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1. Economic Outlook

Surveys and data releases continue to indicatehbaiace of the global
economic recovery is moderating. In recent weekgxample, both US
employment and US housing data have disappoiniéé. world’s largest
economy is simply not creating sufficient new jobseduce unemployment,
which has now been above 9.5% for more than a yéalume in the housing
market remains extremely low and house prices, lwfalt by almost a third
from peak to trough, have made only a lacklustcevery. Poor job prospects,
weak wage growth, households in negative equityraddced access to credit
finance continue to weigh on consumers’ willingnesspend.

It has been our view for some time that the stiioitgal pace of the economic
recovery was unlikely to be maintained. Reasonshis include the fading
effects of both the inventory-rebuilding phaseeaxfavery and the government
administered fiscal stimuli. Fig. 1 shows thatithigal recovery has been
robust. We now expect growth rates to level owdtasuli fade and economic
fundamentals reassert themselves.

Fig. 1 Economic Growth in the US, Japan, UK andogar
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While we expect economic growth to moderate, weaiaroptimistic that there
will not be a ‘double-dip’ in global growth or aglonged period of deflation.
Our reasons are twofold. Firstly, while convengibpolicy levers in
developed economies do not leave much scope fitrefiuaction, central banks
stand ready to administer further stimulus measifireseded. Indeed, the US
central bank, the Federal Reserve, appears likdhegin a second phase of
guantitative easing in the near future in an atteimjpower borrowing costs for
embattled households and support asset pricen8g¢ceconomic growth
remains strong in emerging economies via demandédeeloped market
exports. This is likely to provide a degree of sonp for growth in developed
economies.

The MSCI World Equity Market index has providedtat return of -4.50% in
sterling terms over the last six months and +8.91%% the last year.

Saunder son House Limited 3 Authorised and Regulated by the FSA



Market Commentary October 2010

2. Equities

2.1

UK Equities

After a strong second quarter, during which the ééiinomy grew by
1.2%, we are doubtful that the strong pace of gleevery will be
maintained. The coalition government’s austeritgget in June
announced tax increases and sharp cuts in puldliorsgpending that
together aim to eliminate the UK’s structural budgdeficit over the
life of this parliament. Although back-end loadee, expect higher
taxes and public sector job cuts to weigh on comsahability to
spend and lead to higher unemployment, unlessrihate sector can
take up the slack. This seems unlikely, despeeadisilience of the
corporate sector and the strong contribution ofrfass investment to
economic growth in the first half of 2010. Accésslebt funding
remains constrained for all but large companiesthadgtrength of
end demand is still highly uncertain. This suggéisat companies
will stay focused on keeping costs down and wylittr defer capital
expenditure while they further strengthen theiabak sheets.

That said, our view is that the probability of audte-dip recession in
the UK is low. We are encouraged by the Bank afl&mnd’s stated
intent to keep interest rates lower for longer asdbility to restart
guantitative easing if necessary. Loose monetaligypshould help
support growth in the household and corporate sgchs the
government’s contribution to GDP shrinks, and altoade to make a
positive contribution to growth by ensuring tharkhg stays weak.

Turning to the stock market, we believe that UKiggs look
attractive on a number of measures. During the@mic downturn,
many UK corporates aggressively cut costs andadresh capital to
strengthen their balance sheets. This has left thdundamentally
sound shape and with scope to expand profit maegrke high rate
of unemployment acts to depress wage pressures. résult, any
increase in revenues should translate into sigmifig higher profits.
This has been borne out by strong second earnmygsuacements,
with many companies’ profits beating expectations.

Despite this, valuations of UK companies remaiatre¢ly low. The
UK stock market now offers a high dividend yielthtave to yields
available on cash, gilts and the highest ratedaratp bonds.
Historically, this has been a good indicator ofifetreturns, though
we are mindful that investor sentiment is a strdriger of the market
in the short term. Given the value case for UKiegiand our belief
that the risk of a double-dip recession is smait,recommendation is
that current allocations are maintained.

