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A Letter from the Publisher

The painful crisis now underway has spawned a rash of articles about the failure of
diversification, efficient markets, buy-and-hold investing, risk models, hedge funds,
compensation systems and many other aspects of the process by which we as an
industry seek to allocate savings in a manner which results in the achievement of our
clients’ long-term financial goals. Like you, | read them carefully, and think about their
meaning for my business. Many of them strike close to home, for they show the
extent to which this crisis has represented a gross failure to pay sufficient attention to
asset allocation and hedging downside risk, whether through diversification, options or
moving into cash.

For example, a recent column by John Redwood in the Telegraph (“Expert
Advice for Pension Trustees”, 24 February 2009) succinctly captured the painful
guestions now being asked by too many investors and plan sponsors: “Many pension
funds will have lost more than a fifth of their value and some as much as a third...The
Trustees will have to decide what to do, and how to tell the members the bad

news...The Actuaries will point out how there is now a bigger hole in the pension
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fund...The Sponsoring Company will be expected to make up [with higher savings
contributions] for the black hole in the pension fund...The [Fund Managers] will say
they were not responsible for the main cause of the loss. They did what they were
asked to do, implementing an asset allocation laid down by someone else...The
Trustees, they will say, made the overall asset allocation decision...The poor old
Trustees will be left pondering how come they had spent a small fortune in fees, yet
lacked [adequate] advice on the one thing that really matters.” In a similar vein, Johan
Magnusson, the managing director of AP1, one of the Swedish National Pension
Funds, recently declared that “we want to raise the level of ambition in strategic asset
allocation, which has the greatest influences on the fund’s ability to deliver long-term
returns...We will take a more flexible approach and achieve greater freedom in our
reallocation than at present.”

In sum, all of the articles | have read have only reinforced my belief that there is
too little good analysis and advice available to investors and trustees on the critical
issues of asset allocation and hedging downside risk. They have also made it clear
that we are on the right track intellectually. Over the past twelve years our company
has developed a distinctive approach to asset allocation and hedging downside risk
that is grounded in complex adaptive systems theory and the adaptive markets
hypothesis. This leads to a strong focus on how investor decisions result from the
interplay of rational, emotional and social processes, producing a constant interaction
between fundamental value and momentum strategies that can cause asset classes to
sometimes become severely over and undervalued. This is why we also spend a lot of
time on methodologies for improving decision making in the face of uncertainty (not
just risk), including sensemaking, situation awareness, pre-mortems, model averaging,
analysis of competing hypotheses, and modeling trade-offs between fidelity to
historical data, robustness to uncertainty, and confidence in prediction. Our focus on
continuous learning and innovation has resulted in the constantly improving quality of
our publications over the past ten years. We now offer very detailed monthly asset
class valuation reports, political and economic forecasts whose methodology is explicit

and whose conclusions are clearly linked to potential changes in asset class returns,
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and our wide-ranging product and strategy notes, in addition to our tools for balancing
financial goals and portfolio allocations. As a result of this relentless focus on
improving our offering, over the past twelve years we have evolved from a publication
about the advantages of index investing targeted at individual U.S. investors, to a
much more sophisticated investment strategy journal with a global subscriber base
that is now primarily composed of investment managers, financial advisers, and
sophisticated individual investors. This evolution has been a symbiotic process, with
improvements to our offering attracting more demanding subscribers, who have
stimulated even more innovations in our methods and writing.

However, when people ask me what | am most proud of after twelve years of
hard work, | point to the impact we've had on investors’ portfolio returns, and the life
goals that depend on them. 1 like to point to the warnings we issued in March 2000
and May 2007 about dangerously overvalued asset classes, and the emails we later
received thanking us, describing the size of the losses that were avoided as a result of
acting on our recommendations, and above all what that meant in terms of people’s
lives. At the end of the day, that is what the investment management business is really
about, and that is why it is so important for all of us to get it right. With that in mind, |
also like to point to the emails we’ve received saying how much professional advisers
and asset managers value our distinctive methodology, independent point of view, and
explicitly reasoned arguments as inputs into their own asset allocation and risk
management processes. Clearly we are serving an important market need for high
quality asset allocation analysis that can generate very large economic benefits,
particularly when it comes to protecting against large downside risks.

