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Introduction

The US equity markets showed their strongest gains for any September on record inthe 40-year
history of the MSCI USA Index. Other equity markets saw similar strong gains. This paper

explores these trends in more detail, using the Barra US Equity Model to validate which trends
were real and how strong they actually were.

Record Gains in September 2010

Despite a tepid economic outlook and disheartening employment statistics, September 2010 was
a strong month for equity markets around the world. The MSCI ACWI1 (All Country World Index)
was up 9.4% for the month, with strong performance in both developed and emerging markets.
In the US, the MSCI USA Index was up 9.3% with widespread gains in blue chips, tech stocks
and small caps, the best September on record in the index’s 40-year history. Exhibit 1 breaks
down US equity market performance by segment. Growth outperformed value stocks and small
caps outperformed large and mid caps.

Exhibit 1: Overview of US Equity Performance (September 2010)

USYAWA USA USA Mid USA USA USA
Cap Large Cap Small Growth Value
Cap Cap
September 2010 9.3% 8.6% 106% 115% 105% 8.2%
Y TD* 1.9% 3.5% 1.1% 10.0% 9.7% 3.6%
QTD** 13.8% 11.1% 10.6% 13.0% 11.9% 15.0%

* Year-to-date values represent cumulative retums of the indices from December 31, 2009 to September 30, 2010.
**Quarter-to-date values are cumulative returns from June 30, 2010 to September 30, 2010.

Are the growth and small cap effects “real”? Broad market indices can have significant tilts on
styles or certain industries which can dominate returns. For example, relative gains inthe MSCI
USA Growth Index could (and generally will over the long run) be driven by “pure” Growth' -- or it
can just be that the index happens to be tilted on certain industries that have performed well.

This is where factor models can help disentangle the effects. Exhibit 2 shows a decomposition of
each index’s return

! See MSCI Research Bulletin “The Shiftfrom Value to Growth” (Octaber 11, 2007).

2 Only a subset of style factors are shown in Exhibit 2 -- those intuitively relatedto cap size, growth, and value strategies (the Size, Growth,
Earnings Yield, and Valuefactors) and one additional factor (Volatility) which has a notable contribution tothe USA Small Cap Index. The

additional factors not shown are: Momentum, Size-Nonlinearity, Trading Activity, Currency Sensitivity, Leverage, Y ield, Earnings Variability,
and the Non-estimation Universe factors. The full decomposition appears in Appendix Table Al
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Exhibit 2: Return Attribution with the Barra US Equity Model (USE3, September 2010)3

USA All USA USA Mid USA USA USA
Cap Large Cap Small Growth Value
Cap Cap

Style Factors 0.0% -0.6% 1.6% 2.3% 0.1% 0.0%

Size 0.0% -0.4% 0.9% 1.7% 0.1% 0.0%

Growth 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%

Earnings 0.0% 0.1% -0.1% 0.2% 0.1% 0.1%
Yield

Value 0.0% 0.0% 0.0% 0.0% 0.1% 0.1%

Volatility 0.1% -0.6% 1.4% 3.1% 0.2% 0.0%

Industry Factors 9.6% 9.6% 9.4% 9.7% 10.5% 8.6%

Asset Selection -0.1% -0.1% -0.4% 0.1% 0.5% -0.8%

Exhibit 2 contains some rather interesting effects. First, focusing on the USA Small Cap column,
we see that there is quite a significant return coming from the USE3 Size factor (red box).*
Howewer, there is an even larger contribution to return from the Volatility factor; the index
benefited from containing stocks with relatively higher beta to the market and higher volatility on
average. Second, focusing on the USA Growth and Value columns, we see that there is
negligible return from relevant factors — Growth, Value, and Earnings Yield® (green box). In
effect, the small cap effect is present, while the growth effect is not.

What is perhaps equally interesting about Exhibit 2 is the sizable amount of return from industry
factors. Return contribution from industry factors does generally tend to be larger than that from
style factors (the way the model is defined, the industry factors pick up much of the market risk.)
Howewer, what is notable here is that they essentially drove the MSCI USA Growth performance
relative to Value (about 190 bps).®

Let’s look next at which sectors drove the MSCI USA Growth and Value indexes. Exhibit 3 shows
the return from each sector.

