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1. Economic Outlook

After shrinking in 2009, the global economy grew9% in 2010 according
to figures from the IMF. While this is a healthater of expansion, growth has
been very much skewed in favour of developing,aathan developed,
economies (see Fig. 1 below). More importantlyatwrowth there has been
in developed markets has been achieved only wélstipport of ultra-
accommodative monetary policies, including low iagt rates and quantitative
easing (QE).

December’s tax-focused US fiscal stimulus, accomipanthe second draught
of QE from the US central bank, the Federal Res@ted), stands testament to
the unsatisfactory nature of the economic recowretile United States. In the
eurozone, crises in Greece and Ireland have retkiceand IMF intervention
to head off sovereign default, while in Japan,ahthorities have resorted to
currency intervention to try to regain competitiges in their export sector.
Many emerging markets, notably those of the Fat &ad South America,
have achieved strong economic growth without gawemt support.

Looking ahead, in our view, 2011 is likely to ske global economy
continuing to ‘muddle through’, much as it did i61®. Governments and
central banks in the developed world will be kezbegin the process of
policy normalisation, but will need to remain mindéf the risk of choking off
growth and sending their economies back into réasesdn emerging
economies, inflation is the principal threat anchetary tightening is already
taking place to ensure this does not become etteghcOther threats to the
continuation of the recovery that can be easilytified include: (i) a major
disruption in oil supplies, caused by an escalatioconflict in Middle Eastern
oil producing nations, (ii) a recurrence of crisighe eurozone, this time
perhaps engulfing major economies such as Spaittayd(iii) a sharp slow
down in China’s economy, and (iv) a US bond macdksis triggered by the
parlous state of the economy’s public finances.

Fig. 1 Economic Growth in Developed and Develodiogpnomies
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The following sections discuss the outlook for stdd markets and asset
classes.
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2. Equities

2.1

UK Equities

Revised data for UK GDP showed that the economyracied by
0.6% in the fourth quarter of 2010. This surprigaastors who were
anticipating an upwards revision from January’'dipri@ary reading
of -0.5%. While we have thought for some time that pace of the
recovery would moderate, a drop in output was ueetqn and may
give the Bank of England’s Monetary Policy Comnat{®PC)
further leeway to postpone increases in interéssraStalling growth
and stubborn inflation, with prices in January 4 0#¢her over one
year on the CPI measure (5.1% on the RPI measwaeg, prompted
discussion in the media about the prospect of Istih@h — persistent
inflation with little or no economic growth.

While factory gate prices rose 4.8% annually inuday, as some
companies have managed to combat higher raw miatedsts by
raising their prices, we believe that high inflatis likely to prove
temporary and the UK economy is not heading fayfidon. In our
view, inflation is unlikely to become entrenchedegi the deflationary
impact of the government’s austerity measures hadedct that recent
tax increases and commodity price rises will drapad the annual
inflation numbers later this year. Stripping theffects out,
domestically generated inflation is below the MPCRI target of 2%,
due to low wage growth. The pace of economic gnowteanwhile,
should pick up in 2011. The Office of Nationalt&ttics estimated
that the drop in output in the fourth quarter wagély attributable to
weather conditions. This view is supported byrfteustness of
recent business confidence and manufacturing osieveys that
indicate that the cold weather has not undermihedetonomic
recovery in the private sector. This suggestsfttsitquarter may see
GDP growth bounce back quite strongly.

We remain of the view that UK equities are attraeti During the
economic downturn, many UK businesses cut costeasiyely and
raised fresh capital to strengthen their balaneetsh This has left
them in good financial shape, with scope to exganodit margins as
sales recover. As a result, any increase in reaggsbould translate
into significantly higher profits. This has beeorie out by the
strength of the earnings recovery to date. Vabaatin the UK
remain reasonable and the stock market offersteactive dividend
yield relative to the yields available on cashtsgiind the highest rated
corporate bonds. Historically, this has been algodicator of future
returns, though we are mindful that investor seetitnis a strong
driver of the market in the short term. Given viaue case for UK
equities, our recommendation is that current atlooa are
maintained.

