TIPS
increased from 2.3% to
2.45%.

US large-cap stocks
continued to trail other
equity asset classes.

Despite the bear market, this is
turning out to be a good decade
for equity asset classes other
than US and international large-

cap stocks.

Funds of hedge funds have
barely beaten bonds.

Credit spreads have narrowed
from 4.6% to 2.7% this decade,
but high yield bonds have still
underperformed investment-
grade bonds because of default
losses.

The dividend yield

has declined from
8.7% to 3.7%.

On a P/B basis, emerging
markets were trading at a 50%
discount to developed markets
in 2000.  They now trade at a
6% discount.

Inflation
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Global Liquidity Growth
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Complacency Abounds

Fears over subprime lending and concerns for its economic implications
did not have a lasting impact on investors’ risk tolerance.  The brief period
of volatility at the end of February and the beginning of March caused risk
premiums to widen modestly, but in many cases, not enough to retrace
the decline during the first part of the quarter. Investors are still requiring
remarkably little reward to accept risk.

The liquidity environment continues to encourage risk taking.  Foreign central
banks are accelerating the pace of reserve accumulation, much of which
flows into US bonds.  This continual flow of money back into our bond
markets has helped keep interest rates depressed, encouraging investors to
reach for return.

The low volatility environment of the last few years has further encouraged
risk taking.  Volatility across global markets has generally been well below
average since the beginning of 2004.  While there have been spikes, such as
in the first quarter and last spring, markets quickly calmed afterwards.
Investors may be extrapolating the recent periods of low volatility into the
future.  History suggests caution; volatility has generally been mean reverting.

Low risk premiums are most easily observed in high yield bonds and other
yield-oriented investments (e.g., REITS and emerging market debt).  High
yield bonds offer just a 2.7% option-adjusted spread to Treasuries, half of
the historical average.  This spread is also slightly less than the cost of
historical default losses (~2.9%), suggesting the risk premium on high
yield bonds is negative if historical default trends return.

Tight spreads on low quality credit have spilled over to equity markets.
While stocks are not attractive on an absolute valuation basis, they are
reasonably attractive relative to high yield bond spreads (especially if one
assumes current profit margins persist).  This has fueled the buyout boom.
Buyout funds are paying very high prices for public equities, but lenders
are assuming much of the risk, essentially selling buyout funds a cheap
put option.

It’s impossible to say when investors’ level of risk tolerance returns to
more reasonable levels, but history has shown that periods of financial
market complacency tend to end badly.  A sharp slowdown in the
economy is an immediate risk.  An economic slowdown would test high
yield bonds, which might finally bring the days of cheap credit to an end.
We continue to recommend that investors look to reduce risk since it’s not
priced to pay much in the future.

The low volatility is probably
attributable to excess liquidity and
the favorable global economic
environment.

The pace of reserve growth accelerated in Q1.
China added $136 billion during the quarter,
increasing their total to $1.2 trillion.

Volatility of the S&P 500

(Rolling 36-Months, Annualized)
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The Economist measures liquidity growth by adding the increase in
central bank reserves to the US monetary base.  Based on this
measure, liquidity has grown at an 18% average annual rate over the
last 5 years, which is the highest growth since the 1970s.

Annualized 1Q pace.

Low volatility isn’t limited to the S&P.  Most equity, bond, and
currency markets globally have experienced below average volatility
over the last three years.  This is probably a result of favorable

economic conditions and the liquidity environment.

In the past, periods
of low volatility
didn’t last.

Source: The Economist, Bloomberg,
Federal Reserve, IMF

The recent realized volatility on
the S&P 500 has been half of its
historical average.
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Complacency Abounds (cont.)

Cumulative Default Rates for High Yield Bonds

(1971 - 2006)
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High yield bonds rated CCC yield just
4.5% above Treasuries.  Just five years
ago, they yielded 20% above Treasuries.

Historically, half of CCC bonds have
defaulted within six years of issuance.
The recovery rate has only been $0.21 on

the dollar.  This makes the current spread
of 4.5% seem woefully inadequate.

