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1. Economic and | nvestment Outlook

Thanks to concerted action by governments and aldmanks, the global
economy has returned to growth. Genuine concéatghe financial crisis
was so severe that it would be beyond the scogewsdrnments to avert a
prolonged global slump have thankfully proven maggeld. The chief concern
among economists and investors now is the longar-tests of the remedial
measures taken to deal with the crisis, particyldnd expansion of public debt.

The new year saw the first steps by the authoritiegithdraw the extreme
policy support put in place though 2008 and 200&ddress the crisis. The
European Central Bank (ECB), for example, has daseunlimited liquidity
scheme, initiated at the peak of the financialiri§ his has triggered
problems in Greece. The Bank of England (BoE),médde, has announced a
pause in its programme of quantitative easing sl month, the Federal
Reserve is set to end its $1,250bn program of ragedpond purchases, its
own version of quantitative easing. These areyesgghals of intent from
policymakers, however, in developed markets it seentikely that interest
rates will be raised to for many months yet.

The improvement in the economic outlook can be seerwide array of data,
such as the ISM New Orders Survey (see Fig. 1)s Jdries has a strong
record of forecasting the strength of manufacturieg orders in the US six
months in advance and is, therefore, signallinth&rreconomic strength.

Forecasts for economic growth are also now beiniged higher. For
example, the International Monetary Fund, in itsuzay World Economic
Outlook paper entitled ‘A Policy-Driven, Multispe&ecovery’, upgraded its
expectation for output growth in the developed ecoies in 2010 to 2.1%
from a forecast of 1.3% made in October.

Fig. 1 ISM New Orders signal that the US recoveithwtrengthen
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As might be expected, the improved economic outluadk resulted in a sharp
bounce in equity markets from the depressed lefeidarch 2009 (see Fig. 2).
The recovery in share prices has been supportedrpany earnings
statements which have, in the main, met or exceadalysts’ forecasts. The
drivers of better corporate earnings include inegntebuilding by companies
that had run stocks down through the financiali€@as well as lower costs, due
to aggressive overhead reductions made in late @0688he first half of 2009.
Costs have also been helped by low interest raig $oaver raw materials
prices.

Fig. 2 MSCI World Equity Market Index over five ysa
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Along with the resilience of economies as policgrt is gradually
withdrawn, growth in corporate profits and dividenalill be key determinants
of equity market returns in 2010. Investors wihkerefore, focus on the ability
of companies to meet earnings expectations. Witychcal earnings recovery
now largely discounted, further progress is likielyoe driven by companies’
scope to enhance margins through further cosinguttConsidering valuation,
the extreme weakness in equity markets in late 20@8early 2009 saw
dividend yields in most major equity markets mote\ae their respective
government bond yields. This was a clear indicatibinvestors’ extremely
bearish expectations for both the sustainabilitg>aéting dividends and the
prospects for future dividend growth. The rallyeothe last 12 months has
brought equity yields down once more but, unlessirgs and dividend
growth fall materially short of current expectasoequities, particularly those
of high-quality defensive businesses, remain dftraly valued relative to both
government bonds and cash deposits.

The MSCI World Equity Market index has providedtat return of +12.85%
in sterling terms over the last six months and 24% 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
relative to other classes of fixed interest oved28s a whole. This was due to
concerns about the high levels of issuance andgtssible return of inflation.
However, the downward pressure on sovereign boiedgpwas, to a degree,
offset by very low interest rates and concerns¢isanomic growth may
disappoint. Weighing these factors, our view & the UK 10-year benchmark,
now Yyielding 4.04%, remains fair value at best.

In stark contrast to government bonds, corporatel pwices were driven to
exceptionally low levels in early 2009, both byded selling by leveraged
investors caught out by the ferocity of the finahciisis and concerns about
falling corporate earnings. The increase in tleddg on corporate bonds was
even more pronounced when viewed relative to t@rernment counterparts
(see Fig. 3) as investor enthusiasm for the deferadtributes of government
bonds forced prices higher and yields lower. TEitigation began to correct in
the first quarter of 2009 in response to policyiatives, since when corporate
bond prices have made a rapid recovery and yielde been driven down. In
our view, however, the yields available remainaattive, both in absolute terms,
and relative to government bonds and cash on deposi

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 continuededlide until the mid-2009, as
tighter credit market conditions removed an imparsource of funding for
commercial property buyers and the deterioratirmnemy undermined tenant
demand. While commercial property values have begun to recover, rents
may still have further to fall. However, with tesset class yielding close to
7%, we believe it is now attractive, both in abselierms and relative to other
assets. We have therefore been recommendinga@ualiillocations to this
asset class.

