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This report is for general guidance only and regmé&sour current understanding of law
and HM Revenue & Customs practice as at 9 Octob@9.2 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.
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Market Commentary October 2009

1. Economic and | nvestment Outlook

Recently released data, together with forward-loglsurveys of business and
consumer sentiment, are indicating a more robudtajlrecovery than many
observers dared hope for only a few months agmc€@us that the world
economy might suffer a multi-year depression, résoent of the 1930s, or
would remain mired in recession for a prolongedquehave eased, and the
discussion among policymakers and economists isaemtred on the shape
and durability of the recovery. In illustrationthie degree of change in
expectations, the Paris-based research body, ten@ation of Economic Co-
operation and Development, last month upgraddoiiexast for output from
the G7 in 2009 to -3.7%, only three months aftevmigrading to -4.1%.

Recognition for the rapid improvement in the ecoimoutlook, as
exemplified by the turnaround in business survege Fig. 1), is, in large part,
attributable to the speedy and aggressive resporibe credit crisis from both
monetary authorities and governments. Ignoringwnas about the cost or
inflationary consequences of their actions, cefitaailks have moved decisively
to take official interest rates down to the lowlestls ever recorded, while
governments have launched fiscal packages to sugeoerand in their
economies. A wide array of other policy measureshaw in place to ease
credit market conditions, support mortgage holdeis extend loans to key
businesses, such as the car manufacturers andresrghipping. As a result,
financial markets have stabilised, consumer semiirhas recovered
somewhat, and businesses have begun to rebuildtomies.

Fﬁiq. 1 Business surveys improving strongly from ZDD9
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Looking forward to 2010, we believe that the kepates will centre on the
extent to which recovery becomes self-sustainirdjtha degree to which
policy support can be withdrawn without a relapsgrowth.
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As would be expected, the improved economic outluadk resulted in a rapid
bounce in equity markets from the depressed |lefdidarch (see Fig. 2). The
recovery in share prices has been supported by aoymesults statements
which have, in the main, met or exceeded analyststasts over the past few
months. The drivers of better corporate earningkide the inventory rebuild
mentioned above, as well as benefits on costxrapanies have reaped the
rewards of the aggressive overhead reductions imdedéee 2008 and the early
part of this year. Cost pressures have also hiémnated by reduced raw
materials prices, compared to last year.

Fig. 2 FTSE All World Index since 2007
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The path of economic growth and therefore corpguatéits and dividends
will be the key determinant of equity market regiim 2010 and beyond.
Considering valuation, the extreme weakness intgquarkets in late 2008
and early 2009 saw dividend yields in most majaritggnarkets move above
their respective government bond yields. This avatear indication of
investors’ extremely bearish expectations for lb#hsustainability of existing
dividends and the prospects for dividend growthe Tally over the past six
months has brought equity yields down once moreuniéss earnings and
dividend growth remain very subdued for a prolongedod, equities remain
attractively valued relative to both governmentd®and cash deposits.

The MSCI World Equity Market index has providedtat return of +27.54%
in sterling terms over the last six months and 3% ®ver the last year.
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Turning to other key asset classes, governmentavitich were the asset class
of choice for investors in the final quarter of 80@ave struggled to make
further progress. The downward pressure on sayet®nd prices resulting
from the high levels of issuance appears, for nbl@ast, to have been balanced
by government policies designed to expand monepl&sp including the direct
purchases of government bonds. Commercial bartkishvhave access to low
cost short-term funds, are also purchasers of govent bonds at present.

