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Risk Warnings

This report is for general guidance only and regmé&sour current understanding of law
and HM Revenue & Customs practice as at 16 JarR@09. We cannot assume legal
liability for any errors or omissions and detaibliice should be taken before entering
into any transaction. The value of investmentsamdincome therefrom can go down
as well as up and you may not get back the fullargou invested. Levels and bases
of, and reliefs from, taxation are those curreafhplying but are subject to change and
their value depends on the individual circumstarafebe investor.

Saunder son House Limited 2 Authorised and Regulated by the FSA



Market Commentary January 2009

GDP Growth (%)

2

Economic and | nvestment Outlook

Investment market sentiment remains fragile as igweents continue to
wrestle with inadequately capitalised banks andumationing credit markets.
However, the aggressive action taken by the autbsiin September and
October to underpin the financial system does apioelaave met with some
success. As a result, confidence among deposigmsisen and the extreme
risk aversion witnessed in mid-October has eased.

Meanwhile, central banks have continued to delaggressive interest rate
cuts, with the Federal Reserve reducing rateseatwien zero and 0.25%”",
and have made available huge quantities of liquidian attempt to unfreeze
money markets. These actions are aimed at prexgethté second phase of the
economic crisis — a deep global recession turmitma prolonged slump
caused by credit starvation and deleveraging bgstors, businesses and
consumers. Economic data are unremittingly weak ahile a complete
collapse in the banking sector looks to have b&erned, the impact of such
seismic events on business and consumer confidecdy now becoming
apparent. Residual concerns about the financsésy will reverberate
through the real economy for months to come arglriot clear that the
injections of capital into banks will improve credvailability for companies
or consumers.

As the chart below shows, the major economieseinbrld have entered into
a sharp, synchronised slowdown. Key factors iemeining how long and
how deep the recession will be include the extéfurther falls in house
prices, particularly in the US, and how far unempient rises with the
attendant secondary effects on asset prices, carglistretionary spending
and confidence.

GDP Growth since 2000
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During the last 12 months, we have seen the impaatvestment markets of
the withdrawal of cheap short term debt. Many besses built on the
assumption that almost limitless credit was a peenafeature of the financial
landscape have failed. Northern Rock in the UKafashington Mutual in

the US are two high profile examples. There ase atany others, from
investment banks such as Lehman Brothers to heofgks that were borrowing
short term money and investing in higher yieldilogger term assets (the now
infamous carry traders). The problems among thenaaufacturers are also
closely related to credit availability, as they wéeavily reliant on the
availability of easy finance terms to allow consus® purchase new vehicles.
In an attempt to prevent the collapse of their andioistry, the US government
announced a $17.5bn bailout of General Motors amgsler in December.

Within the mainstream asset classes, equities $izfered greatly as
expectations of lower profitability are priced iArguably, stock markets have
also become victims of their own liquidity. As rkets for other assets such as
high yield bonds, property and structured debtrimsents have seized up,
investors, particularly hedge funds facing incréasglemption requests and
needing to raise cash, have sold their most ligagkts; equities. Moreover,
because so many investors have used leveragertongeket returns, the
number of forced sellers (those who need to sglindless of price), appears to
be greater than in previous market downturns. €hQatty markets never
enjoyed high ratings in the current business clyakeprovided no protection.
Equities have suffered as growth expectations dateriorated and as forced
sellers have taken advantage of the liquidity ad.

Turning to other asset classes, commercial profedybeen a major
beneficiary of cheap credit and has suffered frismwithdrawal. In fixed
interest markets, risk aversion has become adthies has resulted in
government bonds performing very strongly relatveorporate bonds,
particularly non-investment grade issues. Theamare bond market remains
illiquid. This is one of the reasons why corporate&ds are now trading on
some of the widest spreads over government borefsrezorded and are
offering attractive opportunities for investors jpaeed to take a longer term
view. Non-investment grade bond markets are effelgtclosed.

Considering our recommended asset allocationscties in equity
weightings at the end of 2007 have helped to ptgterfolios from some of
the market falls but, with perfect foresight, wegll have gone much further.
However, after the sharp falls towards the end0®&? equity markets now
look attractive on a range of measures versus lttaiyterm averages. Even
making generous allowance for earnings downgraddsiavidend cuts, the
yields on many blue chip equities look appealingwhompared to those
available on other asset classes.