The FTSE All-Share index has provided a total retfr+16.52%
over the last six months and +17.02% over theylest.
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2.2.

European (excluding UK) Equities

January’s debut bond offering by the European FiaiStability
Facility (EFSF) saw strong demand, attracting adiemm more than
five hundred investors and totalling €44.5bn, alimse times the
€5bn of paper on offer. Demand for the AAA-ratsslie, priced at a
40bp yield premium over equivalent German goverrirbends, was
particularly robust from sovereign wealth funds &sian investors,
with the Japanese government buying over 20% osthee. The
subsequent fall in bond yields of the peripherabeone nations has
raised hopes that, following the bailouts of Greaed Ireland in
2010, a further full-blown eurozone crisis can leided. The
increase of the lending capacity of the EFSF indiidrom €250bn to
€440bn, together with the approval to buy bondsedsy countries
with bailout programs in the primary market, hagéased the
chances of a benign outcome to the eurozone sgvetesis.

Given peripheral eurozone debt concerns, it isgg@stsurprising that
recent economic data in the region has been ergiogra the
region’s economy managed growth of 0.3% in thetfoguarter of
2010. However, this was heavily reliant on thesopurozone nations,
particularly Germany, where industrial productioew 10.0% year-
on-year in December, with factory orders growingmatnnual pace
of 16.0%. While the strength in the German econaray initially led
by exports (boosted by a weaker euro), recent datdy as solid retail
sales in January, has shown signs that the fathé@mployment, to
7.3% in February, its lowest since 1991, is begigro feed through
into domestic consumer price growth.

Risks still remain in the eurozone economies. Adégative
implications of the peripheral government bailcarts likely to
dominate headlines for some time yet, while recemtiments from
ECB President Trichet suggest that concerns oeinftation outlook
may lead to interest rate increases as soon at Afwoivever, the core
eurozone region hosts many companies that geresagmificant
proportion of their revenues in the US, Asia ane&rgimg markets
and therefore should be relatively immune from cadd 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 emoies.
Meanwhile, the weaker euro will have increasedcthrapetitiveness
of, and thereby the demand for, European expdifisteover,
valuations remain undemanding relative to histarg t other asset
classes.

The FTSE Europe (ex UK) index provided, in euraorigra total
return of +16.19% over the last six months and 8@% over the last
year. When translated into sterling, the retunes+d.9.32% over the
last six months and +13.67% over the year.
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2.3.

North American Equities

Having rallied to levels last seen before the @s&aof Lehman
Brothers in September 2008, US equities have markedin recent
weeks as political unrest in North Africa and theltMe East has
caused investors to shun risky assets. The ecaremrironment in
the US, however, has continued to improve, withfaaf positive
economic data releases providing cause for optinoisrthe recovery.
The rate of economic growth picked up in the fouytiarter to record
2.8% expansion for 2010, its strongest year sif@52 Growth was
driven by a pick-up in consumer spending, whicltorded a 4.4%
annualised increase in the fourth quarter, itefigtace in four years.
The manufacturing sector, meanwhile, continuehtwsstrength,
expanding for the fsuccessive month in February. The Fed
recognised the improving economic climate in itsuzay policy
meeting by upgrading its forecast for 2011 GDP d¢ihoto a range of
3.4%-3.9% from its previous forecast of 3.0%-3.6%.

Encouragingly, labour markets are now also showingodest
improvement; the unemployment rate has fallen f808% to 8.9% in
the last three months and payrolls showed a hegtihyin February.
Fed Chairman Ben Bernanke, however, notes thatebkne in the
unemployment rate is likely to be slow, adding titatould take four
to five more years for the job market to normafidey’. The Fed has
taken action to help accelerate progress here uscihw in
November that it would proceed with a second roofinfQE.
President Obama followed this by extending the Barshincome tax
cuts, renewing jobless benefits for the long-termmaraployed, and
granting a one-year reduction in Social Securixg$sa While these
measures should help to boost economic growth, éxagerbate the
country’s fiscal deficit, which has grown tenfolidee 2001 to
$1,230bn, equivalent to 8.0% of GDP. An expandiognomy will
help America’s fiscal position, though fiscal retctment will be
required to fully address the debt burden. Ththésnext major
challenge for US policymakers, while the Fed wélkeenly watching
building inflationary pressures from the receneptése in oil prices.

