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Risk Warnings
This report is for general guidance only and regmesour understanding of law and

HM Revenue and Customs practice as at 27 June 20@7cannot assume legal
liability for any errors or omissions and detaitiZice should be taken before
entering into any transaction. The value of inmesits and any income from them
may go down as well as up and you may not get bakull amount invested. Past
performance is not a guide to the future. Leval$dases of, and relief from, taxation
are those currently applying, but are subject tngle, and their value depends on the
individual circumstances of the investor.



1. Overview

The global economy is proving remarkably robustthle past year it has weathered a variety
of challenges including several to the health efworld’s largest single economy, the US.
Rising inflation in the US and then fears of reaas$riefly damaged confidence last year,
while earlier this year the US economy withstoattisis in its sub-prime mortgage sector.
The latter threatened to undermine the housing etamkd with it the US consumer, so long
the bulwark of the world economy. Higher US ingtneates, which triggered the problems
for the sub-prime mortgage market, have succeedsldwing the rate of growth of the US
economy, which was necessary to ease the build ifiationary pressures (see Fig.1).
Slower US growth has been balanced by better tkp@cted growth in both the UK and
Continental Europe and sustained, rapid growthéndeveloping Asian economies.

Fig.1l: UK, US, eurozone and Japanese annual GDP _groteh sence 2000

8

7

6

5

GDP Growth (%)

T T T T T T T
Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3
00 01 02 03 04 05 06 07
—— United Kingdom — United States — eurozone — Japan
Source: Reuters EcoW in

Steady economic growth with relatively low inflaiics excellent for corporate profits growth
and therefore equities. Equity prices have coetihon their upward path which began in
2003. However, when concerns have arisen, suttibas mentioned above, equity prices
have tended to fall back quite abruptly (see Fig.2)

Fig.2: MSCI World Equity Market Index since 2005
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2. Summary

The World Economy

The global economy continues to grow strongly attbarecession now seems
highly unlikely.

Accelerating growth in Europe is compensating fetoaver US economy. Growth in
other regions, including the Far East, remains g&igng.

Inflation remains the key concern and interestsrave been moving up more
rapidly than expected. Central banks are actirgbing interest rates in the UK,
Continental Europe and the Far East while in Japah) and quite possibly the US,
central banks may need to resume interest rateanes later this year.

After a weak start to the year, the oil price hased higher once more. Coupled
with continued buoyant economic growth, this hagniged inflation concerns.

Financial Markets

Among the major currencies, the euro and sterlangeltstrengthened against the
dollar and the yen as better economic growth initKeand Continental Europe has
accelerated interest rate rises.

Government bond yields have risen quite sharphgdponse to improving economic
growth and the threat of inflation.

Investment and non-investment grade bond yieldasjsreemain at historically low
levels, indicating that risk appetite is still qutigh.

Equities have continued to make gains in most nsykéded both by continued
corporate earnings growth and merger and acquisitobivity driven by an
abundance of cheap debt finance.

Investment Recommendations

Sterling cash deposits earning approximately 5.E8@#ractive.

Despite rising sharply, government bond yields matlyhave peaked as stronger
growth and inflation concerns are driving intemadges higher. We regard the yield
premiums available on corporate and high yield saiwholly inadequate.

UK commercial property continues to look expensiVée recommend reduced
allocations to this asset class within portfolios.

Equity valuations remain reasonable, although weecanscious of the valuation gap
that has developed between large and mid/smallstagks and also the role that
debt-funded private equity deals are playing iwidg up equity prices.



3. Economic Review and Outlook

According to figures from the International Mongt&und (“IMF”) theglobal economy

grew by 5.4% in 2006. This was the fastest pacerded this century and crowns a five year
period in which economic growth has exceeded 40&ach year, a feat unparalleled in
modern times. Rising interest rates and supplgtraimts in commodities have meant that
growth has slowed somewhat in 2007 but, as recestlypril, the IMF confirmed its forecast
for global growth of 4.9% both for this year ancmneBetter still, growth has rebalanced over
the last two years with improved performances fEumope and the Far East compensating
for a slower US economy. This reweighting of growas given investors conviction that the
imbalances present in the world economy, spedifiche large US trade deficit and the over-
reliance of the world economy on the US consurrear,aorrect without a recession or
disruptive realignment of currencies.

In looking for explanations for this unbroken pékriaf strong economic growth, two inter-
related factors predominate. Firstly, the now westhblished credibility of central banks in
controlling inflation has allowed interest rategémain low and relatively stable compared
with any period since the 1960s. The second fdwerbeen the expansion of the workforce
available to the global economy thanks to the dgrakent of previously closed economies
such as those of Eastern Europe and China into op@e market economies. This has
facilitated the expansion of global productive aafyawithout the accelerating inflation that
has typically been the result of previous perigdstimng economic growth.

Sustaining rapid, non-inflationary economic expandias generated various challenges
which, on occasions, have looked likely to bring #na of strong growth to an abrupt end.
Primary among these challenges has been the ldjggtment to commodity prices that has
occurred as a result of increased demand fromdmibloped and emerging countries. Oil
prices have doubled since the end of 2003 whileelaf some other key industrial inputs,
copper, steel and aluminium, are up by 213%, 828wG&% respectively. That this has not
provoked general inflation is a testament to cehiaaks’ anti-inflation credibility and the
greater flexibility of the economies themselvesl@aling with relative price changes.