The MSCI World Equity Market index has providedtat return of -7.98% in
sterling terms over the last six months and -17.89% the last year.
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2. Equities

2.1

UK Equities

After recording zero growth in the second quarfe2GD8, the UK
economy shrank by 0.6% in the third. This wasfitts¢ quarterly
decline in output since 1992. Quarter four is expe to show a
further 1.0% contraction in the economy. The weakgeconomy is
also apparent in the labour market. Unemployng&nbiv moving
gradually upwards and reached 6.0% in Septeml&¥, Bigher over
the quarter. Inflation, not long ago a major pploncern, is now
declining rapidly. The latest figures show a 0.fHhbin the Consumer
Price Index (CPI). The annual rate of increastoisn from 4.5% in
October to 4.1% in November.

Falling inflation has freed the hand of the BanlEofyland (BoE) to
embark on a policy of aggressive interest rate, aduttuding
reductions of 1.50% and 1.00% in November and Déegm
respectively, and a 0.50% cut on 8 January. Tasstaken the Bank
Rate to 1.50%, its lowest level since the creatibiihe BoE in the
seventeenth century.

The Chancellor's Pre-Budget Report in late Novenvies used by
the government to announce a fiscal stimulus pazkagth up to
£30bn, including a cut of 2.5% in the rate of VATdahe bringing
forward of £3bn of capital projects scheduled f0t@-11. In addition
to the fiscal measures, the government has beag iisinewly
acquired power over the banking sector to urge $amlpass on the
BoE'’s rate cuts to borrowers.

In taking such bold policy measures, the UK autiesiare
acknowledging that the prospects for the UK econameyworse than
they have been since at least the early 1990ssu@oers are under
pressure from a deteriorating jobs market, falliogse prices and
rising utility and fuel bills. The latter are liketo subside in the
coming months as they reflect the recent fall andh price.
However, reduced access to credit as the bankoigrsetrenches
may well undermine any positive benefits from stadls.

Turning to the stock market, the path of UK egsifiem here will
depend crucially on the depth and shape of the@nanslowdown
and the extent to which earnings downgrades aeadyrreflected in
share prices. Our view is that the sizeable ctioedn equities seen
to date means that shares offer value in all ivéry worst
outcomes for corporate earnings. We are, therefecemmending
that current allocations to UK equities are retdjnghere appropriate.

The FTSE All-Share index has provided a total retfr-21.13% over
the last six months and -29.93% over the last year.
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2.2.

European (excluding UK) Equities

Until our recommendation to reduce allocations todpean equities
at the end of 2007, the Continent had been ounigbdestination
for investments into overseas markets. Clientewell rewarded by
taking this stance, as European (ex UK) equitigpartormed those
of the US, UK and Japan over the three years temieof 2007.

One of the main reasons for the recommended rextuictiallocations
was our view that the eurozone would not prove imento the credit
crisis or the accompanying economic slowdown thed already
impacting the US and UK. This has proved to bectise, although
the core eurozone economies remained resilietvfgyer than the US
or UK, thanks to their status as net exporterscivhilowed them to
benefit from sustained demand from the Far Eastlaa less
indebted position of their consumers. Howeverhwitports falling
under the impact of the weakening global econondytha recent
strength of the euro, and European banks affegteldebcredit freeze,
economic activity has now begun to falter. Eurez@DP fell 0.2%
in the third quarter. The European Central BarREE, which was
increasing interest rates as late as July in resgptmthe threat of
inflation, joined other major central banks in geting co-ordinated
rate cuts in early October. It then reduced rbyea further 0.75% in
early December and followed this with a 0.50% oulanuary,
leaving interest rates at 2.00%. Inflation in Deber was 1.6%,
down from 2.1% in the previous month and belowdbetral bank’s
2% target. The rapidly deteriorating economicypiet together with
receding inflation, will increase pressure on ti@BEo deliver further
interest rate cuts.

The core countries of continental Western Eurapauding
Germany, France and the Benelux nations, remasndegendent on
domestic consumption than the US and UK. Theyse set to be
long term beneficiaries both of Far Eastern denfandxports and
the continuing development of Eastern Europe. rAfie recent
weakness, we therefore recommend that currentaidots to
European equities are retained, where appropriate.

The FTSE Europe (ex UK) index provided, in euraorgra total
return of -29.07% over the last six months and28% over the last
year. In sterling-adjusted terms, the returns 88e38% over the last
six months and -23.99% over the year.
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2.3.

