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and HM Revenue & Customs practice as at 17 Feb2@09. We cannot assume legal
liability for any errors or omissions and detaitl/ice should be taken before entering
into any transaction. The value of investmentsamgdincome therefrom can go down
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1. Economic and | nvestment Outlook

Recently released economic data, together withdatvlooking surveys of
business and consumer sentiment, are indicatinghbalobal economy is
expanding once more. Governments and central baifidse relieved that
their actions have helped the global economy tade@ae-run of the Great
Depression and the focus of debate is now moving the shape and
durability of the recovery and the pace at whiahtblicy measures can be
withdrawn and interest rates normalised. The EemopCentral Bank (ECB),
for example, has already begun the process byngats unlimited liquidity
scheme, initiated at the peak of the financialigrishile the Bank of England
(BoE) has announced a pause in its programme oftif@t@/e easing. After
many months of downgrades, forecasts for econoroivitty are now being
revised higher. For example, the International Btary Fund, in its January
World Economic Outlook paper entitled ‘A Policy-Rein, Multispeed
Recovery’, upgraded its expectation for output gloim the developed
economies in 2010 to 2.1% from a forecast of 1.386enn October.

Recognition for the rapid improvement in the ecoimoutlook, as
exemplified by the ISM New Orders Survey in the (d&e Fig. 1), is, in large
part, attributable to the speedy and aggressiymnse to the credit crisis from
both monetary authorities and governments. Igigowarnings about the
longer-term fiscal or inflationary consequencesheir actions, central banks
moved decisively to take official interest ratesvddo the lowest levels ever
recorded and instigated other policy measuresde egedit market conditions.
These measures appear to have had the desireti@f&tabilising asset prices
and steadying consumer sentiment. In respongestopplicymakers have now
begun to gradually reverse some of the steps takesupport the global
economy. This has created a more challenging aladile environment for
investors.

Fig. 1 ISM New Orders are signalling that the USIHReconomy will gain

momentum
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As might be expected, the improved economic outleskilted in a bounce in
equity markets from the depressed levels of Mafi®Isee Fig. 2). The
recovery in share prices has been supported by @ayngarnings statements
which have, in the main, met or exceeded analystscasts. The drivers of
better corporate earnings include inventory restacky companies that had
run stocks down as the financial crisis deepenededisas reduced costs due to
the aggressive overhead reductions made in lat® 200 the first half of 2009.
Cost pressures have also been alleviated by loweneist rates and lower raw
materials prices.

Fig. 2 MSCI World Equity Market Index over five ysa
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Along with the pace at which policy support is witawn, growth in corporate
profits and dividends will be key determinants qfigy market returns in
2010. Markets will focus on companies’ abilitiesdeliver on expectations
and, with a cyclical recovery now largely pricedfunther progress is likely to
be driven by companies’ top line growth and earsimgpmentum.
Considering valuation, the extreme weakness intgquarkets in late 2008
and early 2009 saw dividend yields in most majariggnarkets move above
their respective government bond yields. This avaear indication of
investors’ extremely bearish expectations for lb#hsustainability of existing
dividends and the prospects for future dividendwgno The rally since early
2009 has brought equity yields down once moreumlgss earnings and
dividend growth remain very subdued for a prolongedod, equities,
particularly those of high-quality defensive busises, remain attractively
valued relative to both government bonds and caplosits.

The MSCI World Equity Market index has providedtat return of +11.99%
in sterling terms over the last six months and 62% over the last year.
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Turning to other major asset classes, governmamddyavhich were the asset
class of choice for investors in late 2008 andye2009, performed poorly over
2009 as a whole. The downward pressure on sovebsigd prices resulting
from the high levels of issuance appears, for nbl@ast, to have been balanced
by government policies designed to expand moneplgumcluding the direct
purchases of government bonds. Given the paugisgoh unconventional
measures and the potential for higher inflation bskeve that, with the UK 10-
year benchmark now yielding 3.91%, the asset ckEsains unattractive.