Another challenge, which would appear to have [secessfully overcome, has been the
slowing of the US economy. This culminated in gttoim the first quarter of 2007 of just
0.6%. Concerns about whether the US would suffecassion, and the extent to which this
would impact the rest of the world, were increasga crisis in the sub-prime mortgage
market which exacerbated the problem of an alr@ashkening housing market earlier in the
year. However, the impact appears to have beetaio@d and recent economic data is
indicating that US economic growth is gatheringepance more.

Turning to the question of whether this era ofrsgrglobal growth can be extended further,
we believe that, with a US recession now appearmiiely, the prognosis is very good. In
our view, the central risk to continued growthtistborn inflation which could increasingly
become an issue and force central banks to rdise meore aggressively in order to regain

credibility. This risk requires close monitoring.

More peripheral risks include a slowdown in Chwajch has been growing very quickly and
could stall at some point as the economy begitmt tsupply constraints, and the deteriorating
political relations between the US and both Ruasisome of the Middle Eastern countries.
A further deterioration in these relationshipsanother major act of terrorism, could result in
further increases in oil prices with unhelpful ceqgences for inflation and growth.



In terms of economic growth, théK is set to outpace its main Continental Europezalgiin
2007. Having grown by 2.7% in 2006, comfortablgath of France and Italy and on a par
with a recovering Germany, the UK economy looksaegrowth of about 2.9% in 2007. In
response to this stronger than expected growthtahdad off the related threat to price
stability, the Bank of England has increased basgsrtwice thus far in 2007. The rise in
January broke, for the first time since 2004, th@IBs unwritten rule of only raising rates in
months in which it produces its quarterly Inflati®eport. This gives some insight into the
degree of concern among members of the Bank’s Mop&olicy Committee (“MPC”) about
both the current level of inflation and the outlod&efore easing slightly in May, levels of
inflation as measured by the Consumer Price InteRI(’), the measure targeted by the Bank
of England, and the Retail Price Index (“RPI"), theasure to which inflation-linked gilts are
indexed, reached their highest levels since 1982 k$g.3). In April, the CPI breached the
targeted range of 1-3% per annum for the first thinee the Bank of England was granted
independence in 1997.

Fig.3: UK Inflation since 1990 as measured by CPI and RPI
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The UK’s recent inflation experience results fromoanbination of relatively high service
sector inflation balanced by price deflation in dedhanks largely to cheap imports from
Asia. The steady upward trend in CPI from 2002 anals corresponds to a gradual ending of
this deflationary impact from imported goods. Ag¢gent, goods price inflation is running at
over 2% per annum; a ten year high.

Overlaid on this picture is the impact of higheemgy prices. The price of oil, as measured
by the Brent Crude benchmark, has doubled ovelaighree years and tripled over the last
five. Pressure from this source was relieved Bg@fall in prices in late 2006 from a peak of
almost $80 per barrel. The relief, however, app&ahave been short lived with oil prices
having moved up again this year. Brent Crude otlyrestands at over $70 per barrel.

In its most recent Inflation Report, the Bank ofjiamd cited two other causes for concern
over inflation. Firstly, businesses appear mordident in increasing prices and secondly,
growth in the money supply is now running at clttss&4% per annum, a figure which the
Bank of England admits is incompatible with pritaslity in the longer term.

! The Bank of England releases quarterly Inflati@p&ts each year in February, May, August and
November.



Another development which seems to have surprteed/PC is the resilience of house price
inflation (see Fig.4). This appeared to have etiilh 2005, having reached very high levels

in 2002 and 2003, but has since risen again. Aliegito Nationwide, house prices rose by
10.3% in year to the end of May 2007.

Fig.4: Average UK House Price Inflation since 2000
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Despite other signs of accelerating inflation, emgpk earnings growth has been remarkably
benign. This may be the result of the availabibfymigrant workers or of unemployment,
which has been moving higher over the last twogyésee Fig.5).

Fig.5: UK Average Earnings Growth and Unemployment sR@@0

6.00

5.75

Percent

4.00

0o o1 02 03 o4 os 06 o7

— United Kingdom. Earnings., Average., Whole economy. excluding bonuses, SA., Chg Y/Y
— United Kingdom. Unemployment. Rate. All aged 16 and over. ILO. SA

Source: Reuters EcoWin

In summary, the UK is enjoying a period of stroegmomic growth helped by the
accelerating growth of its Continental Europeaditrg partners and continued strong growth

in the Far East. With interest rates increasingwwald expect growth to begin to moderate
over the remainder of the year.

Turning to the risks that might derail this grovetory, we believe that inflation poses by far
the greatest threat. We expect the Bank of Englanake the required action on interest
rates to bring inflation back towards the targéinterest rates need to rise further than
expected, the result could be a more rapid econsiovedown.



4. Investment Outlook

As outlined above, the outlook for the global eaogaemains very good. This does not,
however, make life for an investor as simple ashiniie hoped. Asset prices have risen
markedly since 2003 and, in assessing the outlootufther gains from these levels,
investors need to consider whether the impactrektinterrelated factors will remain benign.
These three factors are: inflation, globalisatiod Bquidity.

As discussed in the previous section, central Ban#ation fighting credentials have
allowed economies to expand rapidly without endangeprice stability. Economists and
investors alike may now start to question whethisr ¢redibility remains intact or whether,
by perhaps being too slow to increase rates dihi@gurrent expansionary phase and too
slow to recognise the impact of innovation in fioiah markets, central banks have let their
anti-inflationary credentials slip. If this wetgetcase, interest rates may have to rise much
further with a correspondingly negative impact loa value of non-deposit financial assets.

