For professional investors only

Schroders

Global Market Perspective

Multi-Asset Group: Asset Allocation Views Q4 2011

This document represents the views of the Schroders Global Asset Allocation Committee.






Global Market Perspective

Introduction

Contents

Page 1

Fears of a double dip recession in the US, a hard landing in China and sovereign debt
concerns in the Eurozone drove risk assets lower in the third quarter. Investors sought
the safe haven of US Treasuries, despite a downgrade to their credit rating, whilst
German Bund and UK Gilt yields also fell to new lows. Gold and Asian currencies
benefitted, although sold off towards the end of the quarter as the US dollar began to
strengthen. The move was in part triggered by the action of the Swiss National Bank
(SNB) to weaken the Swiss franc, which had been driven to new highs by safe haven
flows.

Central banks responded to growth concerns with the US Federal Reserve (Fed)
launching “operation twist” to push down long yields, the Bank of England (BoE)
announced another round of quantitative easing and the European Central Bank (ECB)
extended liquidity to the banking sector. Monetary policy was also eased in some
emerging economies with, for example, Brazil and Indonesia cutting rates.

However, the area where action was desperately lacking was in Europe where
politicians singularly failed to get to grips with the crisis in the Eurozone. The lack of a
single decision-making body weighed heavily on sentiment as markets had to wait for
17 countries to ratify an increase in the bailout fund. Meanwhile, concerns grew over
the impact of a restructuring of Greek debt on the region’s banks and the risk of
contagion to other peripheral economies.

Given the level of uncertainty our asset allocation strategy has been to run a relatively
low level of risk and hedge against the danger of a deterioration in either the cycle or
Euro crisis. In practice this has meant a generally neutral stance at the asset class
level, holding relatively defensive equity positions and increasing exposure to the US
Dollar against the Euro.

Keith Wade, Chief Economist, Schroders
18th October 2011
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Global Market Perspective

Asset Allocation Views
Global Overview

Economic View Forecasts for global growth have been cut to reflect the weakness of consumer
spending in the first half of the year. This has been led by our forecasts for the
US where the economy almost ground to a halt in the second quarter. Growth
in the Euro area and UK has also been trimmed. Monetary policy is expected
to be looser as a result with rate increases now pushed out until 2013. Global
growth is still primarily driven by the emerging markets.

We are not forecasting a double dip recession as we believe temporary factors
held back growth earlier in the year and, more fundamentally, that the private
sector has adjusted to the financial crisis primarily through a higher household
savings rate. Nonetheless, we recognise that the risks are skewed to the
downside as households could cut back further in response to recent political
uncertainty and financial market weakness.

This is one of our scenarios. The other is for a break-up of the Euro. The
pressure remains high for a resolution of the crisis in Greece where debt is at
unsustainable levels. The task will be to manage a restructuring of Greek debt
in an orderly manner where contagion to other peripheral economies is
contained and support is provided to the banking system. There is a high risk
that the authorities fail to deliver on this and that the Euro subsequently
fractures.

Interest Rate View For the key central banks in the OECD, monetary policy is expected to remain
loose with interest rates on hold for an extended period with the possibility of
further quantitative easing by the Federal Reserve. The Fed has already
announced its intention to keep rates unchanged until at least mid-2013.

Across the Atlantic, the Bank of England has just announced a second round
of Gilt purchases and the European Central Bank has extended liquidity
provisions to the banks.

In the emerging world, central banks are likely to start reducing the pace of
policy tightening, with some even reversing previous rate hikes. This reflects
evidence of a slowdown in these economies, which is partly being driven by
the softening in global activity and effects from the crisis in Europe. While the
recent GDP outturn in China was weaker than expected, inflation remains
elevated, which suggests it is too early for an easing in policy.

Implications for While equities have moved to price in a deteriorating growth outlook and are
Mark offering attractive valuations, the potential for the crisis in Europe to deteriorate
arkets prevents us from taking full advantage of these valuations. As a result, we

have moved from a cautiously optimistic view on equities three months ago, to
a neutral position today.
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Global Market Perspective

Multi-Asset Group: Asset Allocation Views
Global Overview (continued)

Implications for

Markets

(continued)

Currencies

Importantly, we prefer stocks with defensive and high dividend paying qualities
over the cyclical markets such as small caps. Regionally this means the S&P
500 and the FTSE 100. In the US, the corporate sector should continue to
deliver positive earnings growth in the coming months, although at a slower
pace.