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

2.1

UK Equities

The second estimate of GDP for the fourth quat@009 showed
that the UK economy has finally emerged from reicessvith output
expanding by 0.3%. In spite of aggressive policyoa from the
government and the BoE, the return to growth haser weaker and
arrived later in the UK than in other G7 natior&gnificant obstacles
to sustained growth remain, not least among thetdeigovernment’s
budget deficit, which is forecast to amount to ¥2.8f GDP this year.
Continuing deficits will necessitate the issuantef550bn of gilts in
the next three years and have triggered a debateecsustainability
of the UK’s triple-A credit rating.

The UK economy has been overly reliant on housespéohding and
financial services as growth drivers in recent gedoth areas, via
the housing and mortgage markets, have been aythef the
financial storm. As such, it is perhaps not sipg that the UK has
fared less well than many other developed econonhMezeover, the
ongoing need for households to save more despitgriaxes,
together with the likely increases to bank regalatiesulting from the
financial crisis, may act as a drag on growth resal years to come.

These considerations are, perhaps, less impodairiviestors than it
might at first appear. The UK stock market is anwey a mirror of
the UK economy with more than 70% of the revenues fFTSE 100
companies derived abroad (according to Morgan &ynIThis
means that a portfolio of UK-listed equities candf& substantially
from the better growth dynamics of many overseasemies.
Moreover, valuations, although no longer at théréssed levels of a
year ago, do not appear stretched and the highetdi yield on the
UK stock market, relative to yields on cash, glitel the highest rated
corporate bonds, remains attractive. We remaiitipestherefore, on
the outlook for UK equities. However, when takinfj account of
the UK-specific political risks attaching to thepending general
election and the potential impact an uncertain@ut could have on
sterling, we believe that there is merit in re-wigg portfolios away
from the UK and towards the US, Asian and emergiagkets.

The FTSE All-Share index has provided a total retafr+10.10%
over the last six months and +47.34% over theylest.
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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. The data highlighted the weakneskssre of the
Mediterranean economies such as ltaly, where odlpeiined by
0.2%, and Greece, which recorded a 0.8% contraciiaftation in the
16-country currency bloc dropped slightly in Feloyuaith consumer
prices rising 0.9% year-on-year, still well beldve tEuropean Central
Bank’s (ECB) target of close to but below 2.0%.

This year, European equity markets have been uaddry mounting
concerns over the potential for sovereign debtulefa Greece, and
the possibility of contagion to other peripheralcaone economies.
Membership of the single currency has denied socintcies the
option of devaluation and the process of addredssngl imbalances
is likely to act as a further drag on economic very. The ECB left
interest rates unchanged at 1.00% at its Marchingeahd, given
such a subdued outlook, it is likely to keep poliates on hold for a
further extended period of time.

Unemployment remained at 9.9% in January, its hEglexel since
August 1998. However, the data mask a considedhézgence
within the region, with unemployment ranging froast 4.2% in the
Netherlands to 18.8% in Spain. The jobless raseireral countries
has been suppressed by government schemes totghatéabour
markets, such as “short-work” schemes where empddyave been
subsidised to keep workers on their payroll. Retles fell 0.3% in
January which, though better than analysts’ expects, suggests that
concerns over job security continue to have arcetia consumer
confidence and it may be some time before consuplaysa full part
in an economic recovery.

The health of German manufacturing is likely tockeatral to the
prospects for growth in the eurozone. German imdligroduction
grew by a less-than-expected 0.6% month-on-mondlamuary,
increasing concerns about the strength of recavelBurope’s largest
economy. With domestic demand subdued and manuiiagtand
export-orientated European companies unlikely &as®y significant
growth in demand in the near term, eurozone groedgks likely to
remain lacklustre.

