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As we progress through 2010, we anticipate that the prognosticators who foretold a sharp rebound from the severe recession will appear
to be right, at least for a while. We see signs of economic strength in the near future, as reopened credit markets, monetary and fiscal
stimulus, and the end of inventory de-stocking combine to deliver strong GDP growth. We believe this economic strength will be
realized in spite of the beginning of the exit story for the U.S. Federal Reserve (the Fed), as it has already terminated most of its direct
market intervention programs. The story, however, becomes more difficult as we move into 2011 and fiscal tailwinds reverse to become
strong headwinds. While we do not anticipate severe sovereign stress in 2010, we see Greece as the “shot across the bow,” warning
governments globally that sustained fiscal profligacy will not be tolerated.

The Quarter Behind Us

Several items stood out in the just-ended quarter:

e The beginning of the end of extraordinary market intervention by the Fed. Over the past 30 months, central banks and
governments have layered on more and more programs to offset the precipitous decline that began in the wreckage of the
mortgage crisis. Over the last few months, the Fed began the arduous and risky process of exiting the first phase of
intervention. One could characterize the three stages of exit that the Fed will need to complete as:

—  Stage 1: Expiration and the ultimate unwinding of direct Fed purchases and financing of credit instruments
—  Stage 2: Normalization of monetary policy using short-term interest rates
—  Stage 3: Curtailment of fiscal stimulus through deficit reduction

Stage 1 began in earnest with the expiration of a range of facilities in the fourth quarter of 2009, and continued into 2010 with
the end of the Commercial Paper Funding Facility, the Term Asset-backed Securities Lending Facility (TALF), and the end
of the Mortgage-backed Securities (MBS) Purchase Program.

We had been concerned that the end of the MBS Purchase Program in particular would lead to an increase of mortgage
borrowing rates of as much as 100 basis points. It now appears that we might have gotten the headline right, but the drivers of
the increase are both different than we expected and potentially less detrimental to the housing market. Our concerns for
mortgages relative to other securities have been mitigated by several factors:

—  Government-sponsored Enterprise (GSE) purchases of delinquent loans. In mid-February, the Federal Home Loan
Mortgage Corporation (Freddie Mac) and the Federal National Mortgage Association (Fannie Mae) indicated that
they would buy all mortgages that were over 120 days past due out of Agency MBS pools. The amount of loans to be
repurchased totals approximately $200 billion, reducing the supply of Agency MBS outstanding by about the same
amount as four months of Fed purchases would. The GSEs will have to issue unsecured Agency debt to fund these
purchases, implying that the total amount of debt outstanding will not change, although the basis could narrow.

—  Gross supply of MBS declined. In mid-2009, originations of Agency MBS exceeded $200 billion per month. By early
2010, originations had declined to under $100 billion per month.

—  Net new money flows into long-term fixed-income funds. Year-to-date through March 24, 2010, net flows into long-term
bond funds exceeded $90 billion." These flows were met with strong supply of corporate debt, but likely ended up in
residential mortgages as well.
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—  Investors ready to fill the gap. Many investors have been structurally underweight Agency MBS given the huge demand
from the Fed and Treasury, which collectively bought approximately 80% of all gross issuance in 2009. As the
T'reasury stopped purchases in December of 2009 and the Fed gradually winded down purchases through the first
quarter of 2010, these investors were poised to cover their structural underweight positions, especially considering the
decline in yields available from other parts of the securities markets.

Sovereign risk emerged. The events surrounding Greece—as well as peripheral concerns around Portugal, Italy, Ireland, and
Spain—reminded us that sovereign investments are not immune to credit risk. At quarter-end, the Eurozone members issued a
statement of support for Greece. While this stabilized the situation, Greece still faces challenges.

House prices remained relatively stable. On a seasonally unadjusted basis, house prices declined sequentially in the United
States in each of the four months ended January 2010 (reported on March 31, 2010).” The total decline from the peak of the
recent rebound was only 1%, implying more stability than we had expected. On a seasonally adjusted basis, house prices
extended their sequential winning streak to eight months, with a cumulative price increase of 3.9%. We continue to expect
some incremental downside in U.S. house prices, but are increasingly of the view that we are close to a bottom.

Commercial mortgage markets began to improve. While the commercial real estate (CRE) pain is likely still in the early
phases, the markets began to improve in 2010. The key risk in CRE has been the inability of many borrowers to roll financing,
especially in the peak roll years of 2011 to 2013. With the reopening of credit markets extended now to include real estate
investment trusts (REI'Ts), the repackaging of some legacy loans, and the occasional new deal, we have seen evidence of
increased appetite (among insurance companies in particular) to fund new commercial mortgage-backed securities (CMBS) or
whole loans. To the extent this is sustained, many of the forecast defaults are unlikely to occur, implying that prices fully (if not
overly) reflect the risk.

