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 THE CURRENT ENVIRONMENT AND 
DIVERGENT OPPORTUNITIES IN REAL ESTATE 
 
Since the second half of 2009, the economy has been slowly recovering 
driven by massive government stimulus, an improving credit market, and 
stabilizing employment numbers.  This environment has provided stimulus 
for the global equities, bond, and real estate markets.  Even with the ongoing 
challenges with several of the European economies, we believe that the U.S. 
economy should continue its cyclical recovery.  The private real estate market, 
in particular, has finally bottomed and we think that now is the time to 
commit capital to private real estate and consider taking some of the gains 
earned by public real estate investment trusts (REITs). 
 
Investors have traditionally invested in real estate:  (1) to achieve attractive 
absolute returns; (2) to provide portfolio diversification; (3) to provide a 
hedge against inflation; and (4) to provide strong cash flows from lease 
payments.  When these reasons are considered in the current market 
environment, private real estate looks particularly attractive. 

 
 
Attractive Absolute Returns  
REITs 
 

REIT returns have been very strong during the past year, but after such 
strong performance the investment opportunity in REITs has waned.  On a 
trailing one-year basis, REITs, as measured by the NAREIT Equity Index, 
returned 106.7% versus 49.8% for the S&P 500.  The first quarter of 2010 
marked the strongest starting performance for REITs since the first quarter 
of 2006.  REIT performance significantly outperformed the broader equity 
market during the first quarter of 2010 with a return of 10% versus 4.9% for 
the S&P 500.  All major property sectors posted positive returns for the 
quarter with lodging/resorts, retail, and self storage experiencing the strongest 
gains. 
 
Positive performance was driven by early cyclical companies coupled with a 
broad compression in capitalization (cap) rates, particularly benefitting the 
lower quality and highly leveraged companies.  REIT share prices continued 
higher despite the persistence of difficult private real estate market 

fundamentals, as investors reached for yield and sought to invest ahead of 
an expected broad commercial real estate recovery.  Although private 
market fundamentals remain weak, there is significantly less uncertainty 
relative to a year ago and the market has been encouraged by a broad 
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reinstatement of cash dividends by many large REITs. 
 
REITs in general, entered the downturn with lower leverage than many private real estate funds, and thus were able to 
successfully solve refinancing needs during 2009.  Many well capitalized REITs are in a position to pursue acquisitions 
from distressed sellers.  During 2009, many REITs improved their balance sheets through new equity offerings.  While 
this better positioned the REITs, there are some that still have room for balance sheet improvements as debt levels 
remain above the equity REIT average.  This will, to some extent, restrict their competition for deals in the market.  
 
 

REIT Valuations 
 
The three widely used metrics for measuring REIT valuations are price to funds-from-operations (FFO, the REIT 
equivalent of a P/E ratio), yield spread to 10-year Treasuries, and premium (or discount) to Net Asset Value (NAV).  As 
of April 30, 2010, the price-to-FFO multiple for U.S. REITs stood at 17.1x, well above the long-term average of 12.4x.  
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The yield spread for REITs over 10-year Treasuries fell to zero, compared to a long-term average of 110 basis points. 
 

 
 
NAV analysis suggests that REITS are currently trading at an estimated 13% premium to NAV.  This is significantly 
above the long-term historic average of 1.7%.  
 

 

Based on these metrics, REITs appear materially above their long-term historic valuation averages.   
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Investors should be concerned about the ability of REITs to maintain this level of valuation and their positive price 
momentum.  We believe that it is time to take some gains off the table.  While an improving real estate market may 
improve REIT earnings growth, we think that this improvement has already been priced by the market. 
 

 
Private Real Estate 
 
The private real estate market struggled significantly during the past year and has started to improve since the fourth 
quarter of 2009.  For 2009, institutional private commercial real estate returns, as measured by the NCREIF Property 
Index (NPI), declined by 16.9%.  In the first quarter of 2010, private real estate improved significantly to a 0.8% total 
return with 1.7% income return but a -0.9% appreciation return.  The largest declines in the private real estate index 
were in the hotel and office property sectors.   
 
The private real estate market was hard hit by the sharp downturn in the economy.  At the same time, credit became 
very difficult to obtain.  The remaining available credit was relatively expensive and at low loan-to-value ratios, requiring 
larger equity investments.  The availability of commercial real estate credit is starting to improve and the overleveraging 
of the past has created buying opportunities in the present.  Loans are now available at reasonable terms for high quality 
real estate.  Mezzanine debt is available for borrowers with lower equity capacity.  Furthermore, the commercial 
mortgage-backed securities (CMBS) market is finally starting to function again, as several deals have been brought to 
market in recent months. 
 
