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Research Review

The Merits of Credit Hedge Funds

The broad rally in credit markets following the credit crisis of 2008
narrowed yield spreads for risk assets back toward historical averages almost
as quickly as they had widened. We believe today’s credit markets,
specifically high yield bonds and bank loans, offer a more limited “margin
of safety” for accepting long-only credit risk amid a backdrop of a slow
economic recovery. The chart below shows the narrowing yield spreads for
high yield bonds versus Treasuries after peaking in 2009, while the bottom
chart shows the average bid for the most liquid bank loans. These charts
suggest that investors should not anticipate meaningful upside price
appreciation or narrowing of spreads in the near term to the degree that was
felt with the rapid rebound from distressed levels. Following the credit
crisis, credit was systematically “cheap,” which lent itself more to a long-
only “beta” approach. Today, as credit is trading closer to historical spreads
a more balanced and flexible mandate seems appropriate.
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Average Bid for Most Liquid (i.e., Flow Names) Bank Loans
January 1, 2007 to June 3, 2010
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We advocate the use of credit hedge funds due to their ability to play both the long and short sides of the market,
provide better diversification than a long-only credit mandate, and their ability to adjust tactically the capital structure
positioning. Nevertheless, this approach came under pressure during the credit crisis. Like all investment strategies
purchasing risk assets, credit hedge funds were not spared by the massive de-leveraging and technical instability (prime
brokerage failure, short bans, etc.) that took place in 2008 and early 2009.

During the subsequent market recovery, credit hedge funds have been able to tactically adjust their portfolios and alter
their liquidity structures to handle future client redemptions (should they occur). Credit hedge funds adjusted their
structures in part to better match the liquidity needs of its client base, which should help protect investors should
there be a future credit crisis or bout of illiquidity in the credit markets. With structural improvements in place and
yield spreads for risk assets back near historical averages, investors should consider reducing long-only credit risk in
favor of credit hedge funds.

Embrace Credit Risk if there is a Reasonable Margin of Safety, if not, Hedge

When discussing credit risk, we are specifically interested in discussing non-investment grade bank loans and high
yield bonds, as investment grade corporate bonds tend to have more interest rate sensitivity than they do credit
sensitivity. An investor who truly embraces the concept of investing in credit within a diversified portfolio
understands that to allocate assets to a long-only bank loan or high yield bond strategy, the investor is in effect
purchasing a beta-driven portfolio, where market risk has the greatest impact on returns. This approach can be an
acceptable solution for investors whenever there is an attractive “margin of safety” available in the form of meaningful
risk premiums over Treasuries. As the individual issuers backing these credits recover from the financial crisis to
various degrees, the “margin of safety” in these mandates is more limited than it once was, and one could argue that
every cent of return is earned with definitive risk.

Why Rotate Out of Long-Only Credit Exposures Now?

Following the broad recovery in risk assets, Debt Maturity Schedule
credit investors should begin focusing on
what could potentially derail the high yield $250
bond and bank loan matkets over the next
three to five years. The following charts help
investors put the recent rally in credit in a $200
more forward looking context. The first chart
is the debt maturity schedule for bank loans
and high yield bonds. As the chart depicts,
bank loans (which typically have maturities of
three to five years) are a meaningful part of $100
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The following chart shows a key concern that makes us particularly wary of the 2012-2014 credit markets, with greater
emphasis on what could become a challenging 2013-2014 for credit investors. This chart highlights U.S. collateralized
loan obligation (CLO) issuance (or lack thereof it over the past three years) which is of particular concern to the overall
health of the credit markets. CLOs historically comprised more than 70% of the demand for bank loans, and the lack
of new CLOs and weak appetite from existing CLOs for new bank loan issuance has been a critical driver of
corporations in their decisions to term out their maturing or existing floating rate debt into fixed rate, high yield bonds
maturing at a later date. While everything appears to be rosy today, credit-minded investors need to start thinking about
the next turn in the markets, and what could ultimately become another bite at the apple for distressed investors. One
proactive solution to a more challenging credit environment is a rotation out of long-only credit into credit hedge funds.

U.S. CLO Issuance
As of 12/31/2009
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How Credit Hedge Funds Can Add Value

Credit hedge funds seek to add value throughout the credit cycle, primarily by shifting up in the corporate capital
structure (i.e., bank loans) deep into the cycle and shifting down in the corporate capital structure (i.e., bonds) during
the troughs. They also attempt to add value by incorporating a more diversified investment approach than a long-only
credit strategy. This is accomplished by taking both long and short positions, as well as incorporating multiple credit-
related strategies. While a long-only credit strategy may make only one kind of investment (such as high yield bonds), a
credit hedge fund could approach the same credit idea with different tactics. For example, a credit hedge fund can add
value via their ability to trade in and out of the capital structure using both long and short positions. Credit hedge funds
also can provide a more robust way to invest in the credit markets, focusing on areas less traveled by long-only credit
investors, such as stressed/distressed securities, securitized and structured investments, deal origination for private
companies, whole loans, trade claims, and other niche areas.

