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Market Overview

Despite continued high unemployment and sovereign debt worries in Gr|
and other European countries, the stock and credit markets continued
rallies from the March 2009 lows. The global economic recovery appea
strengthen and global equities reported their fourth consecutive quarté
positive returns. A little over a year ago, credit spreads over U.S. Treas
both investment grade and high yield, were at their highest levels in hit
Today credit spreads are near theirtemy averages, indicating most of the
credit rally is behind us. Christopher M. Meyer, CFA
Managing Principal

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 IndexsS|DE THIS ISSUE
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 prc Focus Topic 1
strong returns, whereas telecommunicati8rif4) and utilities.6%) were .

the only two Russell 3000 sectors to post negative returns for the quarter Economic Update S
For the quarter, the U.S. dollar strengthened approximately 6% against 20mestic Equity 7
the euro and British pound, but was little changed versus the yen. _ ,

emerging markets currencies, with the notable exception of Br !nternational Equity 9

appreciated against the U.S. dollar over the first three months of 2010.
stronger dollar negatively impacted returns for U.S. investors of devel
international equities, as the MSCI EAFE Index gained 4.3% in it
currencies, but only 0.9% in U.S. dollars. Just as in the U.S., interna
small cap stocks outperformed their large cap brethren, with the MSCI ¢

Fixed Income 12

Real Estate Securities 14

Cap EAFE Index gaining 4.8% (U.S. dollars) for the quarter. Emer¢ Hedge Funds 18

markets posted modest returns thus far in 2010, with the MSCI Emer

Markets Index returning 1.4% in local currencies and 2.4% in U.S. dollare Pisclosures 22
Research Team 23

Equity hedge funds, also known as long/short equity funds, posted ¢
absolute returns, with the HFRI Equity Hedge Index returning 3.1% for
quarter. During market rallies, equity hedge funds typically traihliong
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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
Il ndexds nearly 50% return. He d g ¢hirds af thd upside,nbat @rdyrese t vy

third of the downside. Thus, over full market cycles, these managers mitigate the volatility experiencezhipn the long
markets, but still seek to provide edikityreturns 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 Ec
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 b
NAREIT Equity Index, have gained over 100% since March 2009. They continued to rally into the first quarter
2010, with an impressive 10% return. All property sectors posted positive returns for the quarter, with the economic
sensitive hotel (22.0%) and retail (11.7%) sectors leading the way amid the improving economy. Overseas real
securities markets, as measured by the S&P Global Developed PropertyUrglex@&xed only 0.7% for the first
guarter. Most European real estate securities markets posted impressive returns during the quarter, with the exce
of the U.K., Norway, and Greece, which all experienced negative returns. The weakening euro also negatively imp
performance for U.S. investors. The Asian/Pacific markets were mixed, with only Japan posting solid returns for
quarter.

Fixed Income/Credit

Credit spreads continued to tighten into 2010, with lower quality bonds outperforming higher quality bonds. F
example, high yield bonds, as measured by the Barclays Capital High Yield Index, returned 4.6% for the quarter
56.2% over the last 12 months. Additionally, bank loans, which are primanigsiorent grade, returned 5.0% for

the quarter, and 42.0% over the last year, as measured by the CSFB Leveraged Loan Index. By comparison, inve:
grade corporate bonds, as measured by the Barclays Capital Corporate Bond Index, returned 2.3% for the quarte
23.8% over the last year. Moreover, the safest investments, U.S. Treasuries, as measured by the Barclays |
Treasury Index, returned 1.1% for the quarterlaB®o 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
return to riskassets in 2009 experienced disappointing performance. Tame inflationary reports dampened the rett
of Treasury Inflation Protected Securities (TIPS). TIPS, as measured by the Barclays Capital TIPS Index, returned
for the quarter and 6.2% since March 2009. In ouere&esearch Reviewve not ed, 00One are
return potenti al is |l ower rated commerci al mortgage
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
first quarter, with most strategies outperforming bonds, yet trailing stocks. The HFRidwgdsi Index returned

over 5% for the first three months, as these managers opportunistically invested in distressed, credit, and arbi
investments. The HFRI Distressed/Restructuring Index also returned 5% for the quarter, as the economy impro\
and credit spreads tightened.
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Private Capital