Looking at the corporate environment, US compaodgginue to
show strength. More than 70% of the 372 companiéise S&P 500
that have reported fourth quarter results haveeesdrnings-per-
share projections, with revenue gains up 8% yeayean. A buoyant
corporate environment looks set to continue in 284d, in our
opinion, US equities are attractively valued bajhiast history and
versus US government bonds. We believe the USyemarket is
well placed to make progress and recommend thatmallocations
are maintained.

The S&P 500 index provided, in US dollar termsptaltreturn of
+27.73% over the last six months and +22.57% dweldst year. In
sterling terms, the returns are +20.69% over thedix months and
+14.73% over the year.
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2.4.

Japanese Equities

Japanese macroeconomic indicators released in &ghrantinued to
send mixed signals to investors. While industigtesl figures were
generally pessimistic, this was partly offset bpsumer data, which
were less negative-than-expected. Japan’s GDPamed 0.3% in
the last quarter of 2010, and third quarter growis revised down to
0.8% (from 1.1% originally). The country’s expahtiven economy
unexpectedly recorded a ¥470 billion trade defi@tsus estimates
for a ¥50 billion surplus, as export growth was kvaad energy
import costs rose significantly as a result of hgices, driven by
political unrest in the Middle East. January hdwse spending fell
1.0% year-on-year (against consensus estimatefatifad 1.5%) as
the employment situation improved slightly: the-fjobapplicant ratio
rose to 0.61 from 0.57. However, wages were stagmzer the
period.

The Japanese political landscape deteriorated ag&iebruary, as the
government continued to struggle to pass a budgéistcal 2011/12.
At the time of writing, the budget plan has cleattesl lower house
after much wrangling, but still faces strong opgiosiin parliament’s
upper house. News reports indicate that the cuRBme Minister,
Naoto Kan, has an approval rating of less than 208king it likely
that he will be replaced before the next genesdtedn. However, the
situation is complicated by the recent resignatibSeiji Maehara,
who was the leading candidate to succeed Kan, iafters revealed
he received illegal political donations.

The yen was broadly unchanged against the US dollarthe month
of February, holding at about the ¥82.0 level. @uing unrest in the
Middle East region, particularly in oil-rich Libygave nervous
investors a reason to remain in the “safe havepadase currency.
The current market level is significantly strongfean the average rate
of ¥86.5 budgeted for by Japanese manufacturecsi@iag to the
Tankan survey), and if the yen continues to tradbese levels, it is
likely that export-reliant companies will have &vise down their
earnings estimates for Q1 2011.

Japan continues to face a number of headwindghlsuis, to some
degree, reflected in the low valuations on whighadeese equities
trade relative to their international peers — maalystry-leading
multinationals continue to trade close to or aisaalnt to their book
value. The opportunities created by a global esvasecovery
should be balanced against the seriousness ofrtledsal issues
facing Japan. We are not, therefore, recommendargased
allocations.

The FTSE Japan index provided, in yen terms, & tetarn of
+19.57% over the last six months and +8.00% oweiakt year. In
sterling terms, the returns are +15.79% over thiedix months and
+9.65% over the year.
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2.5.

Asia Pacific (excluding Japanese) Equities

February was a volatile month for stock marketharegion, as the
benchmark MSCI AC Asia Pacific ex. Japan index drtie month
c2% lower, having been as much as 4% lower duhiegperiod.
Political unrest in the Middle East has causedotiee of crude oil to
move above $100/barrel again. Such high energggthreaten to
slow the strong economic growth in the Asian regjomg forward.