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 eurarigra total
return of +2.85% over the last six months and +1%h@ver the last
year. In sterling-adjusted terms, the returnstdr&1% over the last
six months and +49.90% 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 h2&8bn 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 1947Ut&conomy
returned to growth in the third quarter of 200Qaxding by an
annualised 2.2%. This was helped by a reverghlennventory
cycle, whereby companies rebuilt severely deplstedk levels to
cope with steadying demand. The recovery in manufag has
continued to gain momentum, leading to an acceteratf economic
growth to an annualised 5.7% in the final three themf the year.

Underlying consumer demand, however, remains subdiibus,
while, retail sales grew by 0.3% month-on-montiabruary, they
remain c10% below their late 2007 peak as consuauinue to
face significant headwinds. Despite recent sigasthe deterioration
in the labour market is slowing, an unemploymete cd 9.7%,
remains almost twice the level of just 18 months. ags a result,
income growth is poor and households are focusingaying down
existing debts; a return to the consumption pastefrthe pre-crisis
years appears unlikely. However, the Federal Resecommitment
to maintaining exceptionally low interest rates ‘fan extended
period” should provide some support to consumption.

Turning to the stock market, by the end of the figgarter of 2009,
US equities had fallen to levels that were discimgna severe and
prolonged economic slump. However, the supportiemetary and
fiscal conditions described above have underpirnsastained rally
which, given the strong position of the US corpersector has, in our
view, further to run. We are therefore recommegdirat allocations
to US equities are selectively increased.

The S&P 500 index provided, in US dollar termsptltreturn of
+9.32% over the last six months and +53.62% owefdbt year. The
fluctuations of the dollar mean that, when trareglanto sterling, the
returns are +17.04% over the last six months ar&d8248% 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 haenlhighlighted
by the downgrading of GDP growth estimates in libéhthird and
fourth quarters of 2009. Primary among the isfaeisig Japan is a
very unhelpful demographic profile. The populatisraging and, as a
result of minimal immigration, shrinking. Conseqtlg, a growing
proportion of the tax burden is falling on a deiclgnanumber of
taxpayers. Moreover, as individuals save in otdéund retirement,
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.

The Democratic Party of Japan (DPJ), elected inistoric, landside
victory on 30 August 2009, has declared its deteatndn to stimulate
domestic demand and combat deflation, and has pgeahtpe Bank of
Japan to expand its quantitative easing progranuoerdingly.
However, with government debt at c200% of fore@@4t0 GDP and
interest rates near zero, the authorities’ abiibtyake further measures
appears limited.

While we acknowledge the severity of Japan’s stmatteconomic
issues, we believe the corporate outlook is brighfegressive cost
cutting measures have been undertaken and Jaganjsaaies, and
therefore its equity market, should now be weltpthto benefit from
the global recovery, particularly within Asia. Hever, the yen’s
strength since the onset of the credit crisis omets to disadvantage
Japan’s all-important export sector. Though tharice minister,
Naoto Kan, has made headlines with his vocal supga weaker
yen, foreign exchange markets have continued i thie ‘safe
haven’ status of the yen, thereby supporting tieeogy. A sustained
improvement in global risk appetite, perhaps irpoese to evidence
that economic growth can be maintained after pdigyport is
removed, might be accompanied by a weakening yedevelopment
that would be welcomed by Japan’s export sector.

As a result of the significant structural issuesrig Japan, the equity
market has been a long-term laggard among the cjgseImarkets.
However, Japanese equities now appear inexpensiagange of
measures, both in historical terms and relativether markets. We
believe that the normalisation of global monetasiiqy may present
opportunities to increase allocations to Japangsties, but
recommend that, for now, current weightings arenta@med, where
appropriate.

