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ECON: RECESSION LOOMS AS US ECONOMY STAGNATES

Pick up any financial journal over the summer and the news was ominous - from the debt ceiling debate in

Washington to the ongoing saga of the Furopean debt crisis.

This summer was one of the most

memorable in recent history, as a confluence of events pushed economic confidence further and further
down. In aggregate, data was disappointing in a number of areas, particularly employment, but there were
also several areas of mild strength. Conflicting economic signals will remain the norm until greater clarity

and resolution is reached in Europe.

Without a doubt, the most disappointing sector in the third
quarter was employment. According to the Department of
Labor, nonfarm payroll employment rose a combined
85,000 in July and August (September data is not yet
available) following gains closer to 200,000 in the first half
of the year. The employment growth rate slowed
dramatically since May and fell all the way to zero in
August. That bodes ominously for the broader economy,
as unemployed consumers offer little support for
economic growth.

A lack of confidence by firms was to blame for the weak
hiring, but employees are also losing confidence in their job
stability. Neatly one in three workers is concerned about

600.0

4000 +

200.0 -

0.

o

-200.0

Change

-400.0

-600.0

-1000.0

Source: U.S.

AllEmployees: Total nonfarm

-800.0

1/1/2008
4/1/2008
7/1/2008
10/1/2008
1/1/2009
4/1/2009
7/1/2009
10/1/2009
1/1/2010
4/1/2010
7/1/2010
10/1/2010
1/1/2011
4/1/2011
7/1/2011

Departmentof Labor: Bureau of Labor Statistics/FRED

Source: Federal Reserve Bank of St. Louis

the possibility of being laid off, almost identical to survey results from 2009, and four percentage points
above 2010. Almost one in every five workers who makes more than $75,000 per year is concerned about
losing their job and for households making less than $50,000, the ratio rises to two in five. Job growth has
been, and continues to be, an area of frustration for policymakers, corporations and consumers.

Consumers received even more bad news in August when
it was announced that personal income fell 0.1%, the first
such decline since late 2009. With less money coming in,
consumers were more hesitant to spend. After a 0.7%
increase in personal consumption expenditures (PCE) in
July, August PCE posted a more muted 0.2% gain. After
adjusting for inflation, real PCE was slightly negative. The
ultimate impact is that consumers have been dipping
further into their savings accounts, as seen by the 0.8%
decline in the personal savings rate over the past two
months alone. The savings rate now sits at 4.5%.

Of growing concern in recent weeks is the Weekly Leading
Index (WLI) from the Economic Cycle Research Institute
(ECRI). The WLI is designed to capture cyclical turns in
US economic activity. After peaking in March, the WLI
growth rate began to decline, eventually crossing into
negative territory in early August. Currently sitting at -7.2,
it is rare for the growth rate to fall below zero without a
recession ensuing. There is one major exception, however,
which actually occurred last summer. The WLI growth rate
fell as low as -10.9 and a recession did not occur. That was
due, in large part, to quantitative easing measures enacted
by the Federal Reserve last fall. The outcome might have
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been different if QE did not materialize. In eatly October, the ECRI declared that a recession was
unavoidable and warned, “there’s nothing policy makers can do to head it off.” Last summer the ECRI
did not go to the extreme of declaring a recession, which makes this warning particularly troubling.

Federal Reserve: It was a busy quarter for the Federal Reserve, due to disappointing economic growth,
the annual Fed conference held in Jackson Hole in August and an FOMC meeting in September that saw
the return of discussion of quantitative easing. At the FOMC meeting in early August, the Fed took the
highly unusual step of stating that the Fed Funds rate would be kept at 0% to 0.25% until at least mid-
2013. That statement caught many economists by surprise, as it created the perception that economic
growth is likely to be weak for another two years. Later in the month, minutes from that meeting were
released and they showed some FOMC participants were ready to undertake additional easing measures to
support the economy.

