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Risk Warnings

This report is for general guidance only and regmesour current understanding of law
and HM Revenue & Customs practice as at 3 Dece@®f. We cannot assume legal
liability for any errors or omissions and detaitlice should be taken before entering
into any transaction. The value of investmentsamgdincome therefrom can go down

as well as up and you may not get back the fullarhgou invested. Levels and bases
of, and reliefs from, taxation are those curreaplying but are subject to change and
their value depends on the individual circumstaruddbe investor.
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MSCI World Equities ($)

Economic Commentary

Having more than recovered the losses sustaingmkiAugust setback, equity
markets suffered another abrupt wave of profitrtgkind risk aversion in
November. Despite a further 0.25% cut in US irgerates on 31 October,
concerns about the health of credit markets cantigetéore once more, causing
widespread selling of equities and other risky &ss®ptimism that the
volatility of the summer months would be short dvguickly evaporated as it
became clear that banks would need to take fuptfmiisions against sub-prime
mortgage related assets on their balance sheektgy Asue for investors is the
lack of clarity in the financial position of thettdes. This has arisen because of
the complexity of the assets involved, their treaitrin accounts and the
inability of analysts, investors and perhaps ewenbianks themselves, to
accurately quantify and value them. The resultiessn a widespread reluctance
among banks to lend to each other, which has calsatiterm credit markets
to stop functioning effectively. This has leftenbank interest rates trading at
levels far above the policy rates set by centrakba

The outlook for equity markets now depends crugiafi the extent to which
these financial market issues intensify and thepact on the wider economy.
The US housing market, which was driven up to utasnable levels by cheap
and easy credit, is central to these consideratitvigile US house prices are
now falling, the extent of the weakness and theckran impact on the US
consumer is, as yet, unknown. The Federal Resetee)S central bank, is
attempting to mitigate the worst of the impact biting interest rates.
However, with interbank rates trading above officses, the extent to which
this monetary easing benefits the consumer renzaamcern.

MSCI World Equity Market Index since 2005
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Until recently, we have been recommending mainthadcations to equities
within client portfolios. With the outlook for enomic growth in 2008
deteriorating, we now believe that it is approigt adopt a more cautious
stance by reducing equity holdings.
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Our positive view on equities has been based amtiah support. As
measured by price to earnings ratios, many equétskets are still trading at
levels close to their long term averages. Howetere is now a risk that
slower economic growth, or even a recession, did®gn corporate earnings.
This, clearly, would undermine the valuation suppor

Within equity allocations, we are recommendinga@urion in clients’
Continental European holdings. We have held ovigiwgositions here since
2004 and have captured very strong returns. \Wélréduction to neutral in
Europe, our recommended portfolios are now neotrahderweight in all
equity markets except Japan. Our overweight dilmcdao Japanese equities is
based on the relatively low valuations in that neaidnd the defensive
characteristics of the yen. These factors, ta@gather, persuade us to
maintain the current position for the present.

The FTSE World index has provided a total returrld®1% over the last six
months and +10.32% over the last year.
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2. Equities

2.1

UK Equities

The UK economy, for now, continues its remarkalbigrsy and stable
expansion. Figures for the third quarter of 2003w that the
economy grew at an annualised rate of 3.2%. Howeween the
potential impact of the credit crisis, togetherhitiie three increases in
the bank rate earlier this calendar year, it isllikhat the pace of
economic growth will weaken, perhaps substantiaih2008. The
scope for the Bank of England to reduce interdssraext year to ease
the impact of slower growth will depend on the paitinflation. Data
for October showed the Consumer Price Index at 2riébginally
above the Bank’s target rate of 2.0%. Our vietha inflationary
pressures from higher energy and food prices &#ke leaving the
way clear for interest rate reductions early nedry

Considering equity markets, strong returns from edfdities over the
past four years have been the result of the suppatonomic
conditions described above and the return of sameng power to the
corporate sector. These factors have driven eesdiarnings growth
for companies, thereby enabling healthy dividerwgases. Strong
corporate profits growth has meant that, despiteesprices having
risen over the past four years, UK equities dolomk expensive in
terms of price to earnings ratios.

Nevertheless, we are mindful that, with growth Iyki® slow and
credit conditions deteriorating, the outlook fougigs is becoming
less favourable and returns may struggle to méelexcellent levels
of recent years. Although, as mentioned abovelatains are
supportive, corporate profit margins are closestiord levels and may
begin to decline in the coming months. Also, higlhnmodity prices
are boosting the profits of resource companieshhat a large
weighting in the UK indices. A fall in commodityipes prompted by
a deteriorating growth outlook would, thereforedemmine the
earnings of several large index constituents. Y&aranitoring
developments closely, particularly those in credlirkets and US
economic data releases, but recommending the maimte of current
allocations to UK equities for the present.