The visibility of property values increased during the first quarter of 2010, as several high-profile transactions of 
stabilized, core properties closed.  Total transaction volume increased in the top real estate markets and cap rates are 
now at or near expected levels for a recessionary bottom and likely to decline (and prices increase) from current levels.  
Cap rates, depending on market segment, appear to be leveling at a value in the 7.5% to 8.5% range.  This should help 
close the bid-ask spread on properties, as additional transactions reinforce valuations. We expect the volume of 
transactions to increase through 2010.  With cap rates at a peak, fundamentals in a trough, and the magnitude of 
distressed assets on the rise, the timing is ideal for acquisitions. 
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Despite the increasing transaction activity, and given the lag which exists in the process of space adjustment during a 
downturn, growth in absorption for private commercial real estate is at least 12-18 months down the road. 
 
The recent downturn in commercial real estate differs from the period of the late 1980s and early 1990s in that the 
decline was driven primarily by plummeting demand, rather than oversupply.   With the lack of availability of credit in 
the last two years, little new development has taken place.  This should set the stage for an increase in prices on existing 
properties as demand recovers.   
 
One manner in which this recovery differs from recoveries in the past is that the development pipeline closed early. 
Further, the level of development during expansion did not reach the peaks observed during previous economic 
expansions.  Scheduled new completions in 2010 are minimal and should only make a modest contribution to vacancy.  
Limited new construction driven by tighter credit markets should provide support to values for existing properties when 
demand recovers.   Within most sectors, there is little new supply coming online over the course of 2010, limiting the 
supply overhang in most markets.  
 
We expect the recovery in real estate to trail the economic recovery, as leases expire on a lagged basis and commercial 
real estate is re-priced.  Occupancies are expected to bottom in 2010 and downward rent pressure should moderate, 
which will set the stage for significant gains in both net operating income (NOI) and property values in 2011.  Investors 
should be committing capital in 2010 to take advantage of the expected improvement in the market in 2011. 
 
 

Portfolio Diversification Benefits  
 
When thinking about the portfolio diversification benefits of real estate, investors should consider the correlation of real 
estate returns with those of other asset classes.  The lower the correlation coefficient, the greater the diversification 
benefits of combining real estate with stocks, bonds, and other asset classes.  Evidence indicates that private real estate 
can provide excellent diversification benefits when combined with large cap stocks and investment-grade, high-yield, 
and U.S. Treasury bonds.1  Combining REITs with private real estate can provide additional diversification benefits 
given their low return correlation. 
 

In extreme market conditions, the ability of real estate to provide excellent diversification benefits can break down as 
correlation coefficients across all assets approach one.  We believe the extreme economic conditions of the last two 
years have passed and real estate once again should provide diversification benefits. 

 
 

Inflation Hedging Ability  
 
Given the significant economic stimulus that has been pumped into the U.S. economy and the subsequent signs of 
improvement, many investors are starting to worry about the potential impact of inflation on their investments.  Real 
estate has long been touted as a good hedge against inflation.   
 
Evidence suggests that the U.S. private real estate market is a good hedge against expected inflation with certain 
property types providing a better inflation hedge than others.2  Research findings on the impact of unexpected inflation 
are inconclusive.  Research on publicly traded real estate (i.e., REITs) suggests that it is not a particularly good inflation 
hedge.  Historically, however, REITs appear to provide a long-term return premium over the inflation rate.3 
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Any investor concerned about inflation should put a hedge in place before inflation is evident.  Once inflation occurs, 
investors are going to respond, adjusting the value of inflation hedging assets and reducing the future hedging capability 
of any specific asset. 
 
 

Strong Cash Flows 
 
Real estate investments are known for their ability to generate strong and consistent cash flows.  In a relatively balanced 
market, inflation costs can be passed on in the form of higher rental payments.  When the average yields of real estate 
are compared to those of stocks and bonds, real estate provides a higher cash return.  Given the current economic and 
real estate market environment, private real estate should produce a combination of strong cash flows with value 
appreciation over the next few years. 

 

 
 
 
Conclusion  
 
Given the recent improvements in U.S. economic conditions and the bottoming of the private real estate market, we 
believe that now is the time to consider commiting additional capital to private direct commercial real estate. 
 