That is exactly what they did one month later. In the Fed’s estimation, “significant downside risks to the
economic outlook, including strains in global financial markets” warranted a $400 billion Treasury
purchase plan. The Fed will purchase bonds with maturities between six years and 30 years, while selling
an equal amount of Treasuries with maturities below three years. The Fed believes that these efforts will
force interest rates down and stabilize financial conditions.



GLOBAL EQUITIES: US DOLLAR RALLY SKEWS GLOBAL STOCK RETURNS

Global equity markets continued to free-fall in
September (-9.4%), with the MSCI AC World Index
(Developed + Emerging Markets) finishing down
just over 17% for the quarter. An apparent
deepening of the sovereign debt crisis in Europe, a
slowdown in global economic activity, and a lack of
confidence in policy ammunition led to general
investor risk aversion. With global stocks down
13% YTD, the much-heralded equity market
strength typically seen in the third year of the

presidential cycle does not look like it will
materialize.
The escalation of the FEuropean debt crisis

introduced a tremendous level of volatility into
global equities. In August, the Dow Jones Industrial
Average experienced four consecutive 400-point
moves for the first time in the index’s 115 year
history. Additionally, the Chicago Board Options
Exchange Volatility Index, or VIX, rose to the
highest level since the 2008 financial crisis.

US stocks maintained “safe-haven” status in the
third quarter, particularly in September as the US
dollar rallied. This led to strong US outperformance
against the international and emerging market
indices. Emerging markets were hardest hit in this
regard, falling an additional 7.5% because of
currency alone. The EM index ultimately finished
down 22.5%, trailing the US market’s return of
(-14.7%). Europe (-22.6%) was similarly weak, while
the top-performing Japanese market (-6.4%)
provided some ballast to the international index.
The broad international index (MSCI ACWTI ex-US)
fell 19.8% during the quarter.

Domestic Equities: “Bad news is priced
in....right?” It appears as though the debt ceiling
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stalemate had a profound effect on market sentiment and, subsequently, performance. Heading into Q3,
many of the global and domestic macroeconomic concerns that dominate headlines today were already
recognized. An S&P downgrade was on the table and analysts were already in the process of ratcheting
down 2011 and 2012 earnings estimates. Yet, US markets persevered, with positive performance across the
capitalization and style spectrum through the first half of the year. For many, valuations were not over-
stretched, supported by strong earnings reports in Q1 and Q2 and companies raising guidance.

As the debt ceiling loomed, suddenly those same valuations were not so great, and the negative analyst
revisions that started in the spring weighed on the market. The VIX spiked to 40 and investors reacted,
pulling over $47 billion in three months out of US equity mutual funds, the worst such stretch since Q1
2009. The resulting exodus (S&P down 14% in Q3) brought about the worst quarter since Q4 2008, when




indiscriminate selling took out almost a quarter of the
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MBS-related suits brought forth against the likes of
Bank of America and JP Morgan Chase. The latest was a $4.5 billion suit from Irish and German entities
charging US banks with repackaging risky loans as safe investments.

Even before these suits, companies like Bank of America (BAC) were under the microscope due to capital
adequacy concerns. Some of these concerns were quieted by two Berkshire infusions into BAC, but
investors remained skeptical due to a lack of transparency and unfriendly terms of both deals — Buffet
locked in a 6% yield on preferreds that BAC can buy back at a 5% premium, as well as warrants for 700
million shares with a strike price of $7.14.

Operation twist sent further shockwaves through the system. The artificial suppression of the long end of
the curve resulted in flattening, which in turn bit into bank profitability — banks make money on the spread
of short (deposits) and long term (loan portfolios) rates. To raise profitability, banks are taking drastic
measures that are angering consumers. The latest is a monthly fee on debit card transactions. The result
may be more use of credit over debit cards, and the transfer of smaller accounts from large institutions to

smaller ones that do not charge comparable fees. It should be no surprise that small cap financials are
down “only” 17% YTD vs. 24% for large cap.