Globalisation has been a very positive developrfarthe world economy. It has allowed
low wage economies, such as India and China, teaemhapid growth and development by
selling goods to western economies. This, in thas, fostered improving living standards
and low inflation in the developed economies by imgknanufactured goods available at low
prices. We may now, however, be witnessing thedaéridese positive effects of globalisation
and seeing some of the negatives, such as thelogdegmnt of developing countries’ savings
surpluses away from financial assets, with unhélpfnsequences for interest rates and
inflation.

Liquidity is much discussed but little understodgly liquidity we mean the abundance of low
cost financing for consumers, businesses and goments. Explanations for the current high
levels of liquidity include financial innovatioméreasing appetite for risk and the low

interest rate environment. Financial innovatiarghsas the introduction of new products and
instruments, has increased liquidity by allowingke# participants to focus their investment
capital where they believe they will achieve theagest returns and hedge out other risks.
While these developments should be positive farfaial markets, if such innovation
encourages greater and greater risk taking in lsedrgreater and greater rewards, or beguiles
investors into believing that they are less expdseaitk than is actually the case, then the
financial system might be storing up problems Far future.

Turning to asset allocation, the above discussgadd us to a slightly more cautious view
without changing our preference for cash and esgitiver bonds and commercial property.
Cash deposits offer security and the flexibilityakie advantage of opportunities in other
asset classes as and when they arise. With ihtetes at current levels they offer investors
attractive compensation for patience. Equitiespide being higher risk assets, remain
reasonably attractively valued thanks to strongiags growth and selling from pension
schemes, which has provided a ready source of oduyers.

Considering our least favoured asset classes, tai r@ur view that bonds should be held in
limited quantities for diversification and risk daml purposes and that such allocations should
be focused on medium-dated government conventamdhindex-linked stock. Finally, UK
commercial property returns are showing the fiigt s of weakening after a prolonged period
of very strong performance. Having recommendeshtdi take profits from commercial
property last year we remain negative on this adass.

The following section covers our views on assets#a in more detail.



4.1 Cash Deposits

Sterling cash deposits offer a yield of approximye®e50% per annum. This is similar to the
current yield on ten year UK government bonds, aith the likelihood of at least one
further base rate increase in the coming monthsjiewe the flexibility of cash as attractive.

4.2 Fixed Interest

The diversification benefits of holding bonds candbbserved clearly from movements in US
Treasury bond yields over the last 12 months. Wty markets fell abruptly in May
2006, bond yields dropped (prices rose) as investmved funds to the relatively safe haven
of government bonds (see Fig.6). Also, from mi@&0nwards, as concern increased that
the US economy might suffer a recession, bond pagmin increased and yields receded.
More recently, during the latest bout of equity ketiweakness, this time caused by fears for
the US sub-prime mortgage sector, government b@idsyfell, cushioning to some degree
the impact of equity market weakness on portfolibeat bond yields are significantly higher
now, despite the frequent dips described abovéates that the path of economic growth
has been relatively benign and that riskier ads®te therefore been favoured.

Until recently, government bond yields in the ewmz and in the UK had risen more
markedly than those of the US as economic growtprised on the upside to a greater extent
in these two markets. In recent weeks, as it baste clear that interest rate cuts will not be
required to rekindle growth, US bond yields hawssatarted rising.

The yield on Japanese government bonds also gévan insight into the improving health of
that economy. Ten year government bond yields hes@vered to stand at 1.89%, up from a
low of less than 0.50% in 2003. Bond yields as tevel indicate that Japanese interest rates
are expected to rise from their current level 6£6.

Among fixed interest securities we maintain ourf@mence for medium-dated UK sovereign
debt. This has the positive characteristics of volatility, low default risk and low
correlation with equities. Government bonds wiloeprovide some protection within
portfolios in the event of unexpected negative tgments — such as a major act of
terrorism.

Fig.6: UK, US, German and Japanese 10 year governmedtyields since 2006
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- UK Government Bonds

Treasury 8%.% 2017, the ten year benchmark stockerily yields 5.49% having moved up
from 4.75% at the start of the year. Bond yieldsehbeen driven higher by strong economic
growth which has convinced investors that bases rate likely to continue to rise in response
to the threat of higher inflation.

All gilt issues with seven or less years to mayugite currently yielding more than the base
rate, highlighting that fixed interest investordidee that the base rate is likely to rise. We
are recommending combinations of cash depositsraatium-dated conventional and index-
linked gilts in portfolios to utilise the diversifyg characteristics of all three.

Prices of conventional UK government bonds tendistoin response to events such as
recessions, natural disasters and terrorist atta8ksh events would be expected to cause
falls in the value of other assets. Governmentlbare also low risk as capital repayment at
par is guaranteed by the government if investmarg@deld to maturity. We generally
recommend that clients buy government bonds direather than through funds, thereby
avoiding ongoing management charges which redwegidid.

- UK Index-Linked Gover nment Bonds

The yield on 2%2% Index-Linked 2016 gilts has ineezhfrom 1.73% at the beginning of the
year to 2.31% at 31 May. This yield, combined viita value of the inflation proofing
element of index-linked stocks, is very valuabl@antfolio construction. Our preference for
medium-dated index-linked gilt stock is based ugienbetter yield available in these
maturities and the reduced exposure to shiftsahingerest rates. We view longer dated
index-linked stock as expensive due at least ihtpgversistent buying by defined benefit
pension schemes which has driven down yields dotiger end of the maturity spectrum.
For example, a tranche of the 1%% Index-Linked 2088 auctioned at the end of January
with a yield of just 0.83%.

