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 Market Overview  
 
Despite continued high unemployment and sovereign debt worries in Greece 
and other European countries, the stock and credit markets continued their 
rallies from the March 2009 lows.  The global economic recovery appeared to 
strengthen and global equities reported their fourth consecutive quarter of 
positive returns.  A little over a year ago, credit spreads over U.S. Treasuries, 
both investment grade and high yield, were at their highest levels in history.  
Today credit spreads are near their long-term averages, indicating most of the 
credit rally is behind us. 
 
 

Equities  

 
The U.S. stock market, as measured by the Russell 3000 Index, continued its 
rally, gaining 5.9% for the first quarter.  Small cap stocks, as measured by the 
Russell 2000 Index, gained 8.9% and outperformed large cap stocks, up 5.7%, 
as measured by the Russell 1000 Index.  Since the March 9, 2009 lows, the 
S&P 500 Index gained 73% through March 31, 2010.  The financials sector, 
which was the hardest hit during the credit crisis, continued to outperform 
and gained 11.4% for the quarter.  Financials comprise a large portion of the 
value indexes, and their strong returns contributed to value stocks 
outperforming growth stocks for the quarter.  The Russell 3000 Value Index 
returned 7.0% vs. a 4.9% gain for the Russell 3000 Growth Index.  The 
consumer discretionary (12.0%) and industrial (11.6%) sectors also provided 
strong returns, whereas telecommunications (-3.5%) and utilities (-2.6%) were 
the only two Russell 3000 sectors to post negative returns for the quarter. 
 
For the quarter, the U.S. dollar strengthened approximately 6% against both 
the euro and British pound, but was little changed versus the yen.  Most 
emerging markets currencies, with the notable exception of Brazil, 
appreciated against the U.S. dollar over the first three months of 2010.  The 
stronger dollar negatively impacted returns for U.S. investors of developed 
international equities, as the MSCI EAFE Index gained 4.3% in local 
currencies, but only 0.9% in U.S. dollars.  Just as in the U.S., international 
small cap stocks outperformed their large cap brethren, with the MSCI Small 
Cap EAFE Index gaining 4.8% (U.S. dollars) for the quarter.  Emerging 
markets posted modest returns thus far in 2010, with the MSCI Emerging 
Markets Index returning 1.4% in local currencies and 2.4% in U.S. dollars.   
 
Equity hedge funds, also known as long/short equity funds, posted solid 
absolute returns, with the HFRI Equity Hedge Index returning 3.1% for the 
quarter.  During market rallies, equity hedge funds typically trail long-only 
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indexes.  This has been true over the last year, with the HFRI Equity Hedge Index up 29% compared to the S&P 500 
Indexõs nearly 50% return.  Hedge fund managers typically expect to capture two-thirds of the upside, but only one-
third of the downside.  Thus, over full market cycles, these managers mitigate the volatility experienced in the long-only 
markets, but still seek to provide equity-like returns by not declining as much during bear markets.  Over the last five 
years, which included both bull and bear markets, we can see how this strategy was effective, with the HFRI Equity 
Hedge Index returning 5% vs. 2% for the S&P 500 Index. 
 
 

Public Real Estate 
 
After significant losses in the midst of the credit crisis, U.S. Real Estate Investment Trusts (REITs), as measured by the 
NAREIT Equity Index, have gained over 100% since March 2009.  They continued to rally into the first quarter of 
2010, with an impressive 10% return.  All property sectors posted positive returns for the quarter, with the economically 
sensitive hotel (22.0%) and retail (11.7%) sectors leading the way amid the improving economy.  Overseas real estate 
securities markets, as measured by the S&P Global Developed Property Index ex-U.S., gained only 0.7% for the first 
quarter.  Most European real estate securities markets posted impressive returns during the quarter, with the exception 
of the U.K., Norway, and Greece, which all experienced negative returns.  The weakening euro also negatively impacted 
performance for U.S. investors.  The Asian/Pacific markets were mixed, with only Japan posting solid returns for the 
quarter. 
 
