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Stock funds staging strong show
Real estate's continuing rally defies expectations

By John Spence & Jonathan Burton, MarketWatch
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This is an update of a story originally published March 31 to include final
quarterly results.

BOSTON (MarketWatch) -- In a solid first quarter for U.S. mutual funds, the
standout sector was one that wasn't even supposed to be on the scoreboard:
real estate.

Despite widespread expectations the sector would cool in 2006, real-estate
mutual funds turned in the best quarterly performance of any U.S. stock-fund
category, gaining 14% this year through March 31, according to research firm
Lipper Inc.

"A lot of people read obituaries for real-estate funds in late 2005, and pulled
out and took profits," said Don Cassidy, a Lipper senior research analyst. But
"REITs are moving up again, and investors don't want to miss out on the
action."

The top-performing real estate fund for the quarter with a 21.7% gain was
ProFunds Ultra Real Estate Investor (REPIX:, , ), which provides leveraged
exposure to the Dow Jones U.S. Real Estate Index.

Real estate was by no means the only star in a period where all but one U.S.
and international stock-fund category Lipper tracks finished in the black. The
average U.S. diversified stock fund rose 6.6%, reflecting across-the-board
advances.

Meanwhile, the Standard & Poor's 500 Index (SPX:, , ), a common measure
of the U.S. stock market, rose 4.1%.

Small-cap funds also did the unexpected, gaining 12% on average in the
quarter even though analysts at the beginning of the year believed that small-
caps would yield their market leadership to the large-cap category.

"The surprise of the quarter was really the strength of small-cap market when
most pundits were saying it's time to switch to large-cap," said Jeff Mortimer,
chief investment officer for equities at Charles Schwab Investment
Management. "Large-cap was positive for the quarter, but the real money
was made in small caps."

& Click here to watch interview with Jeff Mortimer.
Sustained run

While real-estate funds had a concrete quarter, the group -- which tilts heavily
toward real-estate investment trusts -- has been on a roll over the entire last
year, gaining 36.6% on average. That handily tops S&P 500-based index
funds and five of the six other sector-fund categories that Lipper tracks, with
the exception of natural resources.
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DATA: LIFPER INC. (RS OF 3/31/06) analyst Ross Nussbaum noted in

a recent research note that "the
abundance of private equity still looking for a home in commercial real estate
suggests the wave of REITs going private transactions may not be finished."

Analysts say there are risks ahead for the sector even though REITs have
managed to shake off higher interest rates, which increase borrowing costs
for companies and fatten Treasury yields, making bonds more attractive to

income-focused investors.

"Valuations for REITs are rich, and it's tough to see the growth rates implied
in the prices being maintainable," said Anthony Sanders, a business professor
at Ohio State.

"REITs have run up more than expected, and with the potential in the market
for more interest-rate hikes by the Federal Reserve, paring back REIT
holdings might not be a bad idea," he added.

REITs have boasted a yield advantage over bonds during their long rally, but
that changed at the end of February when the average dividend yield on
equity REITs was down to 4.08%, or below the 10-year Treasury, said Dan
McNeela, a fund analyst at investment researcher Morningstar Inc.

"It could be a tougher row to hoe for real-estate stocks in general especially if
they don't see a lot of capital appreciation,” he noted.
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