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MARKET REVIEW 
 
 
What a difference a year makes.  Last year at this time we wondered whether 
the U.S. was headed toward another Great Depression, whether the banks 
needed additional bailout funds, and whether consumers would continue to 
curtail their spending.  The CBOE Volatility Index (VIX) peaked above 80 in 
late 2008, twice as high as the previous peak.  Although the recession was the 
worst since the early 1980s, today we appear to be in the midst of an eco-
nomic recovery, with positive GDP growth over the last half of 2009.  The 
major banks did not fail, but rather, realized solid earnings, and are now being 
scrutinized for large executive bonuses.  Perhaps due to government stimulus 
plans, like Cash for Clunkers, consumers cautiously began some spending 
again.  Additionally, fear left the equity markets, with the VIX approaching its 
average of 20.   
 
A year ago we were coming off one of the worst investment periods in his-
tory, as many institutional portfolios lost over 20% in 2008.  Most asset 
classes realized double digit losses, with Treasuries and cash the only major 
investment categories to realize positive returns in 2008.  We experienced 
quite a reversal last year, with the areas hardest hit in 2008 posting the highest 
returns in 2009.  Treasuries, on the other hand, were the only major invest-
ment category with a negative return last year.  Cash returned a miniscule 
0.1% for 2009. 
 
The first months of 2009 followed the trend of late 2008, with stock prices 
falling and credit spreads remaining at historically high levels.  Credit spreads 
then began to tighten early in 2009, boosting the return of corporate bonds, 
and developed equity markets began to rally in March.  Lower quality securi-
ties tended to outperform higher quality securities, in both the stock and 
bond markets.  For example, high yield bonds outperformed investment 
grade corporate bonds throughout the year.  The dollar weakened versus both 
the pound and euro, contributing to the outperformance of the MSCI EAFE 
Index, as measured in U.S. dollars.  Emerging markets, which were hit much 
harder than the developed markets in 2008, doubled the return of the devel-
oped markets in 2009, amid strong earnings growth and favorable economic 
environments.  Commodities and Real Estate Investment Trusts (REITs) also 
posted handsome returns for the year.  Rising interest rates, however, nega-
tively impacted Treasuries, although Treasury Inflation-Protected Securities 
(TIPS) returned over 11% as fears of accelerating inflation drove investors to 
bid up their prices. 
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Despite signs of improvements, the U.S. economy still faces headwinds.  Unemployment remains above 10%, credit is 
still tight, and massive government stimulus programs have yet to be scaled back.  Many are worried about the impact 
on the economy when the Federal Reserve begins to tighten monetary policy and the governmentõs stimulus spending 
begins to fade.  Still others are concerned that inflation could re-ignite due to the massive government budget deficits 
and fear the Federal Reserve will maintain a loose monetary policy for too long. 
 
Now that two highly volatile years are behind us, what does the future hold?  Should we expect a continuation of 2009õs 
trends, or another reversal?  Before reviewing our outlook and opportunities for 2010, however, we review our recom-
mendations from one year ago. 
 

Index 2009 2008

Russell 1000 28.3%    -37.6%    

Russell 2000 27.2       -33.8       

MSCI ACWI ex-U.S. 41.4       -45.5       

MSCI EAFE 31.8       -43.4       

MSCI EAFE Small Cap 46.8       -47.0       

MSCI Emerging Markets 78.5       -53.3       

Barclays Capital Aggregate 5.9       5.2       

Barclays Capital Treasury -3.6       13.7       

Barclays Capital Corporate 18.7       -4.9       

Barclays Capital High Yield 58.2       -26.2       

Barclays Capital TIPS 11.4       -2.4       

CSFB Leveraged Loan 44.9       -28.3       

U.S. 91-Day T-Bills 0.1       1.4       

NAREIT 27.7       -37.7       

Dow Jones AIG Commodities 18.9       -35.6       
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Review of Outlook for 2009  
 
In our 2008 Year in Review, we summarized our recommendations, and stated we would: 

¶ Overweight investment grade credit, which offer attractive yields and the potential for solid returns, and investors 
collect income while waiting for a market recovery 

¶ Consider high yield bonds as defaults increase 

¶ Consider bank loans due to their attractive prices and high implied yields, but as with high yield bonds, wait until 
defaults increase 

¶ Underweight Treasuries due to their low yields; but favor TIPS over nominal Treasuries for any Treasury alloca-
tions, as TIPS should outperform Treasuries when inflation returns 

¶ Maintain stocks at or above target depending on time horizon and risk tolerance 
 
In hindsight, let us review these recommendations. 

¶ Investment grade credit spreads over Treasuries tightened from nearly 6% points to under 2% points, allowing 
investment grade corporate bonds to realize high teen returns for 2009. 

¶ Although high yield bond default rates increased to double digits, as we expected, spreads also fell from nearly 
20% points over Treasuries to under 6% points, which is close to their historical spread.  Despite the increase in 
defaults, high yield bond indexes generated returns above 50% for the year.  We did not anticipate spreads to 
tighten this quickly and investors who were waiting to invest once defaults peaked, which historically is the best 
time to invest in high yield, failed to participate in this impressive rally. 

¶ Along with corporate bonds, bank loans posted outstanding returns. 