| found further confirmation for this view in a new EDHEC report, “A Long Road
Ahead for Portfolio Construction.” Their survey of practitioners found that “in many
respects, current practice falls short of the state of the art in portfolio management
techniques.” More encouragingly, “95% of those surveyed believed improvements
must be made in portfolio construction practices”, 86% agreed that “further education
was a highly important means of closing this gap”, and 79% believed that “better

explanations of the practical applications of academic research are highly important.”
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| read these comments, and have no doubt we are on the right track. Yet as a
publisher, | am also painfully aware of the rising costs of producing publications that
constantly strive to deliver valuable insight while also pursuing innovation and
improving our quality. To put it bluntly, this doesn’t come cheap (e.g., we will soon be
launching quarterly webinars for subscribers). This is why, for the first time since
2006, | have decided to raise our subscription price. No publisher ever does this with
enthusiasm; however, in our case | am also well aware that, even after the price
increase, our journals are still priced below many other investment publications, few of
which focus on our niche: high quality asset allocation analysis, advice and education.
And | also know that, given the value of our readers’ assets under management, even
our new price amounts to, at most, only a few basis points per year — which pales in
comparison to the size of too many investors’ losses over the past two years because
of asset allocation mistakes. So | am confident you will understand this price change,
and continue to recognize the high quality and value of our content. | also ask that you
keep recommending us to your clients and colleagues as a unique and valuable
source of asset allocation insight and education. The more people that subscribe, the
better job we can do for you, and the easier it is for me to hold the line on future price

increases. In that sense, we're all in this together.

Thank you for your support, and for your continued suggestions about how we can

better serve your needs.

Sincerely yours,

Susan L. Miller
Publisher

March 2009 Issue: Key Points

This month’s feature article takes an in-depth look at the progress we have made

towards resolving the three problems that underlie the global economic crisis: (1) The
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previous engine of growth, the U.S. consumer (or, more broadly, the Anglosphere
consumer), has reached her or his borrowing limit, and is now struggling to pay
mortgage, credit card, and auto debt, while worrying about losing his or her job; (2)
Thanks to high leverage and tight global connections, these credit problems have
triggered a systemic crisis across the world financial system; and (3) The problems
have been further accentuated by deep imbalances in world economy, which for too
long has been characterized by Anglosphere countries like the U.S. issuing increasing
amounts of debt to enable them to spend beyond their incomes, while other countries,
most notably China (but also including Japan and Germany) financed this profligacy in
order to facilitate the growth of their overly-export dependent economies. As a result,
when American consumers finally hit their borrowing limit, the consequences exploded
across the world with frightening speed, in the manner of those rare mass-cataclysms
in complex systems known as “punctuated equilibrium” events.

We find that the middle class American consumer is becoming more anxious,
angry and volatile. While they are still giving the Obama stimulus plan and budget the
benefit of the doubt, the fact that they have slammed the breaks on spending has
made financial asset valuations more uncertain, and will not make it any easier to
resolve the financial system crisis. After presenting a short guide to the policy
alternatives facing a government trying to sort out a failing bank, we conclude that
there are major differences between small and medium size banks, and the
megabanks at the center of the current crisis. Regarding the latter, we conclude that
the U.K. has set an example for other countries, with its combination of wholesale
funding guarantees and de-facto nationalization via government equity purchases.
That said, we also believe that at least some wholesale funding should be converted
into bank equity, and that both principal/agent and political logic indicate that far more
management changes need to be made in nationalized banks than we have seen to
date. In terms of international imbalances, we add new detail to our two principal
scenarios. The essence of the cooperative scenario is a new era of investment led

growth in the United States (focused on the transformation of the energy, and perhaps
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healthcare industries), consumption led growth in China, and maintenance of a
relatively high level of global economic integration.

While there are some signs that the cooperative scenario could develop, there
are also plenty of obstacles that may prevent its successful realization. Whether by
accident or design, we believe that our conflict scenario could easily develop, which
includes higher inflation, slower growth, decreased globalization, and the rise of
competing Sinosphere and Anglosphere blocs and hinterlands, with the Eurozone
caught in the middle. On balance, we conclude that so many things have to go right in
order for the cooperative scenario to develop that the conflict scenario must be
considered more likely. We conclude this month’s update with a very detailed look at
how these two scenarios could affect fundamental value drivers, investor behavior,
and prices in a wide range of asset classes over the next two years.

Our product and strategy notes review a number of new studies that should be
of great interest to subscribers who are financial advisers, as well as two papers that
show how hedge fund size, inflows, and the aggregate amount of money invested in a
strategy all affect realized returns. We also review new product launches around the
world, new papers on the dynamics of commodity returns, and another paper on one

of our favorite subjects, the role of foreign currency exposures in a portfolio.

This Month’s Letters to the Editor

Why do you write about academic research? Why don’t you provide more frequent
updates about where different markets are headed?

