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1. Economic Outlook

The sharp rebuke delivered to President Obama’sdoeats in November's
midterm elections, together with the confirmatioonh the Federal Reserve
(Fed) of a second dose of quantitative easing (Q&hd testament to the
unsatisfactory nature of the economic recoveryhy@WS. While some data
points are now indicating a slightly improved pretuemployment and housing
have continued to disappoint. This is not surpgsiHigh unemployment,
which ticked up to 9.8% last month, is, in our vjestructural; the result of
jobs lost in industries that have permanently raed to lower cost areas
overseas. The housing market is suffering the-affects of a major bubble,
itself the result of monetary policy errors in gely part of the millennium.
Thus, despite incentives and tax breaks, houseghave begun to decline
once more. They are now 28.6% lower than their20id6 peak, according to
the Case-Shiller Index.

It has been our view for some time that the stioiigl pace of the economic
recovery was unlikely to be maintained without fiert policy support.
Reasons for this include the fading effects of libthinventory-rebuilding
phase of recovery and the government administésedlfstimuli. Fig. 1

shows that the initial recovery has been robuse név expect growth rates to
level out as economic fundamentals reassert theesel

Fig. 1 Economic Growth in the US, Japan, UK andogar
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While we expect economic growth to moderate, weaiaroptimistic that there
will not be a ‘double-dip’ in global growth or ad into deflation. Our
reasons are twofold. Firstly, while conventionaligy levers in developed
economies do not leave much scope for further mctientral banks can
administer further stimulus via QE. Secondly, epuit growth remains
strong in emerging economies. This is likely toyide a degree of support for
growth in developed economies.

The following sections discuss the outlook for stdd markets and asset
classes.
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2. Equities

2.1

UK Equities

UK economic growth for the third quarter showed&®0rise in

GDP; slower than the 1.2% growth in the secondtgqudout still
double economists’ consensus forecast. Despgettie output of the
UK economy remains 4% below its pre-recession lawel we believe
that the pace of the recovery is likely to slowthier as the
government’s fiscal retrenchment weighs on the esgn The
Comprehensive Spending Review (CSR), publishedctolt®r, set
out the government’s plans to reduce public spendinmore than
£80bn over the next four years and cut the pulklatas deficit from
10.1% of GDP to 2.1%. According to estimates filonel Securities,
this will reduce GDP growth by c0.5% over eachhef hext four
years. With the CSR estimated to cost c490,000qséctor jobs
and house prices starting to slide again, UK hoalsishare unlikely to
feel sufficiently confident to increase consumptsmpending to
provide some offset to the negative contributioGP of public
sector consolidation. The economy will therefoeedme more
reliant on increasing investment spending from canigs and an
improvement in export performance.

Our view is that the probability of a double-digession in the UK is
low. We are encouraged by the Bank of Englandtestintent to
keep interest rates low and its freedom to reQ&rif necessary.
Loose monetary policy should help support the hiookseand
corporate sectors and allow trade to make a pesitntribution to
growth by ensuring that sterling stays weak.

Turning to the stock market, in our view, UK eqestilook attractive.
During the economic downturn, many UK corporatescosts
aggressively and raised fresh capital to strengthein balance sheets.
This has left them in fundamentally sound shapevéitidscope to
expand profit margins as the high rate of unempkynacts to
depress wage pressures. As a result, any incireaseenues should
translate into significantly higher profits. Thiew has been borne
out by recent strong earnings announcements.

Despite this, valuations of UK companies remaiatre¢ly low. The
UK stock market now offers an attractive divideneld relative to the
yields available on cash, gilts and the highegidr@brporate bonds.
Historically, this has been a good indicator ofifetreturns, though
we are mindful that investor sentiment is a strdriger of the market
in the short term. Given the value case for UKiegiand our belief
that the risk of a double-dip recession is smait,recommendation is
that current allocations are maintained.

The FTSE All-Share index has provided a total retfr+8.61% over
the last six months and +11.52% over the last year.
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2.2.