¶ Treasury Inflation-Protected Securities (TIPS) outperformed nominal Treasuries by 15% points in 2009. 

¶ Price-to-earnings ratios on global stocks, which were well below historic averages at the start of the year, ex-
panded to modestly above historic averages by year end.  Investors who re-balanced back to stocks were well re-
warded in 2009. 

 
At the beginning of 2009, there were several asset categories with compelling valuations.  Once investors realized we 
were not headed for a depression and the economic data began to show òless bad newsó, valuations returned to reces-
sion-like levels instead of depression-like levels.  As the economy showed signs of recovery later in the year, valuations 
improved further, boosting the equity and credit markets.  Consequently, those asset classes with compelling valuations 
rallied throughout the year as valuations returned to òmore normaló levels.  Although we were surprised with the magni-
tude of the rally, we were not surprised by the direction. 
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Outlook for 2010  
 
So where do we stand today?  After the convincing rebound in 2009, valuations are not nearly as compelling as they 
were a year ago.  Price-to-earnings ratios are near or above their historic averages for many stock indexes.  Credit 
spreads approached historic averages, indicating only modest expected return premiums for these sectors.  Below we 
summarize the opportunities in 2010. 
 

Global Equity  

¶ There is a mixed outlook for developed equities.  Although U.S. corporate earnings are expected to increase dou-
ble digits in 2010, valuations are near or above their long-term averages (see chart below).  The price-to-earnings 
ratio on international stocks, as measured by the MSCI EAFE Index, was at 20.3x on December 31, 2009, similar to 
the U.S. market.  Should price-to-earnings ratios contract, this could offset the strong earnings growth.  Further-
more, high unemployment, the removal of government stimulus, and potentially higher interest rates could dampen 
economic growth and corporate earnings.  Many are also concerned about the massive rally we experienced last 
year.  Rarely have we seen stocks return so much in such a short time period.  According to J.P. Morgan, however, 
the average bull market return is 176%.  The S&P 500 Index gained 65% from the March 2009 lows, indicating 
there is still room for this bull market to continue. Although history can be useful, the strength of the economy will 
most likely have the biggest impact on the direction and magnitude of stock returns going forward. 

 

 
 

¶ Emerging markets experienced even better returns than the developed markets in 2009 and are trading at reason-
able valuations compared to the developed markets (see following chart).  Valuations are above their long-term av-
erages, but most of this can be explained by the significant improvements that have occurred within these econo-
mies.  For example, today many emerging marketõs sovereign debt is rated investment grade, where this was rare 10 
to 20 years ago.  Additionally, these countries continue to have much higher GDP growth than the developed mar-
kets, and if this can be sustained, emerging markets should produce attractive returns. 
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¶ Private equity is attractive today due to low valuations and a decrease in the amount of capital flowing into this 

area.  This creates compelling opportunities for investors with capital to commit.  Private equity often posts some 
of its highest returns in vintage years that include recessions.  The risks, though, are a weak economy, unavailabil-
ity of credit, and a poor exit market. 

¶ Hedged equity mandates, or unconstrained active management, could perform well with a return to fundamen-
tals, which were lacking in the 2008 market decline and 2009 market rally, as well as more normalized volatility.  
Investors wishing to participate in the equity markets over the long-term, but 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 eq-
uity-like returns, but with less volatility and lower drawdowns. 

 

Global Fixed Income and Credit  

¶ Yields on U.S. Treasuries remain at historical lows and at risk of price declines should interest rates rise.  The 
implied inflation rate (the difference between the 10-year Treasury yield and the 10-year TIPS yield), however, 
stood at 2.4% at the beginning of 2010, indicating TIPS should outperform nominal Treasuries in even a modest 
inflationary environment.  Consequently, nominal Treasuries are unattractive due to their low yields, and although 
unlikely to generate high returns, TIPS should be considered to provide inflation protection. 

¶ Investment grade corporate bond spreads over Treasuries contracted from unprecedented heights reached in the 
midst of the credit crisis in late 2008 to still elevated, yet more reasonable levels (see chart below).  Had the 2008 
crisis not occurred, we would be commenting on the attractive yield spreads for investment grade corporate debt, as 
the spreads are near historic highs (exempting the 2008 spike).  Investment grade bonds are at low risk of default, 
and with attractive yields, still offer compelling relative returns within the fixed income portfolio. 
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¶ High yield bonds experienced a similar path as investment grade corporate bonds in 2008 and 2009.  The differ-
ence was that yield spreads were even wider and the potential losses even greater, in part due to rising default rates 
in 2009.  Today, high yield spreads are slightly above long-term averages (see chart below) and offer adequate com-
pensation based on expected default rates, which are anticiapted to decline in 2010.  Like investment grade corpo-
rate bonds, high yield no longer offers the compelling opportunities of a year ago, but still provide attractive yields 
compared to Treasuries. 
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¶ One area with compelling return potential is lower rated commercial mortgage backed securities (CMBS).  The 
story is similar to late 2007/early 2008 when agency (Freddie Mac and Fannie Mae) residential mortgage backed 
securities (RMBS) were initially supported by government programs, while non-agency RMBS were not initially sup-
ported.  The spread difference was wide and once non-agency RMBS began to be supported by government pro-
grams (e.g., Public-Private Investment Program), the spread narrowed and non-agency RMBS prices rallied.  Today 
AAA-rated CMBS are supported by government sponsored programs, while lower quality CMBS are not.  The risk/
return profile is comparable to bank loans and high yield bonds at the beginning of 2009.  BB-rated CMBS yields 
are similar to those of high yield bonds a year ago (see chart below).  Just as there was fear in the credit markets in 
late 2008 and early 2009, sentiment today is similarly negative for commercial real estate.  These wide spreads reflect 
this fear and investors who believe the commercial real estate market is close to bottoming and are willing to invest 
in CMBS could realize returns similar to those realized in the corporate bond market in 2009. 

