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Domestic Equity (Large Cap)

Russell 1000 16.07 21.07 (6.14) (5.10) 1.49 0.40

Russell 1000 Growth 13.96 27.11 (1.85) (2.50) 1.87 (2.55)

Russell 1000 Value 18.24 14.84 (10.62) (7.88) 0.89 2.59

Domestic Equity (Mid Cap)

Russell MidCap 20.61 32.61 (3.56) (4.08) 3.88 6.05

Russell MidCap Growth 17.58 37.12 (0.40) (3.11) 3.75 2.18

Russell MidCap Value 23.62 27.57 (7.11) (5.66) 3.53 7.43

Domestic Equity (Small Cap)

Russell 2000 19.28 22.44 (9.54) (4.57) 2.42 4.88

Russell 2000 Growth 15.95 29.13 (6.31) (2.59) 2.91 1.10

Russell 2000 Value 22.71 16.35 (12.61) (6.65) 1.78 8.05

International Equity

MSCI World ex US 19.37 30.49 2.89 (3.02) 6.53 3.01

MSCI World ex US Growth 16.45 25.27 (0.99) (2.61) 6.26 0.99

MSCI World ex US Value 22.24 35.83 6.81 (3.56) 6.72 4.83

MSCI Emerging Markets 21.03 64.87 19.44 8.27 17.68 11.71

Real Estate

Nareit Equity REITs 31.29 15.26 (29.47) (12.84) 1.09 9.36

Domestic Fixed Income

Barclays U.S. Aggregate 3.74 5.72 10.56 6.41 5.13 6.30


Equity markets continued their torrid pace from the second quarter as investors’ risk appetites continued to re-emerge as hopes of a possible economic recovery warmed the capital markets. It has been quite a tremendous and welcoming turnaround in the past two quarters, bringing year-to-date returns for every corner of the equity markets into territory not seen since the beginning of the last bull market in 2003. Trailing period returns have started to reflect the turnaround as well, with five-year returns positive across the board. REITs again had a very strong quarter but trailing period returns remain depressed after a 75% peak-to-trough decline from early 2007 through early 2009.
It continued to be a broad based market surge, as all ten sectors in the Russell 3000 were once again positive, with most advancing by double digit rates. Financials (up 24%), information technology (up 17%), consumer discretionary (up 21%) and industrials (up 21%) again led the market. Telecommunications and utilities were again the bottom performing sectors, both returning 7%. On a year-to-date basis, information technology has lead the way (up 47%) while also being the largest component of the index and therefore accounting for 40% of the index’s total return.
The Barclay’s U.S. Aggregate index has posted a modest 6% return year-to-date, but what has happened behind the scenes has been an interesting story. Last year, U.S. Treasuries were the only safe haven for investors, but this year that story has reversed as they have had negative returns in 2009, dragging down what would otherwise be an outstanding year for the bond market. Treasuries account for 27% of the index (but only 158 issues of 8,492 in the index), and their negative performance has partially offset strong returns in the corporate sector. The strongest returns have been in the corporate sector (up 17%), particularly Baa rated bonds, and the CMBS sector (up 24%), although new issuance in this market has been brought to a standstill and only accounts for 3% of the aggregate index. This has all made for a relatively easy environment for bond managers to outperform.
International equity markets have kept pace, or in the case of emerging markets, outperformed. They are up an astounding 65% year-to-date and have strong returns in all trailing periods, including 18% annualized over the past five years and 12% over the past ten years.
Inflation on the Horizon?
Although a number of segments of the economy continue to show weakness, investors are still worried about the prospects of future inflation.  Their concern stems primarily from the massive amount of money the government has injected into our economy.  Although we addressed much of the inflation debate in last quarter’s Investment Commentary, we feel the need to continue the dialog.  As history has taught us, out-of-control inflation – should it occur – would likely have a devastating affect on our economic prosperity.

Where are we today?  Interesting question.  The published annual inflation rate (Consumer Price Index (CPI) – All Items) as of the end of September was -1.3%.  Negative inflation is actually deflation and indicates falling prices.  However, the CPI has risen 2.7% year-to-date.  What gives?  The annual inflation number (-1.3%) indicates that prices for a basket of goods were 1.3% less expensive than they were 12 months earlier.  Perhaps more importantly, the +2.7% YTD number indicates that prices were higher at the end of September than they were at the beginning of 2009.
Given the monthly trend, the annual number will likely be even higher when we reach the end of the year.  This is a classic “where are we today versus where are we heading” issue.  The ten-year average annual increase for the CPI is 2.5%.  It is likely that 2009 will be an above average year for inflation, but it is unlikely that 2009 will go down as a year of “high inflation”. 
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Since the mid 1980s, our inflation rate has remained under 5.5%.  While it is true that inflation rates moving from recent levels towards 5% could legitimately be characterized as “higher inflation”, some investors are expressing concern about inflationary levels of the 1970s era, that is, inflation rates of 10% or even higher.