In stark contrast to government bonds, corporatel lyields were driven to
exceptionally high levels in late 2008 both by cemms about falling corporate
earnings and forced selling by leveraged investdise increase in the yield
premium on corporate bonds versus government baagdsven more
pronounced than the rise in the absolute levebgiarate credit yields

(see Fig. 3). This situation began to correchinfirst quarter of 2009 in
response to the policy initiatives outlined abmiace when corporate bond
prices have made a rapid recovery. In our viewewer, corporate bonds still
present opportunities for investors given the ativa yield available in
comparison to both government bonds and cash avsiep

Fig. 3 Corporate bond vields look attractive refatio conventional qilt yields
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Considering commercial property, the five-year by bull market came to

an end in mid-2007 when prices eventually begameaken under the pressure
of credit market dislocation. Property values cargd to decline until the
middle of this year as tighter credit market coiogis removed an important
source of funding for commercial property buyers] ¢he deteriorating
economy undermined tenant demand. While commgpoigderty values have
now begun to stabilise, rents may have furthealio However, yields now
stand at appealing levels, both in absolute temdsrelative to other assets.
We are therefore recommending additional allocatitorthis asset class.

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

2.1

UK Equities

The recession in the UK is showing signs of lengllout, with GDP
in the second quarter declining 0.6% compared tavanage drop of
2% in each of the two previous quarters. The im@neent can be
seen in the housing market, where, on figures prediy
Nationwide, house prices have now risen for fivesazutive months,
and also in consumer confidence, which accordinptts by GfK
NOP, has risen to its highest level since the beggqof the year. A
key driver behind the stabilisation of the econdmag been the
adoption of ultra-accommodating monetary policythiy Bank of
England. In March, the Bank rate was reduced tallaime low of
0.50% and a £125bn program of quantitative easigimtroduced.
This was extended by a further £50bn in August.

Despite the aggressive policy responses, the upiuhe UK may not
prove as robust as in other developed economiegarless of who
wins next year’s general election, the new govemtmall have to
address the country’s budget deficit through a doatton of tax
increases and spending cuts. Households are ynlikbe able to
drive economic growth, with their over-extendedaoake sheets
requiring further saving and less spending. Allse,financial
services sector, which in the previous economidecy@s a major
contributor to growth (contributing £500bn to treomy in 2007,
according to the British Bankers’ Association),kedikely to be
hamstrung by increased regulation to reduce theofis repeat of the
financial crisis.

While the UK’s economic recovery may not be thersgiest in the
developed world, we are recommending that currenghitings to UK
equities are maintained at present. UK equitie® [atractions on
valuation grounds and sterling’s depreciation sihesonset of the
credit crisis should aid UK-based businesses tb lmatrease exports
and displace imports with domestically produceddgoolt is
noteworthy that, in aggregate, major UK-listed camps generate a
substantial proportion of their revenues from ogass(c60%
according to HSBC). These should be able to greir profits at a
faster rate than the domestic economy and alsdib&oen faster
profits growth as foreign earnings are translatestérling.

The FTSE All-Share index has provided a total retfr+35.69%
over the last six months and +10.80% over theylest.
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2.2.

European (excluding UK) Equities

Eurozone GDP was 0.2% lower in the second quaft20@9
following a 2.5% fall in the first quarter, withghmprovement aided
by both France and Germany unexpectedly returmirggdwth. The
16-country region continues to experience deflatiwith consumer
prices down 0.3% year-on-year in September. Thefaan Central
Bank (ECB) has been less willing than its Anglo-@axounterparts
to reduce interest rates and its official rate rstands at 1.00% —
higher than base rates in the UK, US and Japatiho@gh this has
prompted criticism that the ECB is not being suéfitly aggressive,
the central bank’s injection of €442bn of one-yesuds into the
eurozone banking system in June, at an interesbfgtist 1.00%,
shows that it has taken supportive action. Eunopxeanks now have
access to effectively unlimited low cost liquiduwtil the summer of
2010 at least. As a consequence, the ECB’s bakirest is now
bigger as a proportion of eurozone GDP than th#tefederal
Reserve relative to US GDP.

