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1. Economic Outlook

After shrinking in 2009, the world economy looKselly to have grown by
about 4.5% in 2010. While this is a healthy rdtexpansion, growth has been
very much skewed in favour of developing, rathantdeveloped, economies
(see Fig. 1 below). More importantly, the growttdeveloped markets has
been achieved only with the support of ultra-accadative monetary policies
including low interest rates and quantitative egsin

December’s tax-focused US fiscal stimulus, accomipanthe second draught
of quantitative easing (QE) from the US centralkydhe Federal Reserve,
stand testament to the unsatisfactory nature oétb@omic recovery in
America. Meanwhile, in the eurozone, crises ingéeeand Ireland have
required EU and IMF intervention to stop soveraigfiault. Only in the
emerging markets of the Far East and South Améasastrong economic
growth been achieved without government support.

Looking ahead, 2011 is likely to see the globaheroy continuing to ‘muddle
through’, much as it has in 2010. Governmentsaamdral banks in the
developed world will be keen to begin the procdgsoticy normalisation, but
will need to remain mindful of the risk of chokindf growth and sending their
economies back into recession. In emerging ecaemriflation is the
principal threat and monetary tightening is alretaking place to ensure this
does not become entrenched. Three other threttie tontinuation of the
recovery that can be easily identified includea(recurrence of crisis in the
eurozone, this time engulfing perhaps major ecorsrauch as Spain and
Italy, (ii) a sharp slow down in China’s economya(iii) a deterioration in the
US fiscal position.

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

2.1

UK Equities

The UK economy grew by 0.7% in the third quarte2010. This
was somewhat slower than the 1.1% growth in thersgquarter, but
better than economists’ consensus forecasts. @varonths to the
end of the third quarter, the economy grew by 2.@éugh output
remains c4% below its pre-recession level.

While growth has provided pleasant surprises, tioiteis proving
problematic. Figures reported in December showatgrices were
3.7% higher over one year on the CPI measure &% dn the RPI
measure. Inflation has exceeded the Bank of Ed{gato target (for
CPI) in 41 of the last 50 months. Perhaps of ewere concern is that
it is almost 2% above the Bank’s inflation foredastthe end of the
year.

In leaving interest rates at 0.5%, despite theadéml/level of inflation,
the Monetary Policy Committee of the Bank of Englascalculating
that countervailing forces will drive inflation dowvto target within an
acceptable timeframe. These forces include thiatitwiary impact of
the government’s austerity measures and the fatthie increase in
VAT and the recent strength in food prices are oifigpressures that
will eventually drop out of the annual inflationmbers.

Considering the investment outlook, we remain efittew that UK
equities are attractive. During the economic dommtmany UK
businesses cut costs aggressively and raiseddegstal to strengthen
their balance sheets. This has left them in gowhtial shape, with
scope to expand profit margins as sales recovewage growth
remains contained by high unemployment. As a teany increase
in revenues should translate into significantlyheigprofits. This
view has been borne out by the strength of theimgsmecovery to
date.

Valuations in the UK remain relatively low and steck market
offers an attractive dividend yield relative to thelds available on
cash, gilts and the highest rated corporate boRlstorically, this has
been a good indicator of future returns, thoughaveemindful that
investor sentiment is a strong driver of the mankehe short term.
Given the value case for UK equities and our behiat the risk of a
double-dip recession is small, our recommendagdhat current
allocations are maintained.

The FTSE All-Share index has provided a total retfr+22.01%
over the last six months and +14.51% over theyleat.
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2.2.

European (excluding UK) Equities

The initial €5bn issue of bonds by the Europearobno fund its
€85bn bailout of the Irish government and bankiecter saw strong
investor demand at the beginning of the year. \Widkets
anticipating that Portugal, and eventually Spaid &aly, may also
require a bailout, an expansion of the €440bn Eeaad=inancial
Stability Facility (EFSF) is likely. This may ingle increasing the
special purpose vehicle’s effective lending capyaicam its current
€250bn or give the EFSF the flexibility to buy tp@vernment bonds
of troubled countries in the secondary market.sTould provide
support earlier, capping bond yield rises and preérg further full-
blown crises.

It is therefore perhaps surprising that recent enoa data in the
region has been encouraging. While the eurozooeaty managed
growth of 0.3% in the third quarter of 2010, thiasaheavily reliant on
the German economy. Here, industrial productios wa7.4% in
November while factory orders grew 5.2%, almose tivnes faster
than analysts expected. This was mainly driveddipand from
outside the eurozone. However, the data has htserssigns of a
domestic pickup. Meanwhile, confidence in the Be&@n economic
recovery rose to a three-year high in Decembegesting that, at
least for now, the improving global outlook is @&fsng the troubles
in the peripheral eurozone economies. The riglkdrmain economic
sentiment indicator, from 105.2 to 106.2, pointatmualised GDP
growth of almost 3%, well above the 1.9% seen éntttird quarter.