 
Real Assets  

¶ Real assets include real estate, timber, energy, commodities, and other natural resources.  These assets 
should be considered as inflation protection strategies, as well as providing diversification to the portfolio.  Many 
of these investments are expected to provide equity-like returns over the long-term, but can only be accessed 
through partnerships with limited liquidity.  Therefore, investors must understand the illiquidity inherent in these 
strategies and be willing to forgo liquidity for enhanced diversification and potentially higher returns. 

¶ REITs  are a way to gain real estate exposure via the public markets.  The recapitalization of REITs in 2009 pro-
vided stability and improved their balance sheets.  Like the stock market, REITs rallied and provided investors 
with equity-like returns in 2009.  Valuations today, however, are not compelling, with price-to-funds from opera-
tions and price-to-NAV well above long-term averages.  Furthermore, REIT yields averaged a 1% point premium 
above 10-year Treasuries since 1992, but as of December 31, 2009, REIT yields were only 0.6% points above 10-
year Treasury yields. 

¶ With commercial real estate trading at depressed prices, core real estate investments are not attractive.  Rather, 
investors should focus on distressed and value-added opportunities in private real estate. 
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Although we focused much of our analysis on the public markets, investors can implement these strategies in a variety 
of ways, depending on their risk tolerance and liquidity needs.  For example, investors seeking credit exposures can hire 
traditional long-only managers, with full liquidity, either through dedicated strategies or broad-based fixed income 
strategies with a concentration in credit.  Likewise, investors can invest in credit-based hedge funds, which are semi-
liquid, allowing the manager more flexibility than a long-only manager.  Another approach would be to focus on dis-
tressed investments through private partnerships, which have limited liquidity.   
 
 
Conclusion  

 
In early 2009, investors were seeking an end to falling equity prices and widening credit spreads, and a return to a sense 
of normalcy.  Once the economy began to stabilize and thoughts of a depression dissipated, the equity and credit mar-
kets rallied.  Investors who did not panic and flee to cash and Treasuries, but rather, sought the attractive valuations in 
the equity and credit markets were handsomely rewarded in 2009. 
 
The opportunities in 2010 are not nearly as compelling as they were a year ago and economic headwinds present chal-
lenges.  Investors should review their risk appetite and consider how to best structure their portfolios to meet their long
-term investment objectives.  Part of this process may include taking a contrarian stance and seeking attractive risk-
adjusted returns by investing in distressed and unloved areas of the market. 
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 ECONOMIC UPDATE 
 
 
Economic Indicators are Positive  
 
Recent economic data modestly improved according to the reports from 
twelve Federal Reserve Districts.1  Gross domestic product (GDP) was 
revised for a third time, indicating that GDP increased at an annual rate of 
2.2% for the third quarter, down from initial estimates of 3.5%.2  Estimated 
GDP growth for the fourth quarter was 5.7%, technically marking an end to 
the recession.  The Conference Board Leading Economic Index posted an 
increase of 1.1% in December, up from a 1.0% increase in November, and 
0.3% increase in October, illustrating a positive, albeit muted, economic 
trend.3  Positive economic supports have been driven in part by improved 
worker productivity while the consumer slowly heals.  Worker productivity 
steadily increased during the third quarter of 2009, as nonfarm business sector 
labor productivity rose at an 8.1% annual rate, which was the largest increase 
since 2003.4  Inflation was contained, with consumer demand for used cars 
and trucks pushing the Consumer Price Index up 0.1% in December on a 
seasonally adjusted basis.5 

 
 

Consumers Face Income Uncertainty 
 
While economic indicators marginally advanced, the Index of Consumer 
Sentiment increased to 72.5 in December, up 7.6% from November.6  
Consumers, however, remain cautious about the upcoming year and the 
consumer is expected to be a headwind to substantial economic growth. 
Personal income rose slightly by 0.4% in November, however, consumers 
expressed a negative outlook for potential income gains amid a gloomy 
employment environment.7 Unemployment levels remained unchanged at 
10.0% in December.8 According to Doug Elmendorf, the Director of the 
Congressional Budget Office, unemployment is not expected to òreturn to a 
healthy 5% until 2014.ó9  With high unemployment and the inability to 
demand wage increases, consumers are expected to continue to pay down 
debt and increase personal savings, as evidenced by a continued decline in 
outstanding consumer credit, down 8.5% in November at a seasonally 
adjusted rate.  This was the 10th consecutive month of declining consumer 
credit and was the largest decline since the Federal Reserve started tracking 
this data in 1943.  Consumer spending is expected to rise by only 1.6% in 
2010 according to the University of Michigan Surveys of Consumers.10 

 