Beginning in the next 12 to 18 months, private real estate returns are likely to be very attractive.  In addition, private real 
estate could provide valuable diversification benefits and an attractive inflation hedge, should inflation accelerate.  For 
those investors who have a desire for strong current cash flow, core real estate investments are well positioned to 
provide it. 
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The current pricing in the REIT market and the likelihood of continued positive price momentum, suggest that now 
may be the time to begin harvesting portfolio gains and reducing exposure to the sector. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1  Anson, M. J. P., òReal Estate as an Investment,ó CAIA Level I, An Introduction to Core Topics in Alternative Investments, The CAIA Association, pp.  91-103. 
2  Fama, E. F. and G. W. Schwert, òAsset Returns and Inflation,ó  Journal of Financial Economics, 5:2 (1977), pp.  115-46.  Liu, C. H., D. J. Hartzell, and M. E. 

Hoesli, ò International Evidence on Real Estate Securities as an Inflation Hedge,ó Real Estate Economics, 25:2 (1997), pp. 193-221.  Coleman, M., S. Hudson-
Wilson, and J. R. Webb, òReal Estate in the Multi-Asset Portfolio,ó  In S. Hudson-Wilson and C. H. Wurtzebach, eds., Managing Real Estate Portfolios, Burr 
Ridge, IL, and New York:  Richard D. Irwin, 1994.  Huang, H. and Su. Hudson-Wilson, òPrivate Commercial Real Estate Equity Returns and Inflation,ó The 
Journal of Portfolio Management, Special Real Estate Issue, 2007, pp. 63-73. 

3  Park, J. Y., D. J. Mullineaux, and I. Chew, òAre REITs Inflation Hedges?ó Journal of Real Estate Finance and Economics, 3 (March 1990), pp. 91-103.  Yobaccio, E., 
J. H. Rubens, and D. C. Ketcham, òThe Inflation-Hedging Properties of Risk Assets:  The Case of REITs,ó Journal of Real Estate Research, (1995), Vol. 10, Issue 
3, pp. 279-96.    Gyourko, J. and P. Linneman, òOwner-Occupied Homes, Income-Producing Properties, and REITs as Inflation Hedges:  Empirical Findings,ó 
Journal of Real Estate Finance and Economics, (1998), pp. 347-372.  Sing, T. and S.Y. Low, òThe Inflation-Hedging Characteristics of Real Estate and Financial 
Assets in Singapore,ó Journal of Real Estate Portfolio Management, (October-December 2000), pp. 373-385.  Anson, M. J. P., òReal Estate as an Investment,ó CAIA 
Level I, An Introduction to Core Topics in Alternative Investments, The CAIA Association, pp.  91-103. 
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 ECONOMIC UPDATE 
 
Job Seekers are Encouraged; Underutilization Persists  
 
The unemployment rate increased to 9.9% in April, up from 9.7% in March.  
290,000 jobs were created in April with the largest gains in manufacturing, 
professional and business services, heath care, and leisure and hospitality.1  
The majority of jobs created in April were in the private-sector, compared to 
temporary positions such as the government Census hiring earlier in the year.  
The slight increase in unemployment can be attributed to the 805,000 new 
labor force entrants, as many were encouraged to start searching for jobs.   
 
Underutilization of workers persisted as the broader U-6 unemployment rate 
increased to 17.1% for April, up from 16.5% at the beginning of the year.2  
The U-6 unemployment rate includes the 9.9% figure plus those workers who 
are òmarginally attachedó, meaning they want work and have looked for work 
in the past 12 months, and workers who are part-time with a desire to work 
full-time.3  The U-3 unemployment rate is the official unemployment rate and 
is the total amount of unemployed workers as a percentage of the labor force.  
The average difference between the U-3 and U-6 rates has historically been 
approximately 4.1% points; however, the spread for April is significantly 
higher at 7.2% points. 
 

 
 
 

Productively Outpaces Compensation Gains  
 
Approximately 8 million jobs were lost since December 2007, the beginning 
of the recession.  If job growth continues to grow at Aprilõs pace, 
approximately 27 months would be required to restore job losses, not 
including jobs for new entrants.4  As the economy recovers from the most 
recent recession, unemployment is likely to persist according to Lawrence 

9.9%

17.1%

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

U
n

e
m

p
lo

ym
e

n
t R

a
te

U-3 and U-6 Unemployment Rates

U-3 Unemployment Rate U-6 Unemployment Rate

Source:  Bureau of  Labor Statistics

ñUnderutilization of 
workers persisted as the 
broader U-6 
unemployment rate 
increased to 17.1% for 
April.ò  

Christina M. Sunderman  
Research Analyst 



APRIL 2010  

Page 9 information@feg.com  © 2010 Fund Evaluation Group, LLC  

Summers, director of the White House National Economic Council.  According to Summers, ò40 years ago, one in 20 
men between the ages of 25 and 54 in the U.S. was unemployed at any given point in time.  That is now one in five 
men.  Even in five years if the economy has reached a point of recovery, one in six men in that age range will not be 
working.ó5  While the U-3 and U-6 underutilization rates moved upward, nonfarm business sector labor productivity 
increased during the first quarter of 2010, rising 3.6%.6  Unit labor costs fell by 1.6% for the first quarter of 2010, as 
productivity outpaced hourly compensation gains, which were approximately 2% for the period.   
 