While we expect the negative implications of thegeeral
government bailouts to dominate headlines for ithe being, the core
eurozone region contains many companies that genasignificant
proportion of their revenues in the US, Asia ane&rgimg markets
and should therefore be relatively immune from cwed weakness
in the non-core eurozone economies. German commgaior
instance, have spent much of the past two decatiaislishing strong
footholds in emerging Asian and Latin American exores.
Meanwhile, the weaker euro will have increasedcthrapetitiveness
of, and thereby the demand for, European expdfisteover,
valuations remain undemanding relative to history 8 other asset
classes.

The FTSE Europe (ex UK) index provided, in euron®ra total
return of +13.55% over the last six months and 6% ®ver the last
year. When translated into sterling, the retunes+d.8.84% over the
last six months and +5.75% over the year.
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2.3.

North American Equities

Optimism about the US recovery has risen in repemiths, fuelled
by a raft of positive economic data releases. ddwmomy grew by
2.6% p.a. in the third quarter of 2010, which westér than the
preliminary estimate of 2.0% p.a. and the 1.7%eeorded in the
second quarter. Consumer spending, meanwhile, gye2v8% p.a. in
the same period, its fastest increase in four yeafith consumption
accounting for approximately 70% of economic atyiun the US, this
development is particularly encouraging.

Other economic indicators, however, still give mrafor concern.
Although unemployment improved in December, at 9idfémains
stubbornly high and has been above 9% for over @6tins, the
longest period on record. Disappointingly slowgrass here
prompted the Fed to proceed with a second roui@gEoin November.
It plans to purchase an additional $600bn of Treasuhrough to
June 2011, expanding its record stimulus of $1.ftasset purchases.
President Obama followed this by announcing aneagest with the
Republicans to extend expiring income tax cutsafbAmericans,
renew jobless benefits for the long-term unemplowed grant a one-
year reduction in Social Security taxes. Whilstsih measures should
help boost growth, they exacerbate the countrgsatideficit, which
has grown tenfold since 2001 to $1,230bn, equal@® of GDP. An
expanding economy will obviously help America’s gatary

position, though the vast level of debt will neeldigessing soon. This
is the next challenge for US policymakers, who wiint to keep the
recovery on track as we enter an era of austerity.

Against the mixed economic backdrop, company néovg fias been
encouraging, helping the US equity market returpresLehman
crisis levels. According to Standard & Poor’s, S8 operating
earnings per share are forecast to show a 47.08aise for 2010 as a
whole, implying the biggest annual gain in corperaarnings since
1988. There has also been positive news fromdhganies that
received bail-outs during the credit crunch. Lmsnth, the US
Treasury sold its final tranche of shares in Caigp, realising an
overall profit of $6.85bn on the $45bn worth of it acquired as
part of the rescue in 2008. The insurer AIG i algking progress
towards repayment, announcing recently that itrheed $37bn
towards repaying $180bn. A buoyant corporate enwirent looks set
to continue into 2011 and, in our opinion, US eiqgitire attractively
valued both against history and versus US goverhimamds. We
believe the US equity market is well placed to mpkagress and
recommend that current allocations are maintained.

The S&P 500 index provided, in US dollar termsptaltreturn of
+23.27% over the last six months and +15.06% dweldst year. In
sterling terms, the returns are +17.79% over thiedix months and
+18.68% over the year.
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24.

Japanese Equities

Macroeconomic indicators released in December werstly
downbeat. Deflation appeared to stabilise but neetbfirmly
entrenched, as prices fell 0.5% yoy. Househole&edjure continued
to contract, down 0.4% yoy, despite the economyrigafirmed since
2009. This was most likely caused by an unexpedtep in wages,
as average cash earnings fell 0.2% yoy (againstecmus forecasts
for a 0.6% increase). The downside surprise isquéarly significant
considering that companies typically give out bizarcash bonuses
in November to enable employees to purchase ditac of the year-
end holiday season. Therefore, the year-on-yexqr idrearnings is
most likely the result of smaller bonuses, whichldde a sign of
decreased corporate profitability or, at the veast, heightened
caution about the general business outlook.