The broader story from a sector standpoint has been negative analyst revisions. Analysts have punished
every sector except utilities (the only sector not in the red in Q3). The question today is whether they have
done enough. Earnings expectations for 2012 are still postive, at ~14% operating earnings growth, while
equities are pricing in practically no earnings growth. This means that there is still room for earnings
estimates to come down, which may push valuations and multiples into recessionary territory. On the
upside, this period of analyst pessimism has been the longest and most pervasive since April 2009. The last
time analysts were this pessimistic (April 2009), equity markets rallied 100%.



International Equities: Currency was a major factor
in international equity returns in Q3. The headline
MSCI ACWI ex-US index, which includes both
developed and emerging markets, shed nearly 20% in
US dollar terms during the quarter. However, on a
local currency basis (-15.2%), the index was roughly in
line with the US. Currency weakness was widespread
(with the noticeable exception of the Japanese yen),
but emerging markets were particularly affected. Many
of the index’s largest countries like Brazil, South
Africa, South Korea, and Russia saw steep declines.
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Globally, defensive sectors continued to outperform in
September and finished the quarter as clear relative
winners. Sectors with more stable earnings growth and
higher yields, including consumer staples, health care,
and telecom, led returns for the MSCI ACWI ex-US
index. This compared to more economically sensitive
areas like materials, industrials, and energy, which
finished down more than 20% in Q3. Materials, in
particular, had a terrible September, as the sector fell
more than 18% during the period due to steep price
declines in industrial metals.

European equities weighed on international indices
during the quarter, with much of the damage done by
core Eurozone countries France (-29.8%) and
Germany (-31.0%).  Without the aid of relative
outperformer United Kingdom (-15.4%), which
accounts for 35% of the benchmark, the European
index would have performed even poorer. Every
sector in the index was down double-digits, with
financials (-30.7%) and materials (-32.7%) closing as
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the quarter’s biggest losers. Investors were indiscriminate in their selling within financials, as insurance
companies and investment companies sold off alongside banks. Widely held stocks such as Societe
Generale (-51%), BNP Paribas (-44%), and Barclays (-37%) had very difficult quarters, underscoring the

intense selling pressure facing the sector as a whole.

At the annual meeting of the IMF and World Bank in September, European leaders came under fire from
US and Chinese officials for failing to take more decisive and cohesive action on the escalating debt crisis.




Most agree that the European Financial Stability
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the top 10 performing countries globally were from the EM index. This included mostly smaller countries
like Peru (-4.7%), the Philippines (-6.9%), and Morocco (-9.2%). By region, EM Asia led returns at (-
21%), but only because of currency valuations. China’s continued tighthold on the renminbi dampened
the impact of the US dollar trade during the quarter for EM Asia. While EM Latin America and Europe,
Middle East, and Africa (EMEA) posted declines of 24%, nearly half of those losses were due to currency.

Global investors intensified their focus on China recently, particularly on whether the country can achieve
a so-called “soft landing.” The steep drop in the country’s equity markets in Q3 (both H and A shares)
underscored the growing fears of this phenomenon. Although the country is in the process of
transitioning the economy from an external, export-driven one to one fueled by domestic consumption,
China remains very much reliant on demand from the West. This leaves them vulnerable to a broad global
economic slowdown. Additional concerns are based at home. A potential real estate bubble and high
levels of non-performing loans saddling banks’ balance sheets could seriously damage the Chinese
economy. Although the deep pocketed Chinese government has the resources to combat these issues,
many observers such as Barclays Capital note that authorities have less freedom with regard to fiscal and



monetary policy as the “economy is still absorbing the consequences from [2008’s] massive stimulus.”

The situation bears close watching, as China’s fate will certainly be a major driver of global economic
health.

Despite a “risk-off” environment, frontier markets were the top-performing major market segment in Q3,
falling 12.0%. The index escaped September relatively unscathed, declining 4.9% versus the emerging
markets index’s loss of 14.5%. Currency was not as much of a factor for frontier markets as compared to
the rest of the world.