In stark contrast to government bonds, corporatel lpices were driven to
exceptionally low levels in early 2009, both by cems about falling corporate
earnings and forced selling by leveraged investaugiht out by the ferocity of
the financial crisis. The increase in the yieldscorporate bonds was even
more pronounced when viewed relative to their goremt counterparts (see
Fig. 3) as investor enthusiasm for the defensitrébates of government bonds
forced prices higher and yields lower. This simabegan to correct in the first
guarter of 2009, in response to the policy initiesi outlined above, since when
corporate bond prices have made a rapid recovetyiatds have been driven
down. In our view, however, the yields availal#@enain attractive, both in
absolute terms, and relative to government bondsash on deposit.

Fig. 3 Corporate bond vields remain attractivetredato conventional gilt vields

Percent

Considering commercial property, a five-year bufirket came to an end in
mid-2007 when prices eventually began to weakerwutiek pressure of credit
market dislocation. Property values continuedddlide until the middle of
20009, as tighter credit market conditions removedhgportant source of
funding for commercial property buyers and the detating economy
undermined tenant demand. While commercial prgpaiues have now
begun to stabilise, rents may still have furthefiatb However, with the asset
class now yielding c7%, we believe it is attractiveth in absolute terms and
relative to other assets. We have therefore be@mrmending additional
allocations to this asset class.

The following sections consider our monitored astatses, including hedge
funds and cash, in more detail.

Saunder son House Limited 5 Authorised and Regulated by the FSA



Market Commentary February 2010

2.

Equities

2.1

UK Equities

According to preliminary GDP data for the fourthaguer of 2009, the
UK economy has now returned to growth, albeit &tta of just 0.1%
over the final three months of the year. In spftaggressive policy
action from the government and the BoE, the retoigrowth has
proved weaker and arrived later in the UK thanthreo G7 nations
and significant obstacles to sustained growth remBRegardless of
who wins this year’s general election, the coustiyudget deficit will
have to be addressed through a combination ohtzneases and
spending cuts. The deficit currently stands a6t? GDP, and, as
with Greece, Spain, Portugal and Italy, conceresnaounting that the
servicing of this debt may prove troublesome. @tering the private
sector, consumption is unlikely to drive strongremmic growth as
household balance sheets remain over-extendedharekd of a
period of higher savings and reduced spending.

Despite the severity of the UK'’s recession, theraain some key
supports for the economy. Over the past threesystarling has
fallen by 25% on a trade-weighted basis. Thiskeyreason why the
UK'’s issues are not as severe as those of Irelasduthern Europe,
where the option of currency depreciation is na@tilable due to euro
membership. The weakening of sterling should niakdJK more
competitive and lead to an improvement in net tragléhe global
economy gains traction. Meanwhile the BoE BanleRaems
unlikely to increase substantially in the near fatuAt an all time low
of 0.50%, interest rates are easing the burdeerww®rdged consumers
and businesses.

Turning to the corporate sector, companies depérmedomestic
consumption are likely to find 2010 challenginghasisehold
spending is weighed down by higher taxes, the teeeduce debt
and ongoing weakness in the labour market. Howetveinould be
noted that, in aggregate, major UK-listed compag&aserate a
substantial proportion of their revenues from ogass(c60%
according to HSBC). They should, therefore, be ablgrow their
profits at a faster rate than the domestic econanayalso benefit
from enhanced profits growth as foreign earningstanslated into
sterling. While the stock market is no longer tisaatively priced as
it was in March 2009, we believe that UK equitigh sffer
reasonable value, as indicated by the high divideeld on the
market relative to cash and gilts, and have themi@t to provide
good returns over 2010. We therefore recommertcettisting
allocations to UK equities are maintained, whenerapriate.

The FTSE All-Share index has provided a total retfr+14.71%
over the last six months and +33.24% over theylaat.
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2.2.

European (excluding UK) Equities

The eurozone economy grew 0.1% in the fourth quaft2009,
helped largely by France’s 0.6% expansion in thalfihree months
of the year. Inflation in the 16-country regiom &mn 11-month high in
January with consumer prices rising 1.0% year-asyough this is
still well below the European Central Bank’s (EGBiget of close to
but below 2.0%. European equity markets have beeerved since
the start of the year by mounting concerns oveptitential of
sovereign debt default by Greece leading to théagpon of other
peripheral eurozone economies. Membership of tine leas denied
such countries the option of currency devaluatiod the process of
addressing fiscal imbalances is likely to act &srther drag on
economic recovery. The ECB left interest rateshanged at 1.00%
at its February meeting and, given such a subdu#dak, it is likely
to keep policy rates on hold for an extended peoidtime.

