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Fixed Income Performance 

Alternative Investments  

Despite the flight to 

Treasuries, the broad risk 

selloff pushed fixed income 

benchmarks into negative 

territory. 

Deleveraging and liquidity 

challenges forced hedge funds 

to sell beaten down, high 

quality names, and realize 

losses. 

U.S. equity markets fared better 

than international, due to an 

appreciating U.S. Dollar and a 

rebound in Financials.  

With a slowing global economy, 

commodity markets tumbled after 

a long run-up, as oil was toppled 

from its $147/barrel peak.  

NAREIT recovered during a 

volatile third quarter to lead 

all major asset classes.   

Over extended periods, international equity 

has produced higher risk and return.   

The Lehman Brothers Aggregate and cash 

have surprisingly outperformed the S&P 500 

over the past ten years.   

While hedge funds struggled during third quarter, longer term 

performance compares favorably to equity and bond markets.  
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Economic Environment 
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Components of GDP 

($billions) 

As the housing market continues to sputter, 

GDP relies more heavily on the U.S. 

consumer and government spending. 

Source:  BEA and Federal Reserve      

After a savings spike from the stimulus package, U.S. 

consumers are spending at historic highs.  As home 

values fall, home equity is drying up.  If precautionary 

savings rise, consumer spending falls, and government 

spending may need to be the next growth catalyst. 

Job growth slowed, and unemployment rose during 

the quarter, this unique environment of both rising 

inflation and unemployment has not been 

sustainable historically over extended periods. 

Source:  NYSE 

Deleveraging has occurred because of mark-to-

market losses on the asset side of corporate balance 

sheets.  This has hit financial institutions the hardest.   
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Gold (GLD) Dollar/Euro

With fears of a looming U.S. recession 

and tight credit markets, the outlook 

for unemployment, which rose during 

the third quarter, is tenuous at best. 

Unemployment 

While Gold prices remain near 

historical highs, the U.S. Dollar 

improved against the Euro 

during the third quarter. 
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$billions  AUM 2008 2007 2006 2005 2004 2003 

US Equity 4,917 (40) 44 52 25 171 159 

Intl/Global Eq. 1,472 (31) 156 158 126 88 38 

Emerging Mkts 274 (8) 40 28 23 5 8 

Asset Allocation Funds 1,380 58 138 102 103 109 69 

Fixed Income 1,892 104 131 75 21 (12) 32 

Real Estate 94 7 (4) 11 2 9 7 

Gold/Real Assets 153 3 12 11 21 12 5 

Global Equity 
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S&P 500 Performance over Third Quarter

Sept 7 – Fannie Mae and Freddie Mac 

placed under government conservatorship. 

Sept 15 – Lehman 

Brothers files for 

bankruptcy.  Bank of 

America agrees to 

purchases Merrill 

Lynch for $50 billion in 

stock. 

Sept 29 – The House of 

Representatives votes 

down $700 billion 

bailout plan.  S&P 

plunges 107 points. 

Aug 12 – After 

auctioning $75 billion to 

banks in June, the Fed 

auctions off another $25 

billion to ease the credit 

squeeze. 

Jul 13-14 – The Fed announces plan to brace 

Fannie Mae and Freddie Mac signaling 

government confidence.  The Fed also adopts 

more stringent rules to protect homebuyers 

duped under shady lending practices. 

During the third quarter, risk-averse equity 

investors sold off growth more than value. 

Due to a rebound in the now 

much smaller Financials, small 

cap value was the only positive 

equity class. 

Source:  Lipper and JP Morgan     

Mutual Fund Flows 

(Does not include Funds classified as Equity Income, Long/Short, or Market Neutral) 

Investors have sought perceived safety during 2008, fleeing riskier 

equities primarily for fixed income. 

Sept 19 – SEC halts 

short selling of 

Financials sector 

stocks. 

Sept 16 – The Reserve money 

market fund “breaks the buck.” 
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Sector Returns – Third Quarter 2008 

Sector Returns – One Year Ended 9/30/08 

Country Returns – Third Quarter 2008 

(U.S. Dollar-based Returns) 

Demand for necessary goods and services bodes 

well for Consumer Staples and Healthcare. 

A supportive Fed aided the outlook for U.S. 

financial institutions struggling to survive.   

Oil‟s rapid descent from $147/barrel, along 

with fears of worldwide economic 

slowdown, were drags on the Energy sector. 

The U.S. Dollar strengthened relative 

to other major global currencies. 

Source:  FactSet     

Decoupling – the idea that international economies are becoming less 

correlated to the U.S. economy – did not seem to hold this quarter.   

Brazil and Russia each halted market trading several 

times during the quarter in attempts to slow losses.   

Over the last year, U.S. Consumer Staples was 

the only sector to avoid double-digit losses. 
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Fixed Income 

3 Mo. 

2 Year
5 Year
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Corporates

Mortgages
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Securities

Commercial 
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Spread Sector Performance vs. Treasuries 
Plots above the red line indicate spread sectors outperformed 

Treasuries while below the red line indicate underperformance.  
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Treasury takes over FNMA

Freddie Mac Equity (dollars per share)

Spread 10 Yr. Freddie Mac to Treasuries (bp)

Government takeover of Fannie and Freddie 

depressed equity values while pushing 

spreads over Treasuries to new highs.   

Source:  Lehman Brothers 

Government takeover of Fannie and Freddie 

depressed equity values while pushing 

spreads over Treasuries to new highs.   

Treasuries outperformed again in the third quarter, 

as investors sought safety.  This pushed real short-

term yields into negative territory and thirty year 

yields to new lows.  Mortgages narrowly 

underperformed, as the Fed committed mass 

amounts of capital to Fannie and Freddie.  