 

Economic Recovery is Distressingly Slow 
 
Personal income advanced 0.3% in March while real disposable income edged up 0.2% and real personal consumption 
expenditures rose 0.5%.  Conversely, personal savings decreased from 3% in February to 2.7% in March7 and consumer 
credit increased at an annual rate of 1% in March as consumer confidence remained unchanged.8  Based on the 
University of Michigan surveys of consumers, only 28% of households expect their finances to improve and most think 
the recovery will be distressingly slow.9   
 
Gross domestic product was estimated to have increased at a rate of 3.2% for the first quarter of 2010.10  The 
deceleration from a 5.6% rate during the fourth quarter of 2009 was due in part to a decline in private inventory 
investment and exports, residential fixed investment, and state and local government spending.  As government 
stimulus slows over the next several quarters, the strength of the economic recovery will be increasingly dependent on 
business investment and consumer spending. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1  Bureau of Labor Statistics.  òThe Employment Situation ñApril 2010.ó  Information available from http://www.bls.gov.  7 May 2010. 
2  Bureau of Labor Statistics.  Information available from http://www.bls.gov/news.release/empsit.t15.htm.  Accessed on 11 May 2010. 
3  The Wall Street Journal.   òBroader U-6 Unemployment Rate Increases to 17.1% in April.ó  The Wall Street Journal Online.  7 May 2010. 
4  Murray, Sara, and Joe Light.  òJob Gains Speed Up and More Seek Work.ó  The Wall Street Journal Online.  8 May 2010. 
5  Murray, Sara.  òJob Growth to Rise Faster Compared to GDP, Summer Says.ó  The Wall Street Journal Online.  30 April 2010. 
6  Bureau of Labor Statistics.  òProductivity and Costs.ó  Information available from http://www.bls.gov.  6 May 2010. 
7  Bureau of Economic Analysis.  òPersonal Income and Outlays:  March 2010.ó  Information available from http://www.bea.gov.  3 May 2010. 
8  Federal Reserve.  Information available from http://www.federalreserve.gov.  7 May 2010. 
9  Curtin, Richard.  òConsumer Confidence Unchanged.ó  Information available from http://www.reuters.com/universitymichigan.  30 April 2010. 
10  Bureau of Economic Analysis.  òGross Domestic Product:  First Quarter 2010 (Advance Estimate).ó  Information available from http://www.bea.gov.  30 

April 2010.   
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 DOMESTIC EQUITY 
 
U.S. equities posted positive returns in April, with the Russell 3000 Index 
returning 2.2% during the month.  Small capitalization stocks outpaced large 
and mid cap stocks, as the Russell 2000 Index posted a 5.7% return, while the 
Russell 1000 Index and Russell Mid Cap Index returned 1.9% and 3.8%, 
respectively.  Value stocks outperformed growth stocks within all market 
capitalizations, with a more pronounced gap among small cap stocks.  The 
Russell 3000 Value Index posted a 3.0% return versus 1.4% for the Russell 
3000 Growth Index.  Year-to-date, small cap stocks substantially 
outperformed large cap stocks.  Performance for the Russell indices in April 
and year-to-date is shown in the chart below.1 
 

 
 
While some experts have highlighted the potential for years of below-average 
gross domestic product growth in the U.S. and a resulting need to focus on 
companies with strong growth characteristics, value stocks continued to 
outperform.  Year-to-date, large cap value stocks outperformed large cap 
growth stocks by nearly 4.0% points.  The difference is even more 
pronounced in small cap stocks, where value outperformed growth by more 
than 5.5% points.  On a trailing one-year basis, the spread between value and 
growth stocks is more than 4.0% points and 7.0% points in large cap and 
small cap, respectively.  Clearly the rebound in the financials sector was a 
driving factor behind the strong performance of value stocks.  While growth 
stocks also benefited from the recent market rally through the strong 
performance of consumer and technology stocks, financials provided a larger 
impact on the value indices. 
 