The FTSE Japan index provided, in yen terms, &ttetarn of -6.17%
over the last six months and +21.36% over theyleat. The
fluctuations of the yen mean that, when translatemsterling, the
returns are +4.86% over the last six months and1425 over the
year.
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25 Asia Pacific (excluding Japanese) Equities

The prospects for the economies of the Asia Paa@figon appear
strong. With high savings ratios, cheap labour stnehg public
sector finances, many Asian economies have thenpaltéo achieve
rapid economic growth. Having benefited from sgyexport-led
growth, Asian policy makers are now making a coteckeffort to
encourage domestic demand which, with rising pnogpehould
stimulate further economic growth over the medienmt

Contrary to the expectations of those espousingigmoupling’
theory, the past two years have served to emphtgseyclicality of
Asia’s equity markets (see Fig. 4). At the heighthe sub-prime
crisis, Asian equities had, in terms of price-twbkoatios, fallen
below the levels reached during the depths ofelgeon’s own debt
crisis in the late 1990s. Subsequently, as inveithk appetite
returned in early 2009, Asian equities reboundatheuations
quickly returned to their long-term average leais, in some cases,
particularly within consumer-focused sectors, edegethem. This
extreme volatility serves as a reminder that, itespf the region’s
bright economic prospects, its equity markets regmaithe short term
at least, prey to changes in investor sentiment.

Fig. 4 FTSE All-World Asia Pacific ex Japan comghte MSCI
World since 2008 (rebased)
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In 2010, concerns regarding monetary tighteningeharompted
something of a correction in Asian equity markelbat this
correction has not been more severe suggesththatgion’s markets
are in fact relatively well underpinned, and notgiy dependent on
low interest rates globally. We believe that thereow an
opportunity to raise allocations to Asia Pacifityaxe appropriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +6.44% over &t six months and
+63.22% over the last year. In sterling-adjuseths, the returns are
+18.44% over the last six months and +78.71% dwerear.
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2.6.

Emerging Markets Equities

After the steep losses recorded in 2008, emergjngyemarkets
enjoyed a strong 2009 (see Fig. 5). Reactinga@tbbal recession,
many emerging market governments embarked upoal Bsienuli,
largely focused on infrastructure developmentugp®rt economic
growth. Together with signs of recovery in the eleped markets and
rejuvenated international trade, this encourageshawed optimism
about the growth prospects of the emerging ecormnfiended by
low interest rates, investors directed record stawsirds emerging
markets equity funds over the course of 2009.

Fig. 5 The ‘BRIC’ equity markets since the star2608 (rebased)

Investors have since had cause to re-assessittheappetite.
Mirroring the west’s retreat from ultra-accommouatmonetary
policies, many emerging markets are beginning thdvaw liquidity
from their economies. The Chinese state has aidBeenation’s
banks to curb lending, India has imposed higheitalaggquirements
on its banks, and higher interest rates appedy likeBrazil. In
response, investors have drawn back from theseatsarthereby
justifying, to a degree, our concerns that perforoceawas latterly
being driven by liquidity, rather than the undemtyifundamentals.

While acknowledging the growth potential of the egireg
economies, we have been slightly cautious of tleively high
equity valuations investors have been asked tdqrayrowth.
However, a mild correction in emerging marketsany 2010 has
increased our conviction that these markets arky faell
underpinned and we believe there is now an oppityttmincrease
allocations where appropriate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +12.82% over the lastnisonths and +96.76%
over the last year. In sterling-adjusted terms,rédturns are +20.77%
over the last six months and +84.22% 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 monetary
policies, such as quantitative easing, to boostay@upply. A sustained dose
of inflation would be a convenient way for borroweincluding governments,
to erode the real value of their debt, though itldalearly damage the
credibility of central banks. The impact on convemal government bonds of
higher inflation would be an increase in yields antbrresponding fall in
prices.

With inflation a significant medium-term risk, wetain our positive stance on
inflation-linked bonds. These have their capitad aoupon 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 rigeularly on UK index-
linked gilts, look low in absolute terms, we seeltsbonds as useful insurance
against the risk of inflation.

We also continue to favour funds of corporate bondke first recommended
increasing allocations to investment grade bondsiédths ago, since when
the asset class has performed strongly. Withddéianal yield available on
corporate bonds over it sovereign counterpart nawhmarrower, we expect
that future returns will come less from capital egmpation and more from
income yield. However, this yield remains attraetboth in absolute terms
and relative to that available from conventionalggoment bonds. Mindful
that official interest rates must rise in the medliterm, we have latterly been
recommending that allocations are invested in Hands with more strategic
mandates. The managers of these funds can hetgeevast rate risk and
also allocate to those segments of the assetaffesig the best prospects.
Such funds are also our preferred route for obigiexposure to non-
investment grade corporate debt, which is lessitbento interest rates but
carries greater default risk than more highly ratestiits. Some strategic bond
funds also have the flexibility to invest in emergimarkets bonds. At present
many emerging economies are far less indebtedthuse in the developed
world, but still offer higher yields and therefgretentially attractive
opportunities for bond fund managers.