Private capital investments, such as venture capital, private equity/buyouts, and natural resources, generally d
report performance until at least &eeks after the quarter. Because these are illiquid investments, returns are report
on an internal rate of return basis from inception, and performance is highly dependent on the timing of the investm
and timeweighted benchmark returns, especially-&tort 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 tc
the public market benchmarks over the dbam. Over the lonaterm, however, we expect these investments to more
than compensate for their illiquidity. More information will be providedRnivate Capital ResearchtBéaessued

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 term:
valuations and expected returns. foiearnings multiples on stocks are near or above thedongverages, credit
spreads have tightened back to historical averages, and bond yields are near all time lows. Furthermore, the V
measure of volatility in the stock market based on the pricing of S&P 500 Index option contracts, traded at 17.6
March 31, below its loftgrm average of 20.3.

So how should we position portfolios in this type of environment? As mentioned in Reséaush Reyviews
believe stocks will still provide leéegn 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. Treasur
the other hand, while safe, trade at historically low yields. At some point yields likely will rise, putting pressure
prices.

Therefore, we continue to recommend diversification, especially into strategies that can gelieeatetstoskbut

with low correlations to the traditional stock and bond markets. We also recommend uncorrelated strategies
provide modest expected returns, similar to bonds, but hedge or mitigate overall portfolio volatility. Althouc
diversification may not have worked as well as some would have liked in 2008, over most periods, including most e
bear markets, diversification has provided the desired benefits.

More specifically, within the global equity allocation, we recommend most investors consider hedged equity mand
These strategies are designed to participate in tHerforaftractive returns offered by the equity markets, but with
less volatility and lower drawdowns. Investors skeptical that the rally will continue overethe neay want to
increase their exposure to hedged equity, as these mandates seek to prdikdeetguity 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 avail:
today in the global fixed income and credit area that there were just one year ago. Our view is that expected returr
credit investments are essentially back to theitelangaverages 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, an
attractive opportunities in distressed, which should benefit with the recovering economy, we believe mezzanine
offers an attractive opportunity for investors. Most mezzanine investments are accessed through limited partnersl
We believe the expected returns compared to the public high yield markets justify investingpirstautiake.

Please contact your consultant for more information on mezzanine investments, as we recently published a res
presentation and approved two managers for our recommend list.
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At yearend, we also discussed real assets and how they should be considered as inflation protection strategies.
investments include real estate, timber, energy, commodities, and other natural resources. Although many of 1
strategies can be accessed only through illiquid partnerships, these investments are expected to -fikevide equi
returns over the lorgrm, while providing protection during inflationary environments. Furthermore, many of these
strategies have low correlations to the traditional stock and bond markets, providing needed diversification benefi
well.

Finally, within the diversifying strategies allocation, we continue to recommend absolute return hedge fund strate
As credit spread tightening slows and beta tailwinds diminish, market prospects will be more idiosyncratic, which
believe should further benefit msttiategy mandates. Therefore, we recommend the vast majority of the diversifying
strategies allocation be invested with 4studtiegy managers.

Todayods opportunities are |l ess compelling than the
investments, but often in the less-wmtiwn, more illiquid parts of the investing universe. Therefore, in order to meet
their longterm investment objectives, we recommend investors structutigergified 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 ta
range for the federal funds rate @ 25% at the conclusion of their mid
March meeting.The federal funds rate determines the rate for which bar
charge each other for overnight loans. Gross domestic product increese
5.6% rate for the fourth quarter, slightly down from 5.9% as previously
estimated, due primarily to a downward revision to nonresidential fixedistina M. Sunderman
investment, private inventory investment, and personal consumptigfearch Analyst
expenditures.The Consumer Price Index rose 0.1% in Maduak,primarily

to an increase in fruits and vegetable pricing, while the Producer Price Index

rose 0.7% in Marchas 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 thanoyesyear levels. The Fed [ | f home pr i Cc e
anticipates that a recovery will occur at a slow pace as economic aitivié\{ bili foll . h
strengthens amid high unemployment and a difficult credit market. _a lhze _0 0W|_ng t e
Unemployment remained high at 9.7% in March, with jobs addedebnpll’ed tax incentives, it
temporary services and health care fir@ensumer credit declined at an ol

annual rate of 5.6% in February, and personal savings continued to re(l)'lb”d b.e promising for
downward from 3.4% in January to 3.1% in Febtuahjs can be partially @ sustained recovery for
attributed to continued improvement in retail sales, which increased 1.6% e housi n g ma
March and 7.6% from yeaveryear leveks.