In our fourth quarter 2008 Investment Commentary, we discussed the 1970s economy and inflation issues.  Below is an excerpt from that publication:

During the 1970s, the economy suffered from a variety of problems, most notably the scarcity of oil due to an oil embargo.  Oil prices skyrocketed, leading to an increase in inflation and slowed the economy as the cost of producing goods rose.  Rising inflation and slowing economic growth led to an economic situation known as stagflation.  Ending stagflation proved to be very difficult.  Restricting the amount of money in the economy will lower inflation, but will also lower economic growth.  Increasing the amount of money in the economy will help it grow, but can cause a steep rise in inflation.  The government’s response in the 1970s was to flood the economy with money to boost economic activity.  Inflation rose to over 12% per year, eventually requiring interest rates in the mid teens to control it.  The economy did temporarily recover in the late 1970s, only to fall back again in the early 1980s under the pressure of high inflation.

The above section simplifies the very difficult economic history of the 1970s, but teaches an important lesson.  The lesson is that while high energy prices led to a small increase in inflation, the government’s response actually exacerbated the problem and sent inflation through the roof.  No doubt, investors who lived through this period, or are at least familiar with the time, are wondering if we are about to experience Act II.

Although we acknowledge the possibility, our firm does not support the runaway inflation scenario for several reasons.  Currently, our economy is barely growing.  Inflation rates will probably increase, but at least part of this will be due to a series of “high to low” monthly rates being replaced with a series of “low to slightly higher” months.  Also, we cannot ignore the reality that we have an unemployment rate of nearly 10%.  Wage growth is nearly non-existent.  In time, the employment picture will no doubt improve, but it is unlikely that this in itself will be a significant contributor to inflation.
Presumably, the government really is dumping a lot of money into the economy.  However, it is difficult to find anybody that claims to have actually experienced any benefit.  Not to sound too cynical, but unemployment is still on the rise, home prices are still depressed, commercial real estate is in shambles and consumers are still reluctant to spend.  Now, before you walk over to the window ledge, we have no doubt that our economy will survive and our country will again prosper.  However, we believe that while inflation may move higher, we will not experience anything like what occurred during the 1970s.  Finally, should the recent “money flood” result in our economy heating up too quickly, we believe that the stronger and more independent Federal Reserve of today will face the task and will be able to maintain inflation at acceptable levels.
In all fairness, there is a scenario that could be troubling.  Should inflation increase primarily as a result of commodity prices, particularly before our economy has sufficiently recovered, it could mute or perhaps reverse the recovery.  Crude prices, for example, flow through to just about everything in one way or another.  With unemployment at almost 10% and wage growth stagnant, we do not need $4.00 gasoline again.  Unfortunately, the Fed’s inflation-fighting weapon of choice, higher interest rates, would be ineffective.  Higher rates would actually make the problem worse.  Owning commodities would theoretically be a partial defense against this scenario, although typical institutional allocations to commodities may not offer sufficient protection.  Our firm is not predicting this scenario, although we remain aware of its possibility.
Thoughts on commonly used inflation hedges
Just because we do not believe that runaway inflation is on the horizon, it does not mean that we do not support a certain portion of investors’ portfolios being committed to asset classes that historically have done well during inflationary periods.  Before we look at the more traditional inflation hedges, it is important to remember a couple of facts.  First, the return of an asset class or investment strategy is rarely driven by only one thing, such as inflation.  Second, investors make investments (other than pure income investments) based on what they expect to happen in the future.  We buy stocks today because we expect them to be worth more in the future.  Ditto for value-added real estate, commodities and many other asset types.  The same holds true for inflation protection asset classes.  If everybody believes that inflation is around the corner, the investment community will buy what they perceive to be inflation protection assets today in anticipation of what is to come – thereby driving the prices higher in advance of the actual inflation.
Stated differently, traditional inflation hedges generally move higher during periods when inflation is anticipated in the future.  Asset appreciation may not persist once inflation actually materializes.  On the other hand, inflation assets generally appreciate in harmony with inflation when inflation occurs unexpectedly.
There are two take-aways from this.  First, the portion of investors’ portfolios dedicated to inflation protection should be diversified across multiple asset classes or strategies.  This will help mitigate the risk of an asset class’s specific problem negating the investment’s inflation fighting characteristics.  Second, investors may find it difficult to time the addition of inflation protection strategies.  A better plan is to accept the fact that some periodic inflation is an economic reality and having inflation hedging assets in the portfolio when inflation occurs makes more sense.  In addition, just because an asset type tends to work well during periods of inflation, it does not mean that the asset type will not work well during periods of low inflation.
Treasury Inflation Protection Securities (TIPS)

