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This report is for general guidance only and regméesour current understanding of law
and HM Revenue & Customs practice as at 17 May 20¥& cannot assume legal
liability for any errors or omissions and detaitl/ice should be taken before entering
into any transaction. The value of investmentsamgdincome therefrom can go down
as well as up and you may not get back the fullarhgou invested. Levels and bases
of, and reliefs from, taxation are those curreafhplying but are subject to change and
their value depends on the individual circumstarufdbe investor.
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1. Economic Outlook

The global economy grew by 5.0% in 2010 and, adngrtb forecasts by the
IMF, it should grow by 4.4% in 2011. While thisashealthy rate of
expansion, growth remains skewed towards the dpwejeconomies. More
importantly, what growth there has been in devalopeonomies has been
achieved only with the support of ultra-accommogatnonetary policies,
including low interest rates and quantitative e@4@E). In the US, the
implementation in late 2010 of a second tranchguaintitative easing (QE2),
together with tax-focused fiscal stimulus, dematss that policymakers there
believe that the economic recovery remains unsatisfy. In the eurozone,
crises in Greece, Ireland, and now Portugal hagreired EU and IMF
intervention to head off sovereign default. Inalapa concerted effort from
the world’s major central banks has been requidthtt the strengthening yen
in the wake of March’s earthquake and resultamiasu. By contrast, many
emerging markets, notably those of the Far EasSanth America, have
achieved strong economic growth without governnsepport.

Looking to the remainder of 2011, the global ecopasnin our view, likely to
continue ‘muddling through’, much as it did in 201Risks remain, not least
inflation driven by rising commaodity prices. Ceaaitbanks appear keen to put
interest rate normalisation on the political agebdiare mindful of the
fragility of economic growth. In Europe, despite problems of the
periphery, the eurozone’s central bank, the ECBabe the first major central
bank to raise interest rates in this economic ¢yaleeit by only 0.25%. In
emerging economies, inflation is also a seriousahand policy is being
directed to ensure that it does not become enteshcBther threats to the
continuation of the recovery include: (i) a maj@rdption to oil supplies,
caused by an escalation of conflict in Middle Eastal producing nations,

(ii) a deepening of the eurozone crisis, this tpaeehaps engulfing major
economies such as Spain and lItaly, (iii) a shawdbwn in China’s economy.
Notwithstanding these threats, we believe theseiicient momentum in the
global economy to justify a positive view on rissats, including equities.

Selected Index Performanceto 30 April 2011

6mth 1yr 6mth lyr
Return Return Return Return
) ) (LC) (LC)
FTSE All Share 9.09% 13.68% 9.09% 13.68%
FTSE Europe ex. UK 12.05% 16.94% 9.51% 14.21%
S& P 500 11.54% 7.57% 16.36% 17.22%
TOPIX 1.19% -6.23% 6.35% -11.81%
FTSE All World Asia Pacific ex. Japan 6.71% 12.53% 6.22% 14.97%
FTSE All World Emerging Markets 3.31% 9.91% 7.78% 19.77%
FTSE UK Gilts5-15 Years -0.54% 7.13% -0.54% 7.13%
FTSE UK Index Linked Gilts5-15 Years 3.62% 8.56% 3.62% 8.56%
Bar Cap World Government Inflation Linked 1.69% 6.23% 1.69% 6.23%
BofA Merrill Lynch Sterling Cor porate Bond 1.24% 7.23% 1.24% 7.23%
BofA Merrill Lynch Sterling Broad Market 0.55% 6.64% 0.55% 6.64%

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 expanded 0.5% over the first quatt@011,
following an equivalent contraction in GDP over thst three months
of 2010. From here, the course of the economiovey is hard to
predict, with fiscal tightening and rising commadirices weighing
on growth. Loose monetary policy, meanwhile, isracto support
the recovery and we expect the Bank of England jBokeep short
term interest rates at historically low levels Lgtowth becomes self-
sustaining.

Regardless of the uncertain backdrop for the Ukhenowy, it is
important to note that just c25% of UK-listed comigs’ profits are
derived from the domestic economy. Firms that geeehe bulk of
their revenues overseas, particularly in fastewgrg emerging
economies, are enjoying strong earnings growthilénthis provides
a fundamental case to favour such stocks over UKrcepeers, we
remain mindful of valuation. Fig. 1 shows the demd yield on the
overall market (black), sectors of the market tratbeneficiaries of
strong global growth (red), non-cyclical, defenseeetors (green) and
out of favour sectors with high dependence on timaabtic economy
(blue). This indicates that, on a c3% vyield, thesldl UK market
offers reasonable value and that allocations toedHities should be
maintained. However, the yields on global grovtticks are now low
relative to their own history and the market. T$uggests that a
continuation of strong earnings growth is largefiggd in. In
contrast, defensive stocks trade on high yieldspaoed to their
history and to the market, while out-of-favour reery stocks also
appear relatively cheap. We therefore believe Wh@aallocations
should not be solely focused on overseas earners.