Leading Indicators are Encouraging

The Conference Board Leading Economic Index posted a 1.4% increase in
March, following positive gains since March 2008e 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? 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
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inventory supply from 8.5 months to 8.0 months. Distressed purchases, however, declined from 35% in February
low 15% in Marckt The current home ownership rate is approximately 67.1%, down from the peak of 69.1% in 200!
and closer to historical averdgel$.nome 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 ffittyy/www.federalreserve.gol6 March 2010.
Bureau of Economic Analysis. 0Gross Domestic Pr odutert2009. Infoonatiot h Quar t
available fromittp://www.bea.gov 26 March 2010.

N

3 Bureau of Labor StatioBlaichk.20bCodsumeffoPmacieonnadea0d. |l able from http:w
4 Bureau of Labor St atdMatricchs .20 10Pr6o d ucnefrorhPraitcieonl madvea@d.l abl e from http: w
5 Feder al Reserve. ol ndustrial Pr oduct htp:fwwa.fedbral@sepeagod5tApril 2010.i | i zat i on. 6
6 Bureau of Labor Statis&Marsch D0TheE. E mpll rofhtrédmentbiSdort 214n200na bl e fr om

7 Bureau of Economic Analysis. oPersonal | n diprewwdeandoy @uMatcta2pl0.: Februar
8 U.S. Census Bureau. 0Advance Monthly Sal es f orhipRewwadnius.coviretail® Apald Ser v

2010.

9 Conference Board. 0The Conference Board Leading Economic |Index for
10 Curtin, Ri chard. Ol mprovement i n Co nhstp/mew. reu@rs.oof/undversitenehigéimfarreatioh I nforn

accessed on 11 December 2009.

11 Mol ony, Wal-Heme Sa&lExs sRiimegg on Home Buyer Tax Credit ramhdp/Favorabl e Ma
www.realtor.org22 April 2010.

2 Yun, Lawrence. oDaily Forecast Updat étp/wwitccaterony B6eAprs 2010p Rat es . 6 I nf o
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DOMESTIC EQUITY

U.S. equities posted strong positive performance, as the S&P 500 |
returned 5.4% for the first quarter, the fourth consecutive quarter
returns in excess of 5%. For the trailingy@ae period, the S&P 500 was up
nearly 50% and small cap stocks, as measured by the Russell 2000 Inde
up more than 62%. Value stocks outperformed growth stocks across |
mid, and small market capitalizations, with the Russell 3000 Value |

returning 7.0% versus 4.9% for the Russell 3000 Growth Index. _
Brian A. Hooper

_ _ Research Analyst
First Quarter 2010 Russell Indices Performance

12%
0.6% 10.0%

10% 8.7% 8.9%
8%
6%
4%

2%

0%

Russell 1000 Index Russell Mid Cap Index Russell 2000 Index

Value " Core ¥ Growth Christina M. Sunderman
Research Analyst

Source: www.russell.com

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 trailjegrone
period, as depicted in the chart below.

Russell Indices Performance 2010, US COmpanleS
- raised $3.2 billion

67.7%

Russell 3000 Index Russell 1000 Index Russell Mid Cap Index Russell 2000 Index

i
Source: www.russell.com 1stQuarter Trailing One Year

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 uetjlity 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
the first quarter of 2010, U.S. companies raised $3.2 billion through IPOs. Conditions improved in March with t
filing of more IPOs and improved pricing trends. This was evident in thedigitiiplercentage gains realized by the
IPOs of Financial Engines Inc. and Maxlineat IMenturebacked IPOs in the U.S. remained strong in the first
guarter, but the overall decline in capital raised through IPOs was a result of fewsadkegblROs. The impact of

the decline in the buyebéacked IPOs was significant, as these companies tend to be larger relativehackertture
companies.

Financial stocks rallied, especially regional banks, which benefittedrcpitalization, balance sheet strength
improvement, and loss reserve reduction. Within financials, REITs continued to experience strong performance du
the quarter, with the NAREIT Equity Index returning 10%. Property and casualty insurance companies experien
weak performance during the period, as the industry faced a soft pricing environment due to excess capacity and a
number of recent catastrophic events, which generally hurts pricing power. Consumer discretionary stocks experie
strong performance due primarily to retail companies, as investors favored higher beta stocks amid positive signs
economic recovery. Consumer spending was sttioaigexpected despite high unemployment rates, which positively
impacted retail stocks. Generally, stocks of companies in more economically sensitive areas outperformed defe
sectors, as evidenced by the weak performance of utility-&&eksgr the quarter). Information technology lagged

in the quarter following strong performance in 2009.