We continue to recommend medium-dated index-lirdtedks such as 2%2% 2013 and 2¥%2%
2016 to give portfolios an element of inflation f@ction.

- Investment Grade Cor porate Bonds

Corporate issuers of fixed interest securitiesraffeestors a higher yield than government
bonds of a similar maturity. This is known as @dipremium and is required by investors in
compensation for the higher default risk associatiél lending to a company rather than a
government. A company with a strong financial posj as measured by rating agencies
such as Standard and Poor’s (“S&P”), will only haweffer a low risk premium to investors
while a more financially stretched borrower wilMeato offer a larger premium.

Yield premiums tend to vary widely over the busmegcle as the perceived risk of default
ebbs and flows. The recent period of low interatds, good economic growth and strong
corporate earnings growth has driven yield premiomsorporate debt down to very low
levels (see Fig.7). We believe that there is aniB@ant risk that yield premiums on corporate
bonds over government bonds will widen from thesels, resulting in weaker capital returns
from the asset class. We therefore continue tesadiat fixed interest exposure should be
gained through government bonds.

11



Fig.7: Yield premiums on 10 year UK Corporate Bonds dker10 year UK Gilt since 2002
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- Non-Investment Grade Corporate Bonds

Non-investment grade corporate bonds are those baiew BBB by S&P. They are also
known as ‘high yield’ or ‘junk’ bonds. As the namguggest, these bonds offer a much
higher yield than either government or investmeatlg bonds to compensate for the
significantly higher risk of default.

Non-investment grade bonds provided very strongrmetin the period 2002 to 2004 as yields
fell from double digit levels, driven by the impiag economic environment. As the Merrill
Lynch High Yield Bond Index shows, yields on noréstment grade bonds have traded in a
much tighter range since 2004, and returns have te@eespondingly lower (see Fig.8).

Yield premiums are now very low, even relativetieit recent history, and we continue to
believe that investors are not being sufficientdynpensated for risk.

Fig.8: Merrill Lynch High Yield Bond Index vield premiummver the 10 year gilt since 2002
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4.3 UK Commercial Property

Investors in UK Commercial property enjoyed anotyear of strong returns in 2006. As
measured by Investment Property Databank (“IPDfaperty performance monitoring
service, commercial property returned 18.10% in620However, returns have slowed
markedly in 2007 with the same IPD index providingeturn of only 3.00% over the first five
months of the year.

Looking back, the introduction into the UK of Ré&adtate Investment Trusts (“REITS”) at the
beginning of this year may have marked the pegdopularity for commercial property
investment. Prior to this, the yield on commergiadperty had, correctly in our view, been
falling for much of the last 10 years as fallinggirest rates and bond yields made the high
yield on commercial property, together with thegmtial for rental growth, highly attractive
(see Fig.9). By 2006, with interest rates and bgalils rising once more, this effect ought to
have run its course. The introduction to the UREITs may have served to extend the
period of strong returns but, with property yietasrently below both the ten year gilt yield
and the base rate, this now looks unjustified.

We issued a briefing note to clients in October@frommending a reduction in allocations
to UK commercial property. With bond yields anteiest rates continuing to rise we do not
foresee commercial property regaining favour witveistors in the near future. We therefore
continue to view this asset class with caution.

Fig.9: UK Commercial Property yields look too low comghte base rates and gilt yields
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4.4 Equity Markets
- UK Equities

The UK equity market, as measured by the FTSE A#r8 Index, is offering a yield of 3.2%
and is trading on a price/earnings (“p/e”) ratidl8f2x for 2007. These figures assume
aggregate earnings and dividend growth of 4.4%5a6%h respectively for the current year.
This p/e ratio is not high by historical standaods it does conceal sharp differences within
the FTSE All-Share’s sub-indices (see Fig.10). IBaral, most notably, mid cap. stocks are
trading on quite high p/e ratios with the averagark, as quoted above, reduced by the low
p/e ratios on the largest companies which accaurd farge proportion of the index by
market capitalisation. Small and mid cap. compahgve often traded at p/e premiums to
large companies in the past in recognition of thbility to grow earnings and dividends
faster. However, we believe this premium has newome too stretched. One explanation
for this extended p/e differential might be the\att of private equity buy-out funds which
have, so far, concentrated their interest on thesas of the market.

Fig.10: Small and mid cap. equities look expensive redativlarge-cap. stocks
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Our recognition of the better value offered by ldrge cap. area of the market has led us to
recommend clients reweight the UK equity portiorthair portfolios towards large cap.
stocks. Aside from their more attractive valuasidarge caps. should benefit from their
more international business mix which will provermeoesilient if UK interest rates continue
to rise and act to slow the growth of the domestiznomy.

2 Source: UBS.
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- European Equities

Despite excellent returns over the past year, virmge to favour European equities for both
macro and microeconomic reasons. The Continentaean economy is enjoying
accelerating growth thanks to the stimulus of sirerport demand, particularly from the Far
East, but also from gradually improving domestiméded. In addition to these factors are
developments specific to Europe. The expansiotweas of the European Union, the trend
among governments to more business friendly paliaie the ongoing restructuring at the
corporate level are all long term drivers whichour view, have further to run.