Consumer price inflation (CPI) continues to be y &encern in the
region, as CPI growth remained at elevated lew&tsna, 4.9%; Hong
Kong, 3.6%; Singapore, 5.5%; South Korea, 4.5%0ihesia, 6.8%.
The outlook for inflation remains skewed to theidpsas prices of
energy, basic materials and consumer staples arg atfected by
natural disasters and political turmoil aroundwueld. Mining
operations in Australia are still recovering froavere flooding at the
start of the year, while New Zealand’s economy,agomexporter of
agricultural produce, was disrupted by a 6.3 magieitearthquake in
Christchurch. Oil and gas prices remained at ¢delievels as
protests continue to spread throughout oil-richomst such as Bahrain
and Oman, while Libya moved closer to a full-bloemwil war as
Muammar Gaddafi proved determined to hold on togrodespite
domestic resistance and international calls foldhder to step down.

The Chinese government was kept busy last monthasved to
stifle early signs of a Middle East-inspired cidisobedience
movement, dubbed the “Jasmine Revolution”. Chiramier Wen
Jiabao was quoted as saying he would seek to barbauntry’s high
rate of GDP growth to contain inflationary pressytewering the
economic growth target for the most recent 5-ydam from 8% to
7%. CPI in China reached 4.9% in January, whitthpagh higher
than December’s 4.6% reading, was significantlydothan
consensus estimates of ¢5.5%. This is a sigrthbatentral bank’s
aggressive monetary tightening policies may beriyegg to take
effect, and decreases the likelihood of furthersness in the short
run to restrict growth in property prices and ollareoney supply.
Despite the possible macroeconomic headwinds destrive believe
the Asia Pacific ex. Japan sector should continugehefit from the
region’s strong economic fundamentals and favoerdbmographics.

On fundamental measures of value, such as pribedk, valuations
in the region trade a touch above their long-teverages, but well
below their historical peaks, and broadly in linghwthe developed
world. We do not think these valuations are ovddynanding given
the higher growth potential of these markets. Ammend that
current allocations to the sector are maintainedre/lappropriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +10.04% overlésé six months and
+15.50% over the last year. When translated it#disg, the returns
are +10.19% over the last six months and +14.278ét the year.
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2.6.

Emerging Markets Equities

Emerging market equities, as represented by the INE&rging
Markets index have fallen c7% (in sterling terms) over thetfiveo
months of the year, compared with a 1.5% gain rettged market
equities. The underperformance is a result ofinaetl inflationary
pressures following rising food prices and, moxergly, the civil
unrest in the Middle East and North Africa. Asiedt consequence,
the price of Brent crude oil hit a two and a halayhigh in February.
Stock markets of oil dependent economies, notabip&and India,
both fell c3% over the month, while equity markatsoss the Middle
East remained under pressure. Although oil expoohomies, such
as Russia and Brazil, defied the downward trenaast other
emerging markets to record gains of c5% and c2%pedively, this
did not offset the underperformance of the broawierket.

Emerging market economies continue to grow at &lnagce (China,
for example, recorded GDP growth of 10.3% in 20¢Kije India
grew at a rate of 8.5%). However, policy-makersfaced with a
number of headwinds, the most notable being imftatparticularly in
food and energy prices. Food prices in emerginketa are c12%
higher than at the end of 2009 and, given adveesgtver conditions
and structural increases in demand, prices appdifiely to soften in
the short term. In order to combat mounting indkaéry pressures,
many emerging market governments are raising isteages. China
has increased interest rates four times in thehasé months, while
India, Brazil, South Korea, Taiwan and Vietnam halleaised rates
at least once in 2011. Rising emerging marketecwies, driven in
part by investor inflows, has also proved challeggresulting in
some central banks imposing taxes on foreign imvest in an
attempt to cool speculative inflows. During 20&fnerging market
policy-makers will face the difficult task of contling inflation,
without damaging growth too much, while trying t@tigate the
effects of increased liquidity created by Westeonsatary policies.