Fig. 1 Dividend Yield on UK Equities
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= Recovery Sectors (Banks, Life Insurance, Telecoms, Retail and Publishing)
= (Global Growth Sectors (Technology Hardware, Industrial Machinery, Mining and Oil & Gas)
= Whole UK Market
Defensive Sectors (Utilities, Pharmaceuticals, Tobacco, Aerospace & Defence and Food & Beverages)

Source: Thomson Reuters Datastream
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2.2.

European (excluding UK) Equities

Portugal became the third eurozone economy, afteece and
Ireland, to reach an agreement on a bail-out ftoenlMF and EU at
the start of May. The rescue plan, (c€78bn) \eijuire the country’s
government to reduce its deficit from last year’s¥® of GDP to 3%
by 2013. Harsh austerity measures look certaibddin public and
private sector employees. An estimated €550mpge&bed to be cut
from the country’s health expenditure, public segtages frozen or
cut, and state pensions reduced. Yields on govemhoebt issued by
peripheral European economies reached record lawats
speculation they will be unable to avoid furthestrecturing (Fig. 2).

Fig. 2 European 10-year Government Bond yields

In April, the ECB delivered its first interest raise in three years,
from 1.00% to 1.25%, the first of the major, deyeld market central
banks to do so. Given the current strength of tr@nomy, Germans
welcomed the ECB action. While factory orders yreztedly
dropped 4.0% in March, their biggest monthly fatice January 2009,
the German manufacturing sector remains partigulehlthy,
expanding at the second highest pace on recorgiih, Ariven by an
acceleration in output growth. Germany is keentaakee inflation
becoming embedded and feeding through into broadge growth,
particularly given the country’s unemployment rat&.1%, its lowest
in 20 years. However, peripheral eurozone govemntsnare likely to
be less enthusiastic about the ECB’s actions, mngconcerned that
further rate rises could increase the chanceseofvbaker economies
experiencing a prolonged period of stagflationemession.

While news flow from the peripheral eurozone coiastis likely to
dominate headlines for the time being, the corezane region hosts
many companies that generate a significant prapodf their
revenues in the US, Asia and emerging marketstaréfore should
be relatively immune from continued weakness ingéephery.
Moreover, these companies are attractively vale&tive to their
history and global peers. We therefore recommeatidurrent
allocations to the region are maintained.
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2.3.

North American Equities

With headlines dominated by natural disasters atitiqgal unrest
across the globe, it may seem somewhat surpribatdtS equities
posted their best first quarter return for 13 yptims S&P 500 index
finished 5.77% higher in US$ terms. In contras2@d0, when global
tensions had more lasting effects on market sentinmevestors have
been quick to refocus on fundamentals which, inidBe include a raft
of positive economic data releases and forecagsirdgeeorporate
earnings, providing cause for optimism on the recpv

The US economy expanded at an annualised rat@4f ih the first
quarter, showing steady growth after the 2.9% esjoarfor 2010.
Encouragingly, labour markets are now also showingodest
improvement; the unemployment rate has fallen f808% to 9.0%
since November, and non-farm payrolls are showirsigsned
progress, marking their largest gain in April fdr honths.

Fig. 3 US Employment Improving
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The Fed recognised the improving economic climaiésiJanuary
policy meeting by upgrading its forecast for 201R>growth to a
range of 3.4%-3.9% from its previous forecast 602.3.6%. Rising
food and oil prices, however, are beginning to @emsumer
confidence, most notably among the lower incomesbbalds, who
also continue to suffer from weakness in the hausiarket. While
Fed Chairman Ben Bernanke believes commodity pnitztion will
prove transitory, should it persist, it may actasgnificant drag on
the economic recovery. Policymakers, meanwhilé,aFsome point
need to address the mounting fiscal deficit whatl$1,300bn, caused
Standard & Poor’s (S&P) to put a negative outloaktme country’s
AAA credit rating in March. It is unlikely, howevethat any fiscal
retrenchment will begin this year.

Looking at the corporate environment, US compaodgginue to
report strong growth and, in our opinion, US e@sitare attractively
valued both against history and versus US goverhbamds. We
believe the US equity market is well placed to mpiagress and
recommend that current allocations are maintained.
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2.4.

Japanese Equities

Data released in April revealed a large declinedimsumption and
trading activity, largely attributable to the magiie 9.0 earthquake
that struck north-eastern Japan on 11 March 2@idusehold
spending for the month of March fell 8.5% yoy, wergonsensus
estimates of a 7.0% decline, while trade data sstggethat Japan’s
export growth had begun to slow in February, evefiote the natural
disaster affected production capacity.