One of the most common investments used as an inflation hedge is Treasury Inflation Protection Securities (TIPS).  I suppose that the name might suggest this.  Although TIPS have a fixed coupon rate, the principal value actually adjusts based on the current inflation rate.  It is adjusted higher during periods of inflation and downward during periods of deflation.  If the investor holds the note or bond to maturity, the security will mature at its face value even if deflation has otherwise reduced its value.  During inflationary periods, the fixed rate is applied to a bigger principal amount yielding a larger payment.  The concept is sound when investors purchase TIPS from the Treasury and hold the securities to maturity.  The yield may be low, but investors know that they will receive increased payments should inflation move higher.  Likewise, they are comfortable that they have no credit risk.
Purchasing TIPS in the secondary market, whether purchased individually or as holdings of an ETF or mutual fund can be a different story.  TIPS are marketable securities and once they are trading in the marketplace, their prices will be affected in the same manner as other marketable securities – based on the investing communities’ expectation of their future value.  
Although we do not know of any specific data that would prove this, one could assume that the correlation between the return of a TIP security purchased on the offering and held to maturity and the rate of inflation during the holding period would be very high – approaching perfect.  In contrast, the correlation between the TIPS index – a proxy for TIPS’ returns in the secondary market – and inflation during the period has actually been quite low.  
As alluded to earlier, the return of the TIPS index is more highly correlated to investors’ expectation for inflation than to inflation itself.  The first nine months of 2009 support this argument, as inflation remains low while the TIPS index has a YTD return of 9.5%.  Clearly, investors are positioning their portfolios for a period of higher inflation.

Commercial Real Estate

Historically, hard assets such as real estate have been good investments during periods of inflation.  In simple terms, if it cost $1 million dollars to build a building today, it may cost $1.1 million to build that building following a period of 10% inflation – all else equal.  Therefore, if you are an owner of that property, you are happy.  Unfortunately, it is not always so simple.  What is?  Part of the problem with the current real estate disaster is that property values became highly inflated themselves.  In other words, property values were a source of inflation.  This was only fun while it lasted.  The global economic downturn in concert with the global credit freeze has inflicted unprecedented damage to real estate.  Again, take care when putting all of your inflation fighting eggs in one basket.
Our long-term view on real estate is to own it as a traditional inflation hedge.  Our short-term view on the asset class is that investors should begin discussing the likely opportunities in distressed commercial real estate.  As our economy begins to recover and credit becomes more available, this asset class should offer significant opportunities.

Energy and other Commodities
There are at least two ways to consider commodities in a portfolio.  We generally view commodities as a basket of tangible resources that should be in greater demand during periods of economic expansion.  Since we believe that our world economy is expanding, particularly in many of the emerging economies, we support the growing demand for resources.  Admittedly, our position is based on a very long-term view, but our clients are generally very long-term investors.
A second view of commodities considers how commodities perform over short periods in relation to the traditional equity or debt portions of a portfolio.  Although linking commodity index returns to a certain economic scenario can be frustrating, the seemingly randomness of the returns can actually provide significant risk mitigation to an otherwise economically linked portfolio.  This low correlation (other than 2008) can provide a much needed buffer during periods of equity market declines.  For example, the S&P 500 lost, on average, 14.6% per year during the 2000-2002 downturn.  Commodities were positive during the same period, roughly returning 6% per year to 10% per year, depending upon the index used.
There are several ways to add commodity exposure to a portfolio including commodity trading programs, private equity structures, commodity funds and ETFs.  Among the simplest means of adding commodity exposure is through the use of an index product.  These funds are typically indexed to one of the two major commodities indexes, the Goldman Sachs Commodity index and the Dow Jones/UBS Commodity Index.   The primary difference in the two is their level of energy exposure.  The Goldman Sachs index has 70% in energy, based on their belief that energy represents 70% of the world’s commodity production.  Dow Jones/UBS caps each sector exposure at 33%, greatly reducing the energy exposure.  This also has the effect of increasing exposure to less well-known commodities.  Investors’ use of one index versus the other may depend on energy exposure elsewhere in the portfolio – perhaps a private energy partnership.
Our fundamental long-term demand theory supports having commodities in portfolios as a long-term core holding.  Commodities’ low correlation to more traditional asset classes supports our effort to reduce portfolio volatility over shorter time periods.
Gold

Another asset class that many consider an inflation hedge is gold.  There is no doubt that gold has had a magnificent run.  It is debatable whether this increased demand is the result of investors’ general fear of the economic unknown, fear of rampant inflation, fear of a cratering U.S. Dollar, or simply fear of missing out on the current price appreciation that gold has been enjoying.