The FTSE All Share index has provided a total retfr-3.10% over
the last six months and +8.54% over the last year.
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2.2.  European (excluding UK) Equities

Continental European equities have been our fadodestination for
international equity allocations since 2004. Thas proved very
profitable, with European (ex. UK) equities outperfing those of the
US, UK and Japan over the last three years.

Many of the factors that have driven strong retdros European
equities, such as corporate restructuring and peaiag up of the
former communist states in Eastern Europe, renmajpteice. However,
we believe there are now grounds for a more casi@gproach and we
are recommending a reduction in allocations to peiam equities
within client portfolios.

One of the main reasons for this change in viethésrecent strength
of the euro. While this has boosted returns ferlisig based holders
of European equities, it presents a significandiap for Continental
Europe’s exporters and, therefore, for the widetopean economy.
One cause of the euro’s strength is the Europeatr&éank’s
(ECB’s) reputation for taking no risks with inflati by holding interest
rates higher than might otherwise be the caseh Wdtes falling in the
US, and likely to fall in the UK as well, delaysrate cuts in Europe
risk not only driving the euro higher still, busalmaking any
slowdown in the European economy more acute.

The FTSE Europe (ex. UK) index provided, in eurontg a total return of
-4.72% over the last six months (-0.01% sterlingisteéd) and +11.56%
over the last year (+18.18% sterling adjusted).
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2.3.

North American Equities

The US is at the epicentre of the current econalelate. After years of
strongly rising prices, the US housing market i& meeakening as the
easy credit, which fuelled much of the boom, ishdiawn. Whether this
will drag the US economy into recession remainse@een. The housing
market woes will certainly have a material impdctt the economy was
already slowing in response to monetary tighterivag took interest rates
from 1.00% to 5.25% in the two years to mid-2006.

The 0.75% reduction in interest rates implemente8aptember and
October demonstrates that the Federal Reservady te take aggressive
action in an attempt to avert a recession. Whetlseicceeds or not will
depend on several factors including: how deeplyadohe sub-prime
related issues are, the resilience of the job niahe the impact of falling
house prices on consumer behaviour.

In the corporate sector, aside from those areasttiirimpacted by the
credit crisis and housing market troubles, prajisvth has remained
fairly resilient. Profits growth from the many W8ernational businesses
has been boosted by the very weak US dollar, windshdeclined by
10.9% against the euro over the year to date arftdd9 against sterling.
However, the weak currency has, of course, impaotsgstment returns
for sterling based investors, which have consedyibeen relatively
disappointing.

Given the prolonged underperformance of the USkstaarket, which has
left it looking more reasonably valued, we contino@ecommend that
portfolios maintain small allocations to US equstie

The S&P 500 index provided, in US dollar termsptaltreturn of -2.33%
over the last six months (-6.04% sterling adjusted) +7.22% over the
last year (+3.05% sterling adjusted).
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24.

Japanese Equities

The Japanese economy and stock market performantiawe to
disappoint. Economic growth has been fairly steauy employment
conditions continue to exert upward pressure datioh. However,
domestic consumption remains weak, and stubboomyimflation
continues to undermine the Bank of Japan’s policya gradually
increasing interest rates. With interest ratemnit 0.50%, the yen has
been vulnerable to carry traders, who raise yeddwand switch them into
other currencies, and to domestic investors whtsfea assets overseas to
take advantage of higher yields available elsewh@&tes currency
weakness has undermined returns to internatiomaktors who bought
into Japanese equities to participate in the lomgiH&d economic
recovery. However, the days of credit-fuelled sy&ton, such as the
carry trade, appear to be numbered. The reducathbiity of
speculative capital, together with a greatly reduggpetite for risk, has
seen the carry trade start to unwind. The yerapaseciated by 4.5%
against the dollar and by 3.7% against sterlintpénlast three months.

We remain of the view that Japan’s steady progveggstructuring its
economy will eventually bear fruit. In the meargindapanese equities
look defensive, with valuation levels low compatedoth historic levels
and other markets. Meanwhile, economic fundamssiaggest that the
yen is very undervalued at current levels. Wetlageefore recommending
that, despite the disappointing performance thysafiocations to
Japanese equities are maintained.

The FTSE Japan index provided, in yen terms, & tetarn of -12.03 over
the last six months (-7.06% sterling adjusted) @188% over the last
year (-2.93% sterling adjusted).
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2.5.

Asia Pacific (excluding Japanese) Equities

The economic performance of the Asia Pacific (epah) region remains
impressive. The economies of South Korea, Honggkaomd Taiwan are
all growing at over 5% year on year while Singagerexpanding even
faster, with a growth rate of over 9% per annunecif@asing reliance on
Western export markets and sizeable foreign cuyrezserves mean that
the periodic crises of the past are much lessyliteebe repeated.
Additionally, strong economic growth and current@mt surpluses make
it likely that Asian currencies will appreciate otbe medium term.
These factors make Asia Pacific equities attradtiviaternational
investors.