 

Fixed Income/Credit  
 
Credit spreads continued to tighten into 2010, with lower quality bonds outperforming higher quality bonds.  For 
example, high yield bonds, as measured by the Barclays Capital High Yield Index, returned 4.6% for the quarter and 
56.2% over the last 12 months.  Additionally, bank loans, which are primarily non-investment grade, returned 5.0% for 
the quarter, and 42.0% over the last year, as measured by the CSFB Leveraged Loan Index.  By comparison, investment 
grade corporate bonds, as measured by the Barclays Capital Corporate Bond Index, returned 2.3% for the quarter and 
23.8% over the last year.  Moreover, the safest investments, U.S. Treasuries, as measured by the Barclays Capital 
Treasury Index, returned 1.1% for the quarter and -1.2% over the last 12 months.  In 2008, U.S. Treasuries, along with 
cash, were one of the few investments that posted positive returns.  Investors who sought their safety and did not 
return to risk-assets in 2009 experienced disappointing performance.  Tame inflationary reports dampened the returns 
of Treasury Inflation Protected Securities (TIPS).  TIPS, as measured by the Barclays Capital TIPS Index, returned 0.6% 
for the quarter and 6.2% since March 2009.  In our year-end Research Review, we noted, òOne area with compelling 
return potential is lower rated commercial mortgage backed securities (CMBS).ó  Since the beginning of 2010 through 
March 31, the high yield CMBS market, as measured by Barclays Capital CMBS High Yield Index, returned 13.7%. 

 

 
Diversifying Strategies  
 
Absolute return hedge funds continued to benefit from the rally in the credit markets and posted positive returns for the 
first quarter, with most strategies outperforming bonds, yet trailing stocks.  The HFRI Multi-Strategy Index returned 
over 5% for the first three months, as these managers opportunistically invested in distressed, credit, and arbitrage 
investments.  The HFRI Distressed/Restructuring Index also returned 5% for the quarter, as the economy improved 
and credit spreads tightened.   
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Private Capital  

 
Private capital investments, such as venture capital, private equity/buyouts, and natural resources, generally do not 
report performance until at least 6-8 weeks after the quarter.  Because these are illiquid investments, returns are reported 
on an internal rate of return basis from inception, and performance is highly dependent on the timing of the investment, 
and time-weighted benchmark returns, especially short-term, are not always meaningful.  During market rallies, 
investors with private capital investments, which do not fluctuate in value as much as the public markets, will tend to lag 
the public market benchmarks over the short-term.  Over the long-term, however, we expect these investments to more 
than compensate for their illiquidity.  More information will be provided in our Private Capital Research Review to be issued 
in May. 
 
 
Concluding Remarks  
 
Despite the turmoil from the credit crisis and the ensuing rally in stocks and credit, 2010 is similar to 2007 in terms of 
valuations and expected returns.  Price-to-earnings multiples on stocks are near or above the long-term averages, credit 
spreads have tightened back to historical averages, and bond yields are near all time lows.  Furthermore, the VIX, a 
measure of volatility in the stock market based on the pricing of S&P 500 Index option contracts, traded at 17.6 on 
March 31, below its long-term average of 20.3. 
 
So how should we position portfolios in this type of environment?  As mentioned in previous Research Reviews, we 
believe stocks will still provide long-term growth for investors, while bonds will provide safety.  Although stocks have 
rallied and do not appear cheap by most valuation measures, they do not appear overly expensive either.  Treasuries, on 
the other hand, while safe, trade at historically low yields.  At some point yields likely will rise, putting pressure on 
prices.   
 