European (excluding UK) Equities

The €750bn in support for fiscally troubled eurcz@ountries, jointly
provided by EU member states and the IMF in Mays imgended as a
“shock and awe” tactic to eliminate concerns altbetrisk of
sovereign default within the region. However, tleed for a further
€85bn bailout of the Irish government and bankiegar in
November has demonstrated that this approach hasioceeded.
Despite worries over a break up of the eurozoneuscértainty over
the future of the single currency, for now, the&ean Central Bank
(ECB) is likely to continue to support the weakeomomies by
purchasing their government bonds. However, timdicoed rise in
bond yields in the peripheral eurozone economiékaly to increase
pressure on the ECB to follow other central bank®sorting to full-
blown guantitative easing.

It is therefore perhaps surprising that recent enoa data in the
region has been encouraging. Both business arsliomT sentiment
surveys and hard data suggest that the eurozonemgaas a whole
is still is in recovery mode. However, while the@one economy
managed growth of 0.4% in the third quarter of 20L& was heavily
reliant on the export-led German economy, whiclwgog 0.7%. The
German government expects full-year growth of 3thkbyear,
dipping to 1.8% in 2011. In contrast, Greece epeed a
contraction of 1.1% in the third quarter.

While we expect the negative implications of thegeeral
government bailouts to dominate headlines for ithe being, the core
eurozone region contains many companies that genasignificant
proportion of their revenues in the US, Asia ane&rgimg markets
and should therefore be relatively immune from caed weakness
in the non-core eurozone economies. German com@paor
instance, have spent much of the past two decat®islishing strong
footholds in emerging Asian and Latin American emores.
Meanwhile, the weaker euro will have increasedcthrapetitiveness
of, and thereby the demand for, European expdfisteover,
valuations remain undemanding relative to history 8 other asset
classes.

The FTSE Europe (ex UK) index provided, in euron®ra total
return of +7.21% over the last six months and +%h2er the last
year. When translated into sterling, the retunest®.11% over the
last six months and -0.08% over the year.
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2.3.

North American Equities

After several months of disappointing macroeconotaita releases,
the US economy is now beginning to show signs @rowement once
again. The economy grew by 2.5% p.a. in the thurarter, which

was faster than the preliminary estimate of 2.08b @nd the 1.7% p.a.
recorded in the second quarter. Consumer spenaiegnwhile, grew
by 2.8% p.a. in the same period, its fastest irsaéa four years.

With consumption accounting for approximately 702&conomic
activity in the US, this development is particwaghcouraging.

Other measures of economic strength, however, fagleel to show
much improvement. The Fed notes that its progmsard cutting
unemployment and boosting growth had been ‘disayimgly slow’
and, at the start of November, released details ofiuch-anticipated
second round of QE. It plans to purchase an aaditi$600bn of
Treasuries through to June 2011, expanding itgdestimulus of
$1.7trn in asset purchases, in a bid to lower g costs, boost
growth and prevent consumer prices from droppiRgesident Obama
has followed this by announcing an agreement vaghRepublicans to
extend expiring income tax cuts for all Americamenew jobless
benefits for the long-term unemployed, and grameryear reduction
in Social Security taxes. Whilst it may take sdime for these
benefits to work through the economy, it showsgbeernment and
central bank’s willingness to take action to proengtowth.

Against the mixed economic backdrop, company néovg fias been
encouraging. According to Standard & Poor’s, S&P Bompanies’
earnings growth was 45.7% in the second quarteru@ised) and
32.2% in the third quarter. There has also beesitipe news from the
companies that received bail-outs during the cradibch. This
month, the US Treasury sold its final tranche @freb in Citigroup,
realising an overall profit of $6.85bn on the $45mrth of shares it
had acquired as part of the rescue in 2008. Thean AlG is also
making progress towards repayment, announcing tigdbat it has
raised $37bn towards repaying $180bn.

A buoyant corporate environment looks set to caifor the
remainder of this year, with estimates of S&P 5p8rating earnings
per share rising 47.0% for 2010 as a whole, implyire biggest
annual gain in corporate earnings since 1988. ystsilforecasts for
2011 show a more modest 13.0% increase. The U$yagarket
looks attractively valued both on current and favestimates, as
well as versus US government bonds. On this basidelieve the
US equity market is well placed to make progressrasommend that
current allocations are maintained.