The situation at the Fukushima Dai-ichi nuclear poplant has been
brought under control and radiation concerns hageded. However,
a large proportion of Japan’s power generation dapeemains
offline, raising concerns that rolling blackoutsutbaffect economic
activity in the summer months, when electricity @ typically
spikes. Officials estimate that Japan will haveubits power
consumption in the months between June and Augu$b® - 25%,
failing which, it may be necessary to implementeieity rationing.

Fig. 4 USD/JPY Exchange Rate
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The Japanese currency has resumed its trend nf#tening against
the US dollar despite post-earthquake monetaryvetgion from the
G7 central banks. Considering the average ra#¥®&3.9 budgeted
for by Japanese manufacturers (according to the raosnt Tankan

survey), estimates for Q2 2011 corporate earningi&ide revised

lower if the yen holds around the current $/¥86\&I.

Japanese equities continue to trade on relatieshywhluations
compared to their international peers, howeves, ighreflective of the
headwinds the country faces. Recent events haviemdamentally
altered our view on the investment prospects fpadand we are not,
therefore, recommending increased allocations.

Saunderson House Limited 7
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2.5.

Asia Pacific (excluding Japanese) Equities

Regional markets began April relatively muted dsrahocks in Japan
and S&P’s downgrade of the US credit rating outlonkacted
investor sentiment. However, the benchmark MSGaARacific ex.
Japan index ended the month ¢3% higher after theummtement that
China’s Q1 GDP rose 9.7% yoy, exceeding analystéegpions for
9.4% growth. Investors were also surprised bystheng growth in
domestic credit: despite a string of monetary #giig measures and
new laws to curb property speculation, Chinese daitik issued
740bn yuan of new loans in April, significantly hig than the
government target of c600bn yuan per month.

Inflation continues to be a key concern of governtaén the region,
as the costs of living (especially housing) arenggaster than wages,
fuelling social discontent. A number of countriegluding China
and Singapore, have responded by enacting puméies on property
transactions. This increases the risk of poliegrst which could end
up affecting GDP significantly in the medium term.

Fig. 5 Asian Consumer Price Inflation
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Investors may also be showing signs of fatigueinhil public
offering of the 25bn yuan (£2.2bn) Hui Xian REITomy Kong’s first
yuan-denominated listing fell 11% on the first ddyrading, despite
expectations of strong interest. The REIT holdetsspun off
Cheung Kong, the flagship holding company of Asi&sest man, Li
Ka-shing. The poor reception was reminiscent efNtarch 2011
debut of Hutchison Port Holdings, which fell 7%itis first day.

We are conscious that the risks of a correctiaanffmarket or policy-
led factors) have increased, as markets contino®tee higher, but
we would balance that against the fact that the Rsicific ex. Japan
region is still supported by strong economic fundatals and secular
growth factors (e.g. a rising middle class consym#é/e recommend
that current allocations to the sector are maietiin
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2.6.

Emerging Markets Equities

Emerging markets, as measured by the MSCI Emelgangiets
index, finished April broadly flat in local currency tes but
underperformed their developed market counterpartdhe third
month (out of four) this year. Concerns aboutatifin continue to
impact investor sentiment; food prices in emergimaykets have risen
c10% over the last year, while the price of cruillésac50% higher.

Fig. 6 Chinese CPI and Lending Rate
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In an attempt to combat rising inflation, emergmagrket policy-
makers have increased interest rates and bankeasguirement
ratios, and imposed taxes on foreign investmeWthile these
measures have proved effective in certain count@se of the
larger, high growth economies have struggled togomflation under
control. Inflation in India (8.7%) and Brazil (64 remains elevated
despite the respective central banks of both cmsiraving raised
interest rates by 125bps since November 2010.

The continued inflationary pressures, along with¢hrrent political
turmoil in the Middle East, have reminded investbis there are a
number of risks in emerging markets. However réoent under-
performance of the region’s equity markets has nvatleations more
attractive and, based on historical earnings, eimgrmgarket equities
now trade at a discount to developed equity makedsin line with
their historical average. We view this valuatiefar and believe
that the emerging markets should continue to befrefn strong
growth prospects and economic fundamentals, inegutiivourable
demographics. We therefore recommend that cualérdations are
maintained.

" MSClI includes 21 countries in its emerging marletex: Brazil, Chile, China, Columbia, Czech
Republic, Egypt, Hungary, India, Indonesia, Malaysilexico, Morocco, Peru, Philippines, Poland,
Russia, South Africa, South Korea, Taiwan, Thailand Turkey.
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3. Fixed I nterest

In the developed world, anaemic economic growthrafatively high inflation are
sending conflicting signals to bond markets. Témutt is a high degree of
volatility, as evidenced by movements in the beratkni0-year gilt yield over the
past year (Fig. 7). We believe that this volatitibuld continue for some time,
though the historically low levels of governmennbtgyields suggests that, over
the longer term, the direction of yields will bewgrds. This view is supported by
implicit messages from central banks that theywalleng to tolerate above-target
inflation for the foreseeable future.