Therefore, we continue to recommend diversification, especially into strategies that can generate stock-like returns, but 
with low correlations to the traditional stock and bond markets.  We also recommend uncorrelated strategies that 
provide modest expected returns, similar to bonds, but hedge or mitigate overall portfolio volatility.  Although 
diversification may not have worked as well as some would have liked in 2008, over most periods, including most equity 
bear markets, diversification has provided the desired benefits. 
 
More specifically, within the global equity allocation, we recommend most investors consider hedged equity mandates.  
These strategies are designed to participate in the long-term attractive returns offered by the equity markets, but with 
less volatility and lower drawdowns.  Investors skeptical that the rally will continue over the near-term, may want to 
increase their exposure to hedged equity, as these mandates seek to provide equity-like returns over full market cycles, 
but would protect on the downside should the equity markets decline. 
 
With the credit market rally and spreads back to historical levels, there is not the plethora of opportunities available 
today in the global fixed income and credit area that there were just one year ago.  Our view is that expected returns for 
credit investments are essentially back to their long-term averages instead of the premium expected returns from one 
year ago, when spreads were at historically wide levels.  Today, other than CMBS, which was discussed above, and some 
attractive opportunities in distressed, which should benefit with the recovering economy, we believe mezzanine debt 
offers an attractive opportunity for investors.  Most mezzanine investments are accessed through limited partnerships.  
We believe the expected returns compared to the public high yield markets justify investing in a lock-up structure.  
Please contact your consultant for more information on mezzanine investments, as we recently published a research 
presentation and approved two managers for our recommend list. 
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At year-end, we also discussed real assets and how they should be considered as inflation protection strategies.  These 
investments include real estate, timber, energy, commodities, and other natural resources.  Although many of these 
strategies can be accessed only through illiquid partnerships, these investments are expected to provide equity-like 
returns over the long-term, while providing protection during inflationary environments.  Furthermore, many of these 
strategies have low correlations to the traditional stock and bond markets, providing needed diversification benefits as 
well. 
 
Finally, within the diversifying strategies allocation, we continue to recommend absolute return hedge fund strategies.  
As credit spread tightening slows and beta tailwinds diminish, market prospects will be more idiosyncratic, which we 
believe should further benefit multi-strategy mandates.  Therefore, we recommend the vast majority of the diversifying 
strategies allocation be invested with multi-strategy managers. 
  
Todayõs opportunities are less compelling than they were a year ago.  Nevertheless, we believe there are attractive 
investments, but often in the less well-known, more illiquid parts of the investing universe.  Therefore, in order to meet 
their long-term investment objectives, we recommend investors structure well-diversified portfolios and consider these 
attractive opportunities. 
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 ECONOMIC UPDATE 
 
Unemployment Remained High  
 
The Federal Open Market Committee (FOMC) continued to hold the target 
range for the federal funds rate at 0-0.25% at the conclusion of their mid-
March meeting.1  The federal funds rate determines the rate for which banks 
charge each other for overnight loans.  Gross domestic product increased at a 
5.6% rate for the fourth quarter, slightly down from 5.9% as previously 
estimated, due primarily to a downward revision to nonresidential fixed 
investment, private inventory investment, and personal consumption 
expenditures.2  The Consumer Price Index rose 0.1% in March,3 due primarily 
to an increase in fruits and vegetable pricing, while the Producer Price Index 
rose 0.7% in March,4 as pricing power was favorable for manufacturers.  The 
FOMC has moderate inflation expectations for the near future.   
 