The S&P 500 index provided, in US dollar termsptaltreturn of
+9.50% over the last six months and +9.94% ovetabieyear. In
sterling terms, the returns are +2.15% over thiesiasmonths and
+15.85% over the year.
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24.

Japanese Equities

Macroeconomic indicators released in November \sbgatly
discouraging. Deflation was a larger issue thahldeen anticipated,
as prices fell 2.0% year-on-year. Seasonally aefjlietail sales fell
1.9% month-on-month as private consumption was atgghby
growing concerns over wage deflation and job secgyen strength
prompted some exporters to squeeze their workettssiuto eke out
cost savings). On the positive side, industriabpiction grew by
4.5%, faster than many analysts’ forecasts, asgtiemand from
China and Japan’s other developing Asian neighblooosted sales of
consumer goods. However, this was set againstevesadoorts of
capital goods as a weaker euro exchange rate pahdse
manufacturers at a relative disadvantage to theim@n counterparts.

Hopes of political action to aid the economy haiso receded; recent
opinion polls indicate that Prime Minister Naotorkaapproval

ratings has halved since September. However ame polls also
show frustration and discontent with the main ojitpws party,
indicating that if a general election were calleday (as some
lawmakers are suggesting), neither party would fwaxgght control

of either house. This political deadlock, alonghwieports of party
infighting, increases the probability of anotheadership change in
2011 and means that we are unlikely to get muclleeteolicy

reform in the near future.

Positive US macro data in November drove up denfiandmerican
assets, helping to halt the yen’s advance agdiasiallar and
providing some relief for Japanese exporters. Hewneheightened
concerns about the sovereign credit risk of th@peral eurozone
economies caused the yen to rise 3.5% againsutloeoger the same
period, impacting sales to Japan’s third-most irtgadrexport market.

Japan faces a number of headwinds, but this isneslegree
reflected in the low valuations on which Japanegeties trade
relative to their international peers. Furthermave note that large
companies continue to adapt to the strong-yen enwient by
engaging in aggressive cost cutting. Many comsamerld leaders
in their own right, continue to trade close to baaliscount to their
balance sheet value. On balance, we believe thealigation of
global economic conditions will offer opportunitissdue course, but
are not, for now, recommending increased allocation

The FTSE Japan index provided, in yen terms, & tetarn of

-1.04% over the last six months and +4.65% ovetabieyear. Yen
strength means that, in sterling-adjusted ternesreturns are +0.33%
over the last six months and +13.40% over the year.
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2.5.

Asia Pacific (excluding Japanese) Equities

China continues to be the key driver of growthha tegion, as the
PMI Manufacturing data (a measure of purchasingagars’
intentions and widely regarded as a good forwadécator of
economic growth) rose for a fourth straight momtiNovember. This
indicates that the country’s manufacturing sectottioues to flourish
despite a string of monetary tightening measu@s fihe People’s
Bank of China (PBoC). Strong GDP growth, risinfiation, and
gradual appreciation of the Chinese yuan, havieesh very positive
for the Asia Pacific region, as countries like Aaba fuel the
resource-hungry economy and the financial markiekéoog Kong
and Singapore benefit from growth in corporatevéyti

In our view, the Asia Pacific ex Japan sector sth@ointinue to
benefit from the positive economic fundamentals f@vourable
demographics of the region. The healthier stafgubfic sector
balances and lower consumer indebtedness meathéhaguity
markets of the Asia Pacific nations should be wiklted to provide
attractive returns when global growth fully recazeOn fundamental
measures of value, such as price to book (see);igquity valuations
in the region trade a touch above their long-teverages, but well
below their historical peaks, and in line with teveloped world.

Fig. 2 Price to Book Ratio of Asia Pacific and UB8c& Markets
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We do not think these valuations are expensivengilie significantly
higher growth potential of these markets. We reoemd that current
allocations to Asia Pacific are maintained, wherprapriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +14.80% overlésé six months and
+13.59% over the last year. When translated itgdisg, the returns
are +12.63% over the last six months and +22.758¢ the year.
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2.6.