Looking ahead, it remains to be seen whether any rebound from the sell-off in global equities can take
hold until there is some form of resolution to the European debt crisis. The risk-off environment is likely
to persist in the interim. With the US economy stagnating and the risk of recession palpable, the
immediate outlook for risk assets are not positive. At some point, investors may begin to take notice of
attractive valuations, but prices may be justified given the negative earnings revisions occurring globally.

Source: MSCI, Bloomberg, WSJ, The Economist, Morgan Stanley, Bespoke, FactSet, Russell



FIXED INCOME: THE FED PUTS ON A TWIST AS RISKY ASSETS SHOUT

US Taxable Markets: Third quarter and year-to-
date, core taxable bonds produced a 3.8% return and
06.6% return, respectively. This strength was driven
mostly by US Treasuries and government-related
debt, which now represent over 45% of the BarCap
Aggregate index. For the quarter and year, the
BarCap US Treasury index was up 6.5% and 8.8%,
respectively, as yields were in a virtual free fall in the
recent quarter. 30-year and 10-year bond yields fell
nearly 150 basis points and 130 basis points each as
the perfect storm of events forced a flight to quality.
Long Treasury bond investors realized the strongest
return as the power of duration led to a 25% return in
the quarter. The Treasury yield curve itself remains
steep, but resembles a shape last seen in December
2008. Said differently, the incremental yield available
by extending into longer duration securities is
relatively small when compared to the last three years.

Owners of US TIPs were well rewarded in the
quarter and year-to-date. This area of the US bond
marked produce 4.5% and 8.3%, respectively, as TIP
yields fell in sympathy with nominal Treasury rates.

To recap the key macro events in the quarter:

e TFor the better part of July and August, the
President and members of Congress promised
economic calamity if a debt ceiling/budgetary
agreement were not reached by mid-August. At the
eleventh hour a deal was finally reached, however it
merely extended the budgetary discussion another

several months.
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As fiscal goals were not reached

in the deal, it forced a downgrade of the US

sovereign credit rating to AA+ from AAA by

Standard & Poor’s.

caused investors to flee risk-based assets.

Economic activity, not
surprisingly, slowed through the budgetary process.
The downgrade of the US credit rating forced
yields lower as investors grew even more concerned
about the downside risk to the US economy. This
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e The uncertainty surrounding the solvency of Greece and other EU periphery nations led to
concerns regarding the capital strength of European banks. This sparked a crisis of confidence in
Europe, leading to a reduction of liquidity for European banks and businesses. Ultimately, this led
to continued economic trouble in Europe. While it appears the ECB and members of the EU are
taking necessary measures to counter the issues of liquidity and support the capital structure of
money center banks, the issues of solvency remain in place. This leaves open a systemic risk,
which suggests continued economic malaise — the length and depth of which is uncertain. The
uncertainty of this slowdown and its impact on global growth forced a flight to quality which drew

US yields lower.




e By the end of the quarter, various parties — from the Federal Reserve to the IMF — suggested the
US and the global economy were slowing to near zero growth, or perhaps falling into recession.
The Fed put in place “operation twist,” an effort to keep long term interest rates at record lows via
the sale of $400 billion of short term Treasuries in favor of longer term (10 to 30 year) Treasuries.

For the quarter and year, investment grade corporate bonds, which represent approximately 20% of the
BarCap Aggregate index, produced 2.8% and 6.1%, respectively. In the most recent quarter, the
performance reflected the income produced by this sector as the yield produced by corporate bonds held
steady at 3.8%. As Treasury rates fell in the quarter, the option adjusted spread (OAS) for investment
grade corporate bonds widened approximately 80 basis points, leading to steady yields. The OAS now
exceeds the 10 year average by 65 basis points and sits at 237 basis points.