Within the S&P 500 Index, consumer discretionary stocks had the largest 
positive impact on performance during the month.  Retail sales continued to 
be strong, which led to better-than-expected earnings for many consumer 
discretionary stocks.  Home Depot and Loweõs were among the strongest 
performing retail companies, as the U.S. recovery benefited these 
economically sensitive businesses.  The industrials sector was positively 
impacted by renewed global growth.  Manufacturing activity continued to 
improve, as the Institute of Supply Management index reached its highest 
level since July 2004.  Technology stocks reported strong first quarter 
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earnings amid a cyclical rebound.  Large cap technology companies, including Microsoft, IBM, Apple, and Intel each 
reported improving trends in 2010.  Additionally, higher oil prices, while modest, provided a boost to energy stocks.  
Conversely, the health care sector declined in April.  The sector was negatively impacted by the passage of health care 
reform in the U.S., as many companies were forced to lower earnings guidance as a result.2   
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

1  All performance data from www.russell.com.  Accessed 10 May 2010. 
2  òWorld Markets Review.ó  Capital Guardian Trust Company.  April 2010. 
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 INTERNATIONAL EQUITY 
 
International equity market returns were mixed in April, with international 
developed markets falling and emerging markets posting positive returns.  
Developed market equities fell -1.8%, as measured in U.S. dollars by the 
MSCI EAFE Index, amid concerns surrounding the ongoing debt crisis in 
Greece.  Weakness in the euro detracted from returns for U.S. investors, with 
the index declining slightly less, down 1.3% in local currencies.  Emerging 
market equities posted a gain of 1.2% when measured in U.S. 
dollars.  Emerging market currencies generally strengthened against the U.S. 
dollar, aiding returns for U.S. investors, as local currency returns were 
essentially flat, up 0.1%.  International small cap stocks outperformed other 
segments of international markets for the month and year-to-date, increasing 
1.7% in April and bringing year-to-date returns to 6.5%.  The MSCI All 
Country World ex-U.S. Index, which includes both developed and emerging 
markets, fell 0.9% for the month.  Performance of the MSCI Indices is shown 
in the following chart.1   

 
The Bank of England, European Central Bank, and Bank of Japan held target 
interest rates steady, while the central banks of Australia, Brazil, and India 
enacted rate increases and China raised reserve requirements to reduce loan 
growth.  The U.S. dollar rose almost 2.0% against the euro and 0.6% against 
the yen, but fell 0.6% against the pound sterling.  Most emerging market 
currencies strengthened against the U.S. dollar, with the dollar falling most 
notably against the Brazilian real (-2.6%), the Indian rupee (-1.3%), and the 
Korean won (-1.7%).2 
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Developed Markets  
(All returns in local currency unless otherwise indicated) 

 
The fiscal crisis in Greece and fear of contagion throughout the weaker euro zone nations created a tumultuous month 
for investors.  With the announcement that the fiscal deficit in Greece amounted to 13.6% of GDP, the nationõs debt 
rating was cut to non-investment grade status by Standard & Poorõs.  Despite the earlier establishment of a liquidity 
facility by other euro zone countries and the International Monetary Fund, the severity of the fiscal crisis eventually led 
to an increased bailout package in early May.  Stocks in Greece fell almost 10.0% for April with financials in the nation 
down 13.7%.  Other European banks with exposure to Greece also fell, leading euro zone financials to fall 6.4% for the 
month.  Fears of contagion led to debt downgrades in the sovereign debt of Portugal and Spain, whose equities declined 
7.2% and 3.1%, respectively.3 
 
In France, equities dropped 3.4% despite an increase in consumer spending of 2.5% year-over-year.  German exports 
reported a strong 5.1% increase in February, however, the need for Germany to support Greeceõs fiscal issues left the 
equity markets essentially flat, down 0.3%.  The U.K. (-2.0%) faced weakness in the nationõs economic recovery, which 
dominated the discussions related to the pending government elections in early May.4  The eruption of an Icelandic 
volcano that interrupted over 100,000 flights throughout Europe is estimated to have cost the airline industry over $2 
billion and weighed on airline stocks for the month.5 
 
Japanese equity returns were up 0.5%, amid strong global demand for electronics that pushed information technology 
stocks up 4.5%.  The Japanese energy sector (+9.9%) and financials sector (+2.5%) posted strong returns, while other 
sectors were largely negative or flat for the month.  In Singapore, equities gained 3.7%, leading returns over other Asian 
markets after the economy grew at a stunning 32.1% in the first quarter, rebounding after suffering a dramatic decline in 
trade during the global financial crisis.  The poor performing materials sector hurt Australian equities, which declined 
almost 2.0%.  Hong Kong stocks were the weakest performers in the region, down 2.4%, amid concerns of a real estate 
bubble.6  
  