Emerging Markets Equities

November proved to be a month of mixed fortunegHeremerging
markets (EM). They were buoyed early in the moatter the Fed
announced plans for further QE. However, as the desis in
peripheral Europe escalated, and tensions betwegh Bnd South
Korea rose, the market volatility appeared to umaénvestors, who
took profits, leaving markets broadly flat.

Inflation emerged as a cause for concern in Novenaiter consumer
prices jumped by 4.4% yoy in China, in line withking inflation
figures across Brazil (5.2%), India (9.7%) and &ddorea (4.1%).
Unofficial reports suggested that food prices hsaelr by more than
10% in major Chinese cities, triggering concerrag #scalating costs
of living may foster discontent. We believe thaimatary tightening
is set to continue as liquidity being created i developed markets
flows into the emerging markets, putting upwardsptee on inflation.

Stock markets in Brazil and India fell about 3%\Niavember, while
China slumped 10%, as these countries’ centraldaoktinued to
tighten monetary policy to combat high inflatioBrazil and China
implemented sharp rises in reserve requiremems;atrhile India
raised interest rates and compelled state-ownekkkarincrease
deposit rates (by up to 150bps on some fixed-texrounts).
Conversely, markets with large weightings towamdustrial metals,
precious metals and energy benefited from risimgroodity prices,
due partly to QE-related liquidity; Russia and Qaidvanced c5% as
the price of crude oil approached $90/barrel, whdel and copper
made record highs, crossing $1,400/0z and $9,00@pectively.

The MSCI Emerging Markets indekas rallied c140% from its
March 2009 low to date, and while there remain sdiaparities
between the growth prospects of various EM econsiamel the
valuations of their equity markets, the broaderk®egas represented
by the MSCI does not look overpriced — trading dBxcforward
earnings, which is broadly in line with developedrkets. We view
this valuation as fair given the high growth poi&inbut more volatile,
economically sensitive nature of the emerging nmark&/e therefore
recommend that current allocations are maintainéere appropriate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +17.48% over the lastnsonths and +15.14%
over the last year. In sterling-adjusted terms,réturns are +9.61%
over the last six months and +21.34% over the year.

" MSCl includes 21 countries in its emerging marketex: Brazil, Chile, China, Columbia, Czech
Republic, Egypt, Hungary, India, Indonesia, Malaysilexico, Morocco, Peru, Philippines, Poland,
Russia, South Africa, South Korea, Taiwan, Thailand Turkey.
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3. Fixed Interest

Having fallen for much of the year, 10-year goveemibond yields in major
western economies reached a nadir in the thirdiguand have since risen.
Despite this recent rise, in the US, UK and Germ@myong others), yields
remain below their level at the start of the y@aeaning that there have been
capital gains for bondholders. As much as thengasi the pace of economic
recovery took yields down, building optimism abgudwth in 2011, together with
a related pick up in inflation expectations, hasetdr yields higher once more.

The final burst of strength in US 10-year Treaswyds, which saw the yield
reach a year low of 2.38%, was driven, at leagtirt, by the expectation of
further monetary stimulus from the Fed. In additio reinvesting c$250-300bn
of cash flows from the mortgage-related debt itdidun the original round of
QE, it now also plans to purchase a further $60ffliS Treasuries by the end of
June 2011. As is often the case, when detailseofteasures were finally
announced in early November, much of the expeatsdipe impact was already
reflected in market prices; thus yields subsequeante.

In the UK, the stronger than expected economic tiramd persistent above-
target inflation has meant that the Bank of Englsbnetary Policy Committee
(MPC) has not extended its QE programme. Howesleruld the UK economy
prove less resilient to the impending fiscal sgeeexore QE is likely to be
forthcoming.

While we believe that the diversification valuegils is attractive, particularly in
the event of a Japan-style deflation scenarioirthigrance they offer, in our view,
comes at too high a price. We therefore contioue¢ommend zero allocations
to conventional gilts, being mindful that they abicur capital losses if the
economy grows more strongly than the market is etkpg, or if policy errors lead
to an inflation shock or a loss of confidence ineseign credits.

