. verview

Thea NJ® & §witchwasthrown aroundthe globeat the end of Julyand capitalmarketsthroughout the world showthe
scarsthis quarter. Encapsulatinghe neverending,and indeed worsening,Europeansovereigndebt crisis,the USdeficit
gameof @ O K A @AdEyinagutting the brakeson its economyfor fear of runawayinflation, wastoo muchfor investors
investorsin risk headedfor the exits Howeverthe retreat wasorderly. Liquiditywassufficientastradersmovedinto the
old standbyc USTreasuries

Forthe most part, corporatefundamentalsare strong Thereis concernabout earningsgoingforward, givenall the belt

tighteningthat went on in 20082010, but balancesheetsare in goodshape Whatremainsin perilousshapeare national
balancesheetsc the transfer of private debt to public hands(and deeperpockets),bankbailouts,and stimulusspending
havereachedlevelsthat spookinvestors Growthis now beingsqueezedy the uncertaintyof how this debtis goingto be

serviced Eventsunfoldingin Europeare symptomaticof all of the issuedacingthe developedworld: reducingdebt means
reducingspending¢ the same spendingthat had been pushingthe global recoveryforward. The coming reduction in

nationalbalancesheetswill be anotherheadwindandit fits with our belief that future growth will be muted andinvestors
will haveto be more opportunisticandrisk-awareat the sametime.

The US equity markets were roughed up
during the quarter (a substantialreboundin  Returns for Periods Ending September 30, 2011
early October occurred but U K I far (héxt

. i A Do . Annualized

lj ((ij| IN\I(]:;?S) QhEdId bettehr than S;:?a” Domestic Equity Style 3Q2011 1Year 3Years 5 Years
andvaluedi ettert _an gI’OWt as_anyt II.’lg S&P 500 Large Cap Core (13.87%) 1.14% 1.23% (1.18%
assessedq be more_rlsky took a biggerhit.  |zyssen 1000 Large Cap Core (14.68%) 0.91% 1.61% (0.91%
ngh qUa“ty held in better; there was Russell 1000 Value Large Cap Value (16.20%) (1.89%) (1.52%) (3.53%
differentiation by sellers ¢ higher quality |Rrussell 1000 Growth Large Cap Growth (13.14%) 3.78%  4.69%  1.62%
companies were held or sold less The [Russell 2000 Small Cap Core (21.87%) (3.53%) (0.37%) (1.02%
||qu|d|ty in the markets meant the more Russell 2000 Value Small Cap Value (21.47%) (5.99%) (2.78%) (3.08%
speculativeassetscould bejettisoned Russell 2000 Growth Small Cap Growth (22.25%) (1.12%) 2.07%  0.96%
NonUS equity markets underperformed Annualized

their domesticcounterpartsin largepartdue [ E AT 3Q2011 1Year 3Years 5 Years
to a fear of a Europeanbankingcrisis The [MScI EAFE (net) International Core (19.01%) (9.36%) (1.13%)

|ong de|ayed mark-to-market of the MSCI EAFE Value (net) International Value (19.03%) (9.99%) (1.69%)
sovereigndebt held by the Europeanbanks MSCI EAFE Growth (net) International Growth (18.98%) (8.79%) (0.63%)

is at hand Theemergingmarket pulled back S&P EPAC Small Cap (net) Small Cap International (18.59%) (5.50%) 5.64%

MSCI E ing Market: t) E ing Market: 22.56%) (16.15% 6.27%
on the prospectof a globalslowdown merging Markets (ney Emerging Markets (22.56%) (16.15%) -

Spreadsectorssold off in favor of Treasuries Annualized
andthe USdollar servedasa safehavenfor  [EERGEINE 3Q2011 1Year 3Years 5 Years
investors Yieldsin the safe sectorsof the |CPIAdjusted Inflation 118%  3.90%  122%  2.28%
bond market are very low and there is little ~ |T-Bils Cash 001% 013% 021%  1.71%
short-term pressure to drive them higher Barclays Capital Aggregate Core Bonds 3.82% 526% 7.97% 6.53%
e . Barclays High Yield High Yield Bonds (6.06%) 1.78% 13.83% 7.08%
Wllllngness to accept these ylelds CitiGroup WGBI Ex-US Foreign Bonds 2.38% 4.61% 7.71% 7.54%

demonstratescontinuingfear.
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What is Going on in Europe?