The FTSE All-Share index has provided a total retfr+0.31% over
the last six months and +12.49% over the last year.
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2.2.

European (excluding UK) Equities

Given the concerns during the past year about iplessovereign debt
default in Greece and the potential for contagmather troubled
eurozone countries, it is perhaps surprising theg¢mt economic data
in the region has been encouraging. Service saatbmanufacturing
activity surveys have been positive, while the ean® economy as a
whole managed growth of 1.0% in the second quaft2010.
However, such positive data has largely been dtieetexport-led
German economy. German GDP rose by 2.2% in thensleguarter,
almost 1% above consensus and at its fastest pagetke country’s
reunification two decades ago. By contrast, Greexklreland
experienced contractions of 1.5% and 1.2% respsygtiv

The joint provision by EU member states and the BIE110bn of
loans to the Greek government, together with an ECBity for
€750bn in loans and guarantees for fiscally trodilglerozone
countries, eased concerns of financial marketschisthe region.
However, the latest developments in the non-corezeme countries
provide further reminders that the region’s fistadis is far from
over. The cost of the banking sector bailout @and is expected to
push the country’s budget deficit to c32% of GDRIghn
September, Spanish sovereign debt was downgradedXaa to Aal
by Moody’s. The ECB is, therefore, likely to conie to support the
peripheral economies by offering unlimited lendingommercial
banks, though, at least for now, abstain from uiatterg further
guantitative easing.

While the peripheral European economies are exgeaotexperience
a sustained period of lacklustre growth as paififehl adjustment
and structural reforms take effect, the core eurezegion contains
many companies that generate a significant prapodf their
revenues in the US, Asia and emerging markets laodld therefore
be relatively immune from continued weakness inrntbie-core
economies. German companies, for instance, haar spuch of the
past two decades establishing a strong foothoariarging Asian and
Latin American economies. Meanwhile, the weake&o eull have
increased the competitiveness of, and therebyeheadd for,
European exports. Moreover, valuations remain onratheling relative
to history and to other asset classes.

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 euraorigra total
return of +0.02% over the last six months and +%2ver the last
year. The weakness of the euro means that, ilingtexdjusted terms,
returns are -2.48% over the last six months an@3®4.over the year.
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2.3.

North American Equities

As the favourable impetus from the inventory cyebmnes and the
impact of the government’s fiscal stimulus packtgkes, economic
activity in the US has began to slow once moree 3écond and third
quarters of this year saw domestic macroeconon& diaappoint,
raising concerns that the world’s largest economay slide back into
recession. This view is supported by consideraticthe major
headwinds facing the US consumer. Consumer spgaicounts for
approximately 70% of the US economy and, with hbokis
hampered by high unemployment, high levels of deloka weak
housing market, personal consumption is clearlyeumpdessure. The
Federal Reserve has taken extensive measuresheviast 18 months
to combat these pressures and, after agreeing Atigust meeting to
begin reinvesting proceeds from expiring mortgagekied securities
into Treasury bonds, now looks set to embark oecarsd round of
guantitative easing. With the Fed standing readyddress significant
further deterioration in the economic backdrop,bgéeve the most
likely prospect for the US is for a continued blotxsrecovery.
According to the IMF World Economic Outlook, the i§Sprojected
to record growth at 2.6% this year and 2.3% in 2011

Against this backdrop, company news flow has bemowraging.
According to Thomson Reuters, S&P 500 earnings tiravas 38.2%
in the second quarter (annualised) and 75% of carepdeat
analysts’ forecasts. A buoyant corporate enviramieoks set to
continue for the remainder of this year, with tbasensus estimate
for the S&P 500 operating earnings per share rid5¢% for 2010 as
a whole, implying the biggest annual gain in cogberearnings since
1988. Analysts’ forecasts for 2011 show a more @s0d3.6%
increase. However, with significant cost cuttilgady undertaken
and margins fully recovered, a pick-up in demang imaneeded for
strong earnings growth to be maintained. While s@ems unlikely,
even if the rate of growth plateaus, the US equisiyket looks
attractively valued both on current and forwardnestes. Further, the
S&P 500 yield relative to the 10-year Treasurydieldicates equities
are, with the brief exception of the 2009 markeidpat their most
attractive for several years.