North American Equities

In what was an historic statement, the Federal iReszrut interest
rates from 1.00% to “between zero and 0.25%” o&6ember and
stated that it will leave rates at exceptionally levels for as long as
it takes to get the US economy functioning propadgin. This
represents monetary easing on a grand scaldgaohter one year ago
rates were 5.25%. In an attempt to avert a de=gsson, interest rate
cuts have been accompanied by a Federal econamigdis$ package,
the passage into law of the $700bn Troubled AsséeRProgram
(TARP), and an injection of capital into US banksikar to that used
in the UK rescue. The central bank has also sitgedtention to
employ further measures, such as quantitative gairying long-
dated treasury bonds to force liquidity into theaficial system.
President-elect Barack Obama is already proposmgjar fiscal
expansion via public infrastructure works to takea after his
inauguration as President on 20 January.

US retail sales, so long the mainstay of the USiecty, are now
being undermined by falling house prices and risingmployment.
US house prices, according to the Case-Shiller HBrie index,
were 18.0% lower in October (the latest data alibgla compared to
the previous year. November saw the US econonfgrsitd worst
month of job losses in 34 years, shedding 584,00&avs. This was
followed in December by the loss of a further 520,(bbs, taking
unemployment up to 7.2%, its highest level in 1érge The virtuous
circle of easy credit availability driving houseqgas ever upwards has
turned into a vicious circle. The banking secpamalysed by losses
already incurred on structured mortgage assetseli@nched,
reducing the availability of credit to consumelgreby exacerbating
house price falls and further undermining consucoeifidence.
However, falling government bond yields may offeme relief to
homeowners. In contrast to the UK, US mortgagegpaedominantly
determined by reference to the 10-year governmend lyield. As
this falls, mortgagors have the chance to refinatdewer rates,
thereby reducing their monthly outgoings.

After the recent weakness, US equities look inegpenrelative to
their history. However, we are aware that the d@&emy and the
US corporate sector have yet to experience thedusequences of
recession. We believe that allocations to US espighould be
maintained for the present, where appropriate.

The S&P 500 index provided, in US dollar termsptaltreturn of
-28.48% over the last six months and -37.00% dweldst year. The
strengthening of the dollar, means that, when kad&d into sterling,
returns are -1.00% over the last six months and/7P2 over the year.

Saunder son House Limited 7 Authorised and Regulated by the FSA



Market Commentary January 2009

2.4.

Japanese Equities

Japan, as a major exporter of manufactured gosdsitiemely
sensitive to the health of the global economy.sésh, Japan’s
economy has suffered as demand for its exportsvhasd. The
impact of declining global growth has been exadexdbay a resurgent
currency. The yen has been boosted by the nargogfimterest rate
differentials as rates have been cut aggressivelyna the world. It
has also strengthened as a result of the revertad carry trade,
where borrowers sold yen to invest in higher yigddassets
denominated in other currencies. Currency strehgghfurther
undermined demand for export goods and Japan’oetphas
dropped into recession, shrinking by 0.5% in thedtquarter, with
falling industrial output being the major contrilmg factor.

Japan is slightly removed from the centre of tlabagl financial crisis.
Japanese banks have much less exposure to theiswbgssets that
have damaged their US and European counterparthamtonomy
has not suffered from excessive house price ineseakn fact, the
health of Japanese financial institutions is allggpihem to make
strategic acquisitions overseas. In recent moitsubishi UFJ
Group has purchased a stake in Morgan Stanley antui has
acquired the non-US businesses of Lehman Brothers.

Japan’s already very low interest rates were atihéu, to just 0.10%,
in December.The interest rate reduction was accompanied bgm st
up in the Bank of Japan’s programme of buying Japamovernment
bonds.

During the calendar year 2008, the yen appreciayetll.39% against
sterling, mitigating, to some degree, the very weaKkormance of the
Japanese equity market. Nevertheless, Japanesie&gemain
deeply out of favour with international investailespite now
appearing attractively valued versus both their twgtory and by
comparison with international counterparts. Wedfare recommend
current allocations to Japanese equities are niagttawhere
appropriate.

The FTSE Japan index provided, in yen terms, & tetarn of
-35.67% over the last six months and -42.05% dweltdst year. In
sterling-adjusted terms, the returns are +4.13% theelast six
months and -1.12% over the year.
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Asia Pacific (excluding Japanese) Equities

For several years until 2008, equity markets inAkim Pacific (ex
Japan) region had provided excellent returns. ngisiarkets were
driven by strong regional economic growth, investiothusiasm for
markets linked into the Chinese development stad/the
expectation that Asian currencies would appreacat the medium
term. However, as the global economic outlookdetsriorated and
investor risk aversion has increased, Asian equitaé/e begun to
underperform their western counterparts (see chart)

We have, since 2006, recommended only very smaltaions to
Asia Pacific equities in acknowledgement that tinergy performance
was driving markets to relatively high valuation&’e do, however,
continue to believe that investors with longer tinegizons should
earn good returns as the long term economic fundtatseremain
very promising. Though valuations have becomeitsogmtly more
attractive after the recent sell-off, we continoeegcommend that
clients maintain their current low tactical equigightings to the
region, where appropriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
terms, a total return of -32.25% over the lastnsonths and -42.38%
over the last year. In sterling-adjusted terms,réturns are -20.77%
over the last six months and -31.01% over the year.