Unemployment in the eurozone rose to 10.0% in Déegnihe
highest rate since August 1998. However, the atsk a
considerable divergence within the region, withmapwyment
ranging from just 4.0% in the Netherlands to 19i6%pain. The
jobless rate in several countries has been supgutdgsgovernment
schemes to protect the labour markets, such ast“alook” schemes
where employers have been subsidised to keep vgooketheir
payroll. Retail sales growth was a disappointir@®in December,
suggesting that job losses continue to have actaffeconsumer
confidence and it may be some time before consuplaysa full part
in an economic recovery.

The health of the German industrial sector is jikelbe central to the
eurozone’s economic recovery. German industriadipection
contracted by 2.6% month-on-month in December \seespectations
of growth, while factory orders also disappointgigjgering concerns
about the momentum of its recovery. Hence, regoigelikely to be
fragile and it may take some time before manufamguand export-
orientated European companies see any significamity in demand.

Having advised a reduction in weightings to Europequities at the
end of 2007, we recommend that remaining allocatare
maintained, where appropriate.

The FTSE Europe (ex UK) index provided, in euron®ra total
return of +9.52% over the last six months and +3% %ver the last
year. In sterling-adjusted terms, the returnstdre09% over the last
six months and +31.30% over the year.
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2.3.

North American Equities

A US economic recovery is underway thanks, at leagart, to the
aggressive fiscal and monetary policy measuresrtaidan by the US
authorities. These include the Obama administrati$700bn fiscal
stimulus package (the Troubled Asset Relief Progratmarp
reductions in interest rates and the purchase h##é8bn of
mortgage-backed securities from the two governmspotisored
housing enterprises, Freddie Mac and Fannie Masgliss the
purchase of c$300bn of US Treasury bonds.

Following four quarters of negative growth, thedest stretch of
declines since quarterly records began in 1947Jt&conomy
returned to growth in the third quarter of 200Qa&xding by 2.2%.
This was helped by a reversal in the inventory eyalhereby
companies rebuilt severely depleted stock levetofe with
steadying demand. The recovery in manufacturirsgcloatinued to
gain momentum, leading to an acceleration of ecangnowth to an
annualised 5.7% in the final three months of therye

Underlying consumer demand, however, remains adietail sales
in December declined by 0.3% month-on-month, sgrais a
reminder that consumers continue to face signifib@adwinds.
Despite recent signs that the deterioration indbeur market is
slowing, an unemployment rate of 9.7%, remaindmbst twice its
rate just 18 months ago. As a result, income drasvpoor and
households are focusing on paying down existingsjebreturn to the
consumption patterns of the pre-crisis years agpaalikely.
However, the Federal Reserve’s commitment to miimig
exceptionally low interest for “an extended peristibuld support
consumption to some degree.

Turning to the stock market, by the end of the figgarter of 2009,
US equities had fallen to levels that could be m®red inexpensive
relative to historical valuations. However, aidsdthe loose
monetary and fiscal conditions, the rally has tatkesm back, in our
view, to broadly fair value. We therefore recomuhéimat allocations
to US equities are maintained for the present, eappropriate.

The S&P 500 index provided, in US dollar termsptaltreturn of
+9.87% over the last six months and +33.14% owefdbt year. The
fluctuations of the dollar mean that, when trarglanto sterling, the
returns are +13.67% over the last six months ared78P6 over the
year.
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24.

Japanese Equities

Despite some recent signs of improvement, congemsin about the
vitality of Japan’s economy. These concerns weghblighted by the
downgrading of third quarter GDP growth from an @aiised 4.8% to
a pedestrian 1.3%. Primary among Japan’s troublevery
unhelpful demographic profile. The populationgsng and, as a
result of minimal immigration, shrinking. Conseqtlg, as
individuals are deferring consumption in orderuod retirement, the
tax burden is falling on a declining proportiontieé population and
the domestic sales base of the corporate sedbaing eroded. Real
wages have been trending lower since 1997 thuatawefary
expectations appear ingrained and, to an exteffusidling.