On this basis, we believe the US equity markete$ placed to make
progress. We have been recommending allocatiobStequities are
selectively increased, where appropriate.

The S&P 500 index provided, in US dollar termsptaltreturn of
-1.74% over the last six months and +10.16% owetdkt year. In
sterling terms, the returns are -5.81% over thiesi@anonths and
+11.81% over the year.
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24.

Japanese Equities

Macroeconomic indicators released in Septembeirased to paint a
weak picture for the Japanese economy. Persigenstrength
continued to impact negatively on net exports, targe
manufacturers became marginally more pessimisbatthe business
outlook, according to the quarterly Tankan sunedgased this month.
The labour market, however, showed signs of s&aiibn as
unemployment fell slightly to 5.1% and the ratigalbs to applicants
increased slightly to 0.54.

Politics were in the spotlight yet again. Aftending off a leadership
challenge from within his own party, Prime Minisiéaoto Kan found
himself confronted by an increasingly belligerehir@. Tensions
began to build after a Chinese fishing boat codlidéth two Japanese
coast guard vessels near the disputed Senkakudsslaich contain
rich oil and gas resources. Japan’s detentioheobbat’s captain for
guestioning prompted China to retaliate by arrgstiur Japanese
contractors on suspicions of spying. The incidet setback to
political relations, and the lack of a resolutimmtinues to delay both
government-led and private investment activity.aimeffort to placate
the Chinese, Japan has released the boat’s capthout conditions.
Beijing has since responded by freeing all founttetes, but high-
level talks have not resumed. Japanese opinids Meal a sharp
drop in approval ratings following Kan’'s mishandjiof the situation,
prompting talk of another leadership change.

The yen continues to strengthen against the U&mdolWpon falling
through the ¥83/$ mark, it prompted the financeistiy to intervene
for the first time since 2004. The initial respengas encouraging,
but weakness in the dollar has continued to puslydm higher (it is
now trading about the ¥82/$ mark). The Japanetmaties have yet
to intervene again. The recent Tankan survey atd&cJapan’s largest
manufacturers have budgeted for an average JPY fd&lnf 89.66,

so profitability in yen terms is likely to be squzed at these levels.

Japan faces a number of headwinds, but this isrteslegree
reflected in the low valuations on which Japanegeties trade at
relative to their international peers. Furthermave note that large
companies continue to adapt to a strong-yen enviesrt and engage
in aggressive cost cutting. Many companies, wieddlers in their
own right, continue to trade close to, or at aalistt to, their balance
sheet value. On balance, we believe the normiairsaf global
economic conditions will offer opportunities in doeurse, but are
not, for the present, recommending increased dlmta

The FTSE Japan index provided, in yen terms, & tetarn of
-15.21% over the last six months and -6.94% oweldhkt year. Yen
strength means that, in sterling-adjusted ternesreturns are -9.51%
over the last six months and +1.22% over the year.
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2.5.

Asia Pacific (excluding Japanese) Equities

China continues to be the key driver of growthha tegion. Asian
markets moved higher after the PMI Manufacturingnbar
(purchasing managers index) suggested industii@itgacontinued to
expand in the month of September. Based on thésllEest World
Economic Outlook, published this month, China i sxpected to be
the fastest growing major economy (India is a ckmseond), with
growth projected to be c10% over the next yearamsconomies,
which are typically dependent on trade, benefite8eptember from
an unexpectedly strong surge in imports to Chikagust trade data
revealed that imports rose by 35.2% year-on-yeanpared with
consensus estimates of around 27.5%.