The extraordinary monetary stimulus employed taewuthe effects of the
financial crisis has, in our view, created a ris&ttinflation rises meaningfully at
some point in the future. As a result, we reconum@aintaining existing
allocations to inflation-linked bonds. However, wew UK index-linked gilts
(ILGS) as fairly fully valued. Fig. 3 shows thatgield on the 2%2% Index-
Linked Treasury Stock 2020 is low relative to iwgrohistory.

Fig. 3 Real vield on 2%% Index-Linked Treasury 8t8620
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A key driver behind the low yields on ILGs is theed for pension and insurance
funds to buy them, almost regardless of price ritento match the real liabilities
of inflation-linked pensions. This structural derddor index-linked bonds is
largely UK-specific. As such, Canadian, Swedistt Aostralian inflation-linked
bonds among others offer significantly higher sgalds than their UK
counterparts (see Fig. 4).

We therefore recommend that, where appropriatecations to index-linked
bonds are weighted towards sterling-hedged fundgotial inflation-linked
bonds. As well as obtaining higher real yieldsnagers of such funds may also
exploit duration and relative value opportunitiestd further value. Our view is
that such funds will offer a degree of protectibreal yields on ILGs revert to the
levels at which they have traded in the past.

Fig. 4 Global index-linked government bond yields
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Turning to our preferred defensive asset clasparate bonds, we still believe
that valuations are attractive despite the commess absolute yields since
early-2009. Spreads over government bonds remiai@ rglative to recent
history (see Fig. 5). Implied default rates an& &nd, in aggregate, corporates
have strong cash balances due, in part, to theuuaisg of labour and
component sourcing to cheaper areas overseas.rdhegdo the Financial
Times, companies now have c9% of their assetsah.c@this figure is forecast
to rise to 12%, one-third higher than at the pdake last business cycle. This
healthy cash position can be observed by the récergase in takeover
activity including BHP Billiton’s (failed) hostilbid for Potash Corp., HP’s
acquisition of 3Par, HSBC's (aborted) bid for Nedkand Intel's purchase of
both McAfee and Infineon’s wireless division.
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Fig. 5 A-grade corporate bond yield and 10-yeanggld (gap = spread)
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While continuing to favour corporate bonds we dinaeviedge that they may
be vulnerable to a further move up in governmemidbgelds, and we certainly
do not expect a repeat of the substantial capdiaisgseen in 2009. We have
therefore been recommending that corporate bondailbns are invested in
bond funds with more strategic mandates. The nesay these funds invest
where they believe the market is rewarding thenr@ppately for risk, while
avoiding areas that look expensive. They canlasiyge interest rate risk and
exploit arbitrage opportunities between differeomt issues to protect and add
value. Such funds are also our preferred routelitaiining exposure to non-
investment grade corporate debt, which is lessitbemnto interest rates but
carries greater default risk.

The ABI UK Pension Gilt sector provided a totaluret of +2.22% over the last
six months and +3.09% over the last year. The BRIPension Index-Linked
Gilt sector provided a total return of +3.15% otrex last six months and
+3.32% over the last year. The ABI Pension Stgr@dorporate Bond sector
provided a total return of +3.89% and +8.16% ohersame periods.
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4. Property

Over the last 15 months, the UK commercial properéyket has staged a
healthy recovery and is now, in our opinion, fawbiued. Property yields are,
on average, c6.4%, broadly where they stood ab¢lgenning of 2004 before
the long bull-run which took them down to c4.5%t cAirrent levels,
commercial property yields offer a reasonable spmeer gilt yields. This is
necessary and warranted compensation for depi@cidkie illiquidity of
commercial property and the risk of default by te#ea However, yields vary
across regions and sectors. Central London offioesoffer yields as low as
4%, with investors anticipating a strong recoverydnts as the capital’s
economy recovers and occupiers pay up for limifgts — a consequence of a
dearth of construction during the credit crisia.cbntrast, regional industrial
assets can still be purchased on yields above 9%.