FTSE All-World Asia Pacific ex Japan equities under performed
developed markets over 2008 (r ebased)

q'“l“’r\

January

February March April May June July August September

08
— FTSE All-World Asia Pacific Ex Japan, GBP — MSCI World, GBP

Source: Reuters EcoWin
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2.6.

Emerging Markets Equities

Hopes that emerging markets (as defined by MSEbtijld continue
to grow rapidly despite the sharp slowdown in depetl economies
were dashed in 2008. Upward pressure on inflagoaconomies
have begun to encounter capacity constraints, hege&tith slowing
demand for exports as the developed world econostoesrapidly,
means that many emerging markets are now sloworg the
impressive rates of growth seen in recent years.

Assisted by robust economic growth, emerging mar&qtities had
provided excellent returns over more than four yearearly 2008.
As the outlook for the global economy has detetextahowever,
emerging markets equities have started to undenperf Having risen
very strongly, to the point that many were tradomgsignificant
valuation premiums to their developed counterpartserging equity
markets were vulnerable to sharp reversals. Thage been
occurring. Equity market corrections in the BRi&beomies (Brazil,
Russia, India and China), former favourites of egimgy market
investors, have been severe. Over the calenda2@e8d, the
Brazilian Bovespa index fell 41.22%, while the RassRTS dropped
72.41%. In Asia, the Bombay Sensex saw a 52.45%née while
the Shanghai Composite fell by 65.39%.

Along with equities in the Asia Pacific region, Wwave been
recommending only small allocations to emergingkats equities for
the last two years. This caused client portfolomiss out on some
upside in 2007 and early in 2008 but, driven bgrgjrspeculative
inflows, these markets had been looking increagingervalued for
some time. As in developed markets, we are likelyee
opportunities to increase weightings to emergingkets in due
course. For now we recommend maintaining currefdihgs, as
appropriate.

The FTSE All-World Emerging index provided, in Ibtarms, a total
return of -37.72% over the last six months and74% over the last

year. In sterling-adjusted terms, the returns26669% over the last
six months and -34.78% over the year.

* MSCI includes 25 countries in its emerging maskieidices:
Argentina, Brazil, Chile, China, Columbia, CzechpReklic, Egypt,
Hungary, India, Indonesia, Israel, Jordan, Malgygiaxico,
Morocco, Pakistan, Peru, Philippines, Poland, Rusuth Africa,
South Korea, Taiwan, Thailand and Turkey.
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3. Fixed I nterest

Over the last year, UK government fixed interestks (gilts) have
demonstrated their value as effective portfoli& dssersifiers. From a peak of
over 5.50% in mid-2007, the yield on the 10-yean@mtional gilt has
retreated by nearly 250bp to 3.02% by the end 6820This has generated
capital gains that have helped to offset some efdhses on equity holdings.
Gilts are benefiting from lower growth and inflatiexpectations and,
importantly, their ‘safe haven’ status amid théotuence in credit markets and
falling equity prices. Exposure to index-linkedtgproved beneficial earlier in
the year due to concerns over inflation. As tleseerns faded and investors
focused instead on the possibility of deflatiomlgs on index-linked gilts rose
in the latter months of 2008 before falling agairbiecember.

While gilts have proven highly attractive to invast, lower quality classes of
fixed income securities, such as corporate andimeestment grade bonds,
have suffered from increasing risk aversion. Came@bout credit quality and
default risk, together with the until-recently iragiate yield premiums
available on non-government debt, meant that tygpeal to investors was
limited. They have, accordingly, underperformeeirtigovernment
counterparts.

Our long-held belief that corporate fixed interesturities offered little value
has meant that our recommended allocations to fntedest have been
weighted towards sovereign debt. While this hakapositive effect on
portfolio returns, conventional gilt yields are neery low and may be
vulnerable to rising inflation expectations. We #rerefore selectively taking
profits in this area and looking to invest in th@wmuch more realistically
valued corporate bond sectors. The lack of liquich either the primary or
secondary European high yield bond markets mearesgveore cautious on
the non-investment grade sector and recommendasibos to fixed interest
are focused on the higher grades of corporate bonds

The ABI UK Pension Gilt sector provided a totaluret of +13.84% over the
last six months and +11.26% over the last year.