Deleveraging continued. Total debt divided by GDP in the United States declined again to 348% from a peak level of 360%
only three quarters earlier. The decline was driven by the financials sector, which fell to 108% debt/GDP versus a peak of
120%, and by consumer deleveraging, which fell to 93.6% debt/GDP from a peak of 96.8%." The offset came from government
debt: federal, state, and local borrowing from non-government owners is now 70.3% of GDP in aggregate, up from 60% at the
end of 2008 and 51% at the end of 2007. We expect this metric to reach 100% of GDP within the next four or five years,
assuming current budget forecasts are realized. (The balance was comprised of changes in corporate debt.)

The Treasury yield curve steepened further. The spread between the yield on 2-year Treasurys versus 10-year notes rose to
a record-wide 291 basis points during the first quarter from an already wide 269 basis points. The spread between the 10-year
and 30-year yields also widened to 89 basis points from 80 basis points. While some commentators ascribe the widening to
inflation fears, we are increasingly inclined to attribute it to heightened sovereign credit risk. While we do not see a sovereign
default by the United States, it does make sense that the massive transfer of risk from the private sector to the public sector
through fiscal deficits will likely lead to a higher cost of credit for the U.S. Government. Essentially, what we call the “risk-free
curve” is no longer as risk-free as the name suggests.

The Quarter and Year Ahead of Us

As noted above, we see signs of economic strength in the near future, as reopened credit markets, monetary and fiscal stimulus, and the
end of inventory de-stocking combine to deliver strong GDP growth. We believe this economic strength will be realized in spite of the
beginning of the Fed’s exit. The story, however, becomes more difficult as we move into 2011 and fiscal tailwinds reverse to become
strong headwinds.

Our near-term economic optimism reflects the following primary factors:

Fiscal stimulus in 2010. As of March 19, 2010, $304 billion of the $787 billion fiscal stimulus package had been expended. Of
this amount, approximately $50 billion was delivered in the three months following December 25, 2009." One-third of the total
package to date has been in the form of tax cuts. The fiscal 2010 plan included $400 billion of spending and tax cuts versus

approximately $185 billion targeted at fiscal 2009. (The federal fiscal year ends on September 30, while most states have fiscal

years ending June 30.) The federal spending and tax cuts over fiscal 2010 equate to just over 2.75% of GDP, or an incremental
1.5% of GDP versus fiscal 2009.

Census Bureau hiring. The U.S. Census Bureau is expected to hire 1.8 to 2.0 million employees this year for the decennial
count. Taken against a labor force of 153 million employees, of whom 14.9 million are currently unemployed, these hires could
meaningfully decrease the unemployment rate in 2010, with the potential for incremental job creation on the back of spending
by the newly employed census workers.

Transition from inventory de-stocking to re-stocking. While we have yet to see hard evidence of inventory re-stocking, a
broad range of cyclical companies have indicated that they are no longer de-stocking inventories. The slowing or stopping of
de-stocking is positive for GDP and employment, if for no other reason than that fewer jobs are shed. If de-stocking transitions
to re-stocking, we could see material increases in private sector employment alongside the public sector jobs created for the
Census.



Reopening of the jumbo mortgage market. In recent weeks, we have seen a new willingness on the part of investors to buy
whole loans that are too large to meet the requirements of Fannie Mae and Freddie Mac for conforming MBS. Additionally, we
have seen a securitization of jJumbo loans originated well before the peak of the housing bubble. To the extent that we see a
broader reopening of the credit markets for borrowers buying homes with a mortgage in excess of the conforming limit (ranging
from $417,000 to $729,750, depending on the metropolitan statistical area), we could see a multiplier effect. The multiplier
effect would reflect the fact that families buying homes for over $500,000 are likely to spend more meaningful amounts on
improvements, furnishings, and other assets related to such houses than would be first-time homebuyers. Moreover, the same
demographic buying such homes often has direct exposure to equity markets.