One of our key beliefs is that rather than focusing on relative performance (versus
peers or a benchmark), investors and trustees (as opposed to the investment
managers they employ) should instead focus on achieving the minimum compound
real portfolio return they need to realize their long-term goals. Once a long-term asset
allocation policy has been established with this target real return in mind, monitoring
asset class valuations and avoiding large downside losses is critically important. So

too is balancing different ways to accomplish this objective, including diversification
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and rebalancing, the use of options, and sometimes moving into cash. Another of our
key beliefs is that markets function as a complex adaptive system, in which asset
classes can become substantially over and undervalued, due to the interaction of
fundamental value and momentum strategies, and the underlying investor decision
making on basis of a complex mix of rational, emotional and social inputs. In the
constantly evolving markets that result, anyone who makes investment decisions faces
an ongoing sensemaking challenge that has three parts: where to allocate scarce
attention (i.e., deciding what information is valuable), explaining the meaning of this
information in light of your investment goals, and predicting how the situation is likely
to evolve in the future. In turn, this process of making sense of the current situation
helps an investor to identify, evaluate and choose between different decision options
(e.g., stay fully invested in 2007, or move out of overvalued asset classes and into
cash?).

Clearly, personal experience contributes to this process. Yet over the past thirty
years, we have repeatedly seen great traders and investors blow themselves up when
they wrongly relied on mental or quantitative models after the system in which they
had been developed had changed. That is the curse of expertise: unless it is
constantly challenged and renewed, its validity will decline. So the real question
becomes how to do this. There are many different approaches, including consciously
broadening and trying to learn from experience (rather than simply repeating what
works until it doesn’t any more), learning from history, learning from simulations,
learning from others (e.g., adding diversity to your group, or seeking outside forecasts
in addition to your own), and learning from academic research studies (the best of
which are based on practitioner experience) that offer new or updated theories. All of
these provide a richer source of frameworks that an investor can use when allocating
his or her attention, understanding the current situation, predicting how it will evolve in
the future, identifying options, and deciding what action to take. So that's why we
report on new academic research findings: because learning from them is one of the

ways investors can improve their performance.
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As for the frequency with which we update our views about where markets are
headed, our starting point is that we are investors, not traders, and are guided more by
our views about fundamental value that we are by short term changes in investor
behavior that are much harder to predict (though we are strong believers that a wide
divergence between fundamental valuation indicators and current market momentum
often marks an impending turning point). As Ben Graham famously wrote, “in the
short-run, the market is a voting machine — reflecting a voter registration test that
requires only money, not intelligence or emotional stability — but in the long-run, the
market is a weighing machine.” In today’s world of widespread internet connectivity
and 24/7 news cycles, Graham’s insight has never been more accurate or more
important. Investors today are more interconnected and facing a much higher volume
of often sensationalized data than ever before. Even a small sampling of the hourly
market analysis provided on television and radio stations, to say nothing of the minute
by minute analysis provided online, make it clear that many commentators make either
no or only minimal effort to discriminate between the diagnostic value and reliability of
each new piece of data, and instead automatically link them to short term market
moves and use this dubious causal analysis to hype their importance. But let's be
honest — most of these media outlets are in the business of aggregating audiences for
advertisers who pay the bills. Generating high emotional energy, and indeed, a sense
of urgency, is what it takes to make their business model succeed. They know that
people instinctively pay attention to information with high emotional content, and
readily communicated it to others. However, that is not our approach. Instead, we
concentrate on fundamental asset class valuation, and decisions guided by good
analysis and explicit logic. Providing our asset class valuation and economic updates
just once each month quite honestly provides time for both us and our subscribers to
think. To put it differently, we believe that taking the time to reflect, and publishing
once a month, is critical to the quality of the insights we provide, as well as the quality
of our subscribers’ decision making process.
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Why do you not include currencies as asset classes in your model portfolios?

While we are familiar with institutional style currency overlay programs, we decided
that this approach would be “a bridge too far” for many investors, not the least
because of the calculations involved. In our model portfolios, currency exposure is
bound up with exposure to foreign currency denominated asset classes, all of which
we use on an unhedged basis (and note that the local currency returns on
commodities, timber, and uncorrelated alpha in our models all reflect the underlying
return in USD, plus the exchange rate change). That said, with the recent introduction
of so many currency based ETF products, we are once again re-examining this

position.

Is your use of uncorrelated alpha strategies in some of your model portfolios

inconsistent with your belief in passive investing?