Elected in an historic landside victory on 30 Aug2@09, the
Democratic Party of Japan (DJP) has declared teyméation to
stimulate domestic demand and combat deflationweyer, with
government debt at c200% of forecast 2010 GDP iatiedest rates
near zero, it is unclear what more the state cato dimulate the
economy.

While we acknowledge the severity of Japan’s stmatteconomic
issues, we believe the corporate outlook is brighfggressive cost
cutting measures have been undertaken and Japanjsaaies and
equity market should now be in a relatively strgogition to benefit
from a recovery in global demand, particularly withsia. However,
the yen’s strength since the onset of the crediisccontinues to
disadvantage Japan’s all-important export secibiough the new
finance minister, Naoto Kan, has made headlines kg vocal
support of a weaker yen, foreign exchange markate bontinued to
value the ‘safe haven’ status of the yen, thereippsrting the
currency. A sustained improvement in global ripketite, perhaps in
response to evidence that economic growth can hetaimzed after
policy support is removed, might be accompanied leakening yen
— a development that would be warmly welcomed Ipadas export
sector.

In recognition of the significant structural issdasing Japan, the
equity market has been a long-term laggard amongékeloped
markets. Consequently, Japanese equities apeqrensive on a
range of measures, both in historical terms arativel to other
markets. We believe that the normalisation of glahonetary policy
may present opportunities to increase allocatiorlapanese equities,
but recommend that, for now, current weightingsraaéntained,
where appropriate.

The FTSE Japan index provided, in yen terms, & tetarn of -4.13%
over the last six months and +16.98% over theyleat. The
fluctuations of the yen mean that, when translatemsterling, the
returns are +4.15% over the last six months ana74.over the year.
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25 Asia Pacific (excluding Japanese) Equities

Contrary to the expectations of those espousind\tie Pacific
‘decoupling’ theory, the past two years have seteeginphasise the
cyclicality of the region’s equity markets. Thelél crisis in 2008
impacted the Asia Pacific region not through bagléhannels, but
through the sharp contraction in international éréitht resulted from
the collapse in consumer demand in the west. Asmexolumes
declined, industrial production fell, economic gtbvestimates were
revised lower and equity indices fell sharply. Seduently,
supportive policy measures and the return of grawthe developed
economies have delivered a better economic outimokAsia Pacific
equities have recovered strongly (see Fig. 4).

Fig. 4 FTSE All-World Asia Pacific ex Japan commhte MSCI
World since 2008 (rebased)
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With high savings ratios, cheap labour and stramgip sector
finances, many Asian economies have the potewtiathieve rapid
economic growth. Having benefited from strong eiqbed growth,
Asian policy makers are now making a concertedreftostimulate
domestic demand which, with increasing levels obperity, should
stimulate further economic growth over the medienmt

Funded by loose monetary conditions, investors saught to benefit
from Asia’s long-term growth potential. As a rdselquity valuations
quickly rose, particularly within consumer-focussttors, to levels
we consider slightly expensive. In 2010, howefesrs of monetary
tightening have prompted something of a correctiod valuations are
now approaching levels that, in our opinion, mareusately reflect
the region’s growth potential. We are seeking opputies to raise
allocations to Asia Pacific equities but recommendent allocations
are, for now, maintained where appropriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +5.05% over &t six months and
+55.98% over the last year. In sterling-adjuseths, the returns are
+12.62% over the last six months and +59.57% dweréear.
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2.6. Emerging Markets Equities

After the steep losses recorded in 2008, emergjngyemarkets
enjoyed a strong 2009 (see Fig. 5). Reactingaatliapse in global
trade, many emerging market governments embarked figcal
stimuli, largely focused on infrastructure devel@wt to support
economic growth. Together with signs of recovdsgwhere, the
resilience of the developing economies has encedragenewed
optimism to which their equity markets have resmzhstrongly.