High Yield Bond Default Rates
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Low default rates for high yield bonds may be giving investors a false sense of
security, but they should remember that default rates are highly cyclical.  Even during
the mild recessions in 1991 and 2000, default rates spiked to more than 10%.  The
next cycle may be even worse since the overall quality of the universe has declined.

Distribution of High Yield Universe by Quality
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As spreads have fallen, the quality of the

high yield bond universe has declined.
Over the last 10 years, the weighting to the
highest quality tier (BB) has declined from
45% to 31%.  The lowest rated bonds
(CCC-C) have risen from 7% to 13%.
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More Troubles for the Housing Market

Hopes that housing activity bottomed in the fourth quarter of 2006 were
shattered with the troubles in the subprime mortgage sector.  Subprime
loans have been a large share of mortgage originations in recent years.
Subprime mortgages represented about 20% of originations in 2006,
totaling $640 billion.  A further 20% were “Alt-A” loans, whose quality is
between subprime and prime.  According to Lehman, subprimes comprise
15% of the aggregate mortgage universe, or about $1.2 trillion, and Alt-A
mortgages make up 7% ($0.6 trillion).

Most subprime loans are ARMs.  Interest rate resets and the expiration of
teaser rates are pressuring many borrowers.  Subprime loans began to
show signs of trouble in the second half of 2006 as delinquency rates
began to rise.  The delinquency rate rose from 11.7% in June to 13.3% by
year-end.  Delinquencies are expected to continue to rise in  2007.

The fallout from the subprime woes remain to be seen.  It’s already had a
devastating effect on companies heavily involved in the business.  A study
by First American CoreLogic forecasted $326 billion of defaults over the
next few years with actual losses (net of recoveries) of $112 billion.  While
significant, that should be bearable by our $25 trillion financial market.

The more worrisome impact is that it removes support from an already
shaky housing market.  Subprime and Alt-A borrowers will find it far more
difficult to get loans as lenders tighten standards.  Credit Suisse forecasts
that tighter lending standards will eliminate 50% of subprime borrowers
and 10% of Alt-A borrowers, which together represented 12% of 2006
buyers.  In addition, resetting ARMs and rising foreclosures will likely
increase the number of forced sellers.

The market for new homes is likely to continue to worsen.  New home sales
in January and February were 14% below the fourth quarter 2006 average.
Economy.com estimates that there are 900,000 excess vacant units for sale,
more than 4x the level at the end of 2005.

With fewer buyers and more sellers, housing prices will continue to come
under pressure.  According to futures on the Case-Shiller Housing index,
home prices will decline about 5% in 2007.  This, of course, has negative
implications for consumer spending.

There is some concern that this will cause a wider credit crunch.  So far,
there are few hints of that.  Credit spreads widened modestly in reaction to
the subprime news, but still finished the quarter below where they started.
That could change if the worsening housing market causes a recession.

Subprime Mortgage Originations
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futures.

Real estate prices fell at a 6.6%
annualized rate for the three
months-ended January.

Credit Suisse reports that 90%

of 2006 subprime mortgages
were ARMs.  A quarter of the
mortgages were interest only
or negative amortization
ARMs.

Source:  Credit Suisse

Source:  Bloomberg
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Mortgage Interest Rates
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More Troubles for the Housing Market (cont.)

Months Supply of New and Existing Homes
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The months supply of new
homes has nearly doubled
since the beginning of 2005.

Inventories of existing homes
are also bloated.

A survey by the Federal Reserve reported that 16%
of banks are tightening their mortgage lending
standards, which is the highest reading since 1991.
Standards are likely to tighten further because the
survey was conducted in January before the full
extent of the troubles were revealed.

Home affordability has improved a little
as prices and interest rates have fallen
some.  Still, affordability is very low by
the standards of the 1990s.

ARM resets are going to affect more than subprime
mortgages.  More than 30% of mortgages

originated in 2004 and 2005 were ARMS.  Three-
year prime ARMs issued in 2004 had average
interest rates less than 4%.

Source:  Bloomberg Source:  Bloomberg

3-yr ARMs resetting.

Source: Bloomberg, Bankrate.com



12

HammondAssociates

Research Report – Spring 2007

Will Spending Withstand the Housing Slump?