On the surface, yes, but at a deeper level, no. At one level, multiple research studies
make it clear that, after expenses and taxes, the number of active managers who can
outperform a comparable index fund declines sharply with time. Other research has
concluded that a substantial portion of the alpha that is actually delivered by active
managers reflects luck rather than skill (see, for example, “False Discoveries in Mutual
Fund Performance” by Barras, Scaillet, and Wermers), and that it is extremely difficult
to distinguish between the two. It is also clear that it is easy for unscrupulous
investment managers to game systems that attempt to measure alpha (see “The
Hedge Fund Game: Incentives, Excess Returns and Performance Mimics” by Foster
and Young). The challenges facing active managers are no doubt extremely hard.
Superior investment performance results from superior forecasts, which in turn must
be based on either superior information and/or superior models. We know that markets
are not perfectly efficient, because superior forecasts are possible, at least during
some periods. One of our core beliefs is that, like the economy, financial markets

function as a complex adaptive system, in which information does not flow freely,
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investors are imperfectly rational, and multiple investment strategies compete and
have different impacts on prices. The net result is that markets are usually in a state of
disequilibrium, which is a necessary precondition for active managers to make
successful forecasts. Yet the existence of disequilibrium is also the basis of our belief
that asset classes can become substantially overvalued, and that investors must
consequently be vigilant about avoiding large losses.

So what explains the dismal track record of many active managers? We
believe four factors are involved. First, the effectiveness of superior sources of
information and superior models are inevitably undermined by competitor copying (as
was seen in some hedge fund strategies) or by changes in the underlying system
(e.g., the passage of Regulation FD which limited analysts’ private access to
companies, or the globalization of financial markets). This is no different from the
observation that corporate performance tends to regress toward the mean over time,
and that as the time horizon lengthens, an increasing number of companies fail.
Second, portfolio constraints often mean that the accurate forecasts are not fully
translated into portfolio positions (e.g., U.S. mutual funds have traditionally been
prevented from taking short positions).

Third, the positive returns on accurate forecasts that are implemented in a
portfolio get eaten up by expenses and taxes, which also add to the size of losses
caused by inaccurate forecasts. Fourth, consider the differing situations facing an
active manager whose success is judged annually based on her performance versus
an index benchmark, and a manager whose performance is evaluated over a multiyear
time frame, based on her ability to manage a portfolio of asset class index funds to
achieve a minimum long-term compound rate of return. For the first manager, both
Type 1 errors (failing to buy a stock that outperforms the benchmark) and Type 2
errors (buying a stock that underperforms) detract from performance, particularly given
the short performance evaluation period (which limits the ability of regression to the
mean to even out the impact of different mistakes). Each year, this manager must
therefore make a large number of decisions whose stakes (given the annual

performance evaluation) are high. Moreover, since the annual return on the
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benchmark index is driven by a mix of fundamental and behavioral factors, our
manager faces a complicated set of tradeoffs every time she makes one of those
decisions. As Ariely, Gneezy, Loewenstein and Mazar show in “Large Stakes and Big
Mistakes”, this combination of complexity and high stakes can actually lead to a
degradation of performance.

Now consider our second manager. For her, once the initial asset allocation is
established, only Type 1 errors are critical — i.e., failure to rebalance or hedge
exposure to avoid a large loss when one or more asset classes becomes severely
overvalued and then crashes. However, since this rarely happens, our second
manager will have ample time to make a well considered decision, without excessive
pressure. Moreover, the decision to get back into an asset class after a crash is also
likely to be easier, since at that point, its expected long-term return (which are what
counts given her performance objective) is likely to be higher than average. In other
words, even if she doesn’t get back in at the bottom, regression towards the mean
over time will still be working in her favor. As a result of these factors, our second
manager’'s average decision quality, stress level and performance are likely to be
different than our first manager’s.

Clearly, |1 have just made a convincing argument for passive investing. So why
do we include uncorrelated alpha strategies in some of our portfolios? There are two
reasons. First, because we believe, that under certain conditions, successful active
management (i.e., positive alpha after expenses and taxes) is possible, particularly for
those managers who focus on continuously improving their sources of information
and/or forecasting models. Second, because of the undeniable mathematical benefits
of uncorrelated alpha to a portfolio, in terms of its ability to reduce the risk you must
accept in order to to achieve higher long-term real return targets. That said, the
relatively low maximum limits we set on our allocation to uncorrelated alpha reflects
our recognition of the difficult challenges involved in consistently delivering it over long
periods of time, as does our focus on minimizing fund costs (note that the mutual
funds we use cost a lot less than the “2 and 20" charged by many hedge funds), and

our recommendation that these funds be held in tax-advantaged accounts. Clearly,

www.indexinvestor.com
©2009 by Index Investors Inc.