Fig. 5 The ‘BRIC’ equity markets since the star2609 (rebased)
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Investors have, in 2010, had cause to re-assessisikeappetite.
Mirroring the west’s retreat from ultra-accommodatmonetary
policies, many emerging markets have also begwvittaraw
liquidity from their economies. The Chinese stas been at the
forefront of this, ordering the nation’s banks toltlending, while
India has also imposed higher capital requirementss banks. In
response, investors have drawn back from theseatsarthereby
justifying, to a degree, our concerns that emergimgity markets
were latterly driven by liquidity, rather than thederlying
fundamentals.

While acknowledging the growth potential of the egneg

economies, we have been cautious of high equityati@ns. The
correction in emerging markets in 2010 has goneeseay to
addressing this and, we believe, may soon preseopportunity to
increase allocations. For the present, howevereaemmend current
allocations are maintained, where appropriate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +12.68% over the lasnsonths and +84.20%
over the last year. In sterling-adjusted terms,réturns are +16.58%
over the last six months and +65.73% over the year.

" MSCl includes 22 countries in its emerging marketex: Brazil, Chile, China, Columbia, Czech
Republic, Egypt, Hungary, India, Indonesia, Isrdaysia, Mexico, Morocco, Peru, Philippines,
Poland, Russia, South Africa, South Korea, TaiWdmiland and Turkey.
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3. Fixed Interest

For more than a year, we have been recommendinglibats avoid
conventional government bonds. Our views refleetlow yields on western
government debt following sharp price appreciatioB008, the high level of
issuance expected over the coming years and thenaldility to rising
inflation. We consider the latter a meaningfuk@s a result of central banks
reducing base rates to record low levels and adgptnconventional policies,
such as quantitative easing, to support money gupplsustained dose of
inflation would be a convenient way for leveragedrbwers, including
governments, to erode the real value of their dabtjgh would damage the
credibility of their central banks. The impactmeminal government bonds of
higher inflation would be an increase in yields antbrresponding fall in
prices.

With inflation a significant risk on the horizongwetain our positive stance on
inflation-linked bonds. These have their capitad @oupon values linked to a
measure of inflation (such as the retail priceginih the UK). As a
conseqguence, they can broadly preserve their psirgh@ower in an
inflationary environment. Although real yields rgeularly on UK index-

linked gilts, look low in absolute terms, we seeltsbonds as useful insurance
against the risk of rising prices.

We also continue to favour funds of corporate borld& recommended
increasing allocations to investment grade bonue#n months ago, since
when the asset class has performed strongly. &llithut distressed bonds
trading close to their par values, we expect teéatrns will now come
increasingly from income rather than capital apiatean. However, yields
remain attractive both in absolute terms and redat those available from
conventional government bonds. Mindful that oHldnterest rates must rise
in the medium term, we have latterly been recomnmegnthat allocations are
invested in strategic bond funds, in which managarshedge out interest rate
risk and allocate money to areas where they pezogilue within the asset
class. Such funds are also our preferred routeldtaining exposure to non-
investment grade corporate debt, which is lessitbemnto interest rates but
carries greater default risk than higher rateditsedsome strategic bond funds
also have the flexibility to invest in emerging iketis bonds. The latter differ
from country to country, but many developing nasidmok fundamentally
attractive, typically being far less indebted thiamse in the western world,
while offering higher yields. The higher expecembnomic growth from
emerging markets could drive long term currencyr@piption, thereby
providing an additional source of return to investo

The ABI UK Pension Gilt sector provided a totaluret of +3.67% over the last
six months and +4.89% over the last year. The RP&ision Sterling
Corporate Bond sector provided a total return &.66% and +25.95% over
the same periods. The ABI UK Pension Index-Lini&il sector provided a
total return of +5.94% over the last six months &6b9% over the last year.
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4. Property

According to figures compiled by Investment Prop&atabank (IPD), UK
commercial property prices fell by c44% betweeneJ2®07 and July 2009.
This correction far exceeds the previous sharpdistefcorded, which was 27%
in the three years to mid-1992. In the bull matkat ran until mid-2007,
property was a major beneficiary of the easy mogetavironment that also
induced price bubbles in several other asset dad3mperty deals were often
structured with high levels of low cost debt finamy; the availability of which
was curtailed by the credit crisis. This removéep prop for commercial
property prices. This effect was exacerbated byd@teriorating economy,
which further undermined property values by puttiogvnward pressure on
rents.