1 Cowan, Lynn. 0l POs Sputt er ed WalhStrdet Jousal Odfifprnl 2000d but Future Looks Bett
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INTERNATIONAL EQUITY

International equity market returns were positive for the first quarter, 3
equity markets were tempered to start 2010 before strong performant
March boosted returngnternational developed markets increased 0.9% f
the quarter, as measured in U.S. dollars by the MSCI EAFE Index, &
concerns surrounding the debt crisis in Greece and the seeking of su
from the European UnionThe U.S. dollar strengthened against the sterli
and the euro, detracting from returns for U.S. investors, with the in
providing positive returns of 4.3% in local currendt®serging market
equities posted a gain of 2.4% when measured in U.S. dotierging
market currencies generally strengthened against the U.S. dollar,
returns for U.S. investors, as local currency returns werdrite¥ational
small cap stocks led other segments of international markets, incre
4.8%. The MSCI All Country World é%S. Index, which includes both
developed and emerging markets, rose 1.6% for the gearfermance of
the MSCI Indices is shown in the following chart.

Vice President

MSCI Indices Performance Brian A. Hooper

Ret in U.S. doll
etumsin ollars Research Analyst
90%
81.1%

80%

70; 70.0%

60% S4.4% el NEur ozone

50% credit concerns caused
40% trepidation among

30% l nvestors. o
20%

10% 0.9% 2.4% 1.6% 4.8%

0%

MSCIEAFE Index = MSCIEmerging MSCIAIll Country  MSCIEAFE Small
Markets Index World ex-U.S. Cap Index

1st Quarter ™ One Year
Source: MSCI

The Bank of England, European Central Bank, and Bank of Japan did not
change target interest rates, and the-tiggnigning 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 1.18vergaar

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

&%gory D. Houser, CFA

sove
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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 I
awaited announcement from the European Union, in coordination with the International Monetary Fund, that Gree
would receive support if the nation was unable to roll its maturing debt. European equity returns were positive for
quarter with local currency gains of 2.4% in Europe and 5.8% in th@/ithih Europe, Spanish equities fell 10.2%

and Portuguese equities fell almost 5% in local currency terms after each raised their government budget d
estimates for 2009. The equity market in Greece fell 7.9% in local currencies, amid the public debt crisis. In Gern
(+3.2%), industrials rose almost 13% with an increase in global demand and industrial production. French equ
(+1.9%) benefitted from strong performance in the information technology sector. While some European financi:
performed well amid improved earnings, Spanish banks weighed on the sector due to an increase in nonperfor
|l oans and Spainds fiscal di f f i qgains in lo@lscurrencyT ds matdxalsrstbdksc
rose with increasing metals prices.

Japanese equities outperformed other Asian markets, gaining 8.6% in local currency terms. Strong performance
realized in information technology (+13.5%) and ind
2009, surged 45% from one year prior. Toyota dominated headlines in the auto industry with recalls impacting mill
of vehicles and raising questions around the quali:/
The news sent shares down approximately 11% through February before rebounding to finish down 3.5% for
guarter.While profitability of other Japanese automakers improved, the issues surrounding Toyota negatively impa
these stocks.

In Hong Kong, equities climbed 2.6% in local currencies, buoyed byddgitilgains in consumer discretionary
stocks. Singapore equities fell 1.7% with the largest decline in the consumer discretionary sector despite
government 6s wupward revision to their economic gr o\
fourth quarter. Australian equities rose 2.1%, as materials stocks performed comparably t&é the market.

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 EM
(Europe, Middle East, and Africa) regiém.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 approxime

50 military officers in an apparent coup that highl
as guardian of t h et Russiamdtockg dated £.8%, with strongtperfarchdnde iindhe snaterials
sector due to rising metals prices. I n I ndia, equi
i mprove infrastructure spending and reduce the gove

In Latin America, Brazilian stocks gained 2.3% in local terms but were slightly negative in U.S. dollars amid deba
proposed | egislation that would grant Petrobras i nc
stock ownershipReturns in Mexico were up only 1.8% in local currency, but rose almost 8% for U.S. investors due
strength in the Mexican péso.