ñThe Index of Consumer 
Sentiment increased to 
72.5 in December, up 
7.6% from November.ò 

Christina M. Sunderman  
Research Analyst 
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Housing Shows Signs of Stabilizing  
 
High unemployment levels and slow consumer spending will continue to weigh on the housing sector, as existing home 
sales fell 16.7% in December to a 5.45 million annual rate according to the National Association of Realtors.11  
Although sales declined for the month, the average existing-home price rose to $178,300, an increase compared to the 
prior month and prices one year ago.  This uptick in pricing may be partially due to first time buyers accounting for only 
43% of home purchases during the month, down from 51% in November.  Low interest rates and an extended tax 
credit continue to favorably impact the industry; however, the existing home inventory level remains at 7.2 months.  
While this inventory level is a low point in the past two and a half years, job growth is necessary for a sustained housing 
recovery. 

 

1 Federal Reserve District.  òCurrent Economic Conditions.ó  Information available from http://online.barrons.com/public/resources/documents/bbbeige.pdf.  

13 January  2010. 
2 Bureau of Economic Analysis.  òGross Domestic Product:  Third Quarter 2009 (Third Estimate), Corporate Profits:  Third Quarter 2009 (Revised Estimate).  

Information available from http://www.bea.gov.  22 December 2009. 
3  The Conference Board.  òThe Conference Board Leading Economic Index for the U.S. Increases Again.ó  21 January  2010. 
4  Bureau of Labor Statistics.  òProductivity and Costs.ó  Information available from http://www.bls.gov.  3 December 2009. 
5  Bureau of Labor Statistics.  òConsumer Price Index ð December 2009.ó  Information available from http://www.bls.gov.  15 January 2010. 
6  Curtin, Richard.  òConsumer Confidence Improves.ó  Information available from http://online.barrons.com/public/resources/documents/bbmich.pdf.  23 

December 2009. 
7 Bureau of Economic Analysis.  òPersonal Income and Outlays:  November 2009.ó  Information available from http://www.bea.gov.  23 December 2009. 
8  Bureau of Labor Statistics.  òThe Employment Situation ðNovember  2009.ó  Information available from http://www.bls.gov.  8 January 2010. 
9  McKinnon, John.  òBudget Deficit to Reach $1.35 Trillion for 2010.ó  The Wall Street Journal Online.  26 January 2010.9  McKinnon, John.  òBudget Deficit to 

Reach $1.35 Trillion for 2010.ó  The Wall Street Journal Online.  26 January 2010. 
10 Bater, Jeff.  òConsumers Cut Back on Credit.ó  Wall Street Journal Online. 8 January 2010. 
11 Bater, Jeff. òExisting-Home Sales Tumble.ó  The Wall Street Journal Online.  25 January 2010.Bater, Jeff.  òConsumers Cut Back on Credit.ó  Wall Street Journal 

Online. 8 January 2010. 

 

 

http://online.barrons.com/public/resources/documents/bbbeige.pdf
http://www.bea.gov
http://www.bls.gov
http://www.bls.gov
http://online.barrons.com/public/resources/documents/bbmich.pdf
http://www.bea.gov
http://www.bls.gov
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 DOMESTIC EQUITY 
 
 
U.S. equities posted strong positive performance, as the S&P 500 Index 
returned approximately 6% for the fourth quarter and finished the year with 
positive returns in 9 of 12 months.  For the year, the S&P 500 was up 26.5% 
and approximately 65% since the lows established in March.  Growth stocks 
outperformed value stocks across large, mid, and small market capitalizations 
in the fourth quarter, with the Russell 3000 Growth Index returning 7.7% 
versus 4.2% for the Russell 3000 Value Index. 

 

 
 
Large and mid cap stocks outperformed small cap stocks for the quarter, as 
the Russell 1000 Index and the Russell Mid Cap Index returned 6.1% and 
5.9%, respectively, versus 3.9% for the Russell 2000 Index.  Additionally, each 
core index posted returns greater than 25% in 2009, as depicted in the chart 
below. 

 

 
 
While still depressed from years prior to the recession, consumer spending 
during the 2009 holiday season was higher than the 2008 holiday season.  
This provided a boost to consumer-related stocks, as some investors viewed 
the holiday season as an indication that the recession was waning.  The 
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ñThe financial sector 
continued to face 
pressure due to investor 
fears about commercial 
mortgage exposure.ò 

Brian A. Hooper  
Research Analyst 

Jason A. Raiti 
Research Analyst 

Christina M. Sunderman  
Research Analyst 
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consumer discretionary sector within the S&P 500 Index ended the quarter with a gain of 9.1%.  Total retail sales for 
December were up 5.4% from the year prior according to the United States Commerce Department.  Omitting gasoline 
station, auto dealer, and building materials sales, as many economists do to assess spending trends, retail sales were still 
up 3.2% in December.  As a result of the improved sales data in December, some retail companies responded by raising 
earnings forecasts for the fourth quarter.1  Consumers remain cautious, however, as consumer credit outstanding 
continued the decline that started in early 2009.2 
 
Financial stocks were weak across all market capitalizations and within both the value and growth indices.  The financial 
sector continued to face pressure during the quarter due to investor fears about commercial mortgage exposure and 
consolidation within the banking industry, coupled with a soft pricing environment for insurance companies.  Large and 
regional banks underperformed.  The market became concerned that the banks would be required to raise additional 
capital, which would be dilutive to shareholdersõ equity, in order to repay TARP following Bank of Americaõs, 
Citigroupõs, and Wells Fargoõs recent equity raises. 
 