Risks Involved in Credit Hedge Funds

Despite their ability to take short positions, credit hedge funds tend to be long biased, although this is not always the
case. The rationale behind the long bias for most credit strategies is the “negative carry” element involved in taking
short positions. In other words, there is a cost involved to create a short position that must be overcome by either
strong security selection and/or the interest and principal paid out in long secutities that exhibit “positive carry.” As a
result, most credit hedge funds tend to have a long bias, which makes them susceptible to event risk, leading to “fatter
tails” in the distribution of returns than investors might expect.

Long-only credit strategies are also subject to event risk and the table following highlights the kurtosis and skew factors,
which measure the opportunity for unusual and negative return outcomes, for both long-only credit indices and several
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prominent credit hedge fund strategies.! Long bank loans, distressed/restructuring, and corporate secutities strategies
each show higher levels of kurtosis (unusual outcomes) and negative skew (frequency of negative outcomes) in their
quarterly distributions. Thus, the measures reflect the occasional period of severe negative returns, the fatter tails in the
observed distribution of returns vs. what one would expect assuming a “normal” distribution of returns.

Both long high yield and credit arbitrage strategies showed kurtosis levels that were generally considered in-line with
normal distributions and modestly positive skew. While none of these indices are perfect metrics for defining all credit
investments, they provide a general understanding that both long-only and credit hedge strategies tend to have modestly
higher degrees of fat tail risk and negative skew than a normal distribution of returns.

April 2001 to March 2010

Credit Strategy Index Kurtosis Skew
Long Bank Loans CSFB Leweraged Loan Index 12.76 -1.53
Long High Yield Barclays Capital High Yield Index 3.77 0.12
Credit Arbitrage HFR Credit Arbitrage Index* 2.30 0.64
Distressed/Restructuring HFR Distressed/Restructuring Index 4.69 -1.50
Corporate HFR Corporate Index 6.09 =150

* Index inception January 2005 to March 2010
Sources: Bloomberg, Pertrac, Hedge Fund Research

Why Invest in Credit Strategies if they Exhibit Fat Tail Risk and Negative Skew?

Many investors have already decided to allocate to credit investments in some area of their portfolios. The question
they must ask themselves is how robust is this allocation? Are they really trying to create alpha in the portfolios by
making an allocation with a long-only credit mandate? As mentioned previously, this may be an acceptable strategy in
periods where there is an attractive “margin of safety.” This approach requires a timing element, however, which plays
more to the strengths of a credit hedge fund manager. Credit hedge funds have within their mandate the ability to
adjust the structure of the fund to increase the short exposure or move up in the corporate capital structure when credit
markets become unattractively valued or lack a “margin of safety.” Their ability to create a more diversified credit
portfolio through the use of different strategies or investments outside the mandate of a long-only credit strategy
enhances their approach relative to the long-only version. Strong manager selection is also required in order to mitigate
the event-risk inherent in these strategies.

Conclusion

Allocations to credit hedge funds provide investors with an enhanced opportunity to add incremental returns to their
portfolios relative to long-only credit investments through market cycles. As in all markets, attempting to time the
credit markets is fraught with challenges and the risk of being eatly or wrong. Credit hedge funds that were able to stay
the course throughout the recent credit crisis are stronger as a result, having already made challenging decisions on
portfolios, personnel, and fund structure.

We believe long-only credit managers provide investors with “beta” allocations to credit, due to their inability to play
both sides of the market and exposure to asymmetrical downside risk. For investors seeking alpha through their credit
allocations, the use of a credit hedge fund provides a more robust investment experience through better diversification,
lack of benchmark orientation, and the ability to use both long and short positions to add value. As always, strong
manager selection is critical in making an allocation to the credit-related areas of the market.