The ABI UK Pension Gilt sector provided a totaluret of -2.08% over the last
six months and +2.31% over the last year. The BRIPension Index-Linked
Gilt sector provided a total return of +0.83% otrex last six months and
+9.25% over the last year. The ABI Pension Stgrdorporate Bond sector
provided a total return of +6.55% and +26.40% dkiersame periods.
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4. Property

The UK commercial property market reached its lminpin the summer of
2009, approximately three months later than ecauity corporate bond
markets. The initial property rally was muted,witvestors still cautious on
the asset class, due in part to its dependencenaala domestic economy and
concern that there would be a wave of sales fromk$as a result of leveraged
property investors either defaulting or being ueablrefinance loans.

Attractive yields relative to cash and gilts andhene available, attractive
borrowing rates, have overcome investors’ concantsUK commercial
property consequently performed strongly throughstcond half of 2009.
According to data from Investment Property Datab@Rb), the total return
from their UK Monthly index of predominantly pringpsality commercial
property over the final quarter was 9.45%. This we highest return since
they started collecting data in 1986 and reflestdostantial buying from UK
institutional and overseas investors, the lattiaetied in part by the weak
pound. Supply, meanwhile, has been tight, witimétéd number of prime
properties (modern buildings in good locations andong leases to
financially sound tenants), coming to market. Assult, initial yields on the
IPD index have been pushed down from nearly 8%eantarket’s low point to
6.8% as at the end of February. Lagging the imvest market is the occupier
market, though this is now showing signs of stalifj. Rental values are still
falling but the rate of decline has slowed in marsias. One exception is City
of London offices, where competition for limitedage-A space is resulting in
rental growth. This improvement in the rental nedris supported by a general
fall in vacancy rates, from their peak in Octob802.

Given this stabilisation in commercial property keirffundamentals, we are
optimistic that the asset class can deliver attraceturns relative to cash and
gilts. Prime assets, in our view, are to be pretkrdespite lower yields. This
is where institutional demand is focused and bam&ecoming more willing
to lend against such properties. Secondary quadisets, which are not as well
supported by fundamentals or investor demand, helired less than prime
property. However, they can still be acquired onlide digit-yields and,
selectively, offer attractive investment opportigst

The ABI UK Pension Direct Property index providetbtal return of +13.44%
over the last six months and +9.41% over the laat.y

5. Cash

Sterling deposits and monies held in AAA-rated ililijfly funds presently earn
returns broadly in line with the BoE Bank Rate @b p.a. Despite low
rates, cash still has attractions, particularly rghregtractive 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 +0.51% 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. While watmue 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, oheigy .

Almost one in ten hedge funds closed in 2008, atiogrto Chicago-based
research group Hedge Fund Research. Despiteial gaxdnomic and financial
recovery, more funds also ceased trading than cp@r2009. We note with
interest that the managers of several of the claseds have opened new
operations. We believe that many may have dore saler to reset the ‘high
water marks’ above which performance fees canviedehaving fallen some
way below them while managing their previous funtis.estor expectations of
positive, uncorrelated returns from hedge fundstr@early been disappointed
and, in our view, the industry’s ability to justiiggh charges 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 standards to consider
recommending them to clients.

The hedge fund industry has emerged from the fiaandsis in a very
different shape. There are now fewer funds, géiyezmploying lower
leverage, charging, on average, lower fees andiodf®etter reporting,
transparency and liquidity. These, in our vieve alt 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 &l 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 severmeage points.

The HFRX Global Hedge Fund GBP index provided alt@dturn in sterling
terms of +4.57% over the last six months and +1%.62er the last year.

The above commentariesreflect our viewsasat 16 March 2010. Any material changesin economic
and market conditions between then and the time of writing your report will bereflected in our
recommendations.

Unless otherwise noted, all performance figuresaretotal returns (including incomere-invested) for
the six month period from 31 August 2009 to 26 February 2010 and the twelve month period from
28 February 2009 to 26 February 2010 (source: Lipper Hindsight).
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