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Institutional Small Cap Growth Strategy 4Q09

Market Review

Investors have every right to feel spent after the events of J effrey Russell, CFA,
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costs and inventory with a ferocity not seen before, and the
equity market sank to a dispiriting low in March 2009.
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Earlier this year, the rally was led by the “smallest of the

small” stocks and those with relatively low returns on capital,

while the last few months of the year saw the larger and often

higher-quality small-cap stocks assert performance leadership. The Small Cap Growth Strategy continued to be
composed primarily of what we believe to be soundly capitalized companies with durable earnings trajectories.

The last several months of the year were marked by the raising of tens of billions in capital, primarily for institutions
that were at the center of the vortex of the financial crisis. More-forgiving financial markets and growing risk
appetites allowed companies to raise much-needed capital and repay emergency resources (i.e., TARP funds)
back to the U.S. Treasury. We anticipate a heavy schedule of fundraising activities in the first half of 2010, from
companies looking to exploit the weaknesses of their competitors to those that still have overly debt-leveraged
capital structures with looming debt maturities, as well as initial public offerings. While investors were reminded of
the considerable risks remaining in selected sovereign credits (i.e., Dubai, Greece), risk appetite and attractive
valuations trumped cautious inertia as corporate executives
launched deca-billion dollar mergers in the U.S. energy sector

“While the equity rally (i.e., Exxon and XTO Energy) and transportation sector (i.e.,
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. transactions were also announced in the healthcare and

attributed to hopes that technology sectors as the year drew to a close.

stimulus would lead to Portfolio Highlights

improved aggregate In terms of absolute performance, the Strategy had positive
. ze returns in nine out of the 10 economic sectors during the fourth

demand, there is little quarter, with the greatest contribution to returns coming from

argument now that the the information technology (IT) and healthcare sectors, while
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accounting for the majority of the Strategy’s outperformance. In particular, stock selection in the IT, healthcare,
utilities and telecommunications services (telecom) sectors made significant contributions to relative performance,
while stock selection in the energy and consumer staples sectors had a negative impact. As for sector allocation,
the only significant impacts on Strategy performance for the quarter were its overweight to energy and its
underweight to healthcare, both of which helped relative performance.

Looking at our activity in the past quarter, we continued to trim selected portfolio positions for the purpose of risk
control and we said goodbye to a few positions that either moved out of our target capitalization range or whose
fundamentals had become problematic for us, including Lawson Software Inc. (in the IT sector), American Tower
Corp. and Leap Wireless International Inc. (telecom), SandRidge Energy Inc. and ION Geophysical Corp. (energy),
Herman Miller Inc. (industrials),and Alexandria Real estate Equities Inc. (financials).

A number of positions were initiated during the fourth quarter, including our new holdings in Regeneron
Pharmaceuticals Inc. and Vanda Pharmaceuticals Inc. (in the healthcare sector); Penn National Gaming Inc., Jos.
A. Bank Clothiers Inc. and PetMed Express Inc. (all in the consumer discretionary sector); AeroVironment Inc.
(industrials); and ComScore Inc., Cymer Inc., Fortinet Inc. and Hollysys Automation Technologies Ltd. (all in the IT
sector). We look forward to reporting to you on these companies, and what we expect will be their significant
progress and growth, in the future.

The leading individual contributors to Strategy performance for the

fourth quarter included MercadoLibre Corp., Blackboard Inc. and ClearBridge Advisors
Sourcefire Inc. all in the IT sector, SBA Communications Corp. in the
telecom sector, and Regeneron Pharmaceuticals Inc. in the healthcare
sector. The bottom individual contributors to Strategy performance for 800-691-6960

the quarter included Digital River Inc. in the IT sector, SandRidge info@clearbridgeadvisors.com
Energy Inc. in the energy sector, Primus Guaranty Ltd. in the financials

sector, Auxilium Pharmaceuticals Inc. in the healthcare sector and The

Shaw Group Inc. in the industrials sector.
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Outlook

While the equity rally earlier in 2009 could be attributed to hopes that stimulus would lead to improved aggregate
demand, there is little argument now that the economy is on the mend. The debate has moved on to the vitality of
the recovery once stimulus is removed. In the meanwhile, we look forward to leveraged earnings recovery as an
important impetus to stocks, given the substantial cost-cutting and inventory reductions by companies for much of
the past year. Gold prices ascended enormously during 2009 and many have interpreted gold’s rise as a
barometer of rising inflation pressures. The European and U.S. central banks held short-term interest rates
constant and at historic low levels as 2009 ended, while the Australians increased short-term interest rates by 25
basis points during the fourth quarter, the first major economy to begin the policy “tightening process.” We believe
that inflation will remain under reasonable control in 2010, yet concede that the removal of monetary stimulus from
a still fragile economy will be a delicate balance, especially during upcoming mid-term U.S. elections. Given the
extent of the uncertainty about 2010, we remain steadfast in our stock selection approach, which stresses high-
quality, well-capitalized small-cap growth companies with above-average growth trajectories.

Past performance is no guarantee of future results.
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