Industrial production edged up slightly by 0.1% in March compared to the 
previous month, and total capacity utilization moved up 0.2% in March to 
73.2%, which is 3.7% points greater than year-over-year levels.5  The Fed 
anticipates that a recovery will occur at a slow pace as economic activity 
strengthens amid high unemployment and a difficult credit market.  
Unemployment remained high at 9.7% in March, with jobs added in 
temporary services and health care firms.6  Consumer credit declined at an 
annual rate of 5.6% in February, and personal savings continued to trend 
downward from 3.4% in January to 3.1% in February.7  This can be partially 
attributed to continued improvement in retail sales, which increased 1.6% in 
March and 7.6% from year-over-year levels.8     
 
 

Leading Indicators are Encouraging  
 
The Conference Board Leading Economic Index posted a 1.4% increase in 
March, following positive gains since March 2009.9  The leading economic 
index is designed to signal turning points in the business cycle and is 
comprised of ten components such as stock prices, the money supply, jobless 
claims, new orders by manufacturers, and building permits.  This data is 
encouraging even though consumer confidence suffered as the Index of 
Consumer Sentiment declined to 73.6 in February, from a level of 74.4 in 
January.10  Income uncertainty persists and the continued pressure and stress 
related to personal finance continued as new job prospects remained grim.   
 
 

Tax Credit Provided Boost to Housing  
 

The housing market experienced an uptick in activity as buyers were under 
pressure to execute contracts before the temporary home buyer incentive tax 
credit expired on April 30.  First time homebuyers continued to represent a 
significant portion of home purchases throughout March, at 44% of 
transactions.  Existing home sales rose 6.8% in March, thus reducing 

ñIf home prices are able 
to stabilize following the 
expired tax incentives, it 
would be promising for 
a sustained recovery for 
the housing market.ò 

Christina M. Sunderman  
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inventory supply from 8.5 months to 8.0 months.  Distressed purchases, however, declined from 35% in February to a 
low 15% in March.11  The current home ownership rate is approximately 67.1%, down from the peak of 69.1% in 2005, 
and closer to historical averages.12  If home prices are able to stabilize following the expired tax incentives, it would be 
promising for a sustained recovery for the housing market. 
 
 
1  Federal Reserve.  Information available from http://www.federalreserve.gov.  16 March 2010. 
2   Bureau of Economic Analysis.  òGross Domestic Product:  Fourth Quarter 2009 (Third Estimate); Corporate Profits:  Fourth Quarter 2009.  Information 

available from http://www.bea.gov.  26 March 2010.   
3   Bureau of Labor Statistics.  òConsumer Price Index ð March 2010.ó  Information available from http:www.bls.gov.  14 April 2010. 
4   Bureau of Labor Statistics.  òProducer Price Index ð March 2010.ó  Information available from http:www.bls.gov.  22 April 2010. 
5   Federal Reserve.  òIndustrial Production and Capacity Utilization.ó  Information available from http://www.federalreserve.gov.  15 April 2010. 
6   Bureau of Labor Statistics.  òThe Employment Situation ð March 2010.ó  Information available from http://www.bls.gov.  2 April 2010. 
7        Bureau of Economic Analysis.  òPersonal Income and Outlays:  February 2010.ó  Information available from http://www.bea.gov.  29 March 2010. 
8        U.S. Census Bureau.  òAdvance Monthly Sales for Retail and Food Services:  March 2010.ó  Information available from http://www.census.gov/retail. 14 April              

2010. 
9   Conference Board.  òThe Conference Board Leading Economic Index for the U.S. Increases.ó  19 April 2010. 
10   Curtin, Richard.  òImprovement in Consumer Confidence Ends.ó  Information available from http://www.reuters.com/universitymichigan.  Information 

accessed on 11 December 2009. 
11  Molony, Walter.  òExisting-Home Sales Rise on Home Buyer Tax Credit and Favorable Market Conditions.ó  Information available from http://

www.realtor.org.  22 April 2010. 
12  Yun, Lawrence.  òDaily Forecast Update:  Homeownership Rates.ó  Information available from http://www.realtor.org.  26 April 2010. 
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http://www.reuters.com/universitymichigan
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 DOMESTIC EQUITY 
 
U.S. equities posted strong positive performance, as the S&P 500 Index 
returned 5.4% for the first quarter, the fourth consecutive quarter with 
returns in excess of 5%.  For the trailing one-year period, the S&P 500 was up 
nearly 50% and small cap stocks, as measured by the Russell 2000 Index, were 
up more than 62%.  Value stocks outperformed growth stocks across large, 
mid, and small market capitalizations, with the Russell 3000 Value Index 
returning 7.0% versus 4.9% for the Russell 3000 Growth Index. 

