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Market Update — AlphaSector US Equity

After a tremendous one year market rally from the bottom in March 2009 through March 2010, the second quarter
of 2010 has proven to be a disappointing turnabout, with the S&P 500 delivering one of only a handful of calendar
quarters over the past decade with a loss of more than -10%.

When viewed through the lens of the sectors of the S&P 500, the picture has become darker and darker. As the
saying goes, “bad things come in threes”, and during the second quarter of 2010 we saw three categories of concern:
negative performance, accelerating volatility, and exceptionally high correlation convergence.

In the sections below we elaborate on these issues, discuss the implications for AlphaSector’s investment models,
and provide a performance update. We also provide some historical context to put the most recent quarter into
perspective. However, we will start by providing the key positioning takeaways:

e The consistent and broad-based weakening of all the sectors over the past quarter has shifted all of our
indexes from fully invested positions to more defensive ones.

e AlphaSector Rotation Index (monthly) still has the majority of its sectors active, reflecting the market position
from late June.

0 However, if conditions stay consistent, we would anticipate that many of the active sectors for the
AlphaSector Rotation Index will turn negative as of the month end rebalance date.

e The more dynamic AlphaSector Premium Index (weekly), reflecting market events from late June through
mid July, has been transitioning to an even more defensive posture, and is currently positioned with four
sectors turned off: Health Care, Technology, Energy, and Financials.

0 These four sectors, defined by the ETFs, represent slightly more than 60% of the market
capitalization of the S&P 500, reflecting a very defensive stance.

0 Earlier in July, the Premium Index actually raised a 50% cash position, which while proving to be
temporary, is the first cash position seen in the Index since May, 2009.

To better understand our defensive positioning for the AlphaSector Indexes, our portfolio construction and

investment engine decision-making does not forecast future results, but interprets current events and seeks to
protect the investor from the potential of significant losses. Our definition of significant loss is a 12-month loss of -
10% or worse.

Market Status — Backdrop

The S&P 500 lost -11.4% over the past quarter, and was off -6.6% year to date through June 30. This marks one of
only six times in the past decade that it has had a calendar quarter with a double digit loss. Looking at the S&P
through the sectors underlying the broader index, the picture has few bright spots. As mentioned, the key
considerations were negative performance, accelerating volatility, and exceptionally high correlation convergence.



From a performance standpoint, the second quarter stands out in the uniformity of losses seen at the sector level.
All nine sectors declined during the quarter, more than one-half of which by at least -10%. When looked at from a
year-to-date peak-to-trough perspective, 7 of the 9 sectors suffered a drawdown of more than -10%, and 6 of the 9
sectors lost more than -15%. In other words, there was really no place to hide within the large cap universe over the
past quarter.

Normally, the sectors demonstrate a fairly high degree of dispersion, or spread, of returns. This creates a valuable
risk management and performance benefit. So far, 2010 has not followed suit, with the second quarter one of the
most concentrated over the past decade. Some data to highlight this point:
e Since 2001, the average spread between the best performing sector over a rolling six month period and the
worst performing sector is 24.4%, with the maximum at 105.9%.
e For the first six months of 2010, the best-to-worst spread was only 12.9%. And to compound the situation,
all nine sectors posted losses on both a year to date and trailing quarter basis.

Another way to measure this lack of dispersion is through correlation. Correlation measures how closely two
investments track to one another over time. The higher the correlation, the less the diversification benefits. We
measure correlation across multiple factors, and the conclusion is that the second quarter of 2010 ranked among the
most highly correlated at the sector level over the past decade.

What makes the past quarter particularly unique, however, is that normally this level of correlation occurs at a
market bottom, or a strong rebound after a significant period of loss. Examples would be 2Q 2009, 2Q 2003, or the
4Q 2001. Since 2001, this is first quarter where this level of sector correlation has occurred at a relative top to the
market.

The final performance related consideration for the sectors has been volatility, which is universally increasing.
Within our models, volatility is not a sell signal, but it is an important risk factor. (To understand our assessment of
volatility, please keep in mind that we measure volatility at both the end of day as well as intraday levels. This gives
us a more robust understanding of volatility.)

While overall volatility is still well below the peaks of late 2008, the rate of increase that we have seen recently is still
striking. For example, based on our definition of volatility:
e Year to date, all nine sectors have seen at least a 100% increase in volatility, and for five of the nine sectors
volatility is up more than 200%.
e The largest increase year to date is for Technology, which is up 275%.
e OQOver the past quarter, seven of the nine sectors have seen a 100% or more increase in volatility, with
Consumer Staples leading the pack with a 240% increase.

Implications for AlphaSector — US Equity

AlphaSector makes all of its decisions based purely on quantitative data and tools. Therefore, all decisions are made
completely objectively and unemotionally. Further, our analysis is attempting to determine, sector by sector,
whether there is a highly probability of a sector gaining, or of losing value. The latter case results in the sector being
removed from the portfolio.



Our calculations are designed so that we will always experience at least a modest lag before our models react as a
sector transitions from a growth phase to a loss phase, or from a negative trend to a positive one. This lag is
designed to prevent over-reacting to a short-term correction in an otherwise longer term trend, and has been a key
contributor to the quality of our long term track record of the AlphaSector Indexes.

Traditionally, the diversification at the sector level, and the broad dispersion of sector returns, acts as a critical means
of dampening the severity of any short-term negative move. For example, in the second quarter of 2008, when many
of the sectors were off more than -10%, Energy gained 17% and therefore provided performance support for the
AlphaSector indexes (AlphaSector Premium Index gained 8% that quarter.)