Meanwhile, we are neutral on Europe ex UK equities. Although the greatest
political and economic uncertainty remains in this region, a lot of bad news is in
the price and some progress towards a lasting solution of the crisis is expected.

For the emerging markets, we have retained our neutral stance. With stronger
fiscal balances and less sovereign debt, many emerging economies are in much
better structural shape than their developed counterparts. However, in spite of
growing domestic demand they are still exposed to potential softness in the
global economy. We are also concerned about the effect of a stronger US dollar
on these markets, particularly in Asia ex Japan.

For the bond sector, we have raised our position in high yield credit where
spreads are attractive, especially so given the strength of corporate balance
sheets. In comparison, we are neutral on government bonds after the recent rally
which has left valuations uncompelling given the level of real yields. However,
we recognise that key central banks are to keep rates on hold for an extended
period, and some have already undertaken further quantitative easing. Overall,
we are neutral on the bond asset class and light on cash.

Amongst the alternatives, we are neutral on commodities and property. For
commodities, this asset class has to balance the potential weakness in the
global economy with the loosening of monetary conditions worldwide. In
particular, we have added gold to the portfolio as protection from the likelihood of
an adverse outcome in Europe or further cyclical weakness.

To hedge against these risks, we also have long positions in the US Dollar
against the Euro. In addition, we prefer the Asian currencies, such as the Korean
Won (KRW) and Singapore Dollar (SGD) given that their economies are based
on much sounder structural footings including surplus external positions.

Table 1: Asset allocation —summary

Asset class Position Change v.Q3 Positives Negatives
Cash/short  Underweight No change Diversifier, liquid and hedge Real interest rate
dated bonds against risk aversion below zero
Developed Neutral Increase from Diversifier, low short rates,  Low real yields,
market very further quantitative and high issuance and
government underweight  liquidity measures default risk
bonds
Credit (High  Overweight Increase from Search for yield, strong Risk of recession,
yield) neutral balance sheets, attractive deepening of
spreads Euro crisis
Equities Neutral Decrease from Attractive valuations, robust Growth risks, slower
(developed) overweight earnings, cash flow and pace of earnings
increasing M&A growth
Equities Neutral No change Growing share of global Subdued global growth
(emerging) growth, policy pause or
loosening taking effect
Commodities Neutral No change Low real rates and structural Weaker final demand

increase in demand

The positions described above are generic and may not reflect actual portfolio positions
due to differences in clients’ risk appetite and benchmarks.
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Schroders Global Market Perspective

Economics

Executive Summary

Introduction

Central View

Alternative 1

Alternative 2

The macro tail-risks remain high and are skewed to the downside as investors
focus on the dangers of a return to recession and the future of the Euro.

Muddle through

Having nearly stalled in the first half of the year, global growth is expected
to firm as commodity prices ease lower and manufacturing supply chains
return to normal in the aftermath of the Tohoku earthquake. Corporate sector
spending continues to pick up and emerging markets remain relatively robust.
However, in the face of household de-leveraging and fiscal consolidation,
overall growth remains subdued in 2012. The Fed, ECB and BoE keep rates
unchanged until 2013, but the Fed holds off from further quantitative easing
in the US. Policymakers in Europe increase the bailout fund and support
the banking sector to allow an orderly default by Greece on 60% of its debt
in 2012.

Global recession

The US and European economies drop back into recession as the corporate
sector holds back spending and households retrench further in the face of a
rising fiscal burden and uncertain outlook for the Euro. European growth
suffers from a disorderly Greek default with contagion spreading to the
periphery and banks suffering severe write-offs. Growth in Asia slows as
exports fall. Commodity prices and inflation also decline, prompting
policymakers to ease monetary policy through rate cuts in the Eurozone and
quantitative easing by the Fed.

Euro break up

European policymakers fail to contain the crisis due to differing views on how
to support Greece and an inability to agree a sufficient increase in the
European Financial Stability Facility (EFSF). Greece exits in early 2012 and is
swiftly followed by other peripheral countries leaving a core group in the Euro.
Deep recession in the Eurozone hits growth in the rest of the world, resulting in
a collapse in commodity prices and inflation.