Corporates posted their worst quarter in twenty 

years, amid high-profile failures in Financials. 

Wide OAS credit spreads are an 

indication of credit market dislocation.  

Source:  Bloomberg     
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Spread Product Spread Product + 5% High Yield

The subprime fallout beginning in 2007, coupled with 

the demise of several high profile financial institutions, 

has led to negative excess returns  from spread 

products compared to Treasuries over the last 20 years.   

Cumulative Excess Return: Spread Products versus Treasuries 

Source:  Bloomberg     
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Real Assets / Private Equity 
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Private Equity is grinding to a halt.  There were zero IPO exits 

for venture capital during the second quarter.  This is the first 

time this has happened since 1978.       

The combined effect of lower demand, 

increased supplies, a stronger Dollar, 

deleveraging, and worries about 

global growth, hampered commodities 

for the quarter. 

Energy prices fell, as investors‟ focus 

shifted from tight supplies to a sudden 

decrease in demand, stemming from 

deteriorating global economic growth.   

After record numbers were raised in late 2006 

and 2007, deal flow has remained steady, but 

the size of the deals has slowed significantly.      
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Deleveraging brought down master limited partnership (MLP) values.  This has 

produced opportunities, as underlying asset fundamentals remain solid. 

MLP and REIT yields are 

attractive in an environment 

where cash is king. 
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Hedge Funds 
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US CDX high-yield

The CDX currently 

implies a 50% 

probability of default 

for junk debt over the 

next 5 years versus 

40% during the 

depression.   

Source:  Merrill Lynch and Slocum Research  

Source: Yahoo  

Source: Credit Suisse  

Skittish investors, 

effects of 

deleveraging, and 

buying 

opportunities have 

pushed the VIX to 

an unseen level. 
Hedge Funds have felt 

pressures of deleveraging, as 

all strategies hover significantly 

below median leverage levels, 

and managers prepare for 

expected redemptions. 

Hedge Fund Index Performance 
Macro events such as the credit squeeze 

and commodity price moves have driven 

market performance, while fundamentals 

and valuations have played little part.    

Deleveraging and changes in short-sale rules caused 

convertible premiums to drop significantly.  Yet 

indiscriminate selling and re-pricing of risk is producing the 

best opportunity set in decades. 

Hedged Equity lagged, as weak companies with 

„expensive‟ valuations rallied, due to short covering, 

and strong companies with „cheap‟ valuations fell, 

due to deleveraging-driven fund liquidations. 
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*Annualized Third Quarter One Year Two Years* Three Years* Five Years* Ten Years* 

U.S. Markets       

CPI 0.0 4.9 3.8 3.2 3.4 2.9 

Dow Jones Industrial Average -3.7 -19.8 -1.2 3.3 5.6 5.4 

Russell 3000 Index -8.7 -21.5 -4.4 0.3 5.7 3.8 

NASDAQ Index -9.0 -22.1 -3.1 -0.2 3.9 2.8 

S&P 500 Index -8.4 -22.0 -4.7 0.2 5.2 3.1 

Russell 1000 Index -9.4 -22.1 -4.6 0.1 5.5 3.5 

Russell 1000 Value Index -6.1 -23.6 -6.5 0.1 7.1 5.5 

Russell 1000 Growth Index -12.3 -20.9 -2.8 0.1 3.7 0.6 

Russell Mid Cap Index -12.9 -22.4 -4.3 0.1 8.6 8.3 

Russell Mid Cap Value Index -7.5 -20.5 -4.9 0.5 10.0 9.2 

Russell Mid Cap Growth Index -12.8 -24.6 -4.4 -0.8 6.5 5.5 

Russell 2000 Index -1.2 -14.5 -2.0 1.8 8.1 7.8 

Russell 2000 Value Index 5.0 -12.3 -3.5 2.0 9.4 10.1 

Russell 2000 Growth Index -7.0 -17.1 -0.7 1.5 6.6 4.7 

91-Day T-Bills Index 0.4 2.6 3.8 4.0 3.1 3.4 

Lehman Aggregate Bond Index -0.5 3.7 4.4 4.2 3.8 5.2 

Lehman Intermediate Aggregate Bond Index -0.1 4.2 4.7 4.4 3.8 5.2 

Lehman Gov't/Credit Index -1.6 2.4 3.7 3.6 3.3 5.0 

Lehman Intermediate Gov't/Credit Index -1.2 3.2 4.3 4.0 3.2 5.0 

ML 1-3 year Treasury Index 1.7 6.3 6.0 5.3 3.5 4.5 

Dow Jones AIG Commodity Index -27.7 -3.7 6.2 1.9 10.2 10.0 

HFRI Fund of Funds Conservative Index -6.8 -6.5 1.5 3.2 4.3 5.9 

HFRI Equity Hedge Index -12.0 -14.8 -0.8 2.3 5.7 9.7 

NAREIT Equity Index -5.6 -20.5 -8.3 1.7 11.0 11.3 

Non-U.S. Markets       

MSCI EAFE Index -20.6 -30.5 -6.8 1.1 9.7 5.0 

MSCI EAFE Growth Index -21.9 -28.5 -4.4 2.2 9.2 3.0 

MSCI EAFE Value Index -19.1 -32.6 -9.3 0.0 10.0 6.8 

S&P/Citigroup EMI World ex-U.S. Index -23.7 -34.5 -8.8 0.6 11.6 8.5 

MSCI Emerging Markets Index -27.0 -33.2 2.8 8.4 18.7 14.6 

S&P/Citigroup -World Broad Investment Grade  

Bond ex-U.S. Index (unhedged) 
2.7 4.4 3.9 3.7 4.2 4.8 