Mar09 pg.11
ISSN 1554-5075

Logical Thinking about Asset Allocation



March 2009 The Index Investor EUR Edition

we are trying to make a tradeoff here, and reasonable people can disagree about the
maximum amount we are willing to allocate to uncorrelated alpha strategies. That said,
we believe the underlying logic of our argument is sound, and in the case of higher
portfolio real return targets, some allocation to uncorrelated alpha strategies makes

sense from a risk/return perspective.
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Global Asset Class Returns

YTD In USD In AUD In CAD In EURO In JPY In GBP In CHF In INR
27Feb09

Asset Held

US Bonds -1.14% 7.22% 1.56% 7.49% 6.21% -0.28% 7.49% 3.59%
US Prop -34.54% -26.18% -31.84% -25.91% -27.19% -33.68% -25.91% -29.81%
US Equity -17.84% -9.48% -15.14% -9.21% -10.49% -16.98% -9.21% -13.11%
AUS Bonds -11.76% -3.39% -9.05% -3.12% -4.40% -10.89% -3.12% -7.03%
AUS Prop -33.81% -25.44% -31.10% -25.17% -26.45% -32.94% -25.17% -29.07%
AUS Equity -19.91% -11.55% -17.21% -11.28% -12.56% -19.05% -11.28% -15.18%
CAN Bonds -4.09% 4.27% -1.38% 4.54% 3.26% -3.23% 4.54% 0.64%
CAN Prop -10.41% -2.04% -7.70% -1.77% -3.05% -9.54% -1.77% -5.67%
CAN Equity -13.43% -5.06% -10.72% -4.79% -6.07% -12.56% -4.79% -8.69%
Euro Bonds -10.27% -1.91% -71.57% -1.64% -2.92% -9.41% -1.64% -5.54%
Euro Prop. -17.77% -9.40% -15.06% -9.13% -10.41% -16.90% -9.13% -13.03%
Euro Equity -13.59% -5.23% -10.89% -4.96% -6.24% -12.73% -4.96% -8.86%
Japan Bnds -8.24% 0.12% -5.53% 0.40% -0.89% -71.37% 0.40% -3.51%
Japan Prop -30.73% -22.37% -28.03% -22.10% -23.38% -29.87% -22.10% -26.00%
Japan Eqty -23.07% -14.71% -20.37% -14.44% -15.72% -22.21% -14.44% -18.34%
UK Bonds -4.11% 4.25% -1.41% 4.52% 3.24% -3.25% 4.52% 0.62%
UK Prop. -37.90% -29.54% -35.20% -29.27% -30.55% -37.04% -29.27% -33.17%
UK Equity -18.20% -9.84% -15.50% -9.57% -10.85% -17.34% -9.57% -13.47%
World Bnds -4.25% 4.11% -1.55% 4.38% 3.10% -3.39% 4.38% 0.48%
World Prop. -30.02% -21.66% -27.32% -21.39% -22.67% -29.16% -21.39% -25.29%
World Eqty -19.35% -10.98% -16.64% -10.71% -11.99% -18.48% -10.71% -14.61%
Commod 1.41% 9.78% 4.12% 10.05% 8.77% 2.28% 10.05% 6.14%
Timber -25.12% -16.75% -22.41% -16.48% -17.76% -24.25% -16.48% -20.38%
Uncor Alpha -0.63% 7.73% 2.07% 8.00% 6.72% 0.23% 8.00% 4.10%
Volatility 15.88% 24.24% 18.58% 24.51% 23.23% 16.74% 24.51% 20.61%
Currency

AUD -8.36% 0.00% -5.66% 0.27% -1.01% -7.50% 0.27% -3.63%
CAD -2.70% 5.66% 0.00% 5.93% 4.65% -1.84% 5.93% 2.03%
EUR -8.63% -0.27% -5.93% 0.00% -1.28% -1.77% 0.00% -3.90%
JPY -7.35% 1.01% -4.65% 1.28% 0.00% -6.49% 1.28% -2.62%
GBP -0.86% 7.50% 1.84% 7.77% 6.49% 0.00% 7.77% 3.87%
usD 0.00% 8.36% 2.70% 8.63% 7.35% 0.86% 8.63% 4.73%
CHF -8.63% -0.27% -5.93% 0.00% -1.28% -71.77% 0.00% -3.90%
INR -4.73% 3.63% -2.03% 3.90% 2.62% -3.87% 3.90% 0.00%
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Uncorrelated Alpha Strategies Detail