1 The term “fat tail” risk (a.k.a., kurtosis risk) denotes that observations within a statistical sample are spread in a wider fashion than in an otherwise normal
distribution. In other words, fewer observations cluster near the average and more observations populate the extremes cither far above or far below the
average compared to the bell curve shape of the normal distribution. Negative skew reflects unusually severe negative periods on occasion.
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ECONOMIC UPDATE

GDP and Productivity Revised Downward

Gross domestic product increased at an annual rate of 3.0% in the first
quarter of 2010 compared to initial estimates of 3.2%." The positive rate was
due primarily to contributions from personal consumption expenditutes,
private inventory investment, exports, and nonresidential fixed investment.
The 0.2% downward revision was based on an increase to imports combined
with a decrease to personal consumption expenditures, slightly offset by an
upward revision to exports. Personal income increased 0.4% in April, and
personal saving increased to 3.6% of disposable income compared to 3.1% in
March.2  Consumer confidence increased slightly in May as the Index of
Consumer Sentiment rose to 73.6 from 72.23  Consumers were still
anticipating a tough economic environment over the next several years and
believed that their personal finance prospects were weak. Productivity
improved at a 2.8% annual rate for the first quarter of 2010 compared to
initial estimates of 3.6%. Unit labor costs declined 1.3% for the quarter, as
productivity outpaced hourly compensation gains, which were approximately
1.5% for the period.*

Unemployment Decline Skewed by Census Hires

Unemployment, as measured by the U-3 rate, declined slightly to 9.7% in
May, from 9.9% in April, and the U-6 underutilization rate fell from 17.1% to
16.6% in May. The U-6 unemployment rate included the 9.7% figure plus
those workers who are “marginally attached”, meaning they want a job and
have looked for a job in the past 12 months, and workers who are part-time
for economic reasons, but only a fourth of them say they could not find a
full-time job. The U-3 unemployment rate is the official unemployment rate
and is the total amount of unemployed workers as a percentage of the labor
force. While this decrease was positive, it was largely skewed by the recent
hiring of 411,000 temporary Census employees. Employment in private
sector industries was largely unchanged and construction employment
declined for the month.5

Housing Benefitted from Stimulus

The housing market continued to show signs of improvement amid the
expiring tax credit in April. Existing home sales increased 7.6% for the
month with the median price of $173,100, up 4% year-over-year.0 While
home sales improved, seasonal adjustments of new house listings slightly
increased the total housing inventory level to approximately 8.4 months of
supply in April compared to an 8.1-month supply in March.” Pending home
sales hit the highest level since October 2009, as this forward-looking
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indicator, rose 6% in April. While this data is based on contracts and not closed deals, the pick-up in activity was most
likely related to the recent stimulus program. According to Lawrence Yun, chief economist for the National
Association of Realtors, “the home buyer tax credit brought close to 1 million additional buyers into the market, which
is now helping the trade-up market and has significantly improved the inventory situation.”® In the coming months,
sustainable job creation will be key to continued momentum in the housing market.

Bureau of Economic Analysis. “Gross Domestic Product: First Quarter 2010 (Second Estimate). Corporate Profits: First Quarter 2010 (Preliminary).”
Information available from http://www.bea.gov. 27 May 2010.

Bureau of Economic Analysis. “Personal Income and Outlays: April 2010.” Information available from http://www.bea.gov. 28 May 2010.

Curtin, Richard. “Consumer Confidence Unchanged.” Information available from http://www.reuters.com/universitymichigan. 28 May 2010.

Bureau of Labor Statistics. “Productivity and Costs, First Quarter 2010, Revised.” Information available from http://www.bls.gov. 3 June 2010.

Bureau of Labor Statistics. “The Employment Situation — May 2010.” Information available from http://www.bls.gov. 4 June 2010.

“Existing-Home Sales Continue to Improve in April.” Information available from http://www.realtor.org. 24 May 2010.

“Pending Home Sales Surge Continuing.” Information available from http://www.realtor.org. 2 June 2010.
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DOMESTIC EQUITY

US. equities reversed trend and posted significant declines in May, with the
Russell 3000 Index falling 7.9% during the month. The returns for all
market capitalizations were negative in May, with large cap (Russell 1000)
falling 7.9%, mid cap (Russell Mid Cap) declining 7.4%, and small cap
(Russell 2000) losing 7.6%. Value stocks underperformed growth stocks
within all market capitalizations, with a more pronounced gap among small
cap stocks. The Russell 3000 Growth Index dropped 7.6% versus a drop of Brian A. Hooper
8.2% for the Russell 3000 Value Index. Year-to-date, small cap stocks Research Analyst
posted positive returns of 6.3% and substantially outperformed large cap
stocks, which declined 0.9%. Performance for the Russell indices in April
and year-to-date is shown in the chart below.