Set against the positive factors mentioned abotleeisising interest rate environment in
Europe. The European Central Bank has taken omémdle of its predecessor, the
Bundesbank, in exhibiting extreme caution in relatio controlling inflation. Interest rates
have now doubled to 4% in a little over 18 montki¢e believe, however, that in the current
climate of strong global growth and rising commugditices this may well prove to be the
correct approach for the longer term health ofeiln®zone economy.

On balance, we remain of the view that Europeaitieguare attractive.

- North American Equities

Having taken a negative stance on US equitiehfopast two years we revised our view at
the end of 2006 and recommended that clients makeadl allocation to this market. This
change of heart was based on the prolonged undiempance of US equities relative to other
major equity markets, which left them looking mat&actively valued. Moreover, after a
year of acute weakness in 2006 the US dollar apgddarus to be oversold.

Since the beginning of the year, returns from U&texs have improved, though they are still
lagging those from the emerging markets and Contai&urope. We recommend small
allocations to US equities are maintained.

- Japanese Equities

That the Japanese economy grew at a faster pateithar the US or the eurozone
economies in the first quarter of this year hawipied little consolation to investors in
Japan’s equity market. Returns from Japaneseieghiave lagged behind those from other
major markets this year and returns to foreign stoes are worse still due to the persistent
weakness of the yen.

The poor performances of both the Japanese eqaitigethand currency are related via the
so-called yen ‘carry trade’, where investors bory@m at low interest rates and switch into
higher yielding assets overseas. The effectseo€#inry trade have been exacerbated by
Japanese savers who, in search of higher yields, $td yen to invest overseas. These
transactions have generated excellent returns shantoth the large spread between
Japanese interest rates and those of destinatiotiris (such as New Zealand where interest
rates are now 8%) and because the yen has continulegreciate.

Our view remains that the Japanese economic regogerains intact and that the yen will

recover along with returns from Japanese equitis.therefore believe that allocations to
Japanese equities should be maintained.

15



- Far East and Emerging Markets

Far East and emerging markets equities have catitauprovide strong returns for investors
(see Fig.11). Economic growth in the most populereloping nations, China and India, is
continuing at rates at or close to 10% per annuirevetven relative laggards such as Russia
and Brazil are growing at rates comfortably in esscef the developed economies. Moreover,
the financial positions of many emerging econoraresfar more stable than in the past due to
their strong foreign currency reserves and healthigent account surpluses. These factors,
together with growing domestic consumption and tigvag regional trade, make the

periodic crises that have halted emerging marlestshomic development in the past less
likely to be repeated.

Appetite for Far East and emerging markets equiittés investors remains very strong and
we continue to recommend that allocations to tigeoreare maintained. However, we are
monitoring market levels carefully and are awae #yuities in many of these markets are,
once again, starting to look fully valued.

Fig.11: Selected Far Eastern and Emerging Market Equdicés since 2004
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5. Fund Performance Commentary

Table 1 below contains performance figures formtagor fund sectors. On pages 22 and 23
there are tables with performance figures for sofreur selected funds and indices.

Table 1. Average Fund Performance

UK Sectors 6 Months % 1Year % 3Years% 5Years%
Money 2.13 4.12 12.60 19.91
Fixed Interest Sterling -1.59 1.40 17.02 30.45
Index-Linked -3.84 0.80 51.05 29.54
Property 3.94 13.81 56.40 86.46
UK Equities — All Companies 11.75 22.18 70.96 64.22
UK Equities — Smaller Companies 18.80 27.62 94.85 13.720

International Sectors

Global Fixed Interest -0.84 0.21 9.15 15.28
Balanced Managed 8.41 15.89 54.17 48.36
Stockmarket Managed 11.03 18.90 62.73 43.26
Global Equities 11.07 18.91 62.80 48.17
Europe (excl UK) 15.86 26.37 93.36 80.81
North America 8.89 14.09 31.32 8.81
Japan -0.03 -9.24 23.90 14.38
Far East (excl Japan) 17.28 30.48 103.61 95.12
Emerging Markets 17.09 30.66 146.73 157.00

(Source: Reuters Hindsight ABI UK Pension Funde&&ean a bid to bid pricing basis in sterling terms
to 31 May 2007).

The performance figures quoted below are in stgrtearms and cover the six months to 31 May 2007.
Performance figures for individual funds show totturn on a bid to bid basis. Sector performance
figures are shown mid to mid.

We favour the Morley Deposit and Merrill Lynch litgtional Sterling funds fo€ash held in
SIPPs. These funds carry low charges and havéstemtty outperformed their peers. For
cash not held in pension funds, investors can aetaétractive returns from structured ‘cash-
plus’ products such as those offered by AIG.

Investment grade sterlirfgixed Interest securities returned an average of -2.77% over the
period under review as falling capital values ouglved the income generated. Our
recommended funds were among the stronger perferwidrin the sector. Morley
Corporate Bond returned -2.34%, Legal & Generaé&ibnterest -1.95% and Invesco
Perpetual Corporate Bond -1.16%. Turning to natestiment grade securities, the average
high yield bond fund returned 1.32% over the peri@dir recommended funds in this sector
performed well; the F&C Strategic Bond fund retutr2e17% while the Legal and General
High Income Trust generated a return of 4.73%. cdfginue to believe that the additional
yield available on corporate and high yield boredsadequate at present and that fixed
interest allocations should be achieved througtihgt in lower risk medium-dated gilts.
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After several strong yearBroperty returns have slowed markedly since the end of 2006
Rising commercial property prices, without commeagiincreases in rent, have left
property yields looking too low compared to otheset classes. Recognition that commercial
property is looking fully valued has also servedaviden the discounts at which property
investment trusts trade relative to Net Asset VEIDNAV”). The discount at which TR
Property Investment Trust shares trade widened &®% at its narrowest in December to
c12% at the end of May, reducing share price rsttor2.14% over the period under review.
The discount on Isis Property Trust 2 Ltd widenedremore, from c2% at its narrowest in
January to c12% at the end of May, reducing shace performance to just 1.06%. The
Morley Pooled Pension Property fund meanwhile gaedrreturns of 4.32%.