 

 
 
In the first quarter, small cap stocks outperformed large and mid cap stocks, 
as the Russell 2000 Index returned 8.9% versus 5.7% and 8.7% for the 
Russell 1000 Index and Russell Mid Cap Index, respectively.  Additionally, 
each core index posted returns greater than 50% over the trailing one-year 
period, as depicted in the chart below. 

 

 

 
Initial public offering (IPO) activity was markedly weaker in the first quarter 
of 2010 relative to the previous quarter, with U.S. companies raising 60% less 
capital.  While new stock issuance is often lower in the first three months of 
any year, many investors expected the IPO market to be strong amid a global 
economic recovery.  Many IPOs were priced at the low range of expectations, 
while others were delayed until equity market volatility subsided.  The IPO 
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market in the U.S. certainly has rebounded from the first quarter 2009, when only one company raised $828 million.  In 
the first quarter of 2010, U.S. companies raised $3.2 billion through IPOs.  Conditions improved in March with the 
filing of more IPOs and improved pricing trends.  This was evident in the double-digit percentage gains realized by the 
IPOs of Financial Engines Inc. and Maxlinear Inc.1  Venture-backed IPOs in the U.S. remained strong in the first 
quarter, but the overall decline in capital raised through IPOs was a result of fewer buyout-backed IPOs.  The impact of 
the decline in the buyout-backed IPOs was significant, as these companies tend to be larger relative to venture-backed 
companies. 
 

Financial stocks rallied, especially regional banks, which benefitted from reπcapitalization, balance sheet strength 
improvement, and loss reserve reduction.  Within financials, REITs continued to experience strong performance during 
the quarter, with the NAREIT Equity Index returning 10%.  Property and casualty insurance companies experienced 
weak performance during the period, as the industry faced a soft pricing environment due to excess capacity and a lower 
number of recent catastrophic events, which generally hurts pricing power.  Consumer discretionary stocks experienced 
strong performance due primarily to retail companies, as investors favored higher beta stocks amid positive signs of an 
economic recovery.  Consumer spending was stronger than expected despite high unemployment rates, which positively 
impacted retail stocks.  Generally, stocks of companies in more economically sensitive areas outperformed defensive 
sectors, as evidenced by the weak performance of utility stocks (-2.6% for the quarter).  Information technology lagged 
in the quarter following strong performance in 2009. 
 
 
1  Cowan, Lynn.  òIPOs Sputtered in First Period, but Future Looks Better.ó  Wall Street Journal Online. 1 April 2010. 
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 INTERNATIONAL EQUITY 
 
International equity market returns were positive for the first quarter, after 
equity markets were tempered to start 2010 before strong performance in 
March boosted returns.  International developed markets increased 0.9% for 
the quarter, as measured in U.S. dollars by the MSCI EAFE Index, amid 
concerns surrounding the debt crisis in Greece and the seeking of support 
from the European Union.  The U.S. dollar strengthened against the sterling 
and the euro, detracting from returns for U.S. investors, with the index 
providing positive returns of 4.3% in local currencies.  Emerging market 
equities posted a gain of 2.4% 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 1.4%.  International 
small cap stocks led other segments of international markets, increasing 
4.8%.  The MSCI All Country World ex-U.S. Index, which includes both 
developed and emerging markets, rose 1.6% for the quarter.  Performance of 
the MSCI Indices is shown in the following chart.1   

  

  
 