Russell Indices Performance
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The most noteworthy event in the equity markets during the month was the

“flash crash” that occurred on Thursday, May 6. The Dow Jones Industrial = ;
Average dropped precipitously between 2:42 p.m and 2:47 p.m., only to be n This extreme
followed by a rapid appreciation by 3:00 p.m. While the exact cause of the in the markets suggests

“flash crash” is still debated, undoubtedly this was one of the most volatile the occurrence of a very
trading days on record. As highlighted in Securities and Exchange
Commission Chair Mary Schapiro’s testimony before the Senate Banking Se\_lere temporary ]
Committee, “this extreme volatility in the markets suggests the occurrence | i qul di t Yy f ai
of a very severe temporary liquidity failure, rather than the effect of any

economic factor that might explain price discovery, indicating that the

equity value of US. listed companies truly could drop and recover such a

large amount in just a few minutes.”! Commodity Futures Trading

Commission Chairman Gary Gensler testified to the Senate Banking

Committee that a volume restriction “may have been ineffective and may
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have had an unintended market impact.” Regardless of the cause, the SEC expects to implement additional
procedures to limit trading in individual stocks that experience sharp declines in short periods of time.2

Within the S&P 500 Index, the energy, industrials, and materials sectors had the largest negative impact on
performance during the month. Commodity prices fell substantially in response to a stronger U.S. dollar and concerns
about waning global demand for natural resources with slower potential industrial output. The energy sector was the
worst performing sector amid ongoing scrutiny of oil exploration and production companies following the oil rig
disaster in the Gulf of Mexico. Financials stocks were notably weak, as banks were negatively impacted by additional
investigations into the marketing of collateralized debt obligations prior to the financial crisis. The defensive
characteristics of the telecommunications services, consumer staples, and utilities sectors were favored by investors
during a negative equity market. Telecommunications services stocks underperformed the broad market in the first
four months of 2010, but positive news and analyst upgrades of Sprint Nextel provided a boost to the sector in May.?

! Schapiro, Mary L. “Examining the Causes and Lessons of the May 6th Market Plunge.” U.S. Securities and Exchange Commission. 20 May 2010. http://
sec.gov/news/testimony/2010/ts052010mls.htm

2 Lynch, Sarah N. “Gensler Blames the Math for ‘Flash Crash.”” Wall Street Journal Online. 21 May 2010.

3 “Wortld Markets Review.” Capital Guardian Trust Company. (May 2010).
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INTERNATIONAL EQUITY

(All returns in U.S. dollars unless otherwise indicated)

International equity markets fell precipitously in May amid the European
sovereign debt crisis that spurred investors into a global flight to quality and
away from the euro. Developed market equities fell 11.3%, as measured in
U.S. dollars by the MSCI EAFE Index, bring year-to-date returns down over
12.0%. The large decline in the euro against the U.S. dollar detracted from
returns for U.S. investors, with the index declining 7.4% in local
currencies. Emerging market equities were also caught in the decline of risk
assets, falling 9.7% when measured in U.S. dollars. Emerging market
currencies declined against the U.S. dollar and detracted from returns for U.S.
investors, as equity declines in local currency terms were less substantial,
down 5.2%. International small cap stocks were the weakest performers for
the month, declining 12.7% in May and bringing year-to-date returns to
-7.0%. The MSCI All Country World ex-U.S. Index, which includes both
developed and emerging markets, fell 10.7% for the month. Performance of
the MSCI Indices is shown in the following chart.!

I -
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Source: MSCI

The U.S. dollar rose against almost all major currencies, up a considerable
8.0% against the euro, 7.1% against the Swiss franc, 5.2% against the pound
sterling, and 9.9% against the Australian dollar, but fell 3.1% against the
yen. Most emerging market currencies weakened against the U.S. dollat, with
the dollar climbing most notably against the Brazilian real (5.0%), the Indian
rupee (4.5%), the Russian ruble (5.7%), and the Korean won (8.4%).2
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Developed Markets
(All returns in local currency unless otherwise indicated)

The fiscal crisis in Greece forced policymakers in Europe to take strong action to stabilize the financial markets after the
initial attempts in May were underwhelming to the markets. The initial offering from the European Union (EU) and
International Monetary Fund (IMF) of €110 billion and changes in collateral eligibility requirements for Greek
government debt could not stem spread widening in Greek and Spanish debt. The €750 billion support package that
followed consisted of €440 billion in emergency loans for at-risk euro zone countries, another €60 billion from an EU
balance of payments facility, and €250 billion in loans from the IMF. The European Central Bank also established a
new Securities Markets Programme and extended its repo operations to buy troubled euro zone member debt.?

Stocks in Europe fell almost 6.0% for the month, as the stronger nations of Germany (-3.4%) and France (-5.9%)
declined with the region in spite of some positive economic signs, such as increasing German auto exports.* The PIGS
nations of Portugal (-8.7%), Ireland (-13.1%), Greece (-19.6%), and Spain (-9.7%) suffered the greatest equity declines.
Despite the support package, investor concerns over European financials’ exposure to the debt crisis weighed on the
equity markets and drove the financials sector down nearly 10% in the region, with Greek financials falling over 23%.
In Spain, the largest banks suffered double-digit losses and smaller banks were consolidated or seized by the Bank of
Spain.