The Southeast Asian equity markets performed weldptember,
with some notable performances from Thailand (U 20er the
guarter) and Indonesia (up 22% over the quartdgviiing

resolutions of domestic political issues and amgase in fund flows
to emerging market debt and equity. Prices of gaysommodities
continued to move higher as investors speculat#drétent Japanese
intervention would trigger a fresh round of ‘conipe¢’ quantitative
easing by the central banks. As a result, therAligh dollar had a
strong month, rising 9% against the US dollar dy&eptember, and
the local equity benchmark, the S&P ASX 200, rope%Po.

Considering the environment of rising asset pritwsjed by fund
flows and rising input costs, we expect local atitles to bring
forward calls for tighter monetary policy in theyien. This should
support the longer-term trend of emerging marketericy
appreciation relative to the US dollar, euro amrdlisty. We think that
these gains are likely to be beneficial to a UKdaasvestor’s total
returns over the long run.

In our view, better economic fundamentals, inclgdiavourable
demographics, better public sector balances andrlocansumer
indebtedness, mean that the equity markets of #ie RPacific nations
should be well placed to provide attractive retumhen global growth
recovers. On fundamental measures of value, egaltiations in the
region trade just above their long-term averageswell below their
historical peaks. The MSCI indices for China, Hétang and
Taiwan, for example, trade at an average of 14r&4 forward
earnings, and on a dividend yield of just under 38e do not think
these valuations are expensive given the consityehnagher growth
potential of their domestic markets, and thus, iooiet to recommend
increased allocations to Asia Pacific, where appaie.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +6.20% over &t six months and
+13.07% over the last year. When translated itgdisg, the returns
are +3.83% over the last six months and +20.32% thweyear.
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2.6.

Emerging Markets Equities

From their low point in October 2008, emerging neaskrallied
c130% to the end of March 2010. Concerns regartiegtrength of
the economic recovery arose in April of this year fear of a double-
dip in global growth resurfaced. Emerging markeg¢se unable to
side-step these concerns, with Eastern Europeatiesguoit
particularly hard following the Greek debt crisidowever, investors
are now starting to focus on the relatively buoyssdnomic
conditions in some of these countries, such as Egygp Turkey,
where the local economies are booming. In addigoreturn in risk
appetite, following the Fed’s statement that a sdaound of QE is
likely, boosted sentiment towards emerging marketeneral.

Fig. 4 Emerging Markets vs The Developed World
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As is often the case with developing markets, aspmoblem eases,
another arises. The possibility of a trade wawben the US and
emerging market nations has materialised on thk dkcontinued
dollar weakness. Brazil intervened in the curremaykets in order to
limit the appreciation of the real, while ChinegerRier Wen Jiabao
was emphatic in stating that the undervaluatiothefrenminbi
relative to the dollar is not the cause of highw®@mployment.
Given this, it is likely that any appreciation sherging market
currencies will be slow and gradual.

Following the market correction during the secondrtgr, valuations
of emerging market equities now look reasonable andur view,
present an attractive entry point to access tlimgtiong-term growth
potential of the emerging economies. We have therdeen
recommending increased allocations to the regidwrevappropriate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +9.20% over the last sonths and +21.49%
over the last year. In sterling-adjusted terms,réturns are +4.69%
over the last six months and +23.31% over the year.

" MSCl includes 21 countries in its emerging marketex: 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 Interest

Concerns about the possibility of a double-dip se@ over the summer caused
nominal government bond yields to fall sharply réiey pushing prices up.
Despite a recovery in risk appetite during Septerd@/ernment bond yields
have remained at extremely low levels on expectataf a second round of
quantitative easing. This has left the benchma@rkdar gilt yielding just 2.88%
at the time of writing. While we believe that theersification value of gilts is
attractive, particularly in a Japan-style deflatem@nario, the insurance they offer,
in our view, comes at too high a price. We theefmntinue to recommend zero
allocations to conventional gilts, being mindfuhtithey could incur substantial
capital losses if the economy grows more strongyntthe market is expecting, or
if policy errors lead to an inflation shock or @soof confidence in sovereign
credits.