3 Note that only a subset of style factors are shown here. The full decomposition appears in Appendix Table Al.

“ The Sizefactor represents the return to largecaps relative to smallcaps. The MSCI USA SmallCap Index benefited from a negative
exposure to the Sizefactor.

5 Earnings Yield reflects historical and forward looking earnings to price (the inverse of P/E) andfor many investors is a definition of Value
that links closely to the Barra Valuefactor def inition book-to-price (the inverse of P/B).

® The industry contributions are close across the large, mid, andsmallcap segments and are a less interestingstory here at least at the
aggregate industry level.
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Exhibit 3: Sector Return Attribution with the Barra US Equity Model (USE3, Septem ber 2010)

USA All USA USA USA USA USA

Cap Large Mid Small Growth  Value
Cap Cap Cap

Industries/Sectors 9.6% 9.6% 9.4% 9.7% 105% 8.6%
Basic Mat'ls 0.5% 0.4% 0.7% 0.6% 0.5% 0.5%
Energy 0.9% 1.0% 0.7% 0.5% 0.7% 1.1%
Cnsmr (non-cyclical) 0.7% 0.9% 0.3% 0.2% 0.7% 0.8%
Cnsmr (cyclical) 0.9% 0.7% 1.2% 1.4% 1.3% 0.4%
Cnsmr Services 0.5% 0.4% 0.6% 0.5% 0.5% 0.4%
Industrials 0.5% 0.5% 0.6% 0.7% 0.5% 0.6%
Utility 0.2% 0.2% 0.3% 0.2% 0.0% 0.4%
Transport 0.2% 0.2% 0.1% 0.3% 0.3% 0.1%
Health Care 1.2% 1.2% 1.0% 1.1% 1.1% 1.2%
Technology 2.2% 2.3% 1.9% 2.2% 3.6% 0.8%
Telecommunications 0.3% 0.4% 0.2% 0.1% 0.1% 0.5%
Commercial Services 0.3% 0.2% 0.6% 0.7% 0.6% 0.1%
Financial 1.2% 1.1% 1.1% 1.3% 0.5% 1.8%

Technology was clearly the biggest contributor to all the indices in Exhibit 3, but particularly so for
the MSCI USA Growth Index. Another big industry bet contained in the Growth index (relative to
Value) was a tilt towards Consumer Cyclicals. Meanwhile Financials interestingly was astrong tilt
taken by all the indices except MSCI Growth that did pan out well. Lastly, Health Care was one
sector that contributed across the board to all indices; for Growth versus Value it made little
difference.

Conclusion

September 2010 was a record month, desening of some commentary. Despite continued fears
over the macroeconomy and a lot of noise over gold and other safe harbor assets, equities
soared. Our objective was to explore in a bit more detail what was behind the big trends of the
month, highlighting several main observations:

e The Growth story was really a Technology story (and Consumer Cyclicals to a lesser
extent)

e The Small Cap story was partially a real small cap effect, but in fact had an important
Volatility story behind it (i.e., small caps benefited from being high beta and high volatility)

e Certain sectors, like Health Care and Financial, benefited indexes across the board
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Appendix

Exhibit A1:
Full Decomposition of Style Factors with the Barra US Equity Model (USE3, September 2010)

USA All USA USA USA USA

Cap Large i Small Growth  Value

| Style Factors 0.0% 0.6% 1.6% 2.3% 0.1% 0.0%
Size 0.0% -0.4% 0.9% 1.7% 0.1% 0.0%
Growth 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
E%&i”gs 0.0% 0.1% -0.1% -0.2% -0.1% 0.1%
Value 0.0% 0.0% 0.0% 0.0% -0.1% 0.1%
Volatility 0.1% -0.6% 1.4% 3.1% 0.2% 0.0%
Momentum 0.0% 0.1% -0.1% -0.1% -0.1% 0.1%
Size Non-linearity ’ 0.1% 0.2% 0.1% -1.8% -0.1% 0.1%
Trading Activ ity 0.0% 0.0% -0.1% 0.1% 0.0% 0.0%
Earnings Variation 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Leverage 0.0% 0.1% 0.2% 0.2% 0.1% 0.1%
Currency Sensitivity 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Yield 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Non-Est. Universe -0.1% 0.0% -0.1% -0.3% -0.1% -0.1%