The economy grew at a 2.5% annualized rate in the fourth quarter of 2006,
which resulted in a 3.3% growth rate for the full year.  Personal
consumption continued to grow healthily, posting a 4.2% annualized
growth rate for the fourth quarter.  Outside of personal consumption, the
economy contracted, as residential investment continued its plunge in the
fourth quarter (-20%).  Surprisingly, business investment also contracted,
falling 3.1%.  Economists polled by Bloomberg expect first quarter growth
to come in at 2% versus a 2.4% forecast going into the quarter.  Despite
the sorry state of the housing market, personal consumption expenditures
probably increased by more than 3% in the first quarter.

Economic growth has been driven largely by personal consumption
growth.  Consumption growth has been boosted by rising home prices and
expanding mortgage debt.  Since the beginning of 2001, real personal
spending has increased by $1.30 for every $1 of growth in real disposable
income, which has led to a negative savings rate.  Over this period, the
overall debt load has increased from 90% to 131% of disposable income.
Now that the housing market has turned over, consumers are likely to
finally buck the 16-year trend of declining savings rates.

Compensation growth will now be left as the key driver of consumption
growth.  Encouragingly, the job market remains strong.  The economy
added an average of 152,000 jobs per month during the first quarter and
the unemployment rate slipped to 4.4%.  Wage growth was solid over the
last year.  Average hourly earnings were up an inflation-adjusted 1.2%.
However, the job market will face headwinds.  The downturn in the real
estate market will likely mean significant job losses in construction and
other real estate-related industries.  In addition, if weak business
investment persists, job creation in other industries is also likely to suffer
(see page 14).

Households need to build their savings rate back to more reasonable
levels, particularly since baby boomers are approaching retirement.  This
means that consumption growth is likely to trail income growth in the
coming years.  Over the last decade, personal consumption has grown at
3.7% per year.  Over the next decade, it’s likely to grow at 2.5% or less.

Most economists do not think the weak housing market will lead to a
recession.  The risks appear weighted to the downside, with a downturn in
the jobs market and worse than expected declines in real estate prices
representing the primary risks.

Annual Growth in Personal Income and Expenditures

(Inflation-Adjusted)
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Spending growth has exceeded
disposable income growth in five of
the last six years.  Over this period,
the savings rate has declined from
2.3% to -1.1%.

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

Source:  Bureau of Labor Statistics

Source: Bureau of Economic
           Analysis

Non-farm payrolls have
increased by 1.4% over the
last year, which exceeded the
growth in the labor pool.
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Household Debt Growth and Savings Rate
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Households' Cashflow from Residential Real Estate

(As % of Disposable Income, Rolling 4-Quarter Average)
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Households’ cash flow from real estate has plunged.
The volume of new mortgages has fallen.  Yet, this
hasn’t stopped spending.  Households have been
selling other assets (particularly equities), keeping
the savings rate negative.

Debt Service and Debt Level of US Households
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First American CoreLogic
forecasts that annual debt service

payments are going to rise $42
billion as ARMs reset, or about
0.4% of disposable income.

US households have been accumulating debt at a rapid pace since
the early 1980s.  While similar levels of growth 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.

Housing Starts and Construction Employment
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Construction Employment Housing Starts

About half of construction employees
work in the residential sector.
Commercial construction is still strong.

Will Spending Withstand the Housing Slump? (cont.)

Source:  Federal Reserve

Source:  Federal Reserve

Housing starts are down more than 30% from their
high, but not many construction jobs have been lost so
far.  In the 1990 downturn, construction employment fell
16%, which would be over one million jobs today.

Source: Bureau of Labor Statistics
Bloomberg

Source:  Federal Reserve

Debt growth slowed considerably in 2006 as
households slowed mortgage debt accumulation.

Q4 growth was the slowest since 1998.



14

HammondAssociates

Research Report – Spring 2007

ISM Business Activity Indexes
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Business Investment Faltering

Most economists have been expecting consumer spending growth to slow.
With record profits for US corporations, one hope has been that business
investment will pick up some of the slack and help keep the economy
growing strongly.  That hope was dealt a blow with the fourth quarter GDP
release.  Business investment declined at a 3.1% annualized rate during
the quarter.  Based on weak durable goods orders in January and
February, business investment may have declined again in the first
quarter.