The securitized markets, approximately 35% of the BarCap Aggregate index, and specifically mortgaged
backed securities, generated a 2.4% and 5.3% return for the quarter and year-to-date. The quarterly
performance reflects yields which generally fell for agency-related MBS. To give investors a mark, the
BarCap index yield fell from 3.5% at the start of the quarter to 2.9% by its conclusion. However, the OAS
for the index increased from 53 basis points to 96 basis points. The increase in OAS reflects both realized
and expected refinancing volume. The Mortgage Bankers Association recently noted that the four week
moving average for their refinancing index was up 2.6% from the previous four week period, with the final
week of the month showing a large increase in activity. This activity, along with uncertainty surrounding
measures to open up the government’s HAMP (Home Affordable Modification Program) facility to a
wider group of homeowners, resulted in the higher OAS.

High yield bonds generated a loss of 6.1% and 1.4% for the quarter and year, respectively. In review of
the quarter’s spread activity, the OAS for this area of the bond market widened considerably from
approximately 560 basis points to above 800 basis points. This level has not occurred in more than two
years and is a reflection of the systemic risks weighing down valuations of risky assets. Technically, the
market was further stressed as broker dealers showed little willingness to hold inventory while investors
pulled capital from the market. Investor flows showed some rebound in September, but this slowed as the
quarter ended, based on AMG data. The market’s current spread reflects a default expectation of around
8%, which would amount to a quadrupling of the current default rate.

Leveraged loans produced a loss of 2% and 4.4% in the last quarter and year-to-date, respectively. In
review of CSFB Leveraged Loan index data, the average price of non-defaulted loans fell from $96 to $90
in the quarter in a rather volatile quarter. These price levels last occurred in December 2008. The average
spread offered for the CSFB index is over 700 basis points, which is also comparable to levels reached in
December 2008. The source of volatility and lower returns reflected systemic risk and economic
uncertainty, as well as technical issues. From mid-August to the end of September, leveraged loan funds
reported a cumulative outflow of $8.2 billion, with the majority of this outflow occurring in mid-August,
based on AMG data. This roughly coincides with the Federal Reserve’s mid-August promise to keep its
benchmark rate at 0-0.25% until mid 2013. It is likely a number of investors (particularly retail) initially
looking to capitalize on rising rates via an investment in leveraged loans shifted exposure to longer
duration bonds.

The BarCap convertible index fell in tandem with the major mid and large cap equity indices, leading to a
loss of 13.1% in the quarter. This loss offset any gains made earlier in the year: year-to-date convertible
bonds have lost 9%. At the start of the quarter, 52% of the BarCap convertible bond index was exhibiting
high levels of sensitivity to the equity market which resulted in the difficult quarter.



Municipal Market: Core municipal bonds rallied
sharply in the second quarter, resulting in a third
quarter and year-to-date return of 2% and 5.1%,
respectively. High yield munis produced 3.3% for
the quarter and 8.4% year-to-date. At the start of
the quarter, munis were a relatively steady asset,
reflecting a more stable investment base, a dearth
of primary supply, and a secondary bond market
that garnered greater focus from the dealer
community which resulted in healthy liquidity.
This positive technical situation forced core
municipal valuations back to more normal levels
relative to US Treasuries. As a result, as Treasury
rates fell in the quarter, investment grade muni
rates followed, thus leading to the strong quarterly
performance. High yield munis realized a similar
performance tailwind, but it was partially offset by
rising spreads. Despite the strong rally, investment
grade munis now appear cheap relative to

Treasuries. They are trading at levels equal or
higher than comparable taxable Treasury
equivalents. This situation perhaps reflects the

following issues:
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During the quarter, regulatory risks heightened
for this area of the bond market. The Obama
administration recently put forth the American
Jobs Act of 2011 bill which proposed the
limitation of a tax exemption of municipal
bonds for those private individual investors
currently making over $200,000 and married
investors over $250,000. The likelihood of this
bill passing appears low, and the muni market

FORTIGENT®
AAA Municipal Yields
Security 6/30/2011  9/30/2011 Q3 Change
2 Year 0.64 0.48 -0.16
5 Year 1.56 1.27 -0.29
10 Year 2.97 2.55 -0.42
30 Year 4.78 4.31 -0.47

SOURCE: BLOOMBERG

reacted minimally. However, the fact that the idea was put forth by the administration suggests
future budgetary discussions could result in an adjustment to muni bond exemptions. This, in
turn, has led investors to require greater yield for munis in order to compensate for the risk.