Unemployment in the eurozone, which rose to 9.6%ugust, has
not prompted aggressive fiscal policy responseas fturopean
governments. Due to their more generous welfastesys, headline-
making policies to support the jobs market, simitathose in the US,
have been judged less crucial. These social saétsy plus lower
consumer indebtedness, should mean that Europ@esnmers can
cope with higher levels of unemployment and comitaispend.
However, domestic consumer spending is a less i@podriver of
GDP in Europe than it is in the US and the UK. tGwntal Europe is
instead more reliant on exports and it is heretthastrength of the
euro in 2008 and the sharp fall in world trade hiaeen particularly
painful. The euro has now weakened somewhat aobedc data
are indicating a degree of recovery. However, ighlkely to be
fragile and it should take some time before expaentated
European companies see any significant growth meashel. Having
advised a reduction in weightings to European expidt the end of
2007, we recommend that remaining allocations etanmed where
appropriate.

The FTSE Europe (ex UK) index provided, in euraorigra total
return of +44.17% over the last six months and 4%h4ver the last
year. In sterling-adjusted terms, the returnstdiz24% over the last
six months and +16.48% over the year.
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2.3.

North American Equities

The response of the US authorities to the crediiscand subsequent
economic downturn has been impressive. Underhb&rnanship of
Ben Bernanke, an expert on depression-era econgthé@gederal
Reserve (the Fed) reduced interest rates extrequitkly. From
5.25% in September 2007, policy rates are now ¥y zero,
although official policy statements declare that tdwrget for interest
rates is “between zero and 0.25%".

Interest rate reductions have been accompaniedobli@y akin to the
guantitative easing undertaken in the UK. Howerkagher than
buying government issued bonds, the US autho@tieduying up to
$1,450bn of mortgage backed securities from thegaxernment
sponsored housing enterprises, Freddie Mac anddé-&ae. The
aims are similar to the UK’s quantitative easimgfdrce additional
liquidity into the economy and drive market inténeges down
towards the official interest rates. These monata@asures have
been accompanied by a Keynesian-style $700bn fisicatlus
package, the Troubled Asset Relief Program.

These measures appear to be having their desiext @fith
economic output in the second quarter contracting less-than-
projected 0.7% p.a., a marked improvement on ##&nnualised
contraction in the first quarter. Stabilising comer demand is
prompting companies to rebuild inventories, trigggrgrowth in
production and orders, and raising hopes of a gtrebound in
corporate earnings in the fourth quarter of 2009 iato 2010.

Consumer demand, however, remains fragile. Headétail sales
data have been buoyed by the impact of the ‘casblimkers’
scheme, unemployment has continued to rise, abaitslowing pace,
and a return to the credit-fuelled consumptiongratt of previous
years is doubtful. Consumer credit continues titre@t as the
household sector deleverages, and the need foobiimers to
rebuild their savings is likely to create a meafuhfeadwind for
demand.

Turning to the stock market, six months ago, UStexguhad fallen to
levels that could be considered inexpensive redatvhistorical
valuations. However, aided by the loose monetadyfescal
conditions, the recent rally has taken them backur view, to
broadly fair value. We therefore recommend thiaications to US
equities should be maintained for the present, bppropriate.

The S&P 500 index provided, in US dollar termsptaltreturn of
+34.02% over the last six months and -6.91% oweiakt year. The
fluctuating value of the dollar means that, whemstated into
sterling, the returns are +20.11% over the lastreixths and +3.75%
over the year.
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2.4.

Japanese Equities

With GDP having contracted at an annualised ratetd®% in the

first quarter of 2009, the recession in Japan Wwasiost severe in its
post-war period. It was also sharper and deeper tthose seen in the
other major developed economies. Though acutegdhtzaction
proved relatively short-lived as the economy regdrto growth in the
second quarter of the year. Export volumes, inmcgigiroduction
international trade, and measures of consumeraemée, among
others, have turned upwards, prompting the Barlapfn (BoJ) to
suggest that the worst of the economic downturmioaspassed.