The Bank of England, European Central Bank, and Bank of Japan did not 
change target interest rates, and the early-tightening Bank of Australia 
resumed recent rate increases after pausing from action in February to assess 
their economy.  Fourth quarter GDP growth in Europe was weak, up just 
0.1%, while in the U.K. unemployment fell below 8% and fourth quarter 
GDP growth was up 0.4%.  In Japan, GDP growth measured 0.9%, but 
deflation persisted with a decline in consumer prices of 1.1% year-over-year 
through February.  The U.S. dollar rose approximately 6.0% against the euro 
and pound sterling and remained relatively flat against the yen.  Most 
emerging market currencies strengthened against the U.S. dollar, with the 
dollar falling 3.4% against the Indian rupee and 2.4% against the Korean 
won.2 
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Developed Markets  
(All returns in local currency unless otherwise indicated) 

 
Eurozone sovereign credit concerns caused trepidation among investors during the quarter until receiving the long-
awaited announcement from the European Union, in coordination with the International Monetary Fund, that Greece 
would receive support if the nation was unable to roll its maturing debt.  European equity returns were positive for the 
quarter with local currency gains of 2.4% in Europe and 5.8% in the U.K.  Within Europe, Spanish equities fell 10.2% 
and Portuguese equities fell almost 5% in local currency terms after each raised their government budget deficit 
estimates for 2009.  The equity market in Greece fell 7.9% in local currencies, amid the public debt crisis.  In Germany 
(+3.2%), industrials rose almost 13% with an increase in global demand and industrial production.  French equities 
(+1.9%) benefitted from strong performance in the information technology sector.  While some European financials 
performed well amid improved earnings, Spanish banks weighed on the sector due to an increase in nonperforming 
loans and Spainõs fiscal difficulties.  The Nordic countries posted double digit gains in local currency, as materials stocks 
rose with increasing metals prices.3 
 
Japanese equities outperformed other Asian markets, gaining 8.6% in local currency terms.  Strong performance was 
realized in information technology (+13.5%) and industrials (+11.2%) as the nationõs exports, which fell substantially in 
2009, surged 45% from one year prior.  Toyota dominated headlines in the auto industry with recalls impacting millions 
of vehicles and raising questions around the quality and safety of the companyõs historically highly regarded product.  
The news sent shares down approximately 11% through February before rebounding to finish down 3.5% for the 
quarter.  While profitability of other Japanese automakers improved, the issues surrounding Toyota negatively impacted 
these stocks.4   
 
In Hong Kong, equities climbed 2.6% in local currencies, buoyed by double-digit gains in consumer discretionary 
stocks.  Singapore equities fell 1.7% with the largest decline in the consumer discretionary sector despite the 
governmentõs upward revision to their economic growth forecast amid a better than expected GDP measure for the 
fourth quarter.  Australian equities rose 2.1%, as materials stocks performed comparably to the market.5 
  
  

Emerging Markets   
(All returns in U.S. dollars unless otherwise indicated) 
 
Emerging market equities posted a 2.4% return in U.S. dollars for the quarter, with the strongest returns in the EMEA 
(Europe, Middle East, and Africa) region.  In Europe, Turkish equities declined over 9.0% in February but rallied to 
finish the quarter up 4.0% in U.S. dollars.  The Turkish equity markets rallied despite the detainment of approximately 
50 military officers in an apparent coup that highlighted the disparity between Islamic influences and the militaryõs role 
as guardian of the countryõs secular traditions.6  Russian stocks gained 6.8%, with strong performance in the materials 
sector due to rising metals prices.  In India, equities climbed almost 5%, as the governmentõs budget included plans to 
improve infrastructure spending and reduce the governmentõs deficit.7 
 
In Latin America, Brazilian stocks gained 2.3% in local terms but were slightly negative in U.S. dollars amid debate of 
proposed legislation that would grant Petrobras increased access to the nationõs oil reserves for additional government 
stock ownership.  Returns in Mexico were up only 1.8% in local currency, but rose almost 8% for U.S. investors due to 
strength in the Mexican peso.8   
  