YTD In USD In AUD In CAD | In EURO In JPY In GBP In CHF In INR
27Feb2009

Strategies:

Eqg Mkt Neutral

HSKAX -1.22% 7.14% 1.48% 7.41% 6.13% -0.36% 7.41% 3.51%
OGNAX -1.79% 6.57% 0.92% 6.84% 5.56% -0.93% 6.84% 2.94%
Arbitrage

ARBFX 2.28% 10.65% 4.99% 10.92% 9.64% 3.15% 10.92% 7.02%
ADANX 0.10% 8.46% 2.80% 8.73% 7.45% 0.96% 8.73% 4.83%
Currency

DBV -2.52% 5.84% 0.18% 6.11% 4.83% -1.66% 6.11% 2.21%
ICI 0.73% 9.10% 3.44% 9.37% 8.09% 1.60% 9.37% 5.46%
Equity L/S

HSGFX 2.29% 10.65% 4.99% 10.92% 9.64% 3.15% 10.92% 7.02%
PTFAX -6.15% 2.21% -3.45% 2.48% 1.20% -5.29% 2.48% -1.42%
GTAA

MDLOX -9.89% -1.52% -7.18% -1.25% -2.53% -9.02% -1.25% -5.16%
PASAX -71.77% 0.59% -5.07% 0.86% -0.42% -6.91% 0.86% -3.04%
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Asset Class Valuation Update

Our asset class valuation analyses are based on the belief that financial
markets are complex adaptive systems, in which prices and returns emerge from the
interaction of multiple rational, emotional and social processes. We further believe that
while this system is attracted to equilibrium, it is generally not in this state. To put it
differently, we believe it is possible for the supply of future returns a market is
expected to provide to be higher or lower than the returns investors logically demand,
resulting in over or undervaluation. The attraction of the system to equilibrium means
that, at some point, these situations are likely to reverse in the direction of their
fundamental valuation. However, the complex adaptive nature of the system means
that it is difficult if not impossible to accurately forecast how and when such reversals
will occur. Yet this does not mean that valuation analyses are a fruitless enterprise.
Far from it. For an investor trying to achieve a multiyear goal (e.g., accumulating a
certain amount of capital in advance of retirement, and later trying to preserve the real
value of that capital as one generates income from it), avoiding large downside losses
is mathematically more important than reaching for the last few basis points of return.
Investors who use valuation analyses to help them limit downside risk when an asset
class appears to be substantially overvalued can substantially increase the probability
that they will achieve their long term goals. This is the painful lesson learned by too
many investors in the 2001 tech stock crash, and then learned again in the 2007-2008
crash of multiple asset classes.

We also believe that the use of a consistent quantitative approach to assessing
fundamental asset class valuation helps to overcome normal human tendencies
towards over-optimism, overconfidence, wishful thinking, and other biases that can
cause investors to make decisions they later regret. Finally, we stress that our
monthly market valuation update is only a snapshot in time, and says nothing about
whether apparent over and undervaluations will in the future become more extreme
before they inevitably reverse. That said, when momentum is strong and quickly
moving prices far away from their fundamental values, it is usually a good indication a

turning point is near.
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In the case of an equity market, we define the future supply of returns to be
equal to the current dividend vyield plus the rate at which dividends are expected to
grow in the future. We define the return investors demand as the current yield on real
return government bonds plus an equity market risk premium. While this approach
emphasizes fundamental valuation, it does have an implied linkage to the investor
behavior factors that also affect valuations. On the supply side of our framework,
investors under the influence of fear or euphoria (or social pressure) can deflate or
inflate the long-term real growth rate we use in our analysis. Similarly, fearful
investors will add an uncertainty premium to our long-term risk premium, while
euphoric investors will subtract an “overconfidence discount.” As you can see,
euphoric investors will overestimate long-term growth, underestimate long-term risk,
and consequently drive prices higher than warranted. In our framework, this depresses
the dividend yield, and will cause stocks to appear overvalued. The opposite happens
under conditions of intense fear. To put it differently, in our framework, it is investor
behavior and overreaction that drive valuations away from the levels warranted by the
fundamentals. As described in our November 2008 article “Are Emerging Market
Equities Undervalued?”, people can and do disagree about the “right” values for the
variables we use in our fundamental analysis. Recognizing this, we present four
valuation scenarios for an equity market, based on different values for three key
variables. First, we use both the current dividend yield and the dividend yield adjusted
upward by .50% to reflect share repurchases. Second, we define future dividend
growth to be equal to the long-term rate of total (multifactor) productivity growth. For
this variable, we use two different values, 1% or 2%. Third, we also use two different
values for the equity risk premium required by investors: 2.5% and 4.0%. Different
combinations of all these variables yield high and low scenarios for both the future
returns the market is expected to supply (dividend vyield plus growth rate), and the
future returns investors will demand (real bond yield plus equity risk premium). We
then use the dividend discount model to combine these scenarios, to produce four
different views of whether an equity market is over, under, or fairly valued today. The