Gold follows the same rules that were mentioned earlier.  If investors anticipate inflation, gold is likely to advance before inflation actually occurs – as it has done recently.  If inflation is unanticipated, gold will likely appreciate once the inflation becomes visible. 
Again, gold has done well for investors over the past several quarters.  However, we typically advise our clients to build a segment of their portfolio consisting of real estate, natural resources, other commodities and TIPS as a long-term inflation hedge.
Market Recovery or Economic Recovery (Where’s the Beef?)
Future inflation or not, the market has staged an impressive recovery that began in early March.  At this point, however, we have not seen much of an economic recovery.  While it is not unusual for markets to advance before signs of economic prosperity become obvious, it is important that the economy does turn around – hopefully sooner rather than later.  A market rally without economic substance is essentially the definition of an overvalued market.  

Corporations have made significant cost reductions (the largest being employees) and many companies are, in fact, showing profits once again.  Discouragingly, Standard and Poor’s analysts estimate that corporate profits for the third quarter of 2009 will only be at the same as they were in the late 1990s.  We have long stated that stock returns follow earnings over the long term.  While there is no real statistical validity to this observation, it is interesting that the ten-year average annual earnings growth rate is -1.9% and the ten-year average annual return of the S&P 500 is also negative at -0.2%.
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The above chart shows the quarterly earnings of the S&P 500 since 1988.  Only once in history has the collective earnings of the index been negative, which was third quarter of last year.  Although we are painfully aware of the massive write-downs that financial companies took, the graphic is striking just the same.  As you can see from the chart, earnings appear to be heading in the right direction again.  However, earnings improvements from cost cutting can only work for so long.  A better indication of a recovery will come when we witness the other component of earning – revenue growth.  Revenue growth will depend on consumers reentering the market.
Employment
Our country’s employment issues have grabbed most of the recent headlines and many have wondered how the market recovery can continue given the high levels of unemployment.  Unemployment is a lagging indicator, one that is slow to react to the current economic environment.  Historically, unemployment has not been a good indicator of future stock prices.  In fact, in the past nine U.S. recessions, from the 1950’s through the early 2000’s, stock prices bottomed well before unemployment peaked.  Restated, stock prices were rising at the same time as more and more jobs were being lost.  This appears to be happening again today.  In these past recessions, unemployment tended to peak about seven months from the market bottom.  The market bottomed most recently in March of this year, exactly seven months ago.  Make no mistake – we are very interested in the employment numbers.  However, a market recovery without immediate employment recovery is not unusual.
In Summary . . .
Consumers continue to battle many issues, including the collapse of home prices, significant damage to their investment portfolios, unemployment and stagnant wage growth, the fear of future inflation and a general loss of confidence.  

Technically, our country is still in a period of deflation.  However, the trend suggests that 2009 will be a year of modest inflation.  While we acknowledge that the massive government stimulus could one day be inflationary, we do not believe that the economy is at risk near term.  We believe that portfolios should hold assets that work well under inflationary conditions, but caution investors to consider what they may have to pay for these assets given the recent price appreciation of some of these asset types.

Unemployment numbers alone do give us tremendous heartburn – yet.  However, the U.S. economic model (unlike Europe) cannot tolerate 10% unemployment forever.  At some point, we need to see the unemployment numbers improve.  We are more concerned about tepid corporate earnings and the fact that much of the improvement so far has been on the cost-cutting side.  We would like to see top-line revenue growth as well.
The worldwide equity markets have clearly moved higher in anticipation of a global economic recovery.  Given very little visibility regarding any recovery, the markets appear overvalued – in some cases by a lot.   The more overvalued the market gets, the greater a pullback could be if we experience a significant negative “event”.  We believe that the most likely scenario is that the equity markets will transition into a period of slow growth, essentially waiting for the economy to catch up.  This does not suggest that investors should contemplate major portfolio changes.  Rather, we are suggesting that investors prepare themselves for more modest growth rates, especially given the recent market strength.









2nd Quarter 2002











3rd Quarter 2002























A PUBLICATION OF LARRY THOMPSON & ASSOCIATES, INC.


3500 Oak Lawn Avenue, Suite 240 · Dallas, TX  75219 · 214-752-5430


http://www.larrythompson.net

















Developing Capital Markets 


Assumptions


3rd Quarter 2002





































































































Investment Commentary is a newsletter dedicated to the issues, trends, and strategies surrounding both the individual and institutional investor.  It is published quarterly by Larry Thompson & Associates, an independent investment management consulting firm based in Dallas, Texas.

PAGE  
2
[image: image4.jpg]

_1316009413.unknown

_1316329033.unknown

_1316009412.unknown