Japan’s PMI Manufacturing index, a measure of pasiiy
managers’ intentions and widely regarded as a fmwdard indicator
of economic growth, was 48.3 in December, the foattaight month
it has recorded below 50.0, which signals contoactiThis is in
marked contrast to better than expected figuresn the US and
German PMI indices. As a result, corporate Japairtues to take
steps to cut costs and consolidate operationshifasthe country’s
largest chipmaker, announced the sale of its slinggraphics chip
division to Sony, and revealed plans to outsourodyrction of other
lower-margin chips to Korean rival Samsung.

The yen strengthened again in December, possilpetdy the
repatriation of profits at multinational firms, ing c3% against the
US dollar in the month. As at the time of writirige yen/dollar rate
trades about the 82.0 mark, which remains sigmiflgastronger than
the average rate of 86.5 budgeted for the firsttquaf the year,
according to the most recent Tankan survey, agidlapan’s largest
manufacturers. Hence, if the yen continues to hatdind current
market levels, it is likely that overall corporgefitability will be
negatively impacted.

Japan faces a number of headwinds, but this Eyrite degree,
reflected in the low valuations on which Japanegetes trade
relative to their international peers. Furthermaeve note that large
companies continue to adapt to the strong-yen enwient by
engaging in aggressive cost cutting. Many comsamerld leaders
in their own right, continue to trade close to baaliscount to their
balance sheet value. On balance, we believe threatisation of
global economic conditions will offer opportunitissdue course, but
are not, for now, recommending increased allocation

The FTSE Japan index provided, in yen terms, & tetarn of
+8.37% over the last six months and +0.54% ovelasieyear. Yen
strength means that, in sterling-adjusted terngsraturns are
+12.99% over the last six months and +19.03% dweréear.
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25 Asia Pacific (excluding Japanese) Equities

December proved to be a good month for stock maiikethe region,
as the benchmark MSCI AC Asia Pacific ex Japanxmdse c7%,
buoyed by generally positive sentiment in developguity markets.
Relative weakness in Chinese equities detracted fhe region’s
overall performance, as China recorded annual coesprice
inflation of 5.1% in November, which surpassed navslyst
estimates, prompting the central bank to raiseesteates for the
second time in three months and increase bankveesequirements
once again. China’s PMI Manufacturing index alsib dinexpectedly
in December, a likely reflection of the continugghtening of
monetary policy in 2010.

High inflation and yuan appreciation have been gahepositive for
the other major economies of the region. Austiadia benefited from
a 48% yoy increase in prices for its commodity etgdHong Kong
and Singapore have seen demand for their finaser&ices jump on
the back of higher corporate activity, and manufacy rivals South
Korea and Taiwan have become more competitive @earrency and
inflation factors. In our view, the Asia Pacifie @apan sector should
continue to benefit from the region’s strong ecommfundamentals
and favourable demographics.

Fig. 2 Price to Book Ratio of Asia Pacific and UB8c& Markets
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On fundamental measures of value, such as pribedk (see Fig. 2),
equity valuations in the region trade a touch alibeg& long-term
averages, but well below their historical peaksl #mnine with the
developed world. We do not think these valuatiaresexpensive
given the higher growth potential of these mark&ige recommend
that current allocations to the sector are maiethiwhere appropriate.

The FTSE All-World Asia Pacific ex Japan index pd®d, in local
currency terms, a total return of +17.90% overlésé six months and
+13.24% over the last year. When translated it&disg, the returns
are +21.95% over the last six months and +23.888f the year.
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2.6.

Emerging Markets Equities

Emerging markets enjoyed a strong 2010; the MSCéiiging

Markets index gained nearly 19% over the year ifadterms.
December proved to be a particularly strong montth the index
gaining c7% as investors reacted positively to iBesg Obama’s
announcement that the Bush-era tax cuts would temded, further
reducing the likelihood that the US economy woualll hack into
recession. Despite the strong performance of thadomarket base, a
notable laggard over the year was China; the Steari@bmposite
finished c14% lower and is 45% off its October 20@Fh.

Although many emerging market economies continugrdéa at a
rapid pace (China is expected to record GDP gra#t0% for 2010
and India 8.5%), there are a number of headwinatsgblicy makers
are struggling to overcome, the most notable bifigtion,
particularly in food prices. Food prices are ad2% higher than at
the end of 2009 and, given adverse weather conditiamd structural
increase in demand, prices appear unlikely to softehe short term.
Investment inflows have also been challenging. drRiéeamounts of
money have been deployed in the region, resultirgsignificant
appreciation of many emerging market currencidse Brazilian real
has appreciated by 13% since May, while the Taisammllar
reached a 13-year high versus the US dollar in Déee. Many
economies have imposed taxes on foreign investment attempt to
cool speculative inflows. South Korea, for exampigs introduced
both a withholding tax on government bonds andpaaraederivatives
trading in the last two months. During 2011, wpet monetary
tightening in the region to continue as liquidityeated in the West,
continues to flow into the emerging markets, ants pyward
pressure on inflation.