The extent to which prices fell over the two yearsid-2009, together with
the accompanying rise in yields, means that comiadgsooperty once again
appears attractive to value-focused investorsksRismain, particularly the
threat of ongoing, downward pressure on rentalesaand occupancy rates
arising from the weak economic environment andtamwil supply from
developments now approaching completion. A furfaetor complicating the
outlook for the sector is the c£225bn of outstagdidans backing UK
commercial properties held by banks. Much of thisneed to be either
refinanced or repaid over the next five years.f&8pbanks appear to have
been willing to extend or refinance loans in retioinhigher coupons and
injections of additional capital into financialsttures.

According to the IPD All Property index, UK commiaigroperty now yields
C7%, which looks attractive, both on an absolugdand in relation to other
asset classes. This offers, in our view, suffic@mpensation for the risks
outlined above. Our preference is for commeradiapprty allocations to focus
on funds holding predominantly prime and ungeaoedhwly geared, property
portfolios, though these carry correspondingly Iowields. We also favour
more opportunistic funds whose managers can addfisant value through
asset management initiatives.

The ABI UK Pension Direct Property index providetbtal return of +12.66%
over the last six months and +5.65% over the laat.y

5. Cash

Sterling deposits and monies held in AAA-rated ililifly funds presently earn
returns broadly in line with the BoE Bank Rate &i@% p.a. Despite low
rates, cash still has attractions and we contiadaviour small overweight
positions in the asset class, particularly whetmetive 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 provided a return of +0.25% over the lastrsixths and +0.55% over the
last year.
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6. Note on Hedge Funds

Our view that hedge funds are riskier than genemkceived has gained
wider acceptance during the financial crisis. Whie continue to research the
sector, the transparency of many hedge funds’ tmest processes is not
sufficient for us to be comfortable recommendingjitinclusion in portfolios.
Liquidity, valuation of assets and the level of fes are all areas where we
believe investors deserve, and should demand, oteigy.

Almost one in ten hedge funds closed in 2008, atiogrto Chicago-based
research group Hedge Fund Research. Despiteial gaxdnomic and financial
recovery, many more funds ceased trading in 2008.note with interest that
the managers of several of these funds have opeweadperations. We
believe that many may have done so in order td theehigh water marks’
above which performance fees can be levied, hdailhen some way below
them while managing their previous funds. Investquectations of positive,
uncorrelated returns from hedge funds have cldsegn disappointed and, in
our view, the industry’s ability to justify high alges and performance fees
remains questionable.

The fallout from Bernard Madoff’s fraudulent invesnt scheme persisted
through 2009 as the estimate of the true extetiteoscheme’s losses has
grown to $21.2bn, far higher than earlier estimatéegations of insider
trading and fraud at hedge funds Galleon Groupkahdespectively go some
way to justifying our view that the transparencynany funds, and funds of
hedge funds, are not up to the requisite standardsfto recommend
investing.

The hedge fund industry has emerged from the fiaandsis in a very
different shape. There are now fewer funds, chargin average, lower fees
and offering better reporting, transparency andidify. These, in our view,
are all welcome developments.

For completeness, we include the HFRX Global Heeged index figures for
hedge fund performance below. We are, as migleixbected, somewhat
sceptical about the validity of these figures.oum view, the index will almost
certainly overstate returns. This is because wbensssion of data to the index
compilers is voluntary and it is unlikely that fdl 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 severmege points.

The HFRX Global Hedge Fund GBP index provided altadturn in sterling
terms of +5.88% over the last six months and +1%.08er the last year.

The above commentariesreflect our viewsasat 17 February 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 July 2009 to 29 January 2010 and the twelve month period from 30
January 2009 to 29 January 2010 (sour ce: Lipper Hindsight).
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