Despite the economic revival, the Democratic Paftyapan (DPJ),
elected in an historic landslide victory on 30 Asgudaces significant
challenges. Demographic trends, particularly tpeireg of the
population, are creating significant obstaclescen@emic growth.
Expectations of deflation appear embedded andftivereo a degree,
self-fulfilling. Furthermore, with little scope tifect further
monetary or fiscal stimuli, the DPJ is likely tesoet to cutting
infrastructure expenditure to fund attempts to gtate consumer
spending in a population that has, with good readeweloped a
profoundly cautious attitude.

At the corporate level, the outlook is somewhatenoositive. As a
major exporter of manufactured goods, the Japat@perate sector
proved highly sensitive to the weakness of the @leisonomy.
However, aggressive cost cutting measures haveledartaken and,
together with lower raw materials input costs, Jes@ companies
should now be in a relatively strong position todig from any
recovery in global demand. In addition, balanceeshithat were
strengthened in response to Japan’s own bankisgg anithe early
1990s are increasingly being put to use to acqiviat companies,
both domestically and overseas.

Despite having appeared attractively valued vepsitis their own
history and their international counterparts fansaime, Japanese
equities remain deeply out of favour with interoatl investors. The
economic outlook is highly uncertain and consedyem¢ believe it
is too early to increase recommended allocatidfmwever, current
allocations should be maintained, where appropriate

The FTSE Japan index provided, in yen terms, & itetarn of
+18.35% over the last six months and -16.15% dweltdst year. The
strength of the yen in the six months to 31 Mar@dans that, when
translated into sterling, the returns are +17.01% the last six
months and +10.81% over the year.
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2.5. Asia Pacific (excluding Japanese) Equities

The global crisis affected the Asia Pacific regnmt through banking
or finance channels, but through the sharp comtraat international
trade that resulted from the collapse in tradenfigeand the steep falls
in consumer demand in the west. As export voludestined,
industrial production fell, economic growth estiemtvere revised
lower and unemployment increased. The failurdhefAsia Pacific
economies to ‘decouple’ and thereby avoid the gnoisl of the
developed world, together with much higher riskraim among
investors, caused the region’s equity markets teggerform in 2008.
However, as policy measures have delivered a bettaromic
outlook, and risk appetite has improved, Asia Raeifluities have
recovered strongly (see Fig. 4).

Fig. 4 FTSE All-World Asia Pacific ex Japan comghte MSCI
World since 2008 (rebased)
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With high savings ratios, cheap labour and stramgip sector
finances, many Asia Pacific economies have thenpialeo achieve
rapid economic growth. Having benefited from sgrexport-led
growth over the past decades, Asian policy makersiaw making a
decided effort to stimulate domestic demand whiglh increasing
levels of prosperity, should stimulate further emmiic growth over
the long-term. However, more immediately, Asiaavgh is likely to
remain closely linked to the health of the globadreomy.

Such has been the strength of the equity markgtiraAsia that
valuation measures are now above their long-terenames despite
the remaining uncertainties about the global ecoo@utiook.
Though we recognise the region’s long term poté&ntia do not
currently recommend increasing allocations.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +48.71% overlése six months and
+23.47% over the last year. In sterling-adjuseths, the returns are
+47.64% over the last six months and +41.01% dwewear.
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2.6.

Emerging Markets Equities

After the steep losses recorded in 2008, emergjniyemarkets
have thus far enjoyed a strong 2009 (see FigP8)formance has
been closely tied to the perceived health, or etlsey, of the
developed economies. Though many emerging ecolsamith the
notable exclusion of those in Eastern Europe) Wagely free of the
debt issues that plagued their western counterpavisstors sold
emerging market equities aggressively on concdsoataknock-on
effects on emerging markets. Investors judgedectly, that the
prospect of a protracted decline in western consismpvould
undermine, at least temporarily, the export drigeswth models of
the emerging economies. The recent improvemestamomic data
has encouraged a renewed optimism to which emergargets
equities have responded strongly.