Panic,elation, repeat The frayed nervesof investorsare being severelytested by the macro swingsemanatingfrom
Europe Tryingto boil it all down is a tough job. On a very basiclevel, it appearsthere are two very disparatetypes of
countriestrying to usethe samecurrencybut A {n€tavorking Eitherthey changetheir waysand becomemore like one
anotheror they mustgotheir separateways In both scenariosthingsarelikelyto look different whenthe dustsettles

Initially establishedin 1992 and brought into generalusedin 2002, the Eurohasnot been truly tested until now. The
block of countriesthat comprisethe Eurofall into two groups the Core (Austria, Belgium,Finland,France,Germany,
Luxembourg,and Netherlands)and the Periphery (Cyprus,Estonia,Greece,lIreland, Italy, Malta, Portugal, Slovakia,
Sloveniaand Spain) Thecombinedgrouphascommonmonetarypolicy,the Euro,but no commonfiscaland governance
policies,and this seemsto be the root of the problem Priorto joining the Euro,severalcountrieshad long historiesof

deficit spendingand low relative GDPgrowth/productivity which resultedin higherinflation than their neighbors(the

Coremembers) Oncecountrieslike Italy, Greece,and Spainwere broughtinto the Eurogroup, their fiscalpoliciesdid

not change deficit spendingcontinuedbut borrowingbecameeasier(Chartl) becausethey couldride the credit rating

coattailsof the core members(lower borrowingcosts) and growth/productivity shortfallswere lost in the shadowof the

succes®f the largergroup. Bythe way, this wasjust fine with the Euroleader,Germanybecausehe arrangementkept

their currencyatrtificially low and allowed them to export to the rest of the world (a standaloneDeutschemarkwvould

havebeenmuchmore highlyvalued,meaninglessexportsuccess)

Much of the debt issuedby serialborrowersendsup in Chart 1: Total Debt Owed to Foreign Lenders
the banksof the issuingcountriesand other Eurczone
banksbecauset hasto go somewherefor the process
to continue and the sovereigndebt of a Euromember "%

country was thought to be super safe becauseA (i Q &
backedby the rest of the Euro members The banks .
bought the debt and the countries guaranteedthe ‘g /—\ :l:a!: |
banks ¢ nice arrangement until someone defaults 2 ** sy
(Chart2). A prolongedperiod of low growth putsthe © & = Greece

= Spain

sustainability of this growth into question and the
worst offender, Greece collapsesTheirbiggercousins,
Italy and Spain havethe potential of sinkingthe largest

Europeanbanks And here we stand the bandaid 0
approaChhaS not Worked bUt the attempts are roiling 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
globalmarkets Eurofatiguehassetin. Sources: Dirk Ehnts / Seeking Alpha
Chart 2: 5-Year Credit Default Swap Spreads Gettingat the heart of the probleminvolvesdecisions
600 harderthan those madeto-date. Lettingthe banksgo
e USA (EUR) Spain (USD)

in favor of the debtors means a severe credit
contractionandlessgrowth (if they havethe moneyto
do this). Lettingthe debtor nationsgo in favor of the
banks means a severe fiscal contraction and less
growth. Bail out the countries, bail out the banksor
just plain bail? At what point do the core members

500 | ======Germany (USD) === taly (USD)

400

300 +—

200 J\"

Wv (Germany)cry foul and toss the Greeksor cry uncle

100 ~ 1122 givenhow muchof the bill they will haveto coverand
—— ... saybring backthe Deutschemark?\t what point do

0 : : : : : : : : : the Greekssay,d & 2 dr® Md&bossof me£ No good
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Mar-11
Apr-11
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Jun-11
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Aug-11
Sep-11

answeris at hand but expectvolatility until the hard
choicesaremade
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Credit Spreads and Equity Investing

Bondinvestorshaveto look far out into the future to assesshe safetyof the cashflow i K S @uxNaSingoday; credit
guality, inflation, and market environment(in addition to other factors)must be consideredand thesefactorsare then
pricedinto credit spreads Takenin conjunctionwith the hugesizeof globalfixed incomemarketsandthe largenumber
of professionalplyingtheir trade in this space the bond marketsare consideredone of the strongestleadingindicators

availableto investors But is this confined only to bond investors?Canequity investorsbenefit from watching credit
spreadsaswell?

Creditspreadsoften start to creepupwardslowly,only to be followed by arapid upwardmovec at leastthey havein the
heightenedvolatility of the last 12 years Thisis consistentwith trepidation followed by wavesof fear rapidly sweeping
up investors,driving credit spreadsoutward and the not-asrapid wave of relief amonginvestorsdriving spreadsback

down. We all know the impacton bond prices,but how are equity pricesaffected?Which equitiesperform better when
creditspreadsarrow/widen?

In theory, tight credit spreadselativeto Treasuriesndicate stability. Whenthey beginto pushout, investorsare sensing
somethreat to the benignenvironment Thequestionfor equity investorsis whether risk shouldbe addedor subtracted
at this point. Theoppositeistrue when credit spreadsare wide relativeto their history. Whatworksandwhen?

Our researchindicatesthat narrow credit spreads,beginningto widen (Chart3 ¢ yellow shadedareasare periods of
spreadswidening,greenshadedareasare periodsof spreadsnarrowing),an indicationof growth/large cap/highquality
stockscominginto favor Thesetend to be & & | FtSckiskhat investorsrotate into as market sentiment turns sour
Downsideriskshaveovertakenupsidepotential. Overthe last 18 years(the limiting factor in this analysigs the S&P500

quality return spreadwhich only has12 yearsof history),there havebeenthree dramaticinstancesof spreadswidening
from 12/97-12/98, 12/99-12/02, and 6/ 06-12/08.