While disparities between the growth expectatidnsnoerging market
economies and the valuations of their equity marke¢ becoming
evident, the broader MSCI Emerging Markets Indegsdioot look
overly expensive — trading on c15x historic earsin@his is broadly
in line with developed markets. We view this vaio as fair given
the higher growth potential but more volatile acdreomically
sensitive nature of the emerging markets. We fosrgecommend
that current allocations are maintained, where @piate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +14.95% over the lastnsonths and +21.87%
over the last year. In sterling-adjusted terms,rédturns are +8.62%
over the last six months and +14.07% over the year.

" MSClI includes 21 countries in its emerging marletex: 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 I nterest

Since the end of August 2010, government bond yiglanajor western
economies have risen sharply, with the 10-yearyglt climbing from 2.83% to
3.75% at the time of writing. Inflationary presssiand positive sentiment
regarding economic growth suggest that yields nwakiigher still, and prices
therefore lower. However, we would be surprisedde gilt yields return to their
more normal 4.5-5.5% range until the UK’s econoreimovery becomes self-
sustaining. With unemployment still elevated &9%, this may still be many
months away.

At present, conventional government bonds only lattkactive in a scenario that
sees the global economy slide back towards receasid deflation. With policy
measures in the developed world largely suppodh&conomic growth, and
leading macroeconomic indicators, such as bussassment and orders surveys,
pointing towards reasonably strong growth, we thinik risk is remote. We
therefore continue to recommend zero allocatioreotventional government
debt, considering it vulnerable to rising inflatierpectations and gradually
normalising interest rates.

While much of the current inflationary pressureghi@ UK can be explained by
tax and commodity price rises, higher wages in As&anow also acting to push
up the prices of imported goods. So far, thisf@ded to rising wage pressures
in the UK, with the high rate of unemployment limg workers’ bargaining
power. However, if expectations for future inftatiremain elevated, there
remains the risk that rising wage claims becomeswsigread, allowing price
inflation to become entrenched. Therefore, wemeunend maintaining existing
allocations to inflation-linked bonds. However, wew UK index-linked gilts
(ILGs) as fairly fully valued. Fig. 2 shows thagtreal yield on the 22% Index-
Linked Treasury Stock 2020 is low relative to iwmohistory, though has moved
upwards over recent months.

Fig. 2 Real vield on 2%% Index-Linked Treasury 8t8620
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While real yields on ILGs remain so low, we congrto recommend that, where
appropriate, investors obtain part of their inBatprotection through sterling-
hedged funds of global index-linked bonds. Theseige access to bonds with
significantly higher real yields than on their UKunterparts (see Fig. 3), and their
managers may exploit duration and relative valysodpinities to add further
value. Our view is that such funds will offer egdee of protection if real yields

on ILGs revert to the levels at which they haveédin the past.

Fig. 3 Global Index-Linked Government Bond Yields
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Turning to corporate bonds, which have been ouemed defensive asset
class since January 2009, we have seen the yidddpelative to government
bonds (see Fig. 4) narrow over the year to date.

Fig. 4 A-Grade Corporate Bond Yield and 10-Yeat ®ikld (Gap = Spread)
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This spread has provided a cushion against risitegest rate expectations but,
given concerns about inflation, we think it is mader sufficiently wide to

fully protect investment grade corporate bonds foapital losses if
government bond yields rise much further. We hegefore recommending
that clients now sell their interest rate sensitiwveporate bond holdings.
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However, in our view, the credit spread on its atith looks attractive relative
to historical levels. Prior to the credit cristgrporate bonds traded at much
lower yield premia to government bonds, thank$iohigh level of liquidity in
bond markets and strong investor demand for yitlhile we do not expect
liquidity to return to 2006/07 levels, the degréeast cutting and balance
sheet repair companies have carried out over thietwa years makes defaults
less likely and should justify lower spreads. \Weréfore continue to
recommend allocations to corporate bonds, thoutjeuvgethat these should be
achieved via funds whose managers have the scaapévate out the credit
and interest rate sensitivity components of corjgopand returns and, as
appropriate, hedge out the latter. Such fundendtibelled ‘Strategic Bond’,
may also have the flexibility to invest across offireed income sectors, such
as non-investment grade bonds and emerging mai&bts