Fig. 5 The ‘BRIC’ equity markets since the star2609 (rebased)
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Developments in China merit special mention. Fgkby continuing
robust economic data, Chinese equities had, pridwgust, risen
strongly in spite of concerns that the governmestiinulus package
would provoke indiscriminate and ultimately unptafile loan
growth. However, the introduction of governmentas@es to
dampen credit creation led to a sharp sell-off ug#ést.

Though we believe the long-term outlook is positemerging equity
markets valuations appear to reflect hopes of ekgamd strong global
recovery — an outcome that is, as yet, far frontager We therefore
do not recommend adding to allocations for theqmes

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +65.53% over the lastnisonths and +20.25%
over the last year. In sterling-adjusted terms,rdturns are +48.35%
over the last six months and +34.02% 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 I nterest

The UK Debt Management Office, on behalf of HM ey, is set to issue
£241bn of UK debt securities in the current fisegedr. This is almost £100bn
more than the 2008/9 issuance, which was itselifgtier than earlier years.
Simultaneously, the Bank of England has, via theeA®urchase Facility,
purchased £145bn of gilts from non-public holdergart of its £175bn remit.
In the US, debt issuance will be approximately $#tough American
repurchases are being focused on the debt of thigyage agencies as well as
on US treasury bonds. The aims of these seemauayiflicting policies are
clear: to fund government borrowing requirements famce additional

liquidity into the financial system. However, theesence of the authorities as
both the issuer of government bonds and buyerludtantial portion thereof, is
almost certain to result in price distortion. hetUK, the 10-year conventional
gilt yielded 3.36% at the end of September. Thesdy in our view is
insufficient given the medium term threat of high@tation and the fact that
repurchases, which are clearly supporting pricésewd long before issuance
levels fall back to pre-crisis levels.

In contrast to conventional government bonds, iddeed gilts remain an
asset class we currently favour. While investteriest in these waned late last
year, due to concerns over the possibility of alpariod of deflation, our

view is that inflation risks are likely to rise the medium term. The current
economic weakness makes near term inflation umljk®it, in our view, the
monetary policies being employed by the BoE sigaifily raise the risk of
higher inflation over the next decade. We belithat a ten-year inflation rate
of 2.59% (for RPI) as implied by the gilt marketyr@e underestimating this
risk.

We are also still favouring funds of corporate bmn&ince late January, when
we recommended increasing allocations to investmete bonds, this sector
has rallied strongly. With all but distressed beitdding close to their par
value, we expect that returns will now come incirggly from income rather
than capital appreciation. Mindful that officiatérest rates must rise in the
medium term, we have latterly been recommendingrtea allocations go to
strategic bond funds, where managers can hedgatetgst rate risk and
allocate assets to wherever they see value witlerasset class.

The ABI UK Pension Gilt sector provided a totaluret of +2.78% over the last
six months and +11.36% over the last year. The P&ision Sterling
Corporate Bond sector provided a total return &.82% and +11.15% over
the same periods. The ABI UK Pension Index-Link&il sector provided a
total return of +6.14% over the last six months &aB®3% over the last year.
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4, Property

In slightly over two years, UK commercial propeptyces have fallen by 44%,
according to figures compiled by Investment PropBrtabank (IPD). This
correction far exceeds the previous sharpestdatinded, which was 27% in
the three years to mid-1992. In the property madtket that ran until mid-
2007, the asset class was a major beneficiaryeofdisy credit environment
that induced asset price bubbles in several akstas. Property deals were
often structured with high levels of low cost débancing, though, the
availability of such financing disappeared at theati of the credit crisis and
with it went a key prop for commercial propertygas. This effect was
exacerbated by the deteriorating economy, whictihérundermined property
values by putting downward pressure on rents.