Put simply, we should not discount the 80/20 rule, in which the wealthiest Americans in large part drive the economy. These
people typically have a much larger exposure to equity markets, either directly or indirectly, than the rest of the population,
which has minimal exposure. The numbers illustrate the point: In 2007, 51% of American families had some stock holdings
(whether direct or indirect).” The median value of such family holdings was only $35,000. Of the 10% of Americans with the
highest annual income in 2007 (the median income was $206,900 and mean was $397,700), 91% owned equities, with a median
family ownership of $219,000.5 As such, the wealthiest families have seen their equity values generally increase already. This
rebound, coupled with increased liquidity for residential real estate, could lead to a virtuous cycle of spending and investment,
leading to more employment, which could then lead to more spending.

Our concerns beyond the near term reflect the following primary factors:

Fiscal headwinds in 2011 and beyond. As we move into fiscal 2011 beginning October 1, 2010, we will see a significant
downshift in fiscal stimulus, from $400 billion over fiscal 2010 to $135 billion.’ The headwind from this decreased stimulus
alone will equate to roughly —1.85% of GDP.

Beyond the winding-down of fiscal stimulus, the tax cuts introduced by the Bush Administration will expire in 2011. The
combined impact of the expiration of tax cuts and the decreased fiscal stimulus (in the form of tax cuts) will be an increase in
federal tax revenue of approximately $500 billion, or 330 basis points of GDP, assuming no change to current laws. Even if a
plan is passed by the current Administration to exempt families with less than $250,000 of annual income from the reversion to
the pre-Bush tax-cut rates, the increase in federal revenue is estimated by the Congressional Budget Office to total $343
billion, or 230 basis points of expected GDP.

T'he bottom line is that, regardless of exemptions, the federal take of GDP will increase substantially in 2011, even while
Census Bureau jobs begin to wind down and the private sector continues to deleverage.

Sustained pressure on state and local governments. Compounding the federal stress is the ongoing pain in state and local
governments. The Center on Budget Policy and Priorities published a report in February 2010 indicating that the states face
mid-year 2010 budget gaps of $38 billion more than originally anticipated at the beginning of their fiscal year. These fiscal 2010
budget gaps are compounded by new forecasts of budget gaps in fiscal year 2011 totaling $103.5 billion. The current projected
fiscal year 2011 gaps total approximately 16.9% of all state spending in fiscal 2010.

The state budget gaps in 2011 are particularly troublesome, as they might occur at exactly the time when less federal aid is
available to sustain mandated spending such as education and Medicare.

Increasing sovereign borrowing rates push up the cost of funding across the economy. Against this backdrop, it would not
be unreasonable to expect sovereign borrowing rates to increase in and beyond the United States as governments compound
their debt. The Fed published a study in 2003 indicating that, historically, an increase of 100 basis points in the ratio of debt to
GDP increased the cost of funding by as much as 4 to 5 basis points.” In light of the current projected increase in debt/GDP for
the federal government of 2,000 basis points from the end of fiscal year 2009 to the end of fiscal year 2012, it would appear
reasonable to expect an increase in 10-year Treasury yields of 80 to 100 basis points.”

T'o the extent investors do not see compelling reductions in annual budget deficits, we believe there is a real risk of a spike in
U.S. borrowing rates, especially considering how dependent the U.S. Federal Government is on short-term debt financing.

Conclusion

T'hroughout this period, we believe it is imperative that investors remain disciplined and focus on the cash flows that will be generated
by companies both in the near and long term. As markets typically recognize reality before it is apparent, we expect that, as 2010 unfolds,
investors will begin to realize that the V-shaped recovery may not be sustainable, and could in fact be supplanted by a quite subdued
recovery. We believe this muted recovery will mask seismic shifts in capital across and within industries in the United States, making it
all the more important that investors rely on forward-looking, fundamental research rather than backward-looking, mean reversion
approaches.

Ultimately, the combination of monetary and fiscal stimulus should yield to a resumption of economic growth. This growth, however,
will not be fueled by widely available, underpriced leverage. Instead, the growth will likely be driven by an ongoing recalibration of
capital across and within various industries against a backdrop of aggregate deleveraging.



As we highlighted in last quarter’s outlook, it is important to recognize that risk often merely changes form rather than disappears.
Currently, we believe that risk transformation, in the form of debt, is being moved from the private sector to the public sector. As Greece
has learned, the markets will not tolerate fiscal irresponsibility forever—a lesson that might not be over yet.

Over the quarters and years ahead, we continue to expect to see increasing differentiation between the winners, survivors, and losers.
We expect the winners to be the companies with strong balance sheets, robust organic cash flow, and resulting operational flexibility. We
believe that our forward-looking, fundamental research, deployed through a robust scenario analysis framework and disciplined portfolio
construction process, is particularly well designed for the kind of uncertainty we are likely to see on the road ahead.
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