As we noted in our 1Q 2006 report, it was hard to reconcile the need for
businesses to increase their investment pace significantly if personal
consumption growth was expected to decline.  Nevertheless, the decline in
investment in the fourth quarter was a surprise.

Slowing business investment is a concern for the employment outlook.
Not surprisingly, there is a strong relationship between business
investment and employment growth.  Hopefully, the recent decline in
investment will prove temporary.  However, if it persists, a recession
becomes more likely because consumer spending growth is now more
reliant on wage growth due to the fading wealth effects from housing .

Business Investment and Employment

(Year-Over-Year Change)
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Business investment tends to lead employment

growth.  The recent decline in business investment
has worrisome implications for employment.

Nondefense Capital Goods Orders (Excluding Aircraft)

Change from Year Ago
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Source:  Bloomberg

Capital goods orders have fallen
over the last twelve months.

A value above 50 indicates expanding
activity, while a value below 50
suggests contracting activity.

The ISM indexes measure business activity. The
services index surprised on the downside, falling to
52.4 in March, which is the lowest level since 2003.
The manufacturing index has been hovering around
50 over the last few months.

Source:  Bloomberg

Source:  Bureau of Labor Statistics, Bureau of Economic Analysis
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Fed Funds Futures

Implied Average Rate
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The FOMC left the Fed Funds rate unchanged at 5.25% during the first
quarter.  The statement from the March 25 meeting suggested that the
FOMC switched its bias from tightening to neutral.  Fed Funds futures
didn’t move much during the quarter.  The futures market was already
discounting the stated tightening bias, projecting that the next move to be
a cut.  However, Fed Funds futures predict that we’re unlikely to see a cut
until the fourth quarter.

While the Fed changed it’s stated bias, officials are still making fairly
hawkish inflation comments and minutes from the March 25 meeting
reinforced their concern about inflation.  Core CPI inflation remains
stubbornly high at 2.5% over the last 12 months.  The recent rise in energy
prices will push the overall inflation upwards, as well.

With conditions in the housing market deteriorating, it’ll be interesting to
see whether Bernanke’s Fed will be as willing to provide ample liquidity to
cushion falling asset prices as it was under Greenspan (the so-called
“Greenspan put”).  Low risk premiums suggest that markets believe the
put is alive and well.

The Fed Shifted to Neutral

-2 bps-8 bps

+1 bp

Yields as of 12/2006
Yields as of 3/2007
TIPS Real Yields

Source: Federal Reserve

-19 bps

-10 bps

+4 bps

In April, the Fed Funds futures market has
become much less optimistic for Fed easing.

At the end of March, the market was predicting
a cut by the September meeting.  Now, it
appears that we will have to wait at least until
the October meeting for the first cut, and it may
not come until December.

Source: Bloomberg

The yield curve remains inverted between
3M and 10Y (-43 bps), but the 10Y – 2Y
spread turned slightly positive (+6 bps).

Rolling 12-Month Change in CPI
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Inflation expectations rose during the
quarter.  The inflation breakeven rate on

5-yr TIPS increased from 2.26% to
2.51%, and the breakeven rate on 10-yr
TIPS rose from 2.30% to 2.45%.

Source: Bureau of Labor Statistics
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Slowing Productivity Growth May Pressure Profit Margins

Productivity and Wage Growth

Rolling 4-Quarter Change
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Recent data suggest that the earnings boom may be coming to an end.
The Bureau of Economic Analysis reported that corporate profits slipped
3% in the fourth quarter.  Non-financial profits plunged 7%, while financial
profits increased 5%.  Still, year-over-year profit growth is very strong,
showing a 15% increase at the end of 2006.

A concern is the declining pace of productivity growth.  It has been a
significant contributor to profit margin growth since the recovery began in
2002.  However, productivity growth has slowed over the last four quarters
and is now at a 10-year low.

Corporations have been very successful in cutting costs, while
growing output.  Since the beginning of 2002 when profit margins
began to rebound, productivity has grown 2.9%, annualized.  Real
compensation per hour only grew 1.4%.