In the UK, stocks fell 6.1%, as the results of the U.K. election weighed on the market. Concerns eased after Gordon
Brown stepped down and David Cameron of the Conservative Party was named Prime Minister. The first action of the
Conservative Party’s coalition government with the Liberal Democrat party was to begin spending cuts and ease the
nation’s budget deficit. BP suffered further declines amid the worsening oil disaster in the Gulf of Mexico that is now
the largest oil disaster in U.S. history and has government officials poised to seek retribution against the company.

Japanese equities fell 11% for the month, as the global flight to quality strengthened the yen almost 12% against the
curo and hurt Japanese exporter stocks. The negative Japanese equity market performance occurred with the broader
macro environment despite exports from Japan rising for the fourth consecutive month and over 40% since one-year
ago. In Australia, the economic recovery prompted the central bank of Australia to continue raising its key rate, up 25
basis points to the 2008 level of 4.5%. The global economic concerns, however, weighed on the Australian equity
markets, driving shares down 7.5%. Stocks in Hong Kong fell 6.1%, amid fears of constrained monetary policy in
China.

Emerging Markets
(All returns in U.S. dollars unless otherwise indicated)

The Eastern European region suffered dramatically with the euro zone debt crisis, sending stocks down 12.6%. Russian
equities fell 11.2% with the decline in commodity prices that came with concerns about the sustainability of global
economic growth. Hungary warned that the IMF’s deficit targets could not be maintained, sending Hungarian equities
down 22.5%. Conversely, fears of excessive positive economic growth and the formation of a real estate bubble in
China sent stocks in that nation down 5.5%. In Korea, stocks declined 13.3%, as tensions with North Korea escalated
after the sinking of a South Korean navy vessel at the hands of North Korea. In Thailand, stocks outperformed those
in other regions (-2.7%), with political tensions easing after government opposition leaders surrendered and called for
an end to the protests that led to violence in the nation’s capital. In Taiwan, information technology stocks declined
over 10%, with all sectors performing pootly. Indian equities dropped 8%, with materials stocks declining over 17%
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amid concerns of monetary tightening. Telecommunication shares fell 15.3%, as auction competition between
telecommunication companies for the next generation of phone service licenses led to a $15 billion windfall for the
Indian government. Brazilian equities fell 10.5% amid fears of exceedingly strong economic growth, with industrial
output, unemployment, and retail sales all showing signs of improvement. Yet the continued rising of consumer prices
increased expectations of further rate hikes by the Brazilian central bank.¢

All performance data from http:/ /www.mscibarra.com. MSCI Barra. Accessed on 10 June 2010.
Bloomberg L.P. Accessed on 10 June 2010.

Schweitzer, Stu and Efeyini, Ehiwario. Monthly Market Monitor. J.P. Morgan Insights. May 2010.
Associated Press. “German car exports up by nearly half in May.” 2 June 2010.

“World Markets Review.” Capital Guardian Trust Company. April 2010.
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FIXED INCOME

The Barclays Capital Aggregate Bond Index (BCAG) gained 0.8% in May.
Within the largest components of the index, Treasuries were the strongest
performing sector, gaining 1.5%, as investors pursued quality investments and
credit spreads widened. Agency mortgage-backed securities also
outperformed the benchmark, gaining 1.2%. Investment grade commercial
mortgage-backed securities, a smaller part of the BCAG, underperformed the
index during the month, declining 1.5%. Investment grade credit also
underperformed the index, losing 0.4%. In the credit sensitive areas, high
yield bonds lost 3.6% while bank loans fell 2.1%. Within international bonds,
emerging market debt underperformed U.S. Treasuries on both a hedged and
un-hedged basis, as the dollar strengthened versus developed and emerging
market countries during a “flight-to-quality” environment.

Treasuries and TIPS

The U.S. Treasury yield curve remained steep, although yields on the long end
of the curve continued their decline (prices rose) while the front end was
static.  As such, long-dated Treasuries gained 4.3% while intermediate
Treasuries only gained 1.3%. Increasing sovereign debt concerns, particularly
in the euro zone, led investors to seek the relative quality of U.S. Treasuries
and the US. dollar. Following a strong performance in April, TIPS
underperformed nominals during May, with a flat return, as investor concerns
about future inflationary pressures eased.

Agency Mortgage-Backed Option-Adjusted Spreads Continued
to Tighten

Agency mortgage-backed securities outperformed the BCAG during the
month, as the safety of the government’s support outweighed unattractive
spreads relative to other spread sectors. Option-adjusted spreads tightened
during the month and remained below historical averages. As a result,
investors seeking additional yield have been attracted to other areas of the
fixed income markets, such as non-agency residential mortgage-backed
securities and commercial mortgage-backed securities. Many fixed income
managers continue to underweight agency mortgages as they wait for the
opportunity to increase their exposure back to a market weight once option-
adjusted spreads widen.