Information technology stocks posted strong returns, particularly the large and mid capitalization companies.  Investors 
were attracted to the sector because many information technology companies currently have attractive valuations and 
solid cash levels on their balance sheets.  Improved earnings for many technology companies, namely consumer-
oriented technology companies, also positively impacted stocks for the period.  Inventory levels have been low, and the 
expectation of re-stocking inventory in the next several quarters, along with the start of a technology replacement cycle, 
positively contributed to performance for these stocks.3 
 
 
1  Lahart, Justin.  òHoliday Spending Beats Prior Yearõs.ó  Wall Street Journal Online. 15 January 2010. 
2 Bater, Jeff.  òConsumers Cut Back on Credit.ó  Wall Street Journal Online. 8 January 2010. 
3 òWorld Markets Review.ó Capital Guardian Trust Company. (Fourth Quarter 2009). 
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 INTERNATIONAL EQUITY 
(All returns in U.S. dollars unless otherwise indicated)   

 
 
International equity market returns were generally positive in the fourth 
quarter to finish the year with exceptional returns, up over 30% in 
developed markets and almost 80% in emerging markets.  International 
developed markets rose 2.2% for the quarter, as measured in U.S. dollars by 
the MSCI EAFE Index, and 3.3% in local currencies.  The U.S. dollar 
strengthened marginally against the euro and the yen, slightly detracting 
from performance for U.S. investors.  Emerging market equities led 
international equities, returning 8.5% in the fourth quarter.  Emerging 
markets were up slightly less in local currencies, 7.2%, with most emerging 
market currencies strengthening slightly against the U.S. dollar.  
International small cap stock returns were negative for the quarter, but 
finished the year up almost 47%.  The MSCI All Country World ex-U.S. 
Index, which includes both developed and emerging markets, rose 
3.7%.  Performance of the MSCI Indices for the fourth quarter and 2009 is 
shown in the following chart.1  

 

  
 
The Bank of England, European Central Bank, and Bank of Japan made no 
changes to their target interest rates but discussions of exit strategies from 
accommodative monetary policy is expected to increase through 2010 with 
any improvement in the economic environment.  The Bank of Englandõs 
Asset Purchase Facility was extended by £25 billion, bringing the program 
to Ã200 billion; equal to 14% of the U.K.õs GDP.  The program is expected 
to conclude in January 2010.  The Japanese government announced the 
nation officially entered a deflationary period, with core CPI dropping 2.2% 
for the year ended in October.  Slightly positive economic news of 
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ñThe Japanese govern-
ment announced the  
nation officially entered 
a deflationary period. ò 

Gregory D. Houser, CFA 
Vice President 

Brian A. Hooper  
Research Analyst 
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improved employment and industrial production was overwhelmed by deflationary concerns, leading the Bank of 
Japan to release, after an emergency meeting, a plan that could inject $111 billion into the nationõs economy.2  
 
Some developed markets released GDP figures that showed positive economic growth, but the improvement was 
meager relative to emerging market economies.  The U.K., as well as Spain, failed to emerge from recession with 
negative GDP results for the third quarter, while the Eurozone and Japan posted growth rates of 1.5% and 1.3%, 
respectively.  The emerging BRIC nations of Brazil (+5.1%), Russia (+7.9%), India (+11.6%), and China (+10.0%) all 
showed more substantial economic growth.3 
 
For the quarter, the U.S. dollar gained 2.1% against the euro and 3.9% against the yen, while falling 0.8% against the 
British pound sterling and 1.6% against the Australian dollar.  Emerging market currencies were flat to positive, with 
the U.S. dollar falling most notably against the Brazilian real, the South African rand, the Korean won, and Indian 
rupee.4 

 
  
Developed Markets  
 
Equities returned 3.2% in Europe and 7.0% in the U.K., with the most substantial gains in the materials sector, up 
16.7% and 25.0%, respectively.  Rising commodity prices advanced the materials sector with expectations for 
increased demand from emerging markets, merger-and-acquisition activity, and record gold prices above $1,200 per 
ounce.  Consumer staples stocks were strong performers, up approximately 10% in both the eurozone and the U.K., 
amid better than expected financial results and improvement in the economic outlook.  Financials were the worst 
performing sector, falling approximately 6%, with concerns that Dubai Worldõs attempted debt restructuring would 
impact European creditors.  The U.K. government announced that it would increase its ownership of the Royal Bank 
of Scotland to 84%, after the firm reported a pre-tax loss in excess of £2 billion, further indicating the recovery 
remains tepid for some banks. 
  