In Asia, Chinese stocks fell 1.6%, as fears surrounding monetary tightening weighed on the markets. The Chi
government announced a target of 7.5 trillion yuan ($1.1 billion) for new loans, over 20% lower than the 2009 targe
9.6 trillion yuan ($1.4 billion) that spurred capital expenditure and GDP°gkmsttan stocks gained almost 4% in

U.S. dollars after information technology stocks rallied in March amid rising prices for memory chips and improv
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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
performance in the financials sector weighed on the markets.

1 All performance data from http://www.mscibarra.ci8Cl Barra. Accessed on 12 April 2010.

2 Bloomberg L.P. Accessed on 23 April 2010.

3% o0Wor |l d Mar kGCapita GuareianiTreis Cotpalyirst Quarter 2010).

6 Associated Press. 0TuWaliSgdetJGumal©dingd 20i0uggl e Escal ates. 0
7 o0Wor |l d Mar kGCapita GuareianiTreist Cotpalyirst 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 qu
Lower quality outperformed higher quality as was the story throughout 2
BBB-rated gained 2.9% versus Arated, which was up 1.5%. Manager .
that took risk by emphasizing lower quality credits realized b .

performance during the period. Financ&ited bonds gained 2.9% durinq<eith M. Berlin

the quarter, outperforming utilities (+2.1%) and industrials (+2.0%). Vice President

Treasuries and Agencies

The vyield 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 neaerm remained subdued. The implied inflation rate

remai ned at onormal 6 |l evel s, alﬁt]ohjghestlh?ﬁeenfvasgls‘
during the quarter when nominal rates rose.
corporate bonds

Option-adjusted agency mortgages spreads remained well below ¢hgirtinued to rally during
previous historical tight levels, but gained 1.6% during the quarter du[e tﬂ e first Uar
continued purchasing by the Federal Reserve. Trageocy Residential g
MortgageBacked 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 outperformec 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 investorsd risk appetit
continued to outperform higher rated bonds-DOAted bonds gained 5.3%

during the quarter versus a gain of 4.5% feraBi# 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 ben
from loans taken out in favor of new fixed rate high yield bond issuance, as new issuance for loans remained less
robust. High yield Commercial MortgBgeked 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 f
guarter and investment grade CMBS gained 9%.

Major Fixed Income Indices

1010
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
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REAL ESTATE SECURITIES

Domestic

Real estate investment trusts (REITS), as measured by the NAREIT

Index, significantly outperformed the broad equity market during the &8

guarter, with a return of 10.0% versus a gain of 5.4% for the S&P 500 Ir

On a trailing ongear basis, REITs returned 106.8% compared to a gai

49.7% for the S&P 500 Index. o
Christian Busken

The first quarter of 2010 marked the strongest opening performance'fe? President

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 lowequality/highlyleveraged 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 reinstatament johnston

of cash dividends by many large REITs. U.S. REITs experienced a signifisantch Analyst

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 econoﬁicp 0 S It ve _p er f
growth. Revenue per available room grew in the first quarter with the &lifify driven by two main

to effectively reset leases overnight. Retail REITs gained 11.7% in theyfirshes in the REIT

guarter, as retail sales and consumer confidence stabilized. Elsewhere, i(—él )

storage REITs outperformed (+11.7%) amid the early cyclical recovery,%‘ﬁ@ I OUtp_erformance
strong rental demand and the relatively -$bort nature of their leasingof early Cychcal

structure. Conversely, the industrial sector (+3.4%) signific ; ;
underperformed on a relative basis. Health Care REITs (+6.8%)?{at?s¥npameS COUple_d W!th
underperformed, as the sector is more defensive given its relatively &taiead compression in
cash flows and less sensitivity to economic growth. The office sgeley rates, particularly
(+8.8%) also underperformed despite cap rate declines, with other SB% %fitting the lower -

benefitting from having higher leverage coming into 2010. - )
quality/highly -leveraged

Markdowns to real estate valuations waned and some increases to repts an pan i es. O
occupancies began to occur in select markets, albeit for high quality

properties. Important lending facilities continued to open in the quarter, with

the first multiborrower Commercial MortgaBacked Security (CMBS) deal

in nearly 2 years announced by Royal Bank of Scotland and Naxitis late in the

guarter. The deal consisted of a $309.7 million private placement transaction
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