There is greater credit risk in municipalities — in particular, local general obligation issuers — which
require state and federal assistance. As S&P lowered the US sovereign rating in early August, it

announced plans to begin reviewing state and |

ocal government ratings on November 23, the date

the Congtressional “super committee” is scheduled to release its deficit reduction plans. Due to this
continued uncertainty, the yield demanded for A and BBB rated bonds has gradually increased
relative to AAA rated bonds, based on Thomson Reutet’s data.

International Markets: In the last several weeks of the quarter, international fixed income investments,

specifically allocations to EM debt, realized significant losses.

To highlight, in US dollar terms the

JPMorgan Global Diversified Emerging Market bond index (JPM GBI-EM) lost 8.6% in the quarter,
negating the full year’s return and leading to a loss of 2.2% year-to-date. The JPMorgan ELMI+ index,
which represents EM currency markets, lost 8.9% for the quarter and 4.2% for the year.




The difficult performance of EM debt is primarily
related to the flight to quality experienced in
September. As sovereign related concerns
heightened, and fear regarding the global economic
outlook grew, the dollar strengthened against most
major world currencies. The dollar has been
particularly strong relative to Latin American
currencies, specifically the Brazilian Real, and EM
European currencies such as the Polish Zloty. This
flight to quality trade led to the majority of the
drawdown in EM debt indices.

Credit issues were also a concern. In a review of
yields of the JPM GBI-EM index on a quarter-over-
quarter basis, yields were relatively stable and fell
approximately 15 basis points to 6.9%. However,
the path to this yield level was volatile. Through
September 9, yields for the index (and all regions
within the index) were substantially lower — overall
the index dropped nearly 60 basis points from the
start of the quarter. But as investors started to focus
on the economic impact of the political issues in the
US and Europe, yields retraced their path. The
hardest hit region was emerging Europe.
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ALTERNATIVES: IT'S ALL MACRO TO ME

Headline risk dominated equity and credit market HFRX INDEX PERFORMANCE
trading throughout the summer and into the fall Q3/YTD
season. Unresolved issues such as the debt crisis | perx sysematicDiversified o~y 8%
in BEurope encouraged many market participants to aYTD
HFRX Macro

move away from risk assets and simply wait on the
sidelines until a resolution is reached. In addition, HERX Absolute Return
occasional flare ups resulting from macro
concerns, such as those witnessed around the debt
ceiling debates in Washington in early August, are HERX Merger Arb.
adding to market volatility and uncertainty. Most
alternative strategies struggled in the third quarter

HFRX Convertible Arb.

HFRX Relative Value

as hedge fund managers turned more bullish on HFRX Market Neutral 5-1"_”’_
the economic outlook earlier in the year and o
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is catching a significant amount of the equity beta arcethrectiondl g5
and downside, but these numbers conflict with 0% -15% -10% -5% 0% 5%  10%
other hedge fund indices, which indicate that | FORTIGENT® Source: FaciSet

hedged equity strategies are down mid- to low-single digits.

Event driven and merger arbitrage has been an area of particular difficulty after both categories lost money
in five consecutive months. Entering 2011, it was widely accepted that high levels of corporate cash,
coupled with an attractive financing environment, would lead corporations to grow top-line revenue
through acquisition and merger activity. As macreconomic concerns grew, however, deal activity began to
decline. Global M&A volume was down 18% in the third quarter from the quarter prior and 21% in the
past year. The impact was especially severe in Europe, where deal volume plunged 36% in the quarter.
Deal activity was relatively robust until the end of July, when a combination of overarching concerns drove
volumes down. While M&A activity is likely to remain muted until volatility subsides, the current
environment lends itself favorably to other corporate activity, such as corporate restructurings, proxy
fights, and activist situations. M&A deal spreads are now slightly above the historical median of 10%,
roughly where they were earlier in the summer.