The ABI UK Pension Index-Linked Gilt sector provitla total return of
-2.33% over the last six months and +2.10% ovetabieyear. Shorter dated
index-linked stock has performed considerably beiten this. For example,
index-linked gilts with less than 5 years to mdju¢as measured by the FTSE
Index-Linked British Government under 5 years ingdé&ave provided returns
of -0.52% over the last six months and +3.34% over year.
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4, Property

After several years of strong returns, investorldikhcommercial property
have suffered a major setback with property vataeesding substantially.
Until 2007, the sector had been a major benefiadipe vast quantities of
low cost debt finance that characterised the ctadible. Increasing levels of
gearing were used to leverage the steady but oibermexciting returns from
commercial property, spurring development and, eaaly, oversupply. As
the credit crisis has unfolded over the last yeammercial property investors
have witnessed an abrupt change in the willingnébsinks to lend at low
rates against property purchases. This, togethikeraduced appetite for risk
among investors, and the implications of the slgwanonomy for property
demand, has served to drive commercial propertgyigharply higher and
prices correspondingly lower.

Our Investment Bulletin of October 2006 set out wew that commercial
property investments could suffer as prices weresid down to levels more
attractive to investors. This consolidation hasrbender way since early
2007. UK commercial property returns, includingte¢ income, were
negative in both 2007 and 2008 as measured by Bid¢JK Pension Property
index. Given the degree of oversupply, commercial propeatyations are
likely to remain under pressure for some time. ak&monitoring
developments closely with a view to taking a masifive stance on this asset
class in due course.

The ABI UK Pension Direct Property index providetbal return of -15.36%
over the last six months and -19.14% over theyleat.

5. Cash

Due to the elevated level of money market interatsts, sterling deposits or
monies held in AAA-rated liquidity funds can pretgmrarn returns in excess
of the BoE Bank Rate of 1.50% p.a. due to the puemat which the inter-
bank rate trades. National Savings and Investnaetalso offering attractive
rates at present. However, we expect the inteatss available on both
deposits and liquidity funds to trend down towatttss Bank Rate in the
coming months.

Despite lower rates, cash still has its attractiems we continue to favour an
overweight position in the asset class, particylathere attractive fixed rates
from government backed, or good quality institusi@an be secured. From an
asset allocation perspective, cash deposits dffeng defensive qualities
(provided the appropriate credit risk due diligehes been undertaken). Cash,
whether on deposit or placed in a liquidity funidoabrings flexibility to
portfolios, enabling investors to take advantagepgortunities in other asset
classes as and when they arise.

Cash invested at the BoE Bank Rate would have geava return of +2.07%
over the last six months and +4.68% over the laat.y
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6. Note on Hedge Funds

Our view that hedge funds are riskier than genepatceived is gaining wider
acceptance. While we continue to research theisehe transparency of
many hedge funds’ investment processes is notctiti for us to be
comfortable recommending their inclusion in poitiel Liquidity, valuation

of assets and the level of charges are all areasewte believe investors
deserve, and should demand, more clarity. Thentereest of hedge fund
manager Bernard Madoff for alleged fraud highlighies lack of disclosure in
such vehicles and our consequent unease with sie¢ asss.

According to Hedge Fund Research, hedge fundsrsdft@eir worst
performance since records began in 1990. Amongdhealties are some high
profile names; Citadel Investment’s flagship fumthich at $10bn is one of the
industry’s largest, lost 13% in November and isnested to have fallen 53%
over 2008 as a whole. Similar performance froniciit European took year-
to-date losses to more than 43%. Others empldyigiy levels of gearing have
found themselves even more severely impacted. rédit@vailability has
decreased, geared hedge funds have had littleecbaicto sell their underlying
assets at whatever prices are available in theehaihis forced selling looks
set to intensify in the fourth quarter as hedgelfinvestors continue to file
significant redemption requests.

For completeness, we include the HFRX Global Heelged index figures for
hedge fund performance below. We remain, as nhigtgxpected, somewhat
sceptical about the integrity of these figures.odin 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
would submit numbers for inclusion. The effectlw# 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 altagturn in sterling
terms of -22.74% over the last six months and &.@ver the last year.

The above commentariesreflect our viewsasat 16 January 2009. Any material
changes in economic and mar ket conditions between then and the time of writing
your report will bereflected in our recommendations.

Unless otherwise noted, all perfor mance figures aretotal returns (including income
re-invested) for the six month period from 30 June 2008 to 31 December 2008 and
the twelve month period from 31 December 2007 to 31 December 2008 (sour ce:
Lipper Hindsight).
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