Investment Grade Credit

Higher quality investment grade corporate bonds outperformed lower quality,
with AAA-rated bonds gaining 0.7% while BBB-rated bonds lost 0.9%.
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Within the key sectors of investment grade corporates, utilities lost 0.2%, industrials fell by 0.1%, and financials were
down 1.4%. Investment grade corporate spreads widened by 50 basis points on the month, moving back above their

historical averages.

Credit Markets Have Begun to Cool

The high yield and bank loan markets underperformed the broader market in May. Appetite for risk decreased as a
“flight to quality” environment unfolded with CCC-rated bonds losing 5.5% and BB-rated bonds losing 3.0% in May.
Bank loans declined, but less so than high yield, as moving up the capital structure migrated some of the loses.

information@feg.com

Major Fixed Income Indices
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Source: Bloomberg
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REAL ESTATE SECURITIES

Domestic

Real estate investment trusts (REITSs), as measured by the FTSE NAREIT
Equity Index, outperformed the broad equity markets in May on a relative
basis, declining only 5.6% versus a decline of 8.0% for the S&P 500 Index.!
All major property sectors posted negative returns for the month, reducing
much of the yeatr’s previous gains. Confidence in the recovery of the U.S.
economy faltered amid fears of contagion from Europe’s sovereign debt crisis
and China’s policy tightening squeezing global growth, negatively impacting
REITSs, and other risky assets, and benefitting of lower-risk investments.?
Despite recent declines, on a year-to-date basis REITs continue to
outperform and have returned 11.1% in 2010, versus a return of -1.5% for
the S&P 500 Index.

The Commercial Mortgage Backed Securities (CMBS) market continued to
experience ongoing distress, after Fitch announced that a $1 billion net
increase in office loan delinquencies helped to fuel a 49 basis points increase
in US. CMBS delinquencies to 8.0%.3 The largest newly delinquent
contributor was the $380 million loan on the Columbia Center in Seattle.
Fitch also announced, in a separate report, that total losses (i.e., loss
severities) on problematic CMBS loans liquidated by special servicers in 2009
reached a high of 57%, a significant increase from the 48% loss severity seen
in 2008. The property type with the highest loss severity was the lodging/
resorts property sector at 82%0.4

The top performing property sector within the FTSE NAREIT Equity Index
for May was health care (-1.6%), which benefitted from lower sensitivity to
the broad economy and attractive yields. Sectors with strong relative
performance included apartments (-2.7%) and self storage (-3.9%).
Apartments were aided by the year-to-date improvements in employment,
which supported modest rises in occupancy and rent levels. While
unemployment remains high, job growth in select metropolitan areas
benefitted the sector.5  Self storage was aided by strong balance sheets,
structured leases, and traditional defensiveness during periods of weakening
economic fundamentals. In contrast, the lodging/resorts sector (-13.8%) was
the worst performer during the month, and other sectors experiencing losses
included the industrial (-10.0%) and mixed use (-9.7%) sectors. Lodging/
resorts’s sharp decline was due primarily to the sector’s sensitivity to shifts in
consumer sentiment, which immediately impacts room rates. As of the end
of May, the average U.S. REIT dividend yield was 3.92%, compared to the
yvield on 10-year Treasuries of approximately 3.61%.
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NAREIT Equity Index

Sector Returns - May 2010
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International real estate securities significantly underperformed U.S. REITs in May, with the S&P Developed Property
ex-U.S. Index declining 11.0% versus a decline of 5.5% for the FTSE NAREIT Equity Index. Property stocks in
Continental Europe were negatively affected by the ongoing sovereign debt crisis in Europe, in addition to an 8.0%
decline in the euro against the U.S. dollar. The U.K. (-11.6%) underperformed with potential changes to the capital
gains tax, which weighed on property stocks. The U.K. was also negatively impacted by weakness in the British pound
versus the dollar, which declined 5.2% during the month.

The Asia-Pacific region (-10.5%) fell less than
the international index, led by property returns in
mainland China (-3.0%) and Hong Kong (-7.0),
which experienced smaller declines.  The
Chinese government’s efforts to reign in a hyper-
accelerating economy began to take hold during
the month and state-owned banks are now
prohibited from to originating any new loans to
projects outside the scope of the 1 trillion yuan
stimulus plan.®  Property sales in Beijing,
Shanghai, and Shenzhen fell by as much as 70%
in May from a month earlier.” Japanese real
estate (-12.0%) also declined, despite the yen
strengthening 3.1% against the U.S. dollar in
May.

S&P Developed Property Index

Returns - May 2010
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1 All performance data from www.nareit.com and www.sp-indexdata.com. Accessed 8 June 2010.