Managed futures are one of the few bright spots this year, as systematic CTAs are slightly positive YTD
after gaining 7.8% in the third quarter. CTAs struggled in the first half of the year due to constant trend
reversals and a weak trading environment. That changed in Q3, as CTAs benefited from the weak macro
environment that punished equity markets and drove bond yields lower. CTAs gained nearly 5% in July
and continued to do well through the remainder of the quarter, gaining 0.7% and 2.0% in August and
September, respectively.

Hedge fund managers are struggling to reconcile market fundamentals with the macro outlook at the
moment. By most accounts, corporate profitability remains strong and fundamentals are healthy.
Growing fissures in credit and financing markets is concerning, but not yet to a point of absolute panic.
Domestic equity markets are down anywhere from 8% to 20% on the year with extreme bouts of volatility.
By and large, hedge funds are outperforming with lower volatility. Some strategies, notably event driven



and hedged equity, are capturing greater downside than anticipated, but in the case of event driven,
dislocation breeds opportunity.

Sources: Wall Street Journal, Dealogic, HFRX, Factset



LIQUID REAL ASSETS: DR. COPPER SICK; VOLATILE GOLD RISE; YIELD DIVERGENCE

WIDENS

Flight toward safety, or more accurately flight away
from risk, exemplified Q3 performance in liquid real
assets. Commodities and REITs sensitive to global
growth were punished as a US downgrade and
degenerating conditions in Europe resulted in a sell-
off. Decelerating manufacturing activity in emerging
markets put downward pressure on metals, while
banking issues in the developed world and rising rates
in select developing countries put pressure on REITS.
The risk-off trade supported the dollar, effectively
lowering prices for the commodities complex. Gold
was an exception, as correlation to the dollar and US
Treasuries spiked during the global risk-asset sell-off of
late July and early August. MLPs were down for the
quarter but held up well on a relative basis, benefiting
from investor hunt for yield.

Commodities: Dr. Copper, so regarded due to its
ability to presage world economic direction, had a
negative diagnosis in Q3. The metal fell in excess of
25% as China (consumer of nearly 40% of the world’s
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mining production), showed signs of a manufacturing slowdown. The reopening of several Chilean mines

closed due to worker strikes reduced supply concerns,
putting additional downward pressure on the metal
(Chile produces 20% of the word’s copper). Dr. Iron
Ore, the less volatile prognosticator of economic
growth, also took a step back in September after
holding up in the first two months of the quarter. Steel
prices fell from a $181 per tonne peak on September 7
to $171 per tonne by the end of the month.

Energy prices fell on worries of decelerating global
growth and expectations of supply coming back online
from Libya. Nevertheless, excess reserves remained
tight, portending price shocks from any adverse
macroeconomic developments.

Gold benefited from the risk-off trade in early August
but correlation with Treasuries and the USD fell off in
September. Gold finished up during the quarter, but
well below the $1,900/0z level seen in mid-August.
Speculative interest in the metal paused, as investors
took profits in the ETF and futures markets. Investors
should remember that they make up a larger portion of
gold demand than they have in the past. Prior to 2008,
about 65% of gold demand came from jewelry.

Investors accounted for approximately 20%, with the rest spread across industrial use and producer
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hedging. Today, investment demand has risen to more than 40%, while jewelry has fallen to less than 50%.
Because a large portion of the metal is now in the hands of those that can quickly get in and out, gold

should expect a more volatile pricing environment.

MLPs: The Alerian MLP index traded down during the quarter, but held up relatively well on a relative

basis. During the debt ceiling debacle, MLPs fell but
recovered almost immediately. Despite the ultimate
decline, yields finished the quarter below their
historical average.