The MSCI Emerging Markets indekas rallied c150% from its
March 2009 low to date. While there remain sonspdaiities between
the growth prospects of various emerging markehecoes and the
valuations of their equity markets, the broaderketras represented
by the MSCI Emerging Markets Index, does not lowkrpriced —
trading on c16x forward earnings, which is broadljine with
developed markets. We view this valuation asdgaien the high
growth potential but more volatile, economicallysiéive nature of
the emerging markets. We therefore recommencctivaént
allocations are maintained, where appropriate.

The FTSE All-World Emerging index provided, in lbcarrrency
terms, a total return of +26.80% over the lastnsonths and +19.82%
over the last year. In sterling-adjusted terms,rédturns are +21.17%
over the last six months and +23.58% 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

Having fallen for much of the year, 10-year goveemibond yields in major
western economies reached a nadir in the thirdiguaf 2010 and have since
risen. Despite this recent rise, in the US, UK @&simany (among others), yields
remain below their levels at the beginning of lgestr, meaning that there have
been capital gains for bondholders. As much ag#iseng of the pace of
economic recovery took yields down, building opsmiabout growth this year,
together with a related pick up in inflation ex@ins, has driven yields higher
once more.

The final burst of strength in US 10-year Treaswyds, which saw the yield
reach a year low of 2.38%, was driven, at leagtirt, by the expectation of
further monetary stimulus from the Fed. In additio reinvesting c$250-300bn
of cash flows from the mortgage-related debt itdidun the original round of

QE, it now also plans to purchase a further $60ffliS Treasuries by the end of
June. As is often the case, when details of thesomes were finally announced in
early-November, much of the expected positive impaxs already reflected in
market prices; thus, yields subsequently rose.

In the UK, the stronger than expected economic tiramd persistent above-
target inflation have meant that the Bank of EndlamMonetary Policy
Committee (MPC) has not extended its QE programAmyever, should the UK
economy prove less resilient to the impending fisqaeeze, more QE is likely to
be forthcoming.

While we believe that the diversification valuegilts is attractive, particularly in
the event of a Japan-style deflation scenarioirthigrance they offer, in our view,
comes at too high a price. We therefore contioue¢ommend zero allocations
to conventional gilts, being mindful that they abincur further capital losses if
the economy continues to grow more strongly thamtlarket is expecting, or if
policy errors lead to an inflation shock or a loggonfidence in sovereign credits.

The extraordinary monetary stimulus employed tonteuthe 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 recomuin@aintaining existing
allocations to inflation-linked bonds. However, wew UK index-linked gilts
(ILGS) as fairly fully valued. Fig. 3 shows thatgield on the 2%2% Index-
Linked Treasury Stock 2020 is low relative to iwrohistory.

Fig. 3 Real vield on 2%% Index-Linked Treasury &t8620
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Saunderson House Limited 10 Authorised and Regulated by the FSA



Market Commentary January 2011

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, Swedistt Aostralian inflation-linked
bonds, among others, offer significantly highel sgelds than their UK
counterparts (see Fig. 4).

We therefore recommend that, where appropriatecations to index-linked
bonds are weighted towards sterling-hedged fundgotial inflation-linked
bonds. As well as obtaining higher real yieldsnagers of such funds may also
exploit duration and relative value opportunitiestd further value. Our view is
that such funds will offer a degree of protectibreal yields on ILGs revert to the
levels at which they have traded in the past.

Fig. 4 Global index-linked government bond yields

Percent
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Source: Reuters EcoWin

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. 5). Implied default rates an& &nd, in aggregate, corporates
have strong cash balances due, in part, to thewuaisg of labour and
component sourcing to cheaper areas overseas.rdhegdo the Financial
Times, companies now have c9% of their assetsah.c@this figure is forecast
to rise to 12%, one-third higher than at the pdake last business cycle. This
healthy cash position can be observed by the récergase in takeover
activity including HP’s acquisition of 3Par anddhs$ purchase of both

McAfee and Infineon’s wireless division. More ratdg, US biotechnology
company Genzyme has received a c$20bn bid fromfiSsamentis, and Rupert