  

Emerging Markets   
(All returns in U.S. dollars unless otherwise indicated) 
  
The Asia region was the strongest emerging markets performer, up 2.4%.  Within Asia, Korea posted strong returns of 
5.6% with consumer discretionary stocks surging 15.5% and technology stocks gaining 7.9%, as first quarter earnings 
were strong and exports improved.  Taiwan also benefitted from an improved trade environment, resulting in equity 
gains of 2.6%.  Indian equities increased 1.9% amid monetary tightening to curb rising inflation.  In China, stock returns 
were slightly negative, down 0.4%, despite a first quarter GDP growth rate of 11.9%.  Continued efforts to constrain 
lending in order to curb the booming real estate environment negatively impacted the equity markets, with Chinese 
financials down 3.5% for the month.  In Brazil, equities fell almost 1.0% with weakness in energy and materials stocks 
weighing heavily on the market.  The Brazilian central bank announced an increase of the key lending rate, as an 
increase in retail sales boosted consumer prices.  Russian stocks fell 0.7%, as a decline in financials of 7.0% was offset 
by double digit gains in the health care sector.7    
 
 
 
1 All performance data from http://www.mscibarra.com.  MSCI Barra.  Accessed on 10 May 2010. 
2 Bloomberg L.P.  Accessed on 10 May 2010. 
3  Schweitzer, Stu and Efeyini, Ehiwario. Monthly Market Monitor.  J.P. Morgan Insights.  April 2010.  
4  òWorld Markets Review.ó  Capital Guardian Trust Company.  April 2010.   
5  Max, Arthur, Associated Press. òAirlines' losses top $2 billion from eruptions.ó  The Washington Times.  22 April 2010. 
6-7  òWorld Markets Review.ó  Capital Guardian Trust Company.  April 2010.   

http://www.mscibarra.com
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 FIXED INCOME 
 
The Barclays Capital Aggregate Bond Index (BCAG) returned 1.0% in April.  
Within the largest components of the index, investment grade corporate 
bonds were the strongest performing sector during the month, gaining 1.7%.  
Treasuries also outperformed the benchmark, gaining 1.2%.  Agency 
mortgage-backed securities underperformed, gaining only 0.6%.  Investment 
grade commercial mortgage-backed securities, up 2.5%, also outperformed 
the index during the month.  In the credit sensitive areas of the market, high 
yield bonds gained 2.3%, while bank loans gained 1.3%.  International bonds 
underperformed U.S. Treasuries on both a hedged and un-hedged basis, as 
the dollar strengthened versus developed market countries. 
 
 
Investment Grade Credit  
 
Lower quality investment grade credit continued to outperform higher 
quality, with BBB-rated bonds gaining 2.0% and AAA-rated gaining only 
0.6%.  Within the investment grade corporate sectors, utilities were the best 
performer, gaining 1.9%, with industrials up 1.2%, while financials were flat 
for the month.  Investment grade corporate spreads continued to float 
around historical averages, suggesting less potential for the price appreciation 
witnessed over the past twelve months. 
 
 
Treasuries and TIPS 
 
The U.S. Treasury yield curve remains extremely steep and Treasuries saw 
increased price volatility relative to recent months.  Yields on the long-end of 
the curve declined (prices rose) more than in the intermediate part of the 
curve.  As such, long dated Treasuries gained 2.8% while intermediate 
Treasuries gained only 0.8%.  Sovereign debt concerns, especially in the euro 
zone, led to increased demand for U.S. Treasuries.  TIPS outperformed 
nominal Treasuries in April, gaining 2.4%, as investors remained concerned 
about future inflationary pressures.  
 
 

Agency Mortgage -Backed Option -Adjusted Spreads Remain 
Near Historical Tights  
 
Agency mortgage-backed securities underperformed the BCAG during the 
month, as spreads remained unattractive relative to other spread sectors.  
Investors seeking yield have been focused on other areas of the fixed income 
markets, such as non-agency residential mortgage-backed securities and 
commercial mortgage-backed securities.  Many core fixed income managers 
have underweighted agency mortgages, with the expectation that should 
option-adjusted spreads widen, the managers will increase their exposures 
back toward a market weight. 