The extraordinary monetary stimulus employed taaorthe effects of the
financial crisis has, in our view, created a ris&ttinflation rises meaningfully at
some point in the future. As a result, we reconum@aintaining existing
allocations to inflation-linked bonds. Howeveraar view, UK index-linked gilts
(ILGs) are looking quite fully valued, trading oims real yields. Fig. 5 shows
how low the yield on the 2¥2% Index-Linked Treas8tgck 2020 is relative to its
own history.

Fig. 5. Real yield on 2¥42% Index-Linked Treasurycgt@2020
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A key driver behind the low yields on ILGs is theed for pension and insurance
funds to buy them, almost regardless of price ritento match the real liabilities
of inflation-linked pensions. This structural derddor index-linked bonds is
largely UK-specific. As such, Canadian, Swedisti Aastralian inflation-linked
bonds offer significantly higher real yields th&eit UK counterparts (Fig. 6).
We therefore recommend that, where appropriatecations to inflation-linked
bonds are weighted towards sterling hedged fundgobial bonds. As well as
obtaining higher real yields, managers of these atsy exploit duration and
relative value opportunities to add further val@ur view is that such funds will
offer a degree of protection if real yields on H.&vert to the levels they have
traded at in the past.
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Fig. 6. Global index-linked government bond vields
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Turning to our preferred defensive asset clasparate bonds, we still believe
that valuations are attractive despite the commess absolute yields since
early-2009. Spreads over government bonds remiai@ rglative to recent
history (see Fig. 7). Implied default rates remau and, in aggregate,
corporates have strong cash balances due, intpane outsourcing of labour
and component sourcing to cheaper areas overgeasrding to Moody’s, US
non-financial companies have c$1.8trn in cash eir ttalance sheets, or 7%
of company assets, the highest level in nearly fitars. This healthy cash
position can be observed by the recent increatk@over activity including
BHP Billiton’s hostile bid for Potash Corp., HP’sauisition of 3Par, HSBC'’s
bid for Nedbank and Intel's purchase of both McAd@el Infineon’s wireless
division.

Fig. 7. A-grade corporate bond yield and 10-yehryigld (gap = spread)
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While continuing to favour corporate bonds we dinaeviedge that they may
be vulnerable to a correction if government boreddg rise sharply, and we
certainly do not expect a repeat of the substacdipital gains seen from
January 2009 to the end of September 2010. Wethavefore been
recommending that corporate bond allocations aresited in bond funds with
more strategic mandates. The managers of theds fomest where they
believe the market is rewarding them appropriaftedyisk, while avoiding
areas that look expensive. They can also hedgeesttrate risk and exploit
arbitrage opportunities between different bondassio protect and add value.
Such funds are also our preferred route for oligiexposure to non-
investment grade corporate debt, which is lessitbento interest rates but
carries greater default risk.

The ABI UK Pension Gilt sector provided a totaluret of +8.74% over the last
six months and +6.91% over the last year. The BRIPension Index-Linked
Gilt sector provided a total return of +6.00% otrex last six months and
+9.63% over the last year. The ABI Pension Stgrdorporate Bond sector
provided a total return of +6.63% and +13.50% dkiersame periods.
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4. Property

The UK commercial property market has recoverethfextremely oversold
levels in the summer of 2009 and is now, in ounmpi, broadly fair value.
Property yields are, on average, close to 6.5%chvprovides a reasonable
spread over gilt yields to compensate investorsteiilliquidity of commercial
property assets, depreciation and the risk of diefgutenants. However,
yields vary across regions and sectors. Centnatlan offices now produce
yields as low as 4%, with investors anticipatingtrang recovery in rents as
the capital’'s economy recovers and occupiers pdpulimited space — a
consequence of a dearth of construction duringtédit crisis. In contrast,
regional industrial assets can still be purchasegields above 9%.