Economic central and alternative views —global summary

Central View Global recession Euro break up
2010 2011 2012 2011 2012 2011 2012

Growth 4.4 31 34 2.8 15 30 11
Inflation 2.8 3.8 29 3.6 22 3.6 17
Interest Rates* 0.5 0.7 0.7 0.7 0.5 05 05

Key: Growth — GDP y/y%, Inflation — CPI y/y%, interest rates — 3 month, %.
*Q4 interest rate, OECD average.

Chart 1: Global GDP Profile: Central view and scenarios
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Source: Schroders, October 2011
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Schroders Global Market Perspective

Strategy View: Dealing with the aftershocks from the financial crisis

Investors sell risk,
dash for safe
havens

Recent performance

Markets went from bad to worse in the third quarter as fears of a double dip
intensified whilst European leaders dithered over Greece. The result was the
worst quarter for equity market performance since the fourth quarter of 2008
with the US S&P 500 down 14.8%, the German DAX off 25.4% and emerging
markets down 15% (MSCI index in local currency). The Hong Kong Hang Seng
fell 21.5%, its worst performance for a decade. Commaodities also suffered with
copper down 25.6% and oil (WTI) losing 17% of its value. The safe havens
could be found in US Treasuries (up 12%), German Bunds (up 10.7%) and UK
Gilts (up 10.3%) while gold was up 7.8%.

Chart 1: Asset returns over the last 3 and 12 months (relative to US cash)
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Note: MSCI regional equity total returns in local currency relative to USD cash. Equities
(MSCI World TR index), HY (Merrill lynch US high yield TR index), IG (Merrill lynch US
investment grade TR index), EMBI (JP Morgan emerging market debt TR index),
commodities (DJ UBS commaodity total return index), gold (DJ UBS gold TR index) and
govt bonds (US 10-year generic govt. bond TR index) relative to US cash.
Source: Bloomberg, 30 September 2011

As a result of these moves, there are fears that we will see a rerun of 2008 and
the Credit Suisse risk appetite index has fallen to its lowest level on record,
what can be best described as deep panic (chart 2).

Chart 2: Risk appetite moves into deep panic
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Source: Credit Suisse, 11 October 2011
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Global Market Perspective

Strategy View (continued)

Outlook

Near term factors Against this backdrop the outlook for the world economy has become critical.
Like others we have cut our GDP growth forecasts, but we do not see a

_SuppOI’t a bounce recession in the world economy. In the near term it is clear that temporary

N growth factors played a role in depressing economic activity in the spring and summer.
The Japanese earthquake disrupted supply chains and hit manufacturing
production particularly in the auto industry. Production is now returning to
normal in Japan and supply chains are being replenished, indicating better
growth in coming months.

In addition, the surge in food and energy prices took a toll on demand in the
first half of the year by pushing up inflation and squeezing real incomes. Like
the supply chain effect, this is also reversing as commodity prices have
weakened and inflation has begun to ebb. The reversal of these factors
suggests a firming in activity ahead.

r e \V} More generally, we would also highlight the behaviour of spending on housing
epress evels

. : and consumer durables as a reason for not expecting a recession. These
_Of (?ydlcal Spendmg components typically drive recessions and recoveries, falling in response to
indicate that monetary tightening and then bouncing back as interest rates are cut. Today,
demand has with monetary policy failing to gain traction as households de-leverage, both

areas remain weak (chart 3).
reached a floor ( )

Chart 3: Cyclical spending remains depressed as households de-leverage
% of GDP
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Source: Thomson Datastream, Schroders, 13 October 2011

Whilst this does not bode well for a strong recovery, it does suggest that
household demand has reached a floor from which it is unlikely to fall
significantly. Such a conclusion ties in with the view that household savings
rates have stabilised and we will not see the sharp shifts which contributed to
the recession where consumers slashed borrowing and spending.