Japanese equity returns were slightly positive in local currency, but equities fell 2.8% in U.S. dollars due to the 
weakening yen.  Despite positive third quarter GDP growth, deflation concerns dominated the Japanese market.  
Several Japanese financials announced share offerings, including a record $12 billion share issue by Mitsubishi UFJ 
Financial, which brought investor worry over share dilution and weighed on the sector.  Consumer discretionary 
stocks led returns, as automakers Nissan, Honda, and Toyota improved their outlooks for the fiscal year.  Hong Kong 
equities gained 3.6% amid capital inflows from China raised through IPOs.  Singapore financials outperformed all 
other developed market financials, leading the Singapore equity market up 9.8%.  Australian equities gained 8.6% with 
declining unemployment and increased demand for materials, pushing the materials sector up over 16%.5 

 
   

Emerging Markets  
 
Emerging market equities rose 8.5% in the fourth quarter, as the resource heavy markets benefited from increasing 
commodity prices, earnings growth, and rising exports.  Fears of a debt default by Dubai World, however, tempered 
gains in emerging markets early in the quarter.  Indian equities, up 7.7%, rose with positive economic growth that 
exceeded projections for the third quarter and a 60% increase in foreign direct investment.  Chinese equities increased 
9.6%, as increased demand provided the strongest performance in the consumer sectors.  Chinese financials, however, 
lagged amid fears of a decline in the record lending that supported the governmentõs stimulus efforts.  In Taiwan, 
equities rose 8.1%, as technology stocks benefited from Chinese demand for electronic goods and relaxed rules on 
Chinese investments in Taiwan.  In Korea, the strength of the won detracted from the outlook for exporters despite 
the continued demand for flat-screen televisions.  The Korean equity market underperformed with gains of 2.3%. 



FOURTH QUARTER 2009 

Page 15 information@feg.com  © 2010 Fund Evaluation Group, LLC  

Brazilian equities rose 12.9%, amid growth in the Brazilian economy that bolstered consumer sectors and higher 
commodity prices that supported materials stocks.  Concerns over the appreciation of the Brazilian real, up 34% 
against the U.S. dollar in 2009, and the negative impact on exports led the government to impose a 2% tax on foreign 
investment.  Mexican stocks increased 13.7%, as the employment situation improved and data signaled a potential 
turning point for the Mexican economy. Nevertheless, Standard & Poorõs lowered the countryõs debt rating to the 
lowest investment grade level, signaling the delicateness of the recovery.  In Russia, equities rose 10.5% with strong 
returns in the consumer staples and financial sectors, which benefited from the Russian central bankõs cut in interest 
rates.  In South Africa, equities performed comparably to other emerging nations, posting gains of 9.4%, as the 
December rally in the U.S. dollar weighed on gold producers late in the quarter.6 
 
  
1 All performance data from http://www.mscibarra.com.  MSCI Barra.  Accessed on 18 January 2010. 
2 òWorld Markets Review.ó  Capital Guardian Trust Company.  (Fourth Quarter 2009).   
3 Schweitzer, Stu and Efeyini, Ehiwario òMonthly Market Monitor.ó  J.P. Morgan Insights.  (Fourth Quarter 2009).  
4 Bloomberg L.P. 
5  òWorld Markets Review.ó  Capital Guardian Trust Company.  (Fourth Quarter 2009).       
6 Ibid. 
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 FIXED INCOME 
 
 

Bond Market Recap 
 
The Barclays Capital Aggregate Bond Index (BCAG) gained 0.2% in the 
fourth quarter and 5.9% for the year.  Gains from investment grade 
corporate bonds and agency mortgage-backed securities offset negative 
returns for Treasuries during the quarter and year.  Nominal Treasuries 
produced negative returns for the quarter and year, particularly on the long 
end of the yield curve, as large Treasury supply continued to pressure yields.  
Treasury Inflation-Protected Securities (TIPS) produced strong returns 
versus the BCAG, due primarily to demand for inflation protection.  Break-
even inflation rates rose with higher nominal yields, while real yields 
remained low.  The bank loan and high yield bond market experienced a 
strong fourth quarter and year, as investors remained attracted to risk during 
the period.  In the international bond markets, dollar denominated 
developed and emerging market debt outperformed un-hedged, local 
currency benchmarks, with the strengthening dollar versus key currencies 
during the quarter.  
 

 

Investment Grade Corporate Bond Spreads Tightened 
Credit spreads tightened further during the quarter, pushing investment 
grade corporate bonds up 1%.  BBB-rated bonds outperformed higher 
quality issuers, with AAA-rated bonds declining 20 basis points at year end.  
Option-adjusted yield spreads were 1.6% points over Treasuries, with a 
yield to maturity of 4.5%, and still attractive relative to Treasuries and 
agency mortgage-backed securities (MBS).  Of the three key areas within 
investment grade corporate bonds; industrials, utilities, and financials, 
financials provide opportunity for relative price improvement.  Utilities and 
industrials traded at a $5 premium to financials at year end.  
 
 

Agency Mortgage-Backed Securities Trade Close to Treasuries 
Fixed rate agency MBS traded to an option-adjusted spread that closed in 
on zero for much of the fourth quarter.  With the Federal Reserve 
forecasting the end of its agency MBS purchases in the first quarter, a key 
leg of support will be removed from the market.  The market is anticipating 
option-adjusted spreads for fixed rated agency MBS to increase by 0.2% to 
0.4% points due to the conclusion of the Fedõs purchase program.  In late 
December, the Treasury Department removed the $400 billion financial cap 
imposed on Freddie Mac and Fannie Mae in favor of a more flexible 
formula to ensure the two agencies can stand behind the billions of dollars 
they sell to investors.  Together, Freddie and Fannie own or guarantee 
almost 31 million home loans, worth about $5.5 trillion, or approximately 
half of all mortgages.1  Because of this move, demand for mortgages may 
remain positive despite the conclusion of the Fedõs purchase program.  As a 
result, fixed rate agency MBS offer little upside return potential versus 
Treasuries at this time. 