specific formula is (Current Dividend Yield x 100) x (1+ Forecast Productivity Growth)
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divided by (Current Yield on Real Return Bonds + Equity Risk Premium - Forecast
Productivity Growth). Our valuation estimates are shown in the following tables, where
a value greater than 100% implies overvaluation, and less than 100% implies
undervaluation. In our view, the greater the number of scenarios that point to

overvaluation or undervaluation, the greater the probability that is likely to be the case.

Equity Market Valuation Analysis at 27 February 2009

Australia Low Demanded Return High Demanded Return
High Supplied Return 34% 53%
Low Supplied Return 50% 70%

Canada Low Demanded Return High Demanded Return
High Supplied Return 71% 108%
Low Supplied Return 110% 152%

Eurozone Low Demanded Return High Demanded Return
High Supplied Return 37% 56%
Low Supplied Return 54% 73%

Japan Low Demanded Return High Demanded Return
High Supplied Return 110% 150%
Low Supplied Return 159% 206%

United Kingdom

Low Demanded Return

High Demanded Return

High Supplied Return

31%

S51%

Low Supplied Return

53%

82%
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United States

Low Demanded Return

High Demanded Return

High Supplied Return

76%

115%

Low Supplied Return

118%

163%

Switzerland Low Demanded Return High Demanded Return
High Supplied Return 67% 101%
Low Supplied Return 102% 163%
India Low Demanded Return High Demanded Return
High Supplied Return 75% 133%
Low Supplied Return 144% 217%

Emerging Markets

Low Demanded Return

High Demanded Return

High Supplied Return

69%

117%

Low Supplied Return

91%

140%

In our view, the key point to keep in mind with respect to equity market valuations is
the level of the current dividend yield, which history has shown to be the key driver of
long-term real equity returns in most markets. The recent rise in uncertainty has
undoubtedly increased many investors’ required risk and uncertainty premium above
the long-term average, while simultaneously decreasing their long-term real growth
forecasts. The net result has been a sharp fall in equity prices that has caused
dividend yields to increase. From the perspective of an investor with long-term risk
and growth assumptions in the range we use in our model, this increase in dividend
yields has more than offset the simultaneous rise in real bond yields, and caused at
least some equity markets to appear undervalued. That said, many companies are
cutting dividends at a pace not seen since the 1930s. Hence the numerator of our
dividend/yield calculation may well further decline in the months ahead, which, all else

being equal, should further depress prices. In sum, we believe that rather than trying
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to catch the bottom of different equity markets, most investors are best advised to
either wait or commence a staged increase in their equity allocations.

Our government bond market valuation update is based on the same supply
and demand methodology we use for our equity market valuation update. In this case,
the supply of future fixed income returns is equal to the current nominal yield on ten-
year government bonds. The demand for future returns is equal to the current real
bond yield plus historical average inflation between 1989 and 2003. We use the latter
as a proxy for the average rate of inflation likely to prevail over a long period of time.
To estimate of the degree of over or undervaluation for a bond market, we use the rate
of return supplied and the rate of return demanded to calculate the present values of a
ten year zero coupon government bond, and then compare them. If the rate supplied
is higher than the rate demanded, the market will appear to be undervalued. This
information is contained in the following table:

Bond Market Analysis as of 27 Feb 09

Current Average | Required | Nominal |Return Gap|Asset Class
Real Rate* | Inflation Nominal Return Over or
Premium Return Supplied (Under)
(89-03) (10 year Valuation,
Govt) based on 10
year zero
Australia 2.24% 2.96% 5.20% 4.44% -0.76% 7.51%
Canada 2.39% 2.40% 4.79% 3.14% -1.65% 17.20%
Eurozone 2.56% 2.37% 4.93% 3.12% -1.81% 18.96%
Japan 3.65% 0.77% 4.42% 1.27% -3.15% 35.78%
UK 1.30% 3.17% 4.47% 3.61% -0.86% 8.61%
USA 2.44% 2.93% 5.37% 3.04% -2.33% 25.05%
Switz 2.43% 2.03% 4.46% 2.28% -2.18% 23.46%
India 2.43% 7.57% 10.00% 6.94% -3.06% 32.55%