However, corporations may not have much more fat to trim.  Recently,
productivity growth has been falling, while real compensation growth
has been rising.  Over the last four quarters, real compensation
growth has matched productivity growth at 1.5%.  This is an ominous
sign.  Not surprisingly, profit margins tend to decline when wage
growth exceeds productivity growth.  If the trend of lower productivity
growth and higher wage growth persists, profit margins will come
under pressure, particularly if the economy slows or enters a
recession.

A benefit of corporations’ conservativeness in business investment in
recent years is that profit margins should hold up better than usual if there
is a recession.  Profit margins tend to decline in periods of slow growth
and particularly in recessions.   A significant driver of the profit plunge in
2000/2001 was overinvestment in the late 1990s.  With business
investment restrained over the last few years, profits margins should not
face as much downside risk over the short-term.

If there is a slowdown in the domestic economy, multinationals should be
better positioned to maintain margins.  While it is open to question whether
the world can completely decouple from a US slowdown (see pg. 18), the
rest of the world seems certain to grow at a faster pace than the US.
Furthermore, multinationals are better positioned to take advantage of
cheap labor in emerging markets.  This reinforces our recommended tilt to
large-cap quality growth stocks.  Many multinationals land in this category.

Corporate Profits as a % of GDP
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Corporate profits as a percentage of GDP
are near a record level.  This chart does not
include profits from foreign subsidiaries.
Including foreign subs, profits are nearly
9% of GDP, which is a record high.

Wage growth isn’t rapid, but it is
converging with decelerating
productivity growth.

Source: Bureau of Economic Analysis

Source: Bureau of Economic Analysis
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Financial Companies' Share of Total Corporate Profits

(Rolling 4-Quarter Average)
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Financial companies are contributing a significant share
of US profits.  Financial companies have been the
beneficiaries of the current environment of risk taking,
collecting fees on corporate activity (M&A and buyouts),
high yield issuance, derivatives, hedge fund trading, and
mortgages.  The coming years may not be as kind to
financials.

US Exports Growth

(Rolling 4-Quarter Change)
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Exports are growing at a healthy clip.  US exporters appear to be benefiting from
the weak dollar and strong global growth.  The earnings of foreign subsidiaries are
also growing strongly.  The margins of companies with substantial portions of their

revenues coming from overseas should hold up relatively well if there is a domestic
slowdown.  We must caution, however, that exports often decline during US
recessions, since US recessions tend to drag down global growth.

US Equity Valuations by Capitalization
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Russell Top 200

Russell Midcap

Russell 2000

Small- and mid-caps
appear very expensive

relative to large-caps.

Stock analysts forecast that small-
and mid-caps will outgrow large-
caps in the future, but analysts
tend to be wildly optimistic.

Historically, large-caps have grown
their earnings faster.

Slowing Productivity Growth May Pressure Profit Margins (cont.)

Stock buybacks set a record in 2006.  To the extent
buybacks are used to reduce outstanding shares, rather
than offset dilution from options, earnings per share

increases.  Some analysts worry that companies are
returning too much of their profits to shareholders, not
reinvesting enough to drive long-term profit growth.

Source: Russell

Source: S&P

Source: Bureau of Economic Analysis

Source: Bureau of Economic Analysis

Financial profits held up
well during the

recession, while non-
financial profits plunged.

Exports didn’t fall during
the 1991 recession.
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IMF - World Economic Growth
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Can the World Sustain Growth Rates if the US Slows?

The US has played a central role in driving world economic growth in
recent years.  According to Morgan Stanley, US consumption grew at an
annualized rate of 3.8% from 1996 to 2005, while consumption growth in
the rest of the developed world averaged 2.2%. The appetite of US
consumers for imports has helped fuel economic growth in emerging
market countries.  However, with the housing market cooling and a
negative savings rate, it seems unlikely that consumers will be able to
sustain their spending binge.

Many commentators argue that the rest of the world will be able to
decouple from the US and continue to experience strong growth. The
economies of Europe and Japan are showing signs of stronger growth.
Europe grew almost as quickly as the US in 2006, and its growth is
expected to exceed that of the US in 2007.  Japan’s economy is also
slowly turning around and with Japanese consumers sitting on a hoard of
cash, there is potential for consumption growth to accelerate. Savings
rates are very high in most emerging market countries, so there is also
room for their consumers to increase spending.  Increased consumption in
local markets might be able to offset reduced US demand for imports.