The world economy So no recession, but no strong recovery either and we would argue that the

iS Nnow more fragile experience of the past year has highlighted the fragility of the post financial
crisis economy. Before the crisis, shocks to activity could be effectively offset

as a result of the by a change in monetary policy. For example, a squeeze on households would

financial crisis be met by lower interest rates and a boost to consumer spending through an
increase in credit. This can be seen in the steady fall in the savings ratio in the
US since 1980, driven in large part by lower rates and rising asset prices (chart
4 on next page).
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Global Market Perspective

Strategy View (continued)

Chart 4; US savings rate and wealth

% Ratio
14 3.5
2 4.0
10 US personal savings
45 rate
8
6 50 — Ratio: Net worth/
disposable income,
4 5.5 inverted, rhs
2 6.0
0 6.5

60 64 68 72 76 80 84 88 92 96 00 04 08

Source: Thomson Datastream, 17 October 2011

In this way counter cyclical monetary policy helped stabilise GDP growth and
was part of the “Great Moderation” in volatility that took place in the decade
before 2008. Today, monetary policy has become less effective as
households, companies and banks focus on restoring their balance sheets by
de-leveraging (see chart 5). Lower interest rates help by reducing debt service
costs, but do not have the power to cause households to re-leverage and
reduce their savings rates at this point in the cycle.

Chart 5: US debt-to-GDP by sector
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Source: Thomson Datastream, Schroders, 13 October 2011

From an investment perspective, this suggests that activity will be more volatile
than in previous cycles, thus making assets like equities which rely on growth
more risky. It also suggests that commodities offer a good hedge against
fluctuations in growth as they are often the primary source of shocks.

. While the growth picture may be seen as a chronic problem, in the near term
The Euro: markets have to contend with the acute issue of the crisis in the Eurozone. The
no silver bullet situation is developing on a daily basis, but it is clear that the members of the
EU have hardened their stance toward Greece, delaying the release of aid until

greater commitments to fiscal consolidation have been obtained.

We have discussed this in some detail elsewhere and identified three steps
needed by the troika (the EU, ECB and IMF) to stabilise the situation®. These
can be described as restructuring, recapitalisation and reflation. In other words,
a restructuring of Greek debt, support for the banking system (Euro TARP) and
periphery (an enlarged EFSF) and measures to boost growth.

! See Schroders Economic and Strategy viewpoint September 2011. The Euro: three steps and a leap for survival
Page 7



Global Market Perspective

Strategy View (continued)

Loss of
competitiveness
means any fix is
likely to be
temporary

Global growth still
driven by emerging
markets

Yet whilst the required action is clear, whether politicians will be able to deliver
remains uncertain. Clearly, the Euro area faces a watershed moment where
members will have to make a commitment to hold the single currency together.
The central view assumes we do see a solution in the next few weeks, followed
by an orderly default by Greece. However, the risks around this remain
significant and any move is only likely to prove to be a temporary fix.

The fundamental problem in the Eurozone is the loss of competitiveness in the
periphery as a result of running higher inflation during the past few years.
Labour costs have risen faster than in their trading partners and the peripheral
economies are running trade deficits. Consequently, any deal struck today will
probably have to be repeatedly renewed in order to keep countries on track as
growth is unlikely to be strong enough to withstand fiscal tightening. Ultimately,
the only permanent solution is a fiscal union where the surplus countries in the
core transfer funds to the south. This is possible as the Euro area has a small
current account surplus (i.e. surpluses and deficits net out). At this stage
though such a move to a “transfer union” is opposed by Germany — the
ultimate paymaster of the Euro area.

From this perspective, there is no silver bullet for the Eurozone and
consequently the problem will continue to weigh on sentiment and markets,
punctuated by bursts of optimism as expectations rise for a solution. The best
hope for markets would be that concerns become limited to the Euro area
itself. However, given strong trading and banking links it is difficult for the rest
of Europe, the US and Asia to ignore any deepening of the crisis. Parts of the
emerging world are more vulnerable than the US. For example as a share of
GDP, China’s exports to the Euro area are greater than those of the US
(chart 6).

Chart 6: Trade links with the euro area
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Source: Thomson Datastream, Schroders, 13 October 2011

Overall we are forecasting a pick up in OECD growth in 2012 with the US
avoiding a recession. However, we caution that underlying growth has been
weakened by the crisis with the result that the OECD will experience a
relatively subdued outcome on the activity front. Policy is expected to remain
loose as a result with rates on hold and the possibility of more quantitative
easing in the US. In the UK the Bank of England has just announced a second
round of Gilt purchases and in the Eurozone the ECB has extended liquidity
provisions to the banks.
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Global Market Perspective

Strategy View (continued)

Negative real rates
on cash will
challenge investors

Looking further out, it is our view that the world economy faces a considerable
period where real interest rates are expected to be negative as monetary policy
leans against the headwind from fiscal consolidation. This will present major
challenges for investors who need real returns to meet their future liabilities.
The situation where it was possible for investors to sit on cash knowing they
would still receive a real return has gone. Going forward, investors will need to
take risk to obtain real returns and the search for yield will continue.