Despite attractive yields, the recovery in comnarnproperty capital values
has slowed recently. In our view, this is the heslia number of factors and is
likely to persist over the coming months. First§ter strong gains over the
last year, some investors will naturally be takimgfits. Secondly, we note
that there has been a fall in the number and \aflpeirchases, particularly
from institutional investors, since the start af gummer. Simultaneously,
there has been an increase in sales from bankeeaeers.

We believe that, in order for capital values to malgnificant progress from
here, rents, which had been declining for two yaas now appear to have
bottomed, need to start rising again. This isljike depend on the pace of the
economic recovery in the UK, with rental growthtbrgcally closely correlated
with GDP growth. As discussed earlier, we do mmeet the UK’s economic
recovery to maintain the pace it achieved in tloesd quarter throughout the
rest of 2010. Therefore, rental growth, excemrgas of constrained supply,
such as London offices, may still be some way off.

However, that does not mean we are pessimistib®piiospective returns
from UK commercial property over the coming yeHrprices remain static, an
income yield greater than that offered by cashgiltsl is still attractive. We
also believe that, in a reasonably stable envirowpskilled and well-
resourced fund managers should be able to addatapltie through asset
enhancement, lease extensions and re-lettings.

The ABI UK Pension Direct Property index providetbtal return of +3.99%
over the last six months and +17.00% over theyleat.

5. Cash

Sterling deposits and monies held in AAA-rated ililifly 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 provided a return of +0.25% over the lastrsixths and +0.50% 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 of 2008 eaudly 2009. While we
continue to research the sector, the transpareintyaoy hedge funds’
investment processes is not sufficient for us todrafortable recommending
their inclusion in portfolios. Liquidity, valuatioof assets and the level of
charges are all areas where we believe investserde, and should demand,
more clarity.

Almost one in ten hedge funds closed in 2008, afiogrto Chicago-based
research group Hedge Fund Research. Despiteial gaxdnomic and financial
recovery, 240 hedge funds were liquidated in tre §uarter of 2010, marking
the seventh straight quarter in which closures eded new fund launches. A
number of high profile hedge fund managers hawe @dzided to close their
funds, including Stanley Druckenmiller, who hasireghe process of
returning capital to investors in Duquesne Capitahagement, because he
was “dissatisfied” with its performance.

Hedge Fund Research reported the average hedggdiimed 1.79% in
September, bringing the year to date total retorh 86%. Investors hoping
for positive, uncorrelated returns from hedge fuhaige clearly been
disappointed and, in our view, the industry’s @pito justify high charges and
performance fees remains questionable. Nevertheles hedge fund industry
has emerged from the financial crisis in a veryedént shape. Hedge fund
closures, together with an increase in consolidatieans that there are now
fewer funds, generally employing lower leveragearging, on average, lower
fees and offering better reporting, complianceygparency and liquidity.
These, in our view, are all welcome developments.

For completeness, we include the HFRX Global Heelged index figures for
hedge fund performance below. We are, as miglktxpected, somewhat
sceptical about the validity of these figures.oum 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
will submit numbers for inclusion. The effect wiié that the index figures
overstate the true performance that might be egpdcom a range of hedge
fund investments, perhaps by as much as sevemeage points.

The HFRX Global Hedge Fund GBP index provided alt@gturn in sterling
terms of +0.28% over the last six months and +4.b4&% the last year.

The above commentariesreflect our viewsasat 14 October 2010. Any material changesin
economic and market conditions between then and the time of writing your report will be reflected
in our recommendations.

Unless otherwise noted, all performance figuresaretotal returns (including incomere-invested) for
the six month period from 30 Mar ch 2010 to 30 September 2010 and the twelve month period from
30 September 2009 to 30 September 2010 (source: Lipper Hindsight).
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