2 Morningstar Direct.
34 LoanCore Capital. Core Insights — Week Ending 6/ 4/2010.

Asia-Pacific

-13.2%
-14.0%

Europe Europe Ex-U.K.

5 Bloomberg, L.P. “Apt REITs: Some Silver Linings Despite a “Hotrible” Jobs Number”. 7 June 2010.

6 CBRE Investors. Asian Econowatch. June 2010.

7 Bloomberg, L.P. “China’s May Property Sales Drop in Shanghai, Beijing”. 1 June 2010.
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HEDGE FUNDS

Risk appetite quickly shifted course and abated during May, as equities and
corporate bonds posted large declines and investors favored the relative
safety of government issues. A confluence of negative events, which
included the worsening oil spill in the Gulf of Mexico, political tensions
between North and South Korea, the market “flash crash”, and the
continued overhang of the debt crisis in Europe, were enough to spook
investors and send markets reeling during the month. While there is no
doubt the U.S. has its own difficulties, Treasuries remained a safe haven
alternative to areas facing austerity measures and political unrest.

As the VIX spiked to over 45, a 14 month high, the broad indices of the
HFRI Fund Weighted Composite and HFRI Fund of Funds Composite
were unable to garner positive performance. Nevertheless, the HFRI
indices were down significantly less than the 8.0% decline of the S&P 500,
as the hedging nature of the funds’ short positions protected capital.
During the month, the HFRI indices were down 2.3% and 2.8%,
respectively. Hedge fund indices are now ahead of their traditional, long
only equity comparisons for the year, as the HFRI Fund Weighted
Composite returned 1.3% and the HFRI Fund of Funds Composite
returned -0.5%. The S&P 500 was down 1.5% for the year as of the end of
May.

Directional

As the tumult of Europe and concerns over an economic slowdown in Asia
sent markets lower in May, hedged equity managers aggressively reduced
risk and cut market exposures. Despite managers’ efforts to be nimble, the
HFRI Equity Hedge (Total) Index declined 3.7%, its worst performance
since the height of the credit crisis in November 2008. The -3.7% return
was effective in protecting equity investments, though, as it participated in
less than one-half of the S&P 500’s decline of 8.0%. This protection is
critical to long term investing when considering the power of capital
preservation and compounding returns. For the year, the equity hedge
index gained 0.3%.

Equity market neutral managers, those utilizing pair trades of long and short
positions to offset market exposure, were not materially affected by the
market gyrations and were up 0.2% for the month. Managers’ short
positions generally afforded greater returns than the losses realized by long
positions, resulting in a 1.0% return year-to-date. Prior to May, short bias
managers were the laggards of all hedge fund strategies. As expected with a
backdrop of precipitously falling equity markets, however, short bias
managers were the best performers during the month. Short bias managers
gained 7.0% as equity markets broadly fell across the globe, but declined
4.4% in May year-to-date.
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Emerging market managers were the poorest performers in May, as Asian and Hastern European regions sold off in
favor of safety. The HFRI Emerging Markets (Total) Index fell 6.0%, compared to an 11.3% loss for the MSCI
EAFE Index. Hedge fund managers specializing in Asia ex-Japan were down 5.7% and those invested in Russia/
Eastern Europe were down 10.0%.

Performance of Global Macro managers was mixed, as the index lost 0.9% in May. Oil was a headwind for many
hedge funds, as the commodity fell 14.1% in May, one of its worst months on record. Trend following programs,
such as managed futures and Commodity Trading Advisors (CTAs), were effective diversifiers and exhibited little to
negative correlation to broad equity markets, realizing positive returns. Shorter time frame programs were generally
the best performers. Also offsetting negative performance were positions designed to benefit from a flight to quality,
which included gold, Treasuries, and the rallying U.S. dollar. Gold was up 2.7% to $1212 per ounce, the yield on the
ten-year Treasury narrowed 37 basis points, and the U.S. Dollar gained 7.4% versus the euro during the month.
Global macro is a strategy that should be favorably positioned to benefit from continued uncertainty surrounding
political and macroeconomic events.

Absolute Return

Credit markets suffered a difficult May in response to deficit concerns in Europe and the unilateral move by the
German Federal Financial Supervisory Authority to ban naked shorting on certain financial instruments. The specific
securities included in the ban were not so worrisome, as was the fear of an imprudent contagion by other countries to
initiate similar regulations. Other countries appear for the time being, however, to have realized the negative
consequences of Germany’s judgment. Corporate bond issuance also slowed to an anemic $70 billion during the
month. This was the lowest level of issuance in nearly seven years.