From 12/97-12/98, growth beatsvalue slightly (Chart4) and large definitely outperforms small (Chart5); from 12/99-
12/02, growth and large cap did not outperform (an ongoingresidualof the technologycrash) from 6/06 to 12/08,

growth outperformedslightlybut largedid not. Highquality outperformed (Chart6), asanticipated,duringthe two later
periods(no informationfor the first).

Chart 3: Fixed Income Spreads (Barclays) Chart 4: Large Value/Growth Relative P/E Ratio (R1000V vs R1000G)
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Credit Spreads and Equity Investing (continued)

Ourresearchindicatesthat wide credit spreads beginningto narrow, are an indication of deep value/smallcap/lower

quality stockscominginto favor Thesetend to be the & NJR § fadesthat investorsrotate into as market sentiment
improves Upsidepotential hasovertakendownsiderisk Overthe last12 years(again,the limiting factor in this analysis
isthe S&P500 quality return spread) there havebeentwo dramaticinstancesof spreadsnarrowing from 12/02-12/03

and 12/08-12/10. From 12/02-12/03, growth and large cap underperformedvalue and smallcap from 12/08-12/10,

growth andlargecapoutperformedagain Lowquality outperformed,asanticipated,duringboth periods

No leadingindicatoris effectiveall of the time. However,takingthe massiveiech bust distortionsinto account,rotating
towardsgrowth/large cap/highquality appearsto be a goodequity trade when credit spreadsare narrow but widening
Rotatingbackinto deep value/smallcap/low quality appearsto be a good equity trade when credit spreadsare wide
but narrowing A tip of the capto ChrisFaberof IronBridgeCapitalManagemenfor & G K A guifA2yd@Rréuson this.

Where Has the Money Gone?

Making money the & 2 faghionedg | @uéedto involve borrowing or raising equity from investors,then using the
proceedsto build a businessand grow it. Asthe businesggrew, interest and principalwere paid to bond investorsand
dividendsand stockprice appreciationrewardedthe equity investors A tried-and-true formulaaroundfor centuries this
systemgenerateswealth for ownersand createsjobs as businessegirow. Thelong bull marketin equitiesbeginningin
the early 198Gs, falling interest ratesover the sameperiod, and the limited volatility associatedwith this period resulted
in aggressivanvestors(usedto makingmoney quick with little downside)¢ a very large investmentbankingindustry
developedasa resultof this boom. Sincethe end of the technologybubble,andthe correspondingyyrationsof the stock
market, investors (and the investment banking industry), have continued to seek the quick way to make money
Derivativesare one of the different pathsthat haveproliferatedduringthe last 10 yearsasa result

Until Lehmanblew up, derivative trading grew. was
this shift areactionto the & U SGONKS (ojatility, a get- $700
rich-quick trade, or simply a new approach? Thisis

opento discussion(for the investmentbanks,it wasa 3600 T
big money maker) 2 K| (c&tain is that investors  $500

Chart 7: Global Derivative Exposure

could find derivatives(and lever) just about anything, % $400
and investmentbankerswere eagerto feed the need § $300
Chart7 showsthat overthe lastten years,globalstock E $200

and bond markets have grown, but at nowhere near

the paceof derivativemarketsc the bigjump in 2006~ $100 — R
is due to the inclusionof CDSinto the notional total. $0 : . . . . . — . . .
Forget about the huge notional value of the global 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

overthe-counter derivative markets for a moment
(tack on another $83 trillion for the exchangetraded
derivative exposureout there). Instead, considerthe
equity (the globalmarketderivativevalue¢ $21 trillion Cotrees: Global Eotity Market Cadtiord Federation of Exchances: Global Sond
market value of the notional derivativeexposure)that OIS ket (gau;;qtyB|Sa;rGeléb;pl{lvootironaI‘/eM‘;rrig?rE)griv;(t(i:vea Vareis
supportsthe muchlargernotional derivativeexposure

this haseateninto stock/bondallocationsthat would otherwisehavebeenheld in those assetclassesTheusualprocess
of capitalformation hadbeenshort circuitedin favor of derivativebasedinvesting

——Global Equity Market Cap ——Global Bond Market Cap
Global Notional Derivative Value === Global Market Derivative Value

Derivativesare not bad ¢ like most other things, taken in moderation they can be useful Takenin excessone sees
volatility like the de-leveragingpost-Lehman Andyes,the magnitudeof the greenline (total notional derivate exposure)
surprisedus aswell. If nothing else,the rise of derivativesappearsto explainwhere capitalhasflown ¢ trillions in global
dollarsnow havehomesoutside of stocksand bonds No one is sayingthere is a capital scarcityin the markets,but we
haveyetto get backto doingthingsthe & 2 fadRionedwayé

Disclaimer: The information set forth in these materials is provided for informational and discussion purposes only and is not inbesgetht! shall not be regarded or construed as a recommendation for a transaction or investment, fina
tax or other advice of any kind or constitutes or imply any commitment whatsoever, including without limitation an oftectiage, sell or hold any security investment, loan or other financial product or to enter into or arrange any type o
transaction.