Of our recommended property funds, those investidgectly through shares in global
property companies and REITs performed the belsesd& funds have the advantages over
UK “bricks and mortar” funds of broader diversifilcan and lower costs. The Fidelity Global
Property fund returned 7.20% in the period undeiere while the Schroder Global Property
Securities fund returned 12.72%.

Despite short, sharp setbacks in late Februaryearg March UK equities continued to
advance over the period as a whole due to the t@sosomic background, strong corporate
earnings growth and the continuation of mergeraoglisition activity. The FTSE All-Share
Index, including income, returned 12.01% over tilkensonth period to 31 May.

Over the past six months, the IMA UK All Compangestor provided an average return of
11.89%. Within this sector, the Standard Life UgpOrtunities fund marginally
underperformed, returning 10.52%. Mark Niznik, thied’'s manager since its launch in

2002, left in April and was replaced by Harry Nimntlee manager of the successful Standard
Life UK Smaller Companies fund. The UK Opportusdgtifund has since suffered significant
outflows of capital, causing Standard Life to sWwifoom quoting NAV on a mid-price basis

to quoting it on a bid-price basis. This offeretng protection to remaining unit holders
against the dilution of assets, but reduced returtise short run. On a more fundamental
level, the fund struggled in April and May as lagp. stocks outpaced the smaller cap.
stocks to which the portfolio is heavily weighted.

The Rathbone Special Situations and GAM UK Divésifunds both performed
exceptionally well, returning 15.10% and 15.02%pessively. GAM closed their fund to

new money on 29 December in order to preventes lsecoming a hindrance to performance
(though we are still able to access the fund bychiag new inflows to redemptions). We
applaud their decision as it signals that the fonashager is focusing on performance, not
assets under management. Elsewhere AXA FramlingioSelect Opportunities returned
12.73% and Schroder Recovery 10.45%.

The IMA UK Equity Income sector produced an averaggarn of 10.39% in the six months
to 31 May. Of our recommended funds in this sedtaresco Perpetual’s Income and High
Income funds, both managed by Neil Woodford, orgaéraperformed excellently, providing
returns of 13.31% and 13.62% respectively. Thelsurenefited from increased exposure to
oil and gas producers prior to the oil price ratiyhe latter part of the period under review,
and to large caps. which outperformed small anditmedaps. in April and May. Elsewhere,
the Jupiter Income Trust lagged slightly, returr®1% as the manager, Tony Nultt,
maintained a high weighting towards financials tigioout the period despite concerns
regarding the US sub-prime mortgage market earB0Dv.
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During the last six months, small cap. stocks agan outperformed the IMA All
Companies sector with the IMA Smaller Companiesesegenerating an average return of
18.36%. The small and mid cap. indices were timary beneficiaries of merger and
acquisition activity as several companies were hoogt at significant premiums to their
market prices. Despite the continuation of thisviy, the outperformance of small cap.
stocks was reversed in the final two months ofreurew period as investors increasingly
focused on the value to be found in the large aega of the index, particularly the largest, or
‘mega cap.’ stocks. We believe that, after a fgar period of exceptional performance,
small cap. stocks are now looking fully valued biotiterms of absolute p/e ratios and relative
to large cap. stocks. We have therefore been neeording that clients rebalance their
portfolios away from small cap. equities.

The impressive performance of the Artemis UK Snnalempanies fund over the six months
under review was largely driven by a factor unesab buy-out activity. The manager, John
Dodd, has held a large weighting to oil and mirstarks for several years as he believes that
increasing demand from the emerging economies gesva solid support for these sectors.
While this hurt performance in the second half @&, it was beneficial in the period under
review as the oil price rose strongly. The funmimeed an impressive 21.93%.

Elsewhere, the Old Mutual Select Smaller Compaiuied produced returns of 20.51%, the
Merrill Lynch UK Smaller Companies fund 18.02% ahd Aberforth Small Companies fund
16.43%.

Funds in théBalanced M anaged sector generally performed in line with expectasiogiven
the performance of the underlying markets in whigy invest. The IMA Balanced
Managed sector returned 8.67% while the Schroderalgled Balanced and AXA
Framlington Managed Balanced funds performed wediducing returns of 10.95% and
9.37% respectively.

With an average of c60% invested in equities, fundhe IMA Cautious Managed sector
understandably generated lower returns. The M@kytinel Managed fund returned 6.36%,
outperforming the average return in the sector.51%, while the Investec Cautious
Managed fund underperformed, returning just 2.83% the period under review. The
Investec fund’s underperformance can largely rébated to the its overweight position in
financials at the time of the late February, edbrch market weakness. Financial stocks
suffered amid concerns over the US sub-prime mgegaarket.