Keith M. Berlin  
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ñTIPS outperformed 
nominal Treasuries in 
April, gaining 2.4%, as 
investors remained 
concerned about future 
inflationary pressures.ò 
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Credit Markets Remain Hot  
 
The high yield and bank loan markets continued to benefit from strong mutual fund inflows, as investors gravitated 
toward higher yielding instruments.  Appetite for risk remained strong, as CCC-rated bonds gained 3.5% while BB-rated 
bonds gained only 2.0% in April.  The bank loan market, up 1.3%, continued to see corporations pay down their 
floating rate debt (i.e., bank loans) in favor of terming out their capital needs through new issuance in the high yield 
bond market, which has had the impact of improving the environment for bank debt. 
 

 

Apr-10 YTD

Barclays Capital Aggregate Bond 1.0% 2.8%

Barclays Capital U.S. TIPS 2.4% 3.0%

Barclays Capital Government 1.2% 2.1%

Barclays Capital Municipal Bond 1.2% 2.5%

Barclays Capital Asset-Backed 0.6% 2.8%

Barclays Capital Mortgage-Backed 0.6% 2.2%

Barclays Capital Credit 1.7% 4.0%

Barclays Capital High Yield 2.3% 7.1%

Barclays Capital Investment Grade CMBS 2.5% 11.7%

Barclays Capital High Yield CMBS 14.6% 30.3%

Merrill Lynch BB-B Index 1.8% 6.3%

CSFB Leveraged Loan Index 1.3% 5.7%

JP Morgan Emerging Market Bond Plus Index 0.7% 4.3%

JP Morgan Emerging Market Local Plus Index 0.2% 1.6%

JP Morgan Global Bond Non-US (US$) 0.6% 1.8%

JP Morgan Global Bond Non-US (Unhedged) -0.3% -2.3%

90-Day US LIBOR 0.0% 0.1%

Source: Bloomberg, L.P.

Major Fixed Income Indices 
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 REAL ESTATE SECURITIES 
 
Domestic  
 
Real estate investment trusts (REITs), as measured by the NAREIT Equity 
Index, outperformed the broad equity market in April, gaining 6.9% versus an 
increase of 1.6% for the S&P 500 Index.1  All major property sectors posted 
positive returns for the month.  REITs continued to gain, amid an  
anticipation of earnings growth and higher dividend payouts.  Additionally, as 
REITs rebounded (gaining 68.7% on a trailing 1-year basis), early cyclical 
sectors such as apartment and lodging/resorts benefited most.2 
 
The private real estate market began to stabilize amid decelerating write-
downs, but continued to work through significant distress around looming 
debt maturities and efforts to extend loans maturing this year.  Cap rates 
broadly compressed and net operating income (NOI) increases were seen in 
the apartment sector, although the continued persistence of concessions hurt 
the growth.3   
 
The first multi-borrower commercial mortgage-backed security (CMBS) deal 
in nearly two years hit the market in April.  Royal Bank of Scotland wrote five 
of the dealõs six collateral loans, with Natixis contributing one loan to the 
$309.7 million transaction.  The size of the offering resulted in it being over-
subscribed and the five-year AAA class saw a yield equal to 90 basis points 
over comparable swaps, tighter pricing than initially expected.4  This gave rise 
to speculation that other conduit lenders might start gearing up their lending 
operations.  Elsewhere, Macerich Co. raised $1.2 billion in a secondary 
offering, the second largest by a publicly-traded REIT, which priced at $41/
share for the regional mall owner.5  Capital was also raised in the office 
sector, as Biomed Realty issued $250 million of senior unsecured notes and 
received an investment-grade rating on the offering.6 
 
The top performing property sector within the NAREIT Equity Index for 
April was apartments (+16.1%), which benefitted from the early cyclical rally 
and the sectorõs shorter-term lease structures.  Data indicated that apartment 
demand increased for the past three quarters, helping to stabilize vacancy 
rates.  This supported forecasts that apartment demand would turn positive 
despite a fragile labor market, due to the lack of supply and drawdowns to 
available supply.  The lodging/resorts sector (+13.2%) also outperformed in 
April.  Lodging/resorts were driven in part by a stabilization in occupancy 
rates, which helped drive revenue per available room (RevPAR) back into 
positive territory.7  Expectations for improvements to business and leisure 
travel contributed to gains in the sector as well.  In contrast, the industrial 
sector (+1.8%) underperformed for the month, as did the office (+4.9%), 
mixed use (+4.9%), and health care sectors (+0.1%).  As of the end of April, 
the average U.S. REIT dividend yield was 3.61%, compared to the yield on  
10-year Treasuries of approximately 3.66%. 