In Asia, Chinese stocks fell 1.6%, as fears surrounding monetary tightening weighed on the markets.  The Chinese 
government announced a target of 7.5 trillion yuan ($1.1 billion) for new loans, over 20% lower than the 2009 target of 
9.6 trillion yuan ($1.4 billion) that spurred capital expenditure and GDP growth.9  Korean stocks gained almost 4% in 
U.S. dollars after information technology stocks rallied in March amid rising prices for memory chips and improved 
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market demand that led to increased exports.  Taiwan was negative for the quarter, down 3.8% in U.S. dollars, as poor 
performance in the financials sector weighed on the markets. 
 
 
1  All performance data from http://www.mscibarra.com.  MSCI Barra.  Accessed on 12 April 2010. 
2   Bloomberg L.P.  Accessed on 23 April 2010. 
3-5     òWorld Markets Review.ó  Capital Guardian Trust Company.  (First Quarter 2010).   
6   Associated Press. òTurkish Power Struggle Escalates.ó Wall Street Journal Online, 6 April 2010. 
7-8    òWorld Markets Review.ó  Capital Guardian Trust Company.  (First Quarter 2010).   
9   Schweitzer, Stu and Efeyini, Ehiwario. Monthly Market Monitor.  J.P. Morgan Insights.  (First Quarter 2010). 
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 FIXED INCOME 
 
Investment Grade Credit  
 
Investment grade corporate bonds continued to rally during the first quarter.  
Lower quality outperformed higher quality as was the story throughout 2009.  
BBB-rated gained 2.9% versus AAA-rated, which was up 1.5%.  Managers 
that took risk by emphasizing lower quality credits realized better 
performance during the period.  Financials-related bonds gained 2.9% during 
the quarter, outperforming utilities (+2.1%) and industrials (+2.0%). 
 
 

Treasuries and Agencies 
 
The yield curve was largely unchanged during the quarter, although there was 
some volatility during the period due primarily to issues in Greece.  The net 
effect was unchanged, but the yield curve remained exceptionally steep, with 
the Fed continuing to keep the target Fed Funds near 0%, which aids banks 
balance sheets.  Treasuries earned their coupon in the quarter, without much 
price action.  TIPS gained only 0.6% during the quarter, as the environment 
for inflation in the near-term remained subdued.  The implied inflation rate 
remained at ònormaló levels, although there was some movement higher 
during the quarter when nominal rates rose. 
 
Option-adjusted agency mortgages spreads remained well below their 
previous historical tight levels, but gained 1.6% during the quarter due to 
continued purchasing by the Federal Reserve.  The non-agency Residential 
Mortgage-Backed Securities (RMBS) sector continued to outperform agency 
RMBS. 
 
 

Foreign  
 
The dollar continued to strengthen during the quarter versus developed 
countries, impacting sovereign credit returns for the quarter.  The dollar 
rallied against the euro in particular, due primarily to weakness in Greece 
presenting challenges to the European Union.  Emerging market bonds 
denominated both in dollars and local currencies outperformed U.S. 
Treasuries.  Investors continued to favor the currencies of countries with 
strong current account surpluses. 
 
 
High Yield Bonds    
 
High yield bonds rallied amid continued positive mutual fund flows, as low 
money market rates attracted investors to higher yielding opportunities.  
There was also no shift in investorsõ risk appetite, as lower rated high yield 
continued to outperform higher rated bonds.  CA-D rated bonds gained 5.3% 
during the quarter versus a gain of 4.5% for BB-rated bonds.  Bank loans 
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continued to rally, gaining 4.3% during the quarter as the average bid rose to near 95 cents.  The loan market benefited 
from loans taken out in favor of new fixed rate high yield bond issuance, as new issuance for loans remained less than 
robust.  High yield Commercial Mortgage-Backed Securities (CMBS) rallied strongly during the first quarter as investors 
grew more comfortable with the commercial real estate environment.  High yield CMBS gained 13.7% in the first 
quarter and investment grade CMBS gained 9%. 

