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MARKET ENVIRONMENT 
MACRO HIGHLIGHTS 

At its March meeting, the Federal Open Market Committee (FOMC) left the Fed Funds Rate target at 0 – 0.25% as 
expected and maintained its pledge to keep rates low for “an extended period.” Thomas Hoenig, president of the 
Federal Reserve Bank of Kansas City, was the lone dissenter and again voted against the policy decision, arguing 
that the excessively easy monetary policy was “no longer warranted because it could lead to the buildup of financial 
imbalances and increase risk to longer-run macroeconomic and financial stability.” The FOMC also confirmed that 
the $1.25T Agency MBS Purchase Program will conclude at the end of March, achieving its targeted amount.  

According to the final estimate released by the Bureau of Economic Analysis, real GDP increased 5.6% in the fourth 
quarter of 2009. This was a downward revision of 0.3 percentage points from the first estimate in January. The 
notable decrease in the revision during the fourth quarter was attributable to downward revisions in commercial 
construction, residential investment, and changes in inventories. During 2009, real GDP growth was -2.4% in contrast 
to an increase of 0.4% in 2008. This marked the first negative year since 1991 and the largest economic contraction 
since 1946.   

Quarterly Gross Domestic Product (Annualized)
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According to the Bureau of Labor Statistics, the unemployment rate remained unchanged in March at 9.7%. The 
nonfarm payrolls added 169k jobs in March just below expectations of 184k. This marks the highest nonfarm payroll 
monthly gain in three years. Employment continued to increase with gains in the healthcare (+37k), temporary help 
services (+40k), and federal government jobs with temporary census hiring (+39k). With the additional hiring in 
temporary help services, this brought temporary employment up +323k since reaching the lowest point in September 
2009, signaling that the job market has stabilized but that employers are hesitant to hire permanently in the face of 
uncertainty about health costs and business prospects. The unemployment rate, shown on the following page, 
remains at 9.7%, the highest levels since the early 1980s.
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Unemployment Rate
As of March 2010
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30-Year Average= 6.2%

According to figures released by the U.S. Commerce Department, overall housing starts decreased 5.9% to a 
seasonally adjusted annual rate of 575,000 units in February. The overall decline in housing starts was a result of 
single-family starts decreasing 0.6% and the more volatile multifamily starts experiencing a large decrease. While the 
combined pace of single- and multi-family housing starts fell 5.9% in February, the decline was mostly due to a 
30.3% decline in multi-family starts following a double-digit increase in the previous month. 

Single Family Housing Starts
Seasonally Adjusted Annual Rate
As of February 2010
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According to the Bureau of Labor Statistics, March’s Consumer Price Index (CPI-U) increased 0.1% month-over-
month on a seasonally adjusted basis. The increase was mainly a result of an increase in food prices, which rose 
4.6% in March and accounted for over 60% of the CPI-U increase.  The medical care index increased 0.3% in March 
for a third straight positive month resulting in a positive 3.8% twelve month change on a seasonally unadjusted basis. 
The CPI-U increased 2.3% for the trailing twelve months. 

The core CPI, which excludes volatile food and energy prices, remained unchanged (0.0%) in March after rising 0.1% 
in February and declining 0.1% in January, the first monthly decline since December 1982. The consensus estimate 
in March was for a rise of 0.1 percent, so core inflation has been less than expected. New vehicles, used cars and 
trucks, and shelter continued to post positive results. The medical care index contributed for the third straight month, 
namely medical care service, medical care commodities (e.g. RX and OTC drugs), as well as medical supplies. Over 
the last twelve months, core CPI has risen 1.1 percent. This constitutes its smallest increase since January 2004 
largely due to the continued deceleration of the shelter index, which has declined 0.6% for the trailing twelve months.  

At the wholesale level, the Producer Price Index (PPI) measures the average change over time in the selling prices 
received by domestic producers for their output. The prices included in the PPI are from the first commercial 
transaction for many products and some services. After a 1.4% increase in January, PPI for February was -0.6% as 
energy components of the index declined. Producer prices remain volatile and any increases have yet to 
meaningfully filter through to the consumer level. 

Without any real sign of inflation and the expectation that the Fed will remain on hold in the near future, equity 
markets seem content to move in the path of least resistance, rallying to the highest levels since September 2008. 
Equity volatility remains at the lowest levels since mid-2008. As of quarter end, 10 -year Treasury notes were yielding 
3.83% with Treasury volatility at the lowest levels since July 2007.  
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U.S. equity markets continued to post positive returns in the first quarter, outperforming international equities for the 
second consecutive quarter. In one of the strongest responses  to a bear market in U.S. history, the Dow Jones U.S. 
Total Stock Market Index rallied 77% from the bear market low on March 9, 2009. Developed international equities 
and emerging markets exhibited superior one-year returns posting 54.4% and 81.1%, respectively. In the first quarter 
of 2010, non-U.S. developed market currencies depreciated and emerging market currencies appreciated relative to 
the U.S. dollar. This proved beneficial to investors holding hedged non-U.S. developed equity securities. Currencies 
across Europe came under pressure as mounting concerns from Greece weighed on sentiment. Greece dominated 
the financial headlines while negotiating a financial aid package with the European Union and International Monetary 
Fund. European equities continued to suffer during the fi rst quarter over the fiscal instability in Greece.  