It was a relatively quiet quarter for MLPs. Public
partnership taxation overhaul talk calmed in lieu of
bigger battles on Capitol Hill early in the quarter,
and silenced further when the President’s jobs bill
showed no language relating to taxing public
partnerships. Hurricane Irene took an easterly route
up the US coast, and although it caused damage and
flooding in New England, there was little impact on
drillers, pipelines, and refiners.
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Operation twist brought additional calm/support. Historically, MLPs average a 300 bps spread to 10-Yeatr
US Treasuries. With operation twist and flight-to-safety firmly in place, the spread blew out to more than
500 bps. With the 10-year at 2%, MLP yields could conceivably fall to as low as 5%, making an all-time
low. Another notable point is that MLPs, in aggregate, continued to increase distributions and raise
guidance despite falling energy prices in Q3. This shows that MLPs can be profitable entities even though
they are more cyclical than they have been in past decades. The question going forward is whether MLPs
are distributing too much at a time where they should be keeping some cash cushion. If business dries up,

they may have to cut dividends which would have an
adverse effect on prices.

REITSs: Global REITs fell in tandem throughout the
quarter, despite pockets of strong funds from
operations (FFO) in many developed and developing
markets. Like many other asset classes, cyclicals were
disproportionately punished due to macroeconomic
concerns. Within US REITSs, this was exemplified by
weak performance in hotel (-32% in Q3) and
industrial REITs (-29%). Policy changes were an
additional headwind in early August, as the Centers
for Medicare and Medicaid Services announced a
11.1% cut in Medicare rates. This had a profound
effect on health care REITSs, particularly those
exposed to skilled nursing.

Contagion concerns finally caught up with European
REITSs which led performance during the first half of
the year. Yields and CDS spreads blew out,
facilitating a sell-off in high-yielding risk assets. And
although the ECB came to the rescue with purchases
of sovereign debt from the most affected countries,
lack of a long term outlook and clarity around Greece
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weighed on the sector. Spanish and Italian REITs were amongst the most punished, falling nearly 50%
during the quarter.

In Asian markets, the trend was to punish developers. The ever present fear of anything but a soft-landing
in China weighed on Singapore and Hong Kong, pushing investors toward land-owners who have more
consistent cash-flows.

The cessation of interest rate hikes brought support for Australian and New Zealand properties, which fell
less than the broad index. Rumors that Australia may actually cut rates in the not-so-distant future were
also supportive. Japanese properties (-3.4%) led returns with the help of accommodative domestic policies.
The central bank extended its J-REIT purchase program in August, after initially expanding it in March
2011. Taking out the positive currency effect of a strong yen, Japan was still down less than 8%.

Latin American REITs finished in the middle of the pack during the quarter. Brazil lowered rates from
12.5% to 12.0% in August, after raising rates in July. Elsewhere in emerging markets, higher rates in India
and China were seen as negative. India’s mortgage rates crossed above 11%, putting significant pressure on
the residential market.

Sources: S&P, WSJ, CBRE, FactSet, Alerian, commodityonline.com, wotldinterestrates.com

Disclosure:

The content of this report has been produced by a third party setvice provider which provides Capital Fiduciary
Advisoty, LLC with certain back-office services. The information provided is general in nature and is not intended to
be, and should not be construed as, investment, legal, or tax advice. Capital Fiduciary Advisots, LLC makes no
warranties with regard to the information or results obtained by its use and disclaim any liability atising out of the use
of, or reliance on, the information. The information is subject to change and is based on information that Capital
Fiduciary Advisoty, LLC considets reliable, but is not guaranteed as to accuracy or completeness.

The returns of the vatious indexes identified in this report have been provided by Bloombezg unless otherwise noted.
You cannot invest directly in an index. In addition, the holdings in client portfolios advised by Capital Fiduciaty
Advisors, LLC may differ significantly from the securities that comprise the vatious indexes cited in this report and
may lose value.
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