ñCredit spreads tight-
ened further during the 
quarter, pushing  
investment grade corpo-
rate bonds up 1%.ò 

Keith M. Berlin  
Vice President 
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Real Returns Better than Nominal Returns 
Nominal Treasury returns declined were 1% in the fourth quarter.  Results across the yield curve were bifurcated, as 
the short end gained 1.2%, while the intermediate part of the yield curve lost 0.6%.  The worst pain was felt on the 
long-end of the yield curve, which declined 5.1%.  Despite the lack of inflation present in the economy today, demand 
for inflation-linked bonds versus Treasuries persisted, as investors have limited options for CPI-linked inflation 
protection outside of TIPS.  TIPS gained 1.8% during the quarter, as strong fund flows into the TIPS market was a 
dominant theme throughout the quarter and year.   
 

 

Dollar -Hedged International Bonds Outperform Un-Hedged 
The U.S. dollar rallied during the quarter, negatively impacting returns for non-dollar denominated international 
bonds.  JP Morganõs Non-dollar Unhedged Index lost 2.2% during the quarter while the dollar-hedged version of the 
index gained 0.2%.  This strength of emerging currencies was reflected in the emerging market debt universe, as dollar 
denominated emerging market bonds outperformed local currency bonds by approximately 0.3% points, using the JP 
Morgan Emerging Market Bond Plus and Emerging Market Local Plus Indices as proxies. 

 

 

The Appetite for Credit Risk Remains High 
High yield bonds continued to rally, with the broad market (Barclays Capital High Yield Index) outperforming the 
higher quality bonds (Merrill Lynch High Yield BB-B Index), in the fourth quarter and 2009.  For example, CCC-rated 
bonds gained 8.7% in the quarter while BB-B bonds gained 4.8%.  Risk taking was embraced post-March 2009, and by 
year end, CCC-rated bonds had gained 91% versus the BB-B rated segment gain of 46%.  Fund flows were strongly 
positive for high yield throughout the year, but the bond math for 2010 does not support returns anywhere near what 
was witnessed in 2009.  2010 may be a òbond-pickersó market, as opposed to 2009õs òcredit betaó market.  Default 
rate expectations from S&P and Moodyõs for 2010 declined significantly from their peak levels of 2009. 
 

 

4Q 09 2009

Barclays Capital Aggregate Bond 0.2% 5.9%

Barclays Capital U.S. TIPS 1.8% 11.4%

Barclays Capital Government -1.0% -2.2%

Barclays Capital Municipal Bond -1.0% 12.9%

Barclays Capital Asset-Backed 1.3% 24.7%

Barclays Capital Mortgage-Backed 0.6% 5.8%

Barclays Capital Credit 1.0% 16.0%

Barclays Capital High Yield 6.2% 58.2%

Barclays Capital Investment Grade CMBS 3.3% 28.1%

Barclays Capital High Yield CMBS 8.8% 35.2%

Merrill Lynch BB-B Index 4.7% 46.1%

CSFB Leveraged Loan Index 3.7% 44.9%

JP Morgan Emerging Market Bond Plus Index 1.4% 26.0%

JP Morgan Emerging Market Local Plus Index 1.1% 11.7%

JP Morgan Global Bond Non-US (US$) 0.2% 2.3%

JP Morgan Global Bond Non-US (Unhedged) -2.2% 3.9%

90-Day US LIBOR 0.1% 0.9%

Source: Bloomberg

Major Fixed Income Indices 
4Q 09 2009

AAA Rated Corporates -0.2% -0.1%

AA Rated Corporates 0.2% 7.6%

A Rated Corporates 0.8% 14.9%

BBB Rated Corporates 2.1% 27.2%

4Q 09 2009

BB Rated Corporates 4.8% 46.1%

B Rated Corporates 4.8% 44.7%

CCC Rated Corporates 8.7% 90.7%

Source: Bloomberg

Non-Investment Grade Credit Indices

Investment Grade Credit Indices 
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Bank Loans Continue to Rally; Perhaps too Much 
The bank loan market rallied considerably from its 2009 lows.  The fourth quarter witnessed a gain for the CSFB 
Leveraged Loan Index of 3.7% while 2009 returns for the sector were up 44.9%.  Bank loans benefited from the re-
opening of the high yield market, as corporations paid down their floating rate bank loan (often at par) in favor of 
terming out their debt in the fixed rate, high yield bond market.  The loan market is becoming smaller and companies 
are less levered.  This creates additional cushion beneath the bank debt in the capital structure, which is ultimately 
more òlender-friendlyó.   
 
 
1 Tulsa World, Friday, December 25, 2009 
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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 during the fourth quarter, 
with a gain of 9.4% versus a gain of 6.0% for the S&P 500 Index.1 For the 
full-year 2009, REITs returned 28% compared to a gain of 26.5% for the 
S&P 500.  All major property sectors posted positive returns for the quarter, 
with the healthcare, industrial, and regional mall sectors experiencing the 
strongest gains. 
 