Whereas in our last review peri@bckmarket Managed andM anaged Equity funds
performed well as a result of a narrowing of ttskiare prices’ discounts to NAV, this period
has seen slight premiums revert to small but dicant discounts. While in share price terms
RIT Capital Partners returned 8.06%, British Em@eeurities and General Trust 10.05%
and Caledonia Investments 3.58%, each was impaygtéd/% over the period as a result of
the widening discounts. This may be explainednwgstors reacting to disappointing returns
from these funds in the calendar year 2006. Caledweas further hampered by the
performance of its largest holding, Close Brothe3bares in the merchant bank, which
accounted for almost 15% of the Caledonia portfimliDecember, fell by over 12% from
their peak in February to the end of May, havinggrened strongly in the previous six
month period. Close Brothers has been undergagmifisant restructuring, and the
management of Caledonia believe that the potenpiatational and cost benefits of this are
yet to be fully reflected in the market value.
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Returns fromNorth American equities were again affected by changes in the sterlingadol
exchange rate, but not nearly to the same degrieeoass last reporting period. In dollar
terms, the S&P 500 rose by 10.29% in the periocurglview which translates into a healthy
return of 9.67% for sterling based investors. TWA North American sector average return
over this period was 9.31% against which the Matumrie North American and Old Mutual
North American Equity funds significantly outpenfioed, generating 14.20% and 14.28%
respectively. Elsewhere, the UBS US Equity and GR&fth American Growth funds
performed less well, returning of 9.01% and 6.3@%pectively.

Continental European equities performed exceptionally strongly, with the averfgad in

the IMA Europe excluding UK sector returning 16.62%f our recommended funds, Odey
Continental European and Artemis European Growtfopaed best, producing returns of
17.64% and 17.61% respectively. The Old Mutuabgean Equity and Jupiter European
Special Situations funds also performed well, gatieg returns of 17.23% and 16.81% over
the period respectively. The best performing offands from the calendar year 2006, the
Schroder European Alpha Plus fund, struggled totaan its impressive momentum, but
nonetheless performed broadly in line with the eaverage, returning 16.43%. The
European Assets Trust, which invests in smalleopean companies, returned 22.46%.

The lacklustre performance d#panese equity markets in 2006 has been carried into the first
half of 2007 and, though returns have improved suama¢, Japan has continued to lag the
other major world equity markets. The Nikkei 228éx returned 9.84% in yen terms which,
due to yen weakness over the period, translatest@.70% for sterling based investors.
Though we believe that the economic recovery idicamg, recent data releases have been
weaker than anticipated and have undermined investdidence. Equity markets have been
weakened further by Japanese investors’ reluctanicerest domestically, preferring instead
to hold higher yielding overseas deposit accouMsereover, active fund managers finding
value among medium-sized companies have underpsgtbas interest in Japanese equities
has been concentrated in the large, internatimrapanies. The average fund in the IMA
Japan sector has therefore lagged the index, retu®n63% over the six months.

The JP Morgan Japan and Fidelity Japan Speciatihs funds both continued to
underperform, producing returns of -3.25% and -G 8®@spectively. Both are biased towards
smaller companies which have been hard hit by fiedvwawal of capital by Japanese
investors. In addition, small companies tend terafe in the domestic market and
consequently have not benefited from the weaknieggegen as the larger, export-orientated
companies have. The Schroder Tokyo fund, with eernautious approach than the JP
Morgan and Fidelity funds, returned a creditab#0% over the period under review.

TheAsa Pacific excluding Japan sector has produced impressive returns. Strooigoggic
performance continues to attract investors witthhiigk appetites. Our recommended funds
underperformed. First State Asia Pacific Leadetgrned 17.21% while Aberdeen Asia
Pacific returned 13.47% against the IMA sector agerof 18.51%. The Aberdeen fund’s
weak performance was due to its high allocatioHaag Kong, which performed less well
than other markets in the region.

Returns from thé sia Pacific including Japan sector were dragged lower by the weak
performance of Japan. The average fund in the #d&or returned 10.55%. The Martin
Currie Pacific Trust significantly outperformediuming 16.64% as the manager, John
Millar, employed gearing effectively and investaddhina which is not a constituent of the
benchmark index and which, despite two not insigaift corrections, returned over 30% as
measured by the FTSE China Index during the sixth®ounder review. Large holdings in
South Korea and Australia were also beneficiahtofind’s performance.
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Emerging Markets equities continued to thrive in the first half of 2007 &bas become
increasingly clear that the world’s developing emmies are more resilient to a slowdown in
the US economy than many economists and analydtpreaiously believed. As with the Far
East excluding Japan region, emerging markets bage favoured by risk seeking investors.
The IMA Global Emerging Markets sector returned86 over the six month period under
review. The Templeton Emerging Markets Investnienst performed very well, returning
23.42% over the same period.

Private Equity funds have been receiving plenty of headlinefi@$requency and
magnitude of their activities have increased. &EePrivate Equity generated returns of
24.06% in the period under review while Candovéurmeed 24.02%, Graphite Enterprise
Trust 20.93% and HG Capital Trust a very respeetdidl83%. Pantheon International
Participations has been less successful, bugstilerated a respectable 14.14% in the six
month period. The management of Pantheon belibatthe economic backdrop remains
supportive for private equity and is consequenityng shareholders the opportunity to
purchase new shares in the company. However rinmaion, this is the wrong time for
private equity to be raising new money. Dealstakeng place at increasingly high multiples
of potentially peak earnings and private equitynBrare assuming more and more debt at
higher rates of interest in order to finance them.