*For Switzerland and India, we use the average of real rates in other regions with real return bond markets

It is important to note some important limitations of this analysis. Our bond

market analysis uses historical inflation as an estimate of expected future inflation.
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This may not produce an accurate valuation estimate, if the historical average level of
inflation is not a good predictor of future average inflation levels. The following table,
which shows historical average inflation rates (and their standard deviations) for the
U.K. and U.S. over longer periods of time than the ones we have used, helps to put

the possible size of any estimation and valuation errors into context:

U.K. U.S.
Avg. Inflation, 1775-2007 2.19% | 1.62%
Standard Deviation 6.60% | 6.51%
Avg. Inflation, 1908-2007 4.61% | 3.29%
Standard Deviation 6.24% | 5.03%
Avg. Inflation, 1958-2007 5.98% | 4.11%
Standard Deviation 5.01% | 2.84%

If future inflation is expected to be lower than the inflation assumption we have
used in our valuation analysis, then required returns should be lower. All else being
equal, this would reduce any estimated overvaluation. In this regard, the difference
between yields on ten year U.S. government nominal and inflation linked bonds is
about one percent, is a rough proxy for the expected future rate of inflation (we say
rough because it technically includes not only the expected inflation rate, but also a
further premium for inflation risk). This value is currently well below the average
historical rate of inflation we have used in our analysis.

Let us now move on to a closer look at the current level of real interest rates. In
keeping with our basic approach, we will start by looking at the theoretical basis for
determining the rate of return an investor should demand in exchange for making a
one year risk free investment. The so-called Ramsey equation tells us that this should
be a function of a number of variables. The first is our “time preference”, or the rate at
which we trade-off a unit of consumption in the future for one today, assuming no
growth in the amount of goods and services produced by the economy. As is often the
case, the correct value for this parameter is the subject of much debate. For example,
this lies at the heart of the debate over how much we should be willing to spend today

to limit the worst effects of climate change in the future. In our analysis, we assume

www.indexinvestor.com
©2009 by Index Investors Inc.

Mar09 pg.20
ISSN 1554-5075

Logical Thinking about Asset Allocation



March 2009

The Index Investor

EUR Edition

the average time preference is two percent per year. However, it is not the case that

the economy does not grow; hence, the risk free rate we require should reflect the fact

that there will be more goods and services available in the future than there are today.

Assuming investors try to smooth their consumption over time, the risk free rate should

also contain a term that takes the growth rate of the economy into account. Broadly

speaking, this growth rate is a function of the increase in the labor supply and the

increase in labor productivity. However, the latter comes from both growth in the

amount of capital per worker and from growth in “total factor productivity”, which is due

to a range of factors, including better organization, technology and education. Since

capital/worker cannot be increased without limit, over the long-run it is growth in total

factor productivity that counts.

Hence, in our analysis, we assume that future

economic growth reflects the growth in the labor force and TFP. However, this future

growth is not guaranteed; rather, there is an element of uncertainty involved. Hence

we also need to take investor's aversion to risk and uncertainty into account when

estimating the risk free rate of return they should require in exchange for letting others

use their capital for one year.

There are many ways to measure this, and

unsurprisingly, many people disagree on the right approach to use. In our analysis, we

have used Constant Relative Risk Aversion with an average value of three (see “How

Risk Averse are Fund Managers?” by Thomas Flavin).

The following table brings

these factors together to determine our estimate of the risk free rate investors in

different currency zones should logically demand in equilibrium (for an excellent

discussion of the issues noted above, and their practical importance, see “The Stern

Review of the Economics of Climate Change” by Martin Weitzman):

Steady Std
State Dev of Risk Free
Labor TFP Econ Econ Time Risk Rate
Force Growth Growth | Growth | Preference | Aversion | Demanded*
Region Growth % % % Rate % % Factor %
Australia 1.0 1.20 2.2 1.1 2.0 3.0 3.2
Canada 0.8 1.00 1.8 0.9 2.0 3.0 3.8
Eurozone 0.4 1.20 1.6 0.8 2.0 3.0 3.9
Japan -0.3 1.20 0.9 0.5 2.0 3.0 3.8
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Steady Std
State Dev of Risk Free
Labor TFP Econ Econ Time Risk Rate
Force Growth Growth | Growth | Preference | Aversion | Demanded*
Region Growth % % % Rate % % Factor %
United
Kingdom 0.5 1.20 1.7 0.9 2.0 3.0 3.8
United
States 0.8 1.20 2.0 1.0 2.0 3.0 3.5

e The risk free