Returns for managers in the broad HFRI Relative Value (Total) Index declined 1.0%. Within relative value,
convertible arbitrageurs suffered losses, as the underlying equity in convertible bonds traded down in the market sell
off. Cheapness levels within convertible bonds have risen, however, and are again creating interesting buying
opportunities. Returns for convertible arbitrageurs were down 2.3% in May but up 2.6% for the year. Multi-strategy
managers with the ability to allocate to several strategies on an opportunistic basis, were down 1.6%, as there were few
places to hide during the market’s plunge. They remain positive for 2010, with a 4.8% return.

The HFRI Event Driven (Total) Index declined 2.2% in May. Risk premiums on several widely held deals widened
during the month due primarily to the increase in volatility and decline in the equity markets. Deal spread widening
created mark-to-market losses for managers specializing in risk arbitrage and merger arbitrage. Deal flow for the
month was down from April and remained muted at $132 billion. This was the lowest monthly volume yet during
2010. One notable deal announced during the month was the proposed merger between airlines UAL and
Continental. Managers focusing in merger arbitrage were off 0.9% in May and are up 0.9% for the year.
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HFRIIndices Performance
Returns in U.S. dollars
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DISCLOSURES

Indices:

Russell Investments rank U.S. common stocks from largest to smallest market capitalization at each annual reconstitution period
(May 31). The primary Russell Indices are defined as follows: 1) the top 3,000 stocks become the Russell 3000 Index, 2) the
largest 1,000 stocks become the Russell 1000 Index, 3) the smallest 800 stocks in the Russell 1000 Index become the Russell
Midcap index, 4) the next 2,000 stocks become the Russell 2000 Index, 5) the smallest 1,000 in the Russell 2000 Index plus the
next smallest 1,000 comprise the Russell Microcap Index.

S&P 500 Index consists of 500 stocks chosen for market size, liquidity, and industry group representation, among other factors
by the S&P Index Committee, which is a team of analysts and economists at Standard and Poot's. The S&P 500 is a market-value
weighted index, which means each stock's weight in the index is proportionate to its market value and is designed to be a leading
indicator of U.S. equities, and meant to reflect the risk/return characteristics of the large-cap universe.

Morgan Stanley Capital International — MSCI - A series of indices constructed by Morgan Stanley to help institutional investors
benchmark their returns. There are a wide range of indices created by Morgan Stanley covering a multitude of developed and
emerging economies and economic sectors.

Batclays Capital Fixed Income Indices — an index family comprised of the Barclays Capital Aggregate Index, Government/
Corporate Bond Index, Mortgage-Backed Securities Index, and Asset-Backed Securities Index, Municipal Index, High-Yield
Index, and others designed to represent the broad fixed income markets and sectors within constraints of maturity and minimum
outstanding par value.

The FTSE NAREIT Composite Index (NAREIT Index) includes only those companies that meet minimum size, liquidity and
free float criteria as set forth by FTSE and is meant as a broad representation of publicly traded REIT securities in the U.S.
Relevant real estate activities are defined as the ownership, disposure, and development of income-producing real estate.

The HFRI Monthly Indices (HFRI) are equally weighted performance indexes, compiled by Hedge Fund Research Inc., and are
used by numerous hedge fund managers as a benchmark for their own hedge funds. The HFRI are broken down into 37
different categories by strategy, including the HFRI Fund Weighted Composite, which accounts for over 2,000 funds listed on
the internal HFR Database. The HFRI Fund of Funds Composite Index is an equal weighted, net of fee, index composed of
approximately 800 fund of funds which report to HFR. See www.hedgefundresearch.com for more information on index
construction.

This report was prepared by Fund Evaluation Group, LLC (FEG) b an investment adviser registered under the Investment
Advisers Act of 1940, as amended b providing non-discretionary and discretionary investment advice to its clients on an
individual basis.

The information herein was obtained from various sources. FEG does not guarantee the accuracy or completeness of such
information provided by third parties. The information in this report is given as of the date indicated and believed to be
reliable. FEG assumes no obligation to update this information, or to advise on further developments relating to it.

Index performance results do not represent any managed portfolio returns. An investor cannot invest directly in a presented
index, as an investment vehicle replicating an index would be required. An index does not charge management fees or brokerage
expenses, and no such fees or expenses were deducted from the performance shown.

Neither the information nor any opinion expressed in this report constitutes an offer, or an invitation to make an offer, to buy or
sell any securities. FEG, its affiliates, directors, officers, employees, employee benefit programs and client accounts may have a
long position in any securities of issuers discussed in this report.

Any return expectations provided are not intended as, and must not be regarded as, a representation, warranty or predication that
the investment will achieve any particular rate of return over any particular time period or that investors will not incur losses.

Past performance is not indicative of future results.

This report is prepared for general circulation and information only. It does not address specific investment objectives, or the
financial situation and the particular needs of any person.
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