Despite the relatively attractive yield on offdretrecovery in commercial
property has slowed recently. In our view, thithis result of several factors
which are likely to persist over the coming montRastly, after strong gains
over the last year, some investors will be takirafits. Secondly, we note that
there has been a fall in the number and value afiy@ases, particularly from
institutional investors, since the start of the men Simultaneously, there has
been an increase in sales, particularly by banks.

We believe that, in order for capital values to malgnificant progress from
here, rents need to start rising again. Thikalyito depend on the pace of the
economic recovery in the UK, as rental growth hatohically been closely
correlated with GDP growth. As discussed eanigr,do not expect the UK’s
economic recovery to maintain the pace it achiemdte first nine months of
2010. Therefore, rental growth, except in areasoofktrained supply, such as
London offices, may still be some way off.

However, that does not mean we are pessimistib®piiospective returns
from UK commercial property over the coming yeHrprices remain static, an
income yield greater than that offered by cashgiltslis still attractive. We
also believe that, in a reasonably stable envirowpskilled and well-
resourced fund managers should be able to addatapltie through asset
enhancement, lease extensions and re-lettings.

The ABI UK Pension Direct Property index providetbtal return of +2.57%
over the last six months and +12.44% over theyaast.

5. Cash

Sterling deposits and monies held in AAA-rated ilifiy funds presently earn
returns broadly in line with the BoE Bank Rate @b p.a. Despite low
rates, cash still has attractions, particularly rgHeetter rates from
government-backed or good quality institutions barsecured. Cash, whether
on instant access deposit or placed in a liquiditg, also brings flexibility to
portfolios, enabling investors to take advantagepgfortunities in other asset
classes as and when they arise. Cash invested BDE Bank Rate would
have returned +0.25% over the last six months @808 over the last year.
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6. Note on Hedge Funds

Our view that hedge funds are riskier than genepakceived gained wider
acceptance during the financial crisis of 2008 eaudly 2009. While we
continue to research the sector, the transpareintyaoy hedge funds’
investment processes is not sufficient for us todrafortable recommending
their inclusion in portfolios. Liquidity, valuatioof assets and the level of
charges are all areas where we believe investserde, and should demand,
more clarity.

Almost one in ten hedge funds closed in 2008, afiogrto Chicago-based
research group Hedge Fund Research. Despiteial gaxdnomic and financial
recovery, 240 hedge funds were liquidated in tre §uarter of 2010, marking
the seventh straight quarter in which closures eded new fund launches. A
number of high profile hedge fund managers hawe @dzided to close their
funds, including Stanley Druckenmiller, who hasireghe process of
returning capital to investors in Duquesne Capitahagement, because he
was “dissatisfied” with its performance.

Bloomberg’s aggregate hedge fund index fell 1.18%¢tober, bringing the
year to date total return to 3.80%. In our viewe industry’s ability to justify
high charges and performance fees remains quebt@nblevertheless, the
hedge fund industry has emerged from the finaruriais in a very different
shape. An increase in hedge fund closures, togeiitie greater consolidation,
means that there are now fewer funds, generallyanmg lower leverage,
charging, on average, lower fees and offering betiepliance standards,
higher levels of communication, greater transpayemore appropriate and
independent valuation methods and greater liquidligese, in our view, are
all welcome developments.

For completeness, we include the HFRX Global Heelged index figures for
hedge fund performance below. We are, as miglktxpected, somewhat
sceptical about the validity of these figures.oum view, the index will almost
certainly overstate returns. This is because wbhensssion of data to the index
compilers is voluntary and it is unlikely that il or poorly performing funds
will submit numbers for inclusion. The effect whlé that the index figures
overstate the true performance that might be egpdcom a range of hedge
fund investments, perhaps by as much as sevemeage points.

The HFRX Global Hedge Fund GBP index provided altagturn in sterling
terms of +3.06% over the last six months and +3.82&% the last year.

The above commentariesreflect our viewsasat 10 December 2010. Any material changesin
economic and market conditions between then and the time of writing your report will be reflected
in our recommendations.

Unless otherwise noted, all performance figuresaretotal returns (including incomere-invested) for
the six month period from 31 May 2010 to 30 November 2010 and the twelve month period from
30 November 2009 to 30 November 2010 (sour ce: Lipper Hindsight).
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