On the broader global outlook, the picture is still dominated by the emerging
world. Although emerging markets are linked into OECD demand with 40% of
exports going to developed markets, they have developed a growth dynamic of
their own. This largely reflects the strength of capital spending in China and,
although many regard this as a bubble, spending is likely to remain high given
the ambitions of the government’s five year plan.

Earlier in the year, the main challenge to the emerging economies was inflation
as commodity prices pushed up prices. Now that commodity prices are
moderating and growth is being threatened, central banks are holding off from
further tightening and some such as Brazil and Indonesia have begun to ease
rates. This has resulted in a softening in the performance of emerging market
currencies and markets.

Chart 7: Global growth forecast
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Source: Schroders, Consensus Economics, Thomson Datastream, October 2011

What are markets pricing for the world economy?

From a valuation perspective, risk assets are now trading at attractive levels.
For example, the PE (price-earnings) ratio on the US equity market is at the
lower end of its historical range at just under 13 times. Ratings in Europe are
even lower and dividend yields are between 4% and 5%. If we were to assume
a risk premium of 3.5% on developed equities over sovereign bonds, then
current market levels imply a medium-term growth rate of just 1.3% per annum.
The consensus amongst economists is for real GDP growth of 1.5% per
annum over the medium term suggesting fair value. Prior to the crisis
consensus expectations for growth were a percentage point higher (chart 8 on
next page).
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Schroders Global Market Perspective

Strategy View (continued)

Chart 8;: What is the market pricing? Implied growth from equity and
bond markets
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Source: Schroders, Thomson Datastream, Consensus Economics, October 2011
Alternatively, the relative performance of equity and bond markets suggests
that a US recession is already priced in. The relative market performance
implies a fall in the ISM to a range which has been consistent with a US
recession in the past (chart 9).

Chart 9: Market performance implies sharp slowdown
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Another sign of caution in the market can be seen in the high level of the put-
call ratio, an indication that many investors have taken out insurance against a
fall in the market (chart 10). From this perspective, there would seem to be a
significant amount of bad news priced in whether one takes prices or
positioning.

Chart 10: Put-call ratio highest since 2008
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Schroders Global Market Perspective

Strategy View (continued)

Slower profit growth On our baseline scenario, US corporate earnings should continue to increase,

although not as rapidly as before given the high level of the profit share (chart
11). Nonetheless, at the current level of the market this would put the S&P on
a prospective PE of between 12 and 13 times, a level we would consider to be

ahead, but
prospective ratings
are not stretched

fair value (table 2).

Chart 11: US profit share approaching a peak
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Source: Schroders, Thomson Datastream, October 2011

Table 2: Top down US profits and EPS forecasts

10

—— US profit share
as a % of GDP

——— Schroders
forecast

us 2009 2010 2011 2012
Economic profits

yliy% -16.6 36 72 3.6
Non.fin. share % GDP 5.7 7.3 75 75
S&P 500 EPS

Operating $ $57 $84 $98 $103
yliy% 15 47 17 5
Reported $ $51 $77 $91 $98
yiy% 243 52 18 7
S&P 500 PE market at: 1116 1257.6 1200 1200
Based on operating EPS 19.6 15.0 12.2 11.6
Based on reported EPS 21.9 16.3 13.2 12.3

Source: Standards & Poor’s, Schroders, 3 October 2011

Asset class implications

Against this backdrop, we would argue there is some upside for risk assets if
our baseline view of activity proves to be accurate. The key will be in avoiding
recession and a further deepening of the Euro crisis — our risk scenarios.

In practice, our exposure is concentrated in the more defensive areas of the
market such as the US and high quality dividend paying companies. We have
also raised our position in high yield credit where spreads are attractive,
especially so given the strength of corporate balance sheets.
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Strategy View (continued)

Another 2008?

Chart 12: US high yield spreads
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To hedge against the risks we also have long positions in the US dollar against
the Euro and a number of safe haven bets, for example in gold and the
Singapore dollar. Strategy will evolve through the quarter largely depending
on progress toward a solution to the Euro crisis and the performance of the
world economy.