If US growth slows and avoids recession, there is cause for optimism. A
recent IMF report showed that in two past US slowdowns, growth in the
rest of the world did not slow.  If that happens again, US imports should
hold up reasonably well.  China should continue to experience rapid
growth and Europe and Japan might pick up some of the consumption
slack.  However, if the US enters a recession, the rest of the world is
unlikely to escape unscathed.  In past US recessions, global growth
decelerated sharply as US imports declined, and there’s little reason to
believe it will be different this time since the global economy is even more
tightly linked than in past recessions.

While the global economy might be able to successfully decouple from the
US slowdown, if the US equity markets suffer a correction, either because
of a US slowdown or increased risk aversion, international markets are
likely to follow.  The valuations of global markets have converged with the
US, so there is no longer a valuation cushion.  Emerging market equities
would be especially vulnerable because they are particularly sensitive to
global growth and investors’ high risk tolerance.  In both the May/June
2006 sell off and the February/March downturn, emerging market equities
fell more than US and other developed market equities.

Japan grew at a
5.5% annualized
rate in Q4.

US Downturns and Global Growth

Change in GDP Growth
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Historically, recessions in the US have resulted in
significant growth declines in the rest of the
world.  During US slowdowns, growth in the rest
of the world has not fallen much.

The IMF expects world
output to grow 4.9% in
2007.

Source: IMF

Source: IMF

Led by China, emerging markets
are expected to continue to post
blistering growth rates.

The IMF only expects
the US economy to
grow 2.2% in 2007,
slower than Europe.
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Global Trade 
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The valuation disparities between global markets has been mostly priced
away.  While we think emerging equities will outperform over the long-term,
they would suffer the most from a downturn.

The global economy has become more inter-
connected in recent years.  Global trade’s share of

output has increased from 23% to 30% over the last
decade.  While this has helped boost growth, it
increases the correlation of economies.  US imports
share of trade have fallen from their peak in 2000,
but still make up nearly one-fifth of global trade.

Rolling 36-Month Equity Correlations
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Correlations between US and international markets
have been much higher over the last decade than
previously.  This is probably because of globalization
and the greater integration of financial markets.

The correlation between the S&P 500 and
MSCI EAFE was 0.46 from 1980 to 1996
and 0.79 from 1997 through 2006.

US GDP and Imports Growth

(Year-Over-Year % Change)
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Imports

GDP
The growth of imports is very sensitive
to GDP growth.  Recessions usually
bring disproportionately large declines in
imports.  This is one reason why
recessions in the US tend to spread.

Can the World Sustain Growth Rates if the US Slows? (cont.)

Source: IMF Source: Bureau of Economic Analysis

Source: MSCI
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Crude Oil Futures Curve
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Real Assets:  A Volatile Quarter for REITS

REITs had a rollercoaster ride during the quarter.  The bidding war for
Equity Office Properties helped push REITS up 13% for the year through
February 7.  REITS began selling off immediately thereafter.  They were
punished severely during the global market sell-off, losing 9% between
February 27 and March 5.  Still, REITS finished the quarter ahead 3.7%.

Relative to private real estate, REITS appear appropriately valued.
According to Green Street Advisors, REITS finished the quarter trading at
their net asset value.  Buyout activity reinforces that REIT valuations
aren’t far off their underlying assets.  On an absolute basis, however,
REITS (and private core real estate) appear very pricey.  REITS yield just
1.5 percentage points above the real yield on long-term TIPS.  This is just
one more example of investors requiring very little reward to accept risk.

Commodities had a solid quarter on the back of higher energy prices.  Oil,
natural gas, and gasoline all rose during the quarter.  The DJ-AIG
Commodity index gained 4.6%.  The cost of contango was less during the
quarter.  The roll yield for the index was -1.7%, or -7% annualized, which
was a significant improvement over the -18% roll yield in 2006.

Source:  NAREIT, Federal Reserve

With a lower cost of roll, the commodity
index only trailed spot prices by 50 bps
during the first quarter.

Despite strong demand

for ethanol, corn declined
on expectations for supply
growth.