This last quarter was without the benefit of a single positively performing sector. The combination of fairly steep,
broad-based market declines in literally all nine sectors, coupled with increasing volatility has resulted in the both the
Rotation Index (monthly) and the Premium Index (weekly) tracking the S&P 500 down to more than a -10% loss for
the quarter.
e The calendar quarter loss for the AlphaSector Premium Index was -12.3%, which is just slightly better than
the worst intra-quarter rolling 90 day loss of -13.1% (reached during 2010).
e The calendar quarter loss for the AlphaSector Rotation Index was -11.9%, which is near its worst intra-
quarter loss of 12.7% reached in January 2008.

It is worth putting the most recent quarter’s performance into historical context:

First, a market where there is extraordinarily high correlation of sector returns — like we have just experienced — is
likely to be a period where our investment models and portfolio construction work least well. This means that either
we lag due to a defensive positioning as the S&P rallies off of a market bottom (e.g. 2Q 2009), or we track the S&P
down through a short-term market pullback like we just saw. The good news is that in the five prior periods where
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Current Index Positioning

The more recent market events have translated to an increasingly defensive position for our AlphaSector Indexes.



e AlphaSector Rotation Index (monthly) has eight of the nine sectors active, reflecting the market position from
late June.

0 The only sector currently eliminated is Health Care.

0 However, if conditions stay consistent, we would anticipate that many of the active sectors for the
AlphaSector Rotation Index will turn negative at the month end rebalance date.

e The more dynamic AlphaSector Premium Index (weekly), reflecting market events from late June through
mid July, has been transitioning to an even more defensive posture, and is currently positioned with four
sectors turned off: Health Care, Technology, Energy, and Financials.

0 These four sectors, defined by the ETFs, represent slightly more than 60% of the market
capitalization of the S&P 500, reflecting a very defensive stance.

0 Earlier in July, the Premium Index actually reached a 50% cash position, which while so far proving to
be temporary, is important because the last time the Premium Index reached such a cash position
was July, 2008, at a time just prior to a historic market collapse.

= “Cash” refers to investments in the ETF BIL, which tracks 1 — 3 month T-Bills.

Summary

Based on the increasingly difficult market environment starting in early April, and continuing through July, our
analytical models for all nine sectors have moved into either negative territory, or shifted right to the cusp of a
negative rating.

For the more dynamic Premium Index, four of the nine sectors are currently removed, and three of the remaining
five have been rated “negative” by our models for at least one week in July. The only sector to not have turned
negative at all this year is Consumer Discretionary, although even that sector should not be described as healthy.
Unless the markets improve rather markedly over the coming few weeks, the AlphaSector Rotation Index (monthly) is
likely to lose several more sectors to bring it in alignment with the Premium Index.

Therefore, the AlphaSector Indexes are positioned in such a manner that if the next several months, or even weeks,
prove to be the beginning of extended market weakness, the Indexes will rapidly engage in defensive moves,
including the ability to begin building a significant cash position. If the market shakes off the current malaise and
recovers through the end of the year, the Indexes will be able to participate in most if not all of the recovery.

While the AlphaSector Indexes technically define a bear market as when 6 of the 9 sectors have been turned off,
regardless of labels it is very accurate to currently describe the Indexes as very defensive. The objective of the
Indexes is not to anticipate a market loss, but to apply a defensive perspective to the decision-making as a means of
protecting the client from significant losses.
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Disclosure for Performance Data

“AlphaSector” is a service mark of F-Squared Investments, Inc. This material is proprietary and may not be
reproduced, transferred or distributed in any form without prior written permission from Active Index Solutions, LLC
or F-Squared Investments, Inc. Active Index Solutions and F-Squared Investments reserve the right at any time and
without notice to change, amend, or cease publication of the information. This material has been prepared solely for
informative purposes. The information contained herein has been obtained from sources that we believe to be
reliable, but its accuracy and completeness are not guaranteed. It is made available on an "as is" basis without
warranty.

Investment products that may be based on AlphaSector Indexes are not sponsored by Active Index Solutions, LLC,
and neither F-Squared Investments, Inc. nor Active Index Solutions, LLC makes any representation regarding the
advisability of investing in them. One cannot invest directly in an index.

The Indexes are based on active strategies, with the strategy that the AlphaSector Rotation Index and the
AlphaSector Premium Index are based on having an inception date of April 1, 2001. The process of converting the
active strategy to an index implies that the returns presented, while not backtested, reflect theoretical performance
an investor would have obtained had it invested in the manner shown and does not represent returns that an
investor actually attained, as investors cannot invest directly in an index. Theoretical and hypothetical performance
has many inherent limitations. The performance is adjusted to reflect the reinvestment of dividends. The fee
schedule and anticipated expenses are included in the client agreement. F-Squared’s fees are available upon request
and also may be found in Part Il of its Form ADV. Past performance is no guarantee of future results.

The information presented is based upon the performance of an Index as reported by NASDAQ OMX, or Active Index
Solutions, LLC. The information is adjusted to reflect the reinvestment of dividends and, except where indicated, all
returns are presented gross of fees. No representation or warranty is made as to the reasonableness of the
assumptions made or that all assumptions used in achieving the returns have been stated or fully considered.
Changes in the assumptions may have a material impact on the hypothetical returns presented.

AlphaSector Rotation Index is the exclusive property of F-Squared Investments, Inc. and Active Index Solutions, LLC.
Active Index Solutions, LLC has contracted with The NASDAQ OMX Group, Inc. (collectively, with its subsidiaries and
affiliates, “NASDAQ OMX”) to calculate and maintain the AlphaSector Rotation Index. NASDAQ OMX shall have no
liability for any errors or omissions in calculating the AlphaSector Rotation Index.

Returns represent past performance, and are not guarantees of future results or indicative of any specific investment.
Past performance is no guarantee of future results.

Sources: Morningstar, NASDAQ OMX, F-Squared Investments. All rights reserved.