Large speculative capital flows mean that the &Rsaific equity markets
remain among the most volatile in the world. laliidn, these markets
are no longer cheap. We believe, however, thastors with a longer
time horizon will earn good returns as the econdumncamentals remain
very promising. We recommend that equity weightitmthe region are
maintained.

The FTSE Asia Pacific ex. Japan index provideda teturn of +13.50%
over the last six months and +32.18% over theyiaat (for sterling based
investors).
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2.6.

Emerging Markets Equities

Emerging markets equities have risen very strongbr the four year
global equity bull market, driven, at least in pést strengthening
economic fundamentals. These improving fundamgméahain in place;
strong growth has driven up employment and incdirexgby creating a
virtuous circle of consumer demand and furthemgtrgrowth.

Investors are currently favouring the markets ef ‘BRIC’ economies:
Brazil, Russia, India and China. While the ecoresmn these regions are
exhibiting very strong growth, we are concerned thnaestor appetite,
particularly for Indian and Chinese shares, isrtglan speculative
proportions. Valuations look stretched and wecargious about
recommending further allocations to BRIC fundsratspnt.

The FTSE All-World Emerging index provided a tataturn of +17.13%
over the last six months and +39.16% over theylaat (for sterling based
investors).
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3. Fixed Interest

Fixed interest investments did not fare particylaréll in the early part of the
year as strong economic growth drove interest tatger. More recently,
government bond yields have fallen back in antibgpeof slower growth, and
therefore lower interest rates, in 2008. They talge benefited from safe haven
status amid the turbulence in credit markets ane figlly demonstrated their
value to investors as the most effective portfak& diversifier. By contrast,
corporate and non-investment grade bonds haveredffeom decreasing risk
appetite amongst fixed interest investors.

Within the various classes of fixed interest ingtemts, we have long held the
view that the additional yield available on corgerand non-investment grade
bonds relative to their government counterpartsykmas the yield spread, has
been inadequate. We have therefore advised cliefiteus fixed interest
allocations on UK government bonds. This view Ib@sn fully vindicated by
recent developments, which have seen spreads watgrsharply. We are
closely monitoring corporate and non-investmentigraond yields relative to
those available on government bonds, with the t@mcreasing allocations to
the non-government sector when valuations becommpetiing.

The ABI UK Pension Gilt sector provided a totaluret of +5.30% over the last
six months and +1.16% over the last year (for isigthased investors).
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4. Property

Investments in commercial property in the UK haovited very strong returns
up until the beginning of this year. However, yeaf rising capital values were
not fully underpinned by increases in rent, leawiedd based valuations
looking stretched. Our Investment Bulletin of Amo 2006 set out our view
that commercial property prices could suffer aqeeof consolidation as yields
were forced back up to levels more attractive v@gtors. This consolidation is
now taking place. UK commercial property retutinsjuding rental income,
were negative over the last year as measured b&Bh&JK Pension Property
index. This was the first time commercial propeatices have fallen since
2001.

Despite the threat of higher interest rates nowdiwy, the risk-adjusted returns
available on cash deposits remain more attradtiae those on commercial
property and we continue to recommend reducedatltmrts to this asset class.

The ABI UK Pension Property index provided a totlrn of -11.63% over the
last six months and -7.95% over the last yeardflerling based investors).

5. Cash

Sterling cash deposits, earning approximately 5.p5%at present, are
attractive relative to the yield currently availalin fixed interest or commercial
property. While UK interest rates may fall nexayewe continue to favour
allocations to this asset class. From an assetadibn perspective, cash
deposits offer strong defensive qualities (provitteslappropriate credit risk due
diligence has been undertaken). They also bragtility to portfolios,

enabling investors to take advantage of opporesiti other asset classes as
and when they arise.
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6. Note on Hedge Funds

While we continue to research the sector, we remamewhat sceptical about the
ability of most hedge funds to generate consistigrubitive total returns in all
market conditions.

The Credit Suisse/Tremont Investable Hedge fundxmitovided a total return in
dollars of +5.80% over the six months to the endwdust and +11.47% over the
year to the same date. For euro based inveswistinesponding return figures
are +4.69% and +9.32% respectively.

N.B. Unless otherwise noted, all performance fguare total returns
(including income re-invested) for the six monthipe from 31 May
2007 to 30 November 2007 and the twelve month gdrmm 30
November 2006 to 30 November 2007 (source: Lippadsight).

Saunderson House Limited 13 Authorised and Regulated by the FSA