ñThe first multi-borrower 
commercial mortgage-
backed security (CMBS) 
deal in nearly two years 
hit the market in April.ò 
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International  
(All returns quoted in U.S. dollar terms) 
 
International real estate securities underperformed U.S. REITs in April, with the S&P Developed Property Ex-U.S. 
Index gaining 0.9%, versus a gain of 6.9% for the NAREIT Equity Index.  Within the international markets there was 
notable bifurcation in the performance of real estate securities in Europe versus Asia.  Property stocks in Europe ex-
U.K. (-5.8%) continued to be negatively impacted by Greeceõs fiscal crisis related to its massive budget deficit.  
Additionally, fears that the crisis might have a contagious effect elsewhere in the euro-zone led to weakness in the euro.8  
The U.K. (-1.0%) also underperformed, as concerns about the slow growth of their economy worried many investors. 
Real estate fundamentals in the U.K. appeared more attractive than in many other parts of Europe, as cap rates 
compressed and transaction activity increased in London.9 
 
The Asia-Pacific region (+2.8) outperformed the international index, led by strength in Japan (+7.8), as investors 
expected the Bank of Japan to maintain its low interest rate monetary policy to bolster economic growth.  Additionally, 
developers reported the market value of their leasing assets for the first time this month and unrealized gains disclosed 
by many of the companies exceeded market expectations.  China (-12.4%) significantly underperformed, as real estate 
developers bore the brunt of the governmentõs decision to curb speculation in the countryõs booming property market.  
Measures included increased down payment requirements, limits on loans for multiple-home purchases, and outright 
prohibitions on investment in real estate for many state-owned enterprises.10  The government clearly escalated its 
efforts to curb price increases after a record surge in mainland property prices, witnessed by Shanghaiõs new home 
prices rising to a record average of $3,358 per square meter, up 16% from a month earlier.11 
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1-2 All performance data from www.nareit.com and www.sp-indexdata.com.  Accessed 7 May 2010. 
3 CBRE Investors.  U.S. Propertywatch.  Spring 2010. 
4 Mandzy, Orest.  òFirst Multi-borrower CMBS Launchedó.  Commercial Real Estate Direct.  8 April 2010. 
5-6 Cohen & Steers Global Real Estate Securities Commentary.  April 2010. 
7 CBRE Investors.  U.S. Propertywatch.  Spring 2010. 
8-9 Cohen & Steers Global Real Estate Securities Commentary.  April 2010. 
10 Bloomberg., L.P.  òChina Home Prices to Fall 30% on Government Curbsó.  6 May 2010. 
11 Bloomberg, L.P.  Information accessed on 6 May 2010. 
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 HEDGE FUNDS 
 
Hedge fund managers realized positive performance during a volatile April.  
An exceptional earnings season and stronger than expected U.S. economic 
data spurred returns in the first half of the month, but fundamentals were 
beleaguered by macroeconomic concerns of Greek contagion and continued 
uncertainty around financial reform.  Ratings agency Standard & Poor's 
downgraded Portugal and Greece at the end of the month and spreads 
widened in countries with the largest exposure to a potential Greek default 
(e.g., Germany and France).  In addition, investors digested the news of the 
Securities and Exchange Commissionõs (SEC) investigation of Goldman 
Sachs.  Goldman Sachs, a relative stalwart through the credit crisis, was sued 
by the SEC on April 16, accused of fraud in the structuring of a collateralized 
debt obligation (CDO).  In the marketing of the synthetic security, Goldman 
Sachs communicated the underlying securities were selected by an 
independent third party, ACA management.  While this was true, marketing 
materials did not mention the involvement of hedge fund manager John 
Paulson in the selection process.  Paulson is the founder of Paulson & Co., a 
$35 billion hedge fund organization specializing in merger arbitrage, 
bankruptcies, and distressed securities.  Paulsonõs short subprime mortgage 
trades netted billions of dollars and propelled him to hedge fund stardom.  
Paulson has not been accused of any wrongdoing and the investigation 
against Goldman Sachs is ongoing. 
 
The seesawing effect of good news-bad news resulted in a spike in volatility 
during the month.  Viewing increases in volatility as a positive may be 
counterintuitive, but to hedge funds (typically long volatility) these spikes 
present investing opportunities.  Volatility, as measured by the Chicago Board 
Options Exchange VIX, increased from 17.6 to 22.1 during the month, the 
largest increase in nearly one year.  A chart of the VIX during the month is 
shown below.  
 

 
 

ñViewing increases in 
volatility as a positive 
may be counterintuitive, 
but to hedge funds 
(typically long volatility) 
these spikes present 
investing opportunities.ò 
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