The regional mall sector (+14.8%) was again the top performing sector 
within the NAREIT Equity Index, as the sector benefited from stabilization 
in retail sales and consumer confidence.  Similarly, industrial REITs gained 
12.1% in the fourth quarter, as industrial production experienced its largest 
quarterly gain in more than four years.  Additionally, healthcare REITs 
(+12.1%) outperformed due to expectations for merger and acquisition 
activity within the sector. Conversely, the hotel/lodging sector (+6.5%), 
underperformed on a relative basis during the quarter, but was the strongest 
performing sector for 2009, with a gain of 67%.  
 
During the fourth quarter, REITs benefited from continued positive 
momentum due to their success in raising new equity and debt capital, 
which eased investorõs concerns about liquidity and allowed companies to 
reduce leverage, and strengthen their balance sheets.  Over the course of the 
year, REITs raised over $20 billion in new equity and also benefited from 
strong demand for two commercial mortgage backed securities (CMBS) 
offerings late in the year.  In late November, Developers Diversified Realty, 
a Cleveland-based real estate investment trust focused on shopping centers, 
successfully completed a $400 million securitization of a 5-year loan backed 
by 28 assets.2  Additionally, in early December, JP Morgan announced 
another securitization deal, which would convert a $500 million loan to 
privately-held Inland Western REIT into a commercial mortgage backed 
security offering.3   These deals marked the first successful CMBS offerings 
since 2008.  The recent increase in securitization activity is positive for the 
commercial real estate markets, as it indicates renewed investor interest in 
real estate-backed securities and provides a possible avenue for property 
owners to deal with significant debt maturing over the coming years.  
Nevertheless, most companies expect challenging conditions for 
commercial real estate fundamentals to persist through 2010 due to high 
unemployment and slower consumer spending.  REITs appear less 
attractively valued than one year ago, with yields, compared to 10-year 
treasuries below the long-term average (see following chart).4   

ñREITs benefited from 
continued positive 
momentum due to their 
success in raising new 
equity and debt capital.ò 

Christian Busken  
Vice President 

Jason A. Raiti 
Research Analyst 
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International  
(All returns stated on a U.S.-dollar basis) 
 
International real estate securities, as measured by the S&P Developed Property Ex-U.S. Index, underperformed 
domestic REITs on a relative basis during the fourth quarter, with a return of 1.4%, compared to a return of 9.4% for 
the NAREIT Equity Index.  For the trailing twelve-month period, however, the S&P Developed Property Ex-U.S. 
Index gained 42.8%, significantly outperforming the NAREIT Equity Index, which gained 28%.  Strength in the U.S. 
dollar versus major developed market currencies during the quarter was a factor in relative underperformance of 
international real estate securities for the quarter. 5   
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The Asia Pacific region (+1.1%) slightly underperformed on a relative basis in the international real estate securities 
market during the fourth quarter, due to weakness in Japan and Australia, but benefited from strength in Hong Kong.  
For the full year 2009, the Asia Pacific region gained 40.1%, making it the top-performing international region in the 
listed property market.  Hong Kong was the top performing country in the Asia-Pacific region for the quarter and for 
the year.6  Property stocks in Hong Kong (+5.8%) benefited from strength in the Chinese economy and lower interest 
rates, combined with growth in the residential market.  Alternatively, relative weakness in Japan (-5.1%) detracted 
from returns in the Asia Pacific region for the quarter, in large part due to strength in the U.S. dollar versus the yen.  
Also in Japan, J-REITs experienced declines; as two public offerings were announced and both were dilutive to 
earnings, causing investors to question the costs of equity-financed external growth.7  In Australia (-2.8%) tightening 
of interest rates by the Australian Central Banks weighed on the market, although the Australian dollar strengthened 
against the U.S. dollar. 
 
Europe (+1.2%) benefited from strong returns in the U.K. (+5.2%), while property stocks in Continental Europe 
underperformed with a return of -0.6%.  The U.K. outperformed during the fourth quarter primarily due to property 
transaction activity that indicated stabilization in real estate prices and declining capitalization rates.8  The British 
pound strengthened against the U.S. dollar, further contributing to returns for U.S. investors.  A wave of 
recapitalizations similar to that of the U.S. REIT market also positively impacted returns in the U.K.  Real estate 
stocks in Continental Europe (-0.6%) underperformed the index on a relative basis, as strength in the U.S. dollar 
versus the euro negatively impacted returns for U.S. based investors.  Germany (-11.3%) was the key detractor from 
returns in Continental Europe, as property stocks were hurt by concerns about the sustainability of the economic 
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recovery.   France (+0.7%) benefited from stabilization in the office and retail sectors.  Austria was the top performing 
country for the year, with a gain of 241%, rebounding after sharp declines in 2008 and benefiting from its exposure to 
emerging markets in Eastern Europe, which outperformed.9 
  
1 All performance data from www.nareit.com and www.sp-indexdata.com 
2 Developers Diversified Realty Corporation www.ddr.com. 
3 Wei, Lingling, JP Morgan Expected to Sell $500 Million of Inland Western Debt as CMBS, The Wall Street Journal, December 2, 2009.  
4 ING Clarion.  
5  Cohen & Steers Global Real Estate Securities Commentary - December 2009 
6-9  Ibid. 

 