” Note that the Size Non-linearity factor contributed a return of -1.8% to the MSCI USA SmallCap Index, while there was a positive
contribution of 1.7% from the Size factor. The USA SmallCap Index had a negative exposure to bothfactors (as it always does); thus the
Size factor earned a negative return while the Size Non-linearity factor earned a positive return. Intuitively, this suggests there are
important non-linear effects across the range of cap sizes. Largecaps (as represented by the MSCI USA Large Cap) undemerf ormed
small caps as a whole; howev er, extreme large cap fims (‘mega-caps”) perf ormed relatively well, particularly relative to small and micro
caps.
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Notice and Disclaimer

. Thisdocument and all of the information contained in it, incuding without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of MSCl Inc., its subsidiaries (including without limitation Barra, Inc.
and the RiskMetrics Group, Inc.) and/or their subsidiaries (induding without limitation the FEA, ISS, and CFRA
companies) (alone or with one or more of them, ‘MSCI"), or their direct orindirect suppliers or any third party
involved in the making or compiling of the Information (calectively (induding MSCI), the ‘MSCI Parties’ or
individually, an “MSCI Party”), as applicable, and is provided forinformational purposesonly. The Information may
not be reproduced or redisseminated in whole or in part without prior writen pemission from the applicable MSCI
Party.

= The Information may not be used to verify or correct otherdata, to create indices, risk models or analytics orin
connection with issuing, offering, sponsoring, managing or marketing any secuities, portfolios, financial products or
other investment vehicles based on, linked to, tracking or otherwise derived from any MSCI products or data.

Ll Historical data and analysis should not be taken as an indication or guarantee of any future performance, analyss,
forecast or prediction.

= None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), ora promotion or
recommendation of, any security, finandal productor otherinvestment vehicle orany trading strategy, and none of
the MSCI Parties endorses, approves or otherwise expresse s any opinion regarding any issuer, securities, financial
products or instruments or trading strategies. None of the Information, MSCl indices, models or other products or
servicesisintended to constitute investment advice ora recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such.

= The user of the Information assumes the entire risk of any use it may make or pemit to be made of the Information.

. NONE OF THE MSCI PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS
WITH RESPECT TO THE INFORMATION (OR THE RESULTSTO BE OBTAINED BY THE USE THEREOF), AND
TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI, ON ITS BEHALF AND ON THE BEHALF OF EACH
MSCIPARTY, HEREBY EXPRESSLY DISCLAIMS ALL IMPLIED WARRANT IES (INCLUDING, WITHOUT
LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT,
COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO
ANY OF THE INFORMATION.

] Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall any of the MSCI
Parties have any liability regarding any of the Information for any direct, indirect, spedal, punitive, consequential
(induding lost profits) or any other damages even if notified of the possibility of such damages. The foregoing shall
not exdude or limit any liability that may not by applicable law be exduded orlimited, induding without limitation (as
applicable), any liability for death or personal injury to the extent that such injury results from the negligence or wilful
default of itself, its servants, agents or sub-contractors.

] Any use of oraccess to products, services or information of MSCI requires a license from MSCI. MSCI, Barra,
RiskMetrics, ISS, CFRA, FEA, EAFE, Aegis, Cosmos, BarraOne, and all other MSCI productnames are the
trademarks, registered tademarks, or service marks of MSCl in the United States and other jurisdictions. The Global
Industry Classification Standard (GICS) was developed by and is the exdusive property of MSCl and Standard &
Poor’s. “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

© 2010 MSCI. All rights reserved.

About MSCI

MSCI Inc.is aleading provider of investment decision support tools to investors globally, induding asset managers,
banks, hedge funds and pension funds. MSCI products and services include indices, portfolio risk and performance
analytics and governance toals.

The company'’s flagship product offerings are: the MSCl indices whichindude over 120,000 daily indices coveling more
than 70 countiies; Barra portfolio isk and performance analytcs covering global equity and fixed income markets;
RiskMetrics market and creditrisk analytics, ISS governance research and outsourced proxy voting and reporting
services; FEA valuation models and risk management software for the enegy and commodities markets; and CFRA
forensicaccounting risk research, legal/regulatory risk assessment, and due-diligence. MSCl is headquartered in New
York, with research and commercial offices around the word.
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