The dividend yield on REITS
finished the quarter at 3.7%,
compared to a 2.2% real
yield on TIPS.

We compare the dividend yield on REITS
to the real yield on long bonds because
REITS should be able to pass along
inflation through higher rents.  The yield
premium, currently 1.5%, is less than half
the historical average.

The price for oil for near-

term delivery increased
more than that for long-
term delivery.

+7.9%

+3.6%

+0.7%

There is still a substantial cost to
rolling oil futures.  At the end of March,
the 3-month contract was trading at a

2.4% premium to the 2-month contract
(33% annualized).

Source:  Bloomberg
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Buyout Funds Put $100B to Work in the First Quarter

The pace of buyout fundraising continues to accelerate.  Buyout funds
have already attracted $44 billion in commitments this year.  Buyout funds
are aggressively putting their war chests to work.  Taking advantage of
ultra cheap debt, buyout funds invested over $100 billion in the first
quarter.  As one could surmise from the headlines, deals are getting
much larger.  Buyouts magazine reported that the average deal size
during the quarter was $1.3 billion, 75% higher than in the first quarter of
2006.

Buyout funds are raising risky debt with light covenants to fund the deals.
Half of the high yield bonds issued for acquisition financing in 2006 were
rated CCC.  Buyout funds are increasingly tapping the leveraged loan
market to fund deals.  It used to be that banks dominated the leveraged
loan space.  However, this debt is now mostly being purchased by
investors, such as hedge funds, and packaged into CLOs (collateralized
loan obligations).

It’s hard to get excited about mega buyout funds.  Abundant, cheap
financing are a positive because lenders are bearing much of the deal risk
without much reward.  Nevertheless, with the high multiples being paid for
companies, we’re concerned that realized returns won’t be sufficient to
justify the risk and illiquidity, net of fees. US Buyout Deal Volume

(Through 1Q 2007)
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Venture Capital

Buyouts

Venture capital funds have
only raised $5 billion so far
this year compared to $44
billion for buyouts.

Valuation multiples for
buyouts are very high.

Source:  Private Equity Analyst

Source:  Buyouts

Buyout funds put as much
money to work in the first
quarter of 2007 as in 2000 to
2002 combined.

Source:  S&P, BMO Capital Markets, IMF
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Hedge Funds Emboldened

Hedge funds turned in a strong first quarter with the average fund of
hedge funds, as represented by the HFRI Fund of Funds Index,
posting a return of 2.8%.  A commentary on performance for the
quarter would look very much like that for 2006.  Event situations,
particularly M&A activity, were the key drivers of performance.
Additionally, migration into international and emerging equity
markets helped boost returns.  Convertible arbitrage also continued
its rebound with another strong quarter.

Overall, hedge funds appear to have weathered the volatility spike
that occurred late February / early March.  Such events are usually
negative for the typical hedge fund.  The timing of the volatility spike
worked to mask its impact on hedge funds in two ways.

The losses incurred during the final two days of February were
masked by the gains from earlier in the month

It appears to have been a very short lived correction as most
markets have recovered most, if not more than, all of the
losses.  In the short-run, this event seems to demonstrate the
vast liquidity that underlies the markets.

Risk management programs appear to have worked well, perhaps
giving investment managers more confidence to increase leverage
further.  A possible result of the short-lived correction is that hedge
funds and the market alike have been emboldened.

One early sign of such a phenomenon in the markets can be seen
by looking at the carry trade, which appears to have recovered.  In
addition, all things with yield have rebounded.  This can be
observed in high yield currencies (such as the Brazilian Real) and
high yield bonds (as evidenced by spreads on CCC rated debt).
Increased risk appetite can also be seen in hedge funds willingness
to fund buyout transactions through the leveraged loan market at
slim spreads. This degree of risk taking requires watching.

Hedge Fund Returns
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This shows the performance

of a currency carry trade long
four high yielding currencies
and short the yen.

The currency carry trade fell
sharply during the downturn,
but recovered most of the

losses by quarter-end.

Source:  Bloomberg.  Long: 25% Brazilian real, 25% Icelandic krona, 25% New Zealand dollar,

25% Turkish lira. Short: 100% Japanese yen
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