The ABI UK Pension Gilt sector provided a totaluret of -4.12% over the last
six months and +5.27% over the last year. The BRIPension Index-Linked
Gilt sector provided a total return of +0.56% otlez last six months and
+8.46% over the last year. The ABI Pension Stgr@dorporate Bond sector
provided a total return of -1.03% and +7.54% otwerdame periods.

4, Property

The yield on the UK commercial property market hasn virtually static at
€6.5% since May 2010, reflecting limited capitabgth and broadly flat rental
values. In our view, this situation looks liketypersist over 2011, with the
occupational market outside Central London remagimmeak. The capital is
much more integrated into the global economy thastrof the UK, and is
seeing strong occupier demand and rental growthitgespending cuts and the
recent weakness of the domestic economy. Outsidedn, and particularly

in regions (such as Liverpool and Middlesbroughthvhigh unemployment
and a dependence on the public sector for jobsycbepier market remains
sluggish, with falling rents and high vacancy rates

Turning to the investment market, the supply ofmariquality assets popular
with institutional and overseas investors remagtstt This is providing some
support to current valuations. However, bank lrgds still heavily rationed,
particularly for properties in poorer locations ahdse with short leases,
limiting the scope for leveraged buyers to enterrttarket and bid prices up.
Banks (notably Lloyds, RBS and Irish “bad bank” NAMalso hold a lot of
property assets on their balance sheets, of whahmay now begin to sell.
However, while this may weigh on prices, the impaatould have on banks’
balance sheets gives us confidence that dispasgitgmmes will be orderly.

As long as the above concerns and uncertaintiessspene believe it remains
appropriate for property allocations to be investefiinds of prime and near-
prime properties, whose managers can add valuaghrefurbishments and
relettings. Such asset management initiativesldhalp to provide stability
of income and the potential for some capital groextar the coming year.

The ABI UK Pension Direct Property index providetbtal return of +2.71%
over the last six months and +7.96% over the laat.y
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5. Cash

Sterling deposits and monies held in AAA-rated ilitiy 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 &80£6 over the last year.

6. Note on Hedge Funds

Our view that hedge funds are riskier than geneplceived 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 recommendingjtinclusion in portfolios.
Liquidity, valuation of assets and the level of fes are all areas where we
believe investors deserve, and should demand, oheigy .

According to Chicago-based group Hedge Fund Relsetire third quarter of
2010 saw hedge fund launches overtake liquidafianthe first time since
2007. As investment banks have downsized theprtary trading desks, a
number of traders have taken the opportunity taipeheir own funds.
Despite this, the number of liquidations may clisahce, as at the end of the
third quarter, 44% of hedge funds were yet to nttest high-water mark for
2010, a serious issue for those managers withdstaatial assets under
management.

In our view, the industry’s ability to justify higtharges and performance fees
remains questionable. Nevertheless, the hedgeifglustry has emerged from
the financial crisis in a very different shape.sialler universe of funds,
generally employing lower leverage, charging, oerage, lower fees and
offering better compliance standards, higher legélsommunication, greater
transparency, more appropriate and independenatraiumethods and greater
liquidity are, in our view, all welcome development=or completeness, we
include the HFRX Global Hedge Fund index figureshfedge fund
performance below, although we are, as might be&xep, somewhat sceptical
about the validity of these figures.

The HFRX Global Hedge Fund GBP index provided altaturn in sterling
terms of +6.41% over the last six months and +6.26%t the last year.

The above commentariesreflect our viewsasat 9 March 2011. 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 2010 to 28 February 2011 and the twelve month period from
28 February 2010 to 28 February 2011 (source: Lipper Hindsight).
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