 

 
 

1Q 10

Barclays Capital Aggregate Bond 1.8%

Barclays Capital U.S. TIPS 0.6%

Barclays Capital Government 1.1%

Barclays Capital Municipal Bond 1.3%

Barclays Capital Asset-Backed 2.2%

Barclays Capital Mortgage-Backed 1.6%

Barclays Capital Credit 2.3%

Barclays Capital High Yield 4.6%

Barclays Capital Investment Grade CMBS 9.0%

Barclays Capital High Yield CMBS 13.7%

Merrill Lynch BB-B Index 4.4%

CSFB Leveraged Loan Index 4.3%

JP Morgan Emerging Market Bond Plus Index 3.6%

JP Morgan Emerging Market Local Plus Index 1.4%

JP Morgan Global Bond Non-US (US$) 1.2%

JP Morgan Global Bond Non-US (Unhedged) -1.9%

90-Day US LIBOR 0.1%

Source: Bloomberg

Major Fixed Income Indices 
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 REAL ESTATE SECURITIES 
 
Domestic  

 
Real estate investment trusts (REITs), as measured by the NAREIT Equity 
Index, significantly outperformed the broad equity market during the first 
quarter, with a return of 10.0% versus a gain of 5.4% for the S&P 500 Index.1  
On a trailing one-year basis, REITs returned 106.8% compared to a gain of 
49.7% for the S&P 500 Index. 
 
The first quarter of 2010 marked the strongest opening performance for 
REITs since the first quarter of 2006.  Positive performance was driven by 
two main themes in the REIT sector: outperformance of early cyclical 
companies coupled with a broad compression in cap rates, particularly 
benefitting the lower-quality/highly-leveraged companies.  REIT share prices 
continued higher despite the persistence of weak fundamentals in the 
industry, as some investors tried to get ahead of a broad commercial real 
estate recovery by putting money to work in liquid securities.  Although 
fundamentals remained weak, there was significantly less uncertainty relative 
to a year ago and the market was encouraged by a widespread reinstatement 
of cash dividends by many large REITs.  U.S. REITs experienced a significant 
run-up, posting a 130.7% gain since the March 6, 2009 trough.  This was due 
in part to REITs stabilizing their balance sheets and reducing debt through 
the $20 billion recapitalization that occurred last year. 
 
All major property sectors posted positive returns for the quarter with 
lodging/resorts, retail, and self storage experiencing the strongest gains.  The 
lodging/resorts sector (+22.0%) was the top performer within the NAREIT 
Equity Index, with the sector benefitting from sensitivity to economic 
growth.  Revenue per available room grew in the first quarter with the ability 
to effectively reset leases overnight.  Retail REITs gained 11.7% in the first 
quarter, as retail sales and consumer confidence stabilized.  Elsewhere, self 
storage REITs outperformed (+11.7%) amid the early cyclical recovery, given 
strong rental demand and the relatively short-term nature of their leasing 
structure.  Conversely, the industrial sector (+3.4%) significantly 
underperformed on a relative basis.  Health Care REITs (+6.8%) also 
underperformed, as the sector is more defensive given its relatively stable 
cash flows and less sensitivity to economic growth.  The office sector 
(+8.8%) also underperformed despite cap rate declines, with other sectors 
benefitting from having higher leverage coming into 2010. 
 
Mark-downs to real estate valuations waned and some increases to rents and 
occupancies began to occur in select markets, albeit for high quality 
properties.  Important lending facilities continued to open in the quarter, with 
the first multi-borrower Commercial Mortgage-Backed Security (CMBS) deal 
in nearly 2 years announced by Royal Bank of Scotland and Naxitis late in the 
quarter.  The deal consisted of a $309.7 million private placement transaction 
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