Murdoch’s News Corp is seeking to buy the 61% oky@bthat it does not
already own.
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Fig. 5 A-grade corporate bond yield and 10-yeanggld (gap = spread)
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While continuing to favour corporate bonds we dinaeviedge that they may
be vulnerable to a further increase in governmentltyields, and we certainly
do not expect a repeat of the substantial capdiaisgseen in 2009. We have
therefore been recommending that corporate bondailbns are invested in
bond funds with more strategic mandates. The nesay these funds invest
where they believe the market is rewarding thenr@ppately for risk, while
avoiding areas that look expensive. They canlasige interest rate risk and
exploit arbitrage opportunities between differeomt issues to protect and add
value. Such funds are also our preferred routelitaiining exposure 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 +1.00% over the last
six months and +6.43% over the last year. The BRIPension Index-Linked
Gilt sector provided a total return of +4.13% otrex last six months and
+8.14% over the last year. The ABI Pension Stgr@dorporate Bond sector
provided a total return of +2.71% and +8.73% ohersame periods.
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4. Property

After a 36% correction (in total return terms), gngdin June 2009, the UK
commercial property market has staged a healthyvexg and is now, in our
opinion, fairly valued. Property yields are, oreeage, c6.4%; broadly where
they stood at the beginning of 2004 before the lamgrun which took them
down to c4.5%. At current levels, commercial propgields offer a
reasonable spread over gilt yields. This is nesgsand warranted
compensation for depreciation, the illiquidity anemercial property and the
risk of default by tenants. However, yields vacyass regions and sectors.
Central London offices now offer yields as low &8,4vith investors
anticipating a strong recovery in rents as thetaipieconomy recovers and
occupiers pay up for limited space — a consequehaealearth of construction
during the credit crisis. In contrast, regionalustrial assets can still be
purchased on yields above 9%.

Despite the relatively attractive yield on offdretrecovery in commercial
property has slowed recently. In our view, thithis result of several factors
which are likely to persist over the coming montRastly, after strong gains
over the last year, some investors will be takirgfits. Secondly, we note that
there has been a fall in the number and value afiyases, particularly from
institutional investors, since the start of the men Simultaneously, there has
been an increase in sales, particularly by banks.

We believe that, in order for capital values to malgnificant progress from
here, rents need to start rising again. Thikelyito depend on the pace of the
economic recovery in the UK, as rental growth hatohically been closely
correlated with GDP growth. While the recoveryaie has been strong, its
pace has been slowing since the end of the seagarteqg of 2010. Therefore,
rental growth, except in areas of constrained sypich as London offices,
may still be some way off. However, that doesmetn we are pessimistic on
the prospective returns from UK commercial propestgr the coming year. |If
prices remain static, an income yield greater thahoffered by cash and gilts
is still attractive. We also believe that, in agenably stable environment,
skilled and well-resourced fund managers shouldide to add capital value
through asset enhancement, lease extensions aeitimgs.

The ABI UK Pension Direct Property index providetbtal return of +2.85%
over the last six months and +10.57% 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 returned +0.25% over the last six months @808 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.

In 2008 and 2009, more than 1,000 hedge funds livprielated each year,
according to Chicago-based group Hedge Fund Rdsearaiumber of high
profile hedge fund managers have decided to clese funds, including
Stanley Druckenmiller, who has begun the processtafning capital to
investors in Duquesne Capital Management becausasédissatisfied” with
its performance. The third quarter of 2010 sawgeddind launches overtake
liquidations for the first time since 2008. As @stment banks have downsized
their proprietary trading desks, a number of traderve taken the opportunity
to set up their own funds. However, the numbdiqoiidations may yet climb
higher since, as at the end of the third quar#¥ 4f hedge funds were yet to
meet their high-water mark for the year, a seriessge for those managers
without substantial assets under management.

In our view, the industry’s ability to justify higtharges and performance fees
remains questionable. Nevertheless, the hedgeifglustry has emerged from
the financial crisis in a very different shape.sialler universe of funds,
generally employing lower leverage, charging, oerage, lower fees and
offering better compliance standards, higher legélsommunication, greater
transparency, more appropriate and independenatraiumethods and greater
liquidity are, in our view, all welcome development

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. Weédieve that the index almost
certainly overstates returns. This is becaussubenission of data to the index
compilers is voluntary and it is unlikely that fdl or poorly performing funds
will submit numbers for inclusion. The effect whlé that the index figures
overstate the true performance that might be egpdcom a range of hedge
fund investments, perhaps by as much as severmeage points.

The HFRX Global Hedge Fund GBP index provided alt@gturn in sterling
terms of +6.50% over the last six months and +5.09&% the last year.

The above commentariesreflect our viewsasat 19 January 2011. 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 June 2010 to 31 December 2010 and the twelve month period from
31 December 2009 to 31 December 2010 (source: Lipper Hindsight).
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