Fig. 7 Volatility in the 10-Year Gilt Yield
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We do not, therefore, recommend holding conventigitis or bond funds that,
through long duration (a measure of sensitivityigdd movements), are closely
correlated to gilts. This includes investment gradrporate bonds, which had
been our preferred area of the fixed income unésensce January 2009. Fig. 8
shows that corporate bond yields are now closkda@verage level they have
traded at over the past decade. However, thid g@h be separated into two
components: the underlying government bond yiettithe credit spread. The
latter reflects the additional yield paid to comgetie investors for the risk of
default and the illiquidity of the bonds.

Fig. 8 A-Grade Corporate Bond Yield and 10-Yeat ®ikld (Gap = Spread)
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Considering the above, the underlying gilt yieldimattractively low, but the

credit spread remains wide relative to history. Warefore favour “strategic”
bond funds whose managers have the scope to sefia@ae two sources of risk
and return from portfolios of bonds, and captueedpportunities that they deem
most attractive. At times of positive sentimenaods risk assets, this may be the
credit spread on corporate bonds, though theiitflexmandates also allow them
to profit from falling government bond yields imes of risk aversion.

Another area of bond markets that we favour isxrd&ed bonds, where
coupons and capital values are linked to measuiri@diation. Historically, we
have preferred index-linked gilts (ILGs), thoughwnoonsider them to be trading
at fair value. Fig. 9 shows that the real yieldtlo& 2%2% Index-Linked Treasury
Stock 2020 is low relative to its own history.

Fig. 9 Real vield on 2%% Index-Linked Treasury 8t8620
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While real yields on ILGs remain low, we contineer¢commend that, where
appropriate, investors obtain part of their inBatprotection through sterling-
hedged funds of global index-linked bonds. Theseige access to bonds with
significantly higher real yields than on their UKunterparts (see Fig. 10), and
their managers may exploit duration and relatidee@pportunities to add further
value. Our view is that such funds will offer egdee of protection if real yields
on ILGs revert to the levels at which they haveédin the past.

Fig. 10 Global Index-Linked Government Bond Yields
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4.

Property

The yield on the UK commercial property market hasn virtually static at
€6.5% since May 2010, reflecting limited capitabgth and broadly flat rental
values. In our view, this situation looks likety persist for the remainder of
2011, with the occupational market outside certoaldon remaining weak.
The capital is much more integrated into the gl@zalnomy than the rest of
the UK, and is seeing strong occupier demand amalrgrowth, despite
spending cuts and the recent weakness of the diecreesnomy. Outside
London, and particularly in regions (such as Liwaipand Middlesbrough)
with high unemployment and a dependence on thegséttor for jobs, the
occupier market remains sluggish, with falling seand high vacancy rates.

Turning to the investment market, the supply ofmariquality assets popular
with institutional and overseas investors remaimgéd. This is providing
some support to current valuations. However, Ban#ling is still heavily
rationed, particularly for properties in poorerdtions and those with short
leases, limiting the scope for leveraged buyeenter the market and bid
prices up. Banks (notably Lloyds, RBS and Irisadbank” NAMA) also

hold a lot of property assets on their balancetshbat they are now starting to
dispose of. However, while this may weigh on m@jdbe impact it would have
on banks’ balance sheets gives us confidence tadshl programmes will be
orderly.

As long as the above concerns and uncertaintiessspene believe it remains
appropriate for property allocations to be investefiinds of prime and near-
prime UK commercial properties, whose managersaciahvalue through
refurbishments and relettings. Such asset managenigatives should help
to provide stability of income and the potential fome capital growth over
the coming year.

Cash

Sterling deposits and monies held in AAA-rated iliity funds currently earn
returns broadly in line with the BoE Bank Rate &d@»% p.a. In comparison,
consumer price inflation reached 4.5% in April, lwhietail price inflation was
recorded at 5.2%. Given the low real yields avdéan cash, we have
recommended clients reduce the proportion helaitfqios in order to access
higher yielding investments, primarily through ieasing exposure to strategic
bond funds.

The above commentariesreflect our viewsasat 17 May 2011. Any material changesin economic

and market conditions between then and the time of writing your report will bereflected in our
recommendations.

Unless otherwise noted, all performance figuresaretotal returns (including incomere-invested) for

the six month period from 31 October 2010 to 30 April 2011 and the twelve month period from
30 April 2010to 30 April 2011 (source: Lipper Hindsight). LC = Return in Local Currency.
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