The extent to which prices have fallen over the pas years together with the
accompanying rise in yields means that commerc@qrty is once again
looking attractive to value focused investors. Keks include the extent of
the ongoing, downward pressure on rental valueandpancy rates, arising
from the weak economic environment, as well asatfditional supply from
developments now approaching completion. Howepelds of c7.8%
(according to IPD) appear attractive relative teeotasset classes and offer, in
our view, sufficient compensation for the risks. Are therefore
recommending increases to commercial property ations.

One factor complicating the outlook for commergedperty is the c£230bn of
outstanding loans backing UK commercial propettielsl by banks. Much of
this will need to be either refinanced or repaidrahe next five years. So far,
banks have generally been willing to extend omngaice loans in return for
higher coupons and undertakings by borrowers gxtnnore capital into deal
structures. However, there remains some riski¢maters will be less flexible
in future and force the sale of properties, theriabyeasing supply and
depressing prices further. To mitigate this rigk, are recommending that
increased allocations are focused on establishetksfbolding predominantly
prime and ungeared, or lowly geared, property pbots.

The ABI UK Pension Direct Property index providetbtal return of +0.72%
over the last six months and -17.12% over theyleat.

5. Cash

Sterling deposits and monies held in AAA-rated iliiy funds can presently
earn returns broadly in line with the BoE Bank Raft€.50% p.a. Despite low
rates, cash still has attractions and we contiadavtour small overweight
positions in the asset class, particularly whetraetive rates from
government-backed or good quality institutions barsecured. Cash, whether
on instant access deposit or placed in a liquidity, also brings flexibility to
portfolios, enabling investors to take advantagepgortunities in other asset
classes as and when they arise. Cash invested BoE Bank Rate would
have provided a return of +0.25% over the lastsiaths and +1.35% over the
last year.
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6. Note on Hedge Funds

Our view that hedge funds are riskier than genepdrceived 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 igjess are all areas where we
believe investors deserve, and should demand, oteigy .

Almost one in ten hedge funds closed in 2008, afiogrto Chicago-based
research group Hedge Fund Research. Losses foaldwedar year, as
measured by the group’s HFRX Global Hedge fundxn@esterling) were
almost 23%, the biggest annual decline since dat&ihg began in 1990.
Investor expectations of positive, uncorrelatedmet from hedge funds have
clearly been disappointed. Despite a partial reppwever 2009 to date, the
industry’s ability to justify high charges and pmrhance fees remains, in our
view, questionable.

Among the casualties are some high profile nam#ad€l Investment’s
flagship fund, which at $10bn is one of the indyisttargest, fell 55% in 2008.
London-based Tosca, at peak an $8bn fund, fell tserthan 60%. Others
employing high levels of gearing have found thensgleven more severely
impacted. As credit availability decreased thro208, geared hedge funds
had little choice but to sell their underlying ass& whatever prices were
available in the market. This forced selling irsiéied in the fourth quarter of
2008 as hedge fund investors continued to fileiBogmt redemption requests.

We expect the hedge fund industry to emerge franfittancial crisis in a very
different shape. There will certainly be fewerdsncharging, on average,
lower fees and offering better reporting, transpayeand liquidity. These, in
our view, are all welcome developments.

For completeness, we include the HFRX Global Hdelged index figures for
hedge fund performance below. We remain, as nhigtgxpected, somewhat
sceptical about the validity of these figures.olm view, the index will almost
certainly overstate returns. This is because tbensssion of data to the index
compilers is voluntary and it is unlikely that il or poorly performing funds
would submit numbers for inclusion. The effectlwi that the index figures
overstate the true performance that might be erpdcvbm a range of hedge
fund investments, perhaps by as much as severa@age points.

The HFRX Global Hedge Fund GBP index provided altaturn in sterling
terms of +9.53% over the last six months and -5.04€4 the last year.

The above commentariesreflect our viewsasat 9 October 2009. 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 income re-invested) for
the six month period from 31 Mar ch 2009 to 30 September 2009 and the twelve month period from
30 September 2008 to 30 September 2009 (source: Lipper Hindsight).
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