The advantages d@rfivesting inVenture Capital Trusts (“VCTs”) were again reduced by the
chancellor in April this year. In particular, thigze of companies in which VCTs may invest
was significantly decreased. Most companies listethe Alternative Investment Market
(“AIM™) now fall outside the scope of VCTs. We exqt that VCTs launched this year will

be few in number and focused on capital presematther than high returns. Nonetheless,
we maintain that, given the tax incentives, apaetpVCTs still represent a good
opportunity for some investors. We regard selgdie right VCT as key and will continue

to focus our research efforts on trusts with gdigtnaandates and strong management track
records.

Hedge Funds continue to generate a great deal of investorésteand pressommenton

their diverse investment styles, their performamo®rds and their charging structures.
Recent performance has been disappointing witliC®ieB/Tremont Blue Chip Investable
Index returning 5.20% over the twelve months toehd of May when measured in euros.
We remain concerned that hedge funds have genarabegbressive total returns despite
making increasingly risky investments. If hedgeds are resorting to equity-like
investments to generate higher returns they magyr tffle protection in the event of a market
downturn, which would undermine the rationale filwaating a portion of portfolios to them.

We acknowledge that funds demonstrating consistieslute returns are attractive but
remain sceptical about how many hedge funds cavetdé¢his. We are also very concerned
that the high charges made by hedge funds (typieallannual charge of 2% with a
performance fee of 20%) create asymmetrical payfoif hedge fund managers. Funds of
hedge funds offer some advantages over individeddja funds, such as diversifying away
specific risks but they carry the disadvantageewying fees at several levels, obscuring
exactly how much the investor is paying. Our redeéss targeted towards identifying hedge
funds which have transparency of process, a demadmstirack record over at least ten years
and low correlation with other asset classes.

Christopher Sexton

Investment Dir ector
June 2007
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Main Client Funds Performance Summary to 31 May 2007

Table 2: Cash and Fixed Interest

Performance Over Six

Gross Redemption

Average Duration

Months (%) Yield (%) (Years)
Cash
Merrill Lynch Institutional £ 2.59 5.37 0.11
Investment Grade
Morley Gilt -2.97 4.98 8.58
Legal & General Fixed Interest -1.95 5.01 N/A
Morley Corporate Bond -2.34 5.72 7.82
Non-Investment Grade
Legal & General High Income 4.73 5.98 N/A
F&C Strategic Bond 2.17 5.73 3.96
Table 3: Property

Six Months % OneYear % Five Years%
Pension Funds
Morley 4.32 14.00 104.71
Norwich Union (4) 5.64 12.16 82.98
Scottish Widows 4.23 11.70 92.55
Standard Life 5.09 14.75 89.41
Other Property Funds
Isis Property Trust 2 1.06 2.24 N/A
TR Property Investment Trust 2.14 30.37 281.75
Table 4: UK Equities
Six Months % OneYear % Five Years%

UK All Companies
GAM UK Diversified 15.02 25.59 97.62
Invesco Perpetual Income 13.31 31.33 103.80
Jupiter Income Trust 9.41 22.41 90.76
Liontrust First Income 10.49 21.79 76.62
Merrill Lynch UK Special Situations 15.44 25.48 5Q.
Schroder Recovery 10.45 24.00 100.71
Standard Life UK Opportunities 10.52 31.13 N/A
UK Smaller Companies
Aberforth Smaller Companies 16.43 32.47 148.30

(Sources: Individual companies’ actual portfoli@lgis and duration, Reuters Hindsight ABI UK Pendtond,
IMA, AITC Investment Trust Series on a bid to bidipg basis to 31 May 2007).
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Table 5: International Equities

Managed Equity
British Empire Securities & General

RIT Capital Partners

European Equity
European Assets

Fidelity European
Schroder European Alpha Plus

North American Equity

Martin Currie North America
UBS US Equity

Japanese Equity
Schroder Tokyo

Far Eastern Equity
Martin Currie Pacific

Emerging Markets Equity

Templeton Emerging Markets

Six Months %

10.05

8.06

22.46
17.29
16.43

14.20
9.01

3.40

16.40

23.42

OneYear %

7.97

7.84

44.22
25.76
29.99

22.03
16.99

-2.34

23.20

39.05

Five Years%

857.

145.64

245.55
123.01
N/A

30.46
N/A

21.26

107.85

204.92

(Source: Reuters Hindsight ABI UK Pension Fund, M C Investment Trust Series on a bid to bidipgc

basis to 31 May 2007).

Table 6: Selected M arket Indices

FTSE British Govt All Stocks TR (Total Return)
FTSE Index-Linked British Govt All TR

IPD All Property

FTSE 100 TR

FTSE 250 TR

FTSE Small Cap. TR

FTSE All-Share TR

S&P 500 TR

FTSE Eurofirst 300 ex UK TR

Nikkei 225 (Japan) CR (Capital Return)

FTSE Asia Pacific ex Japan TR
FTSE All World Emerging TR
Brent Crude Oil

Gold Troy Ounce

Six Months %

-8.0
-3.63
4.51
11.37
14.80
15.63
12.01
9.67
15.89
3.70
16.46
18.81
8.78
1.35

OneYear %

-0.02
1.92
13.12
19.60
33.39
24.67
21.67
16.16
26.11
0.62
28.16
33.24
-10.19
-4.52

(Source: Reuters Hindsight on a mid pricing bawsissterling terms, to 31 May 2007).

Five Years%

26.19
83
103.61
54.46
130.26
81.72
63.77
16.19
70.07
4.51
96.45
150.48
105.45
49.12
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