As the economic news continues to show signs of improvement, corporate spreads and Treasury rates are beginning 
to move into a more natural correlation. Ten-year Treasury yields were little changed on the quarter at 3.83%. 
However, disappointing results for the Treasury’s 2-, 5- and 7- year auctions (total new supply of $118 billion) after the 
historic health care reform bill passed in March resulted in a sell-off that re-priced intermediate rates by +20 basis 
points. Investor caution manifested itself in a steeper yield curve as the spread between the 2-year to 30-year 
increased from 350 basis points to 370 basis points. The FOMC’s message that rates will be “exceptionally low” for 
“an extended period” continued to drive demand for higher yielding instruments as interest rates remained close to 
zero and market volatility remained low. 
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Continuing the trend seen in 2009, riskier sectors continued to post strong relative returns in the first quarter with 
asset-backed securities (+2.3%), commercial mortgage-backed securities (+9.1%), and high yield bonds (+4.6%) 
leading the way. Expiration of the Fed’s TALF financing for ABS and legacy CMBS at quarter-end helped drive these 
returns. The turnabout in the corporate debt market over the past 12 months has been extraordinary with all sectors 
within corporates posting positive 12-month returns, led by financials.  

Credit Spreads (bps) 1 2 / 3 1 / 0 8 3 / 3 1 / 0 9 1 2 / 3 1 / 0 9 3 / 3 1 / 1 0 Q u a r t e r l y  C h g A n n u a l  C h g

(Based on Barclays indices and OASa ) (bps) (bps)

A g e n c y  F i x e d - R a t e  M B S 1 3 7 9 5 1 9 2 0 1 -75
CMBS 1 0 1 0 1 0 4 9 4 7 3 3 2 3 - 1 5 0 - 7 2 6
ABS 9 5 5 6 6 8 1 0 0 6 8 - 3 2 - 6 0 0
IG Corporates 5 5 5 5 4 3 1 7 2 1 5 0 - 2 2 - 3 9 3
IG Financials 6 2 9 7 6 9 2 2 6 1 8 6 - 4 0 - 5 8 3
High Yield 1 6 6 9 1 5 1 4 6 1 7 5 7 0 - 4 7 - 9 4 4

Ba 1 2 1 1 1 0 1 6 4 5 3 4 2 0 - 3 3 - 5 9 6
B 1 5 2 0 1 3 5 8 5 6 7 5 4 0 - 2 7 - 8 1 8

Caa 2 4 4 5 2 3 1 8 8 6 8 8 1 8 - 5 0 - 1 5 0 0
Q u a l i t y  S p r e a d  ( C a a - B a ) 1 2 3 4 1 3 0 2 4 1 5 3 9 8 - 1 7 - 9 0 4

Treasury Yields (% unless noted)
3-month 0 . 0 8 0 . 2 1 0 . 0 5 0 . 1 6 11 -5
2-year 0 . 7 7 0 . 8 0 1 . 1 4 1 . 0 2 - 1 2 2 2
5-year 1 . 5 5 1 . 6 6 2 . 6 8 2 . 5 5 - 1 3 8 9
10-year 2 . 2 1 2 . 6 7 3 . 8 4 3 . 8 3 -1 116
30-year 2 . 6 8 3 . 5 4 4 . 6 4 4 . 7 1 7 117
3m-10y Spread (bps) 2 1 3 2 4 6 3 7 9 3 6 7 - 1 2 1 2 1
2y-10y Spread (bps) 1 4 4 1 8 7 2 7 0 2 8 1 11 94
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Greece’s potential sovereign debt default has been well publicized. The size of Greece’s debt is around $400 billion, 
with over $70 billion coming due in 2010. The European Monetary Union (EMU) has struggled to alleviate the current 
situation and disarm the systematic risk in Greece. Most recently, EU finance ministers agreed on a mechanism for a 
potential loan to Greece at below-market rates. The EU is now under immense political pressure from sources as 
diverse as the region and talks continue on an IMF contribution.  Money managers have sought to benefit from the 
Greek crisis—much to the dismay of European government officials—through short positions on the euro currency, 
which has steadily declined since the Greek debt crisis began. Standard & Poor’s has recently downgraded Greece’s 
credit rating to BBB+ (still investment-grade) and dropped the outlook to “credit watch negative” rating. A budget cut 
of 4.8 billion euros ($6.6 billion) passed in February will cut Greece’s deficit to 8.7 percent of gross domestic product 
this year from 12.7 percent. European equities suffered from concerns over the fiscal policy instability in Greece and 
the potential for contagion to other fiscally weak EU countr ies. Greek stocks sold off and the cost of buying protection 
on Greek sovereign debt, measured by CDS (credit default swaps), rose dramatically.  

Greece CDS Spreads and Market Performance
Through March 31, 2010
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During 2009, non-U.S. currencies appreciated relative to the U.S. dollar which proved beneficial to investors holding 
unhedged non-U.S. equity securities. From March 2009 through November 2009, the U.S. dollar declined by 12%, 
but recovered 2.5% of its value though March 2010 against a broad basket of currencies. During the first quarter,  the 
U.S. dollar improved relative to developed countries, but lost ground versus currencies of commodity-exporting 
countries, such as Australia (+2.1%) and Canada (+3.2%). The euro (-6.0%) and the pound (-6.5%) each lost ground 
versus the U.S. dollar. It is widely expected and priced into currency forwards that China will allow the yuan to 
appreciate in order to ease trade imbalances and temper China’s fast-growing economy.  

Federal Reserve Trade Weighted Exchange Rate Index (Broad)
Daily Returns 12/31/2000 - 3/31/2010
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