The principal threat would be that a restructuring of Greek debt turns into
another 2008 with markets plunging as investors scramble for liquidity. At this
stage there are clear differences in terms of market awareness of where the
bad debt is held. Back in 2008, ignorance of who held what led to a seizing up
of liquidity as banks lost the confidence to deal with each other. Today those
holding Greek debt are known. Furthermore much of the debt is in official
hands with the ECB likely to take a significant hit. It is also the case that
support from the authorities in terms of liquidity auctions to the banks is in
place and there are plans for the recapitalisation of the sector. Whilst this
would suggest that market reaction will be more orderly than three years ago
each new crisis is different so the source of stress could still surprise us.

One area of doubt would be how other peripheral markets react to a Greek
restructuring: would Portugal and Ireland seek to restructure their debts on the
basis that Greece has been allowed to do so? How would markets see Spain
and Italy? The clear aim of the troika will be to put a firewall around any Greek
restructuring and the measure of success will be how far this limits contagion.
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Global Market Perspective

Regional Equity Views

Key Points

Besides the defensive sector qualities of the S&P 500, the US corporate sector should
continue to experience positive earnings growth in the coming months. Although the pace
of growth is not as rapid as before given the high level of the profit share.

Meanwhile, companies' balance sheets are well positioned to accelerate M&A activity and
investment spending.

Monetary conditions are to remain benign with rates kept low until at least mid-2013 with
the possibility of the Fed announcing a further round of quantitative easing.

0 Equities
+ us
+ UK

Fiscal consolidation and elevated levels of inflation are likely to dampen consumer
spending and growth prospects in the UK. However, this has to be balanced against a
loose monetary environment, as illustrated by the BoE recently expanding Gilt purchases.

The FTSE 100 companies are less geared towards the domestic economy; instead they
should benefit from solid overseas earnings. At the same time, the weakness in GBP
should aid exports of UK corporates.

0 Europe ex UK

Relative to the rest of the world, the greatest political and economic uncertainty remains in
this region. In particular, sovereign debt issues in the peripheral economies could
continue to present a major headwind in the market's performance prospects.

However, valuations have improved and the possibility of a more comprehensive
and lasting resolution to the debt crisis in Europe should be a positive for this higher
beta market.

0 Japan

On the macro front, production is returning to normal in Japan and supply chains are
being replenished, indicating better growth in coming months.

However, domestic exporters and the broader equity market remain vulnerable to the
strength of the yen. Furthermore, compared to a few months ago, investors’ sentiment
towards this region has become less upbeat.

- Pacific ex
Japan
(Australia,

New Zealand,
Hong Kong
and Singapore)

The risk of a hard landing in China could hamper the region’s performance prospects
given its global exposure. The prospect of a stronger US dollar is another threat.

On the other hand, markets such as Hong Kong and Singapore benefit from their linkage
with US monetary policy, which is to remain accommodative for an extended period.

0 Emerging
markets

While the emerging markets are linked to demand in the developed world, they have their
own growth dynamic due to their stronger structural fundamentals.

Sentiment towards this part of the world is vulnerable to concerns over a hard landing
scenario in China. This is underscored by the recent contraction in export growth in China
and weaker than expected GDP growth release.

Nonetheless, the pace of policy tightening by central banks in these economies could
start to slow down or even reverse.

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) O indicates a neutral position
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Global Market Perspective

Fixed Income Views
Key Points

0 Bonds

0 Government

Key central banks such as the Fed and the BoE are expected to keep rates on hold for
an extended period. The Fed announced its intention for interest rates to remain
unchanged until 2013. In turn, this could keep the short-end of the curve well
under pinned.

— The BoE has recently announced additional Gilt purchases in the order of £75 billion.
The ECB has also extended liquidity provisions to the banks. Looking ahead, there is
the possibility that the Fed may follow Operation Twist with another round of quantitative
easing.

— Meanwhile, sovereign debt concerns could continue to weigh on the performance of
peripheral European government bonds. On the other hand, a more comprehensive and
lasting resolution to the crisis could see periphery spreads decline.

— On valuation grounds, some of the government bonds in the major markets are looking
on the more expensive side given the level of real yields.

0 Investment — While spreads have widened for investment corporates, valuations remain in fair
Grade (IG) value range.
Corporate

Relative to cash, the yield on investment grade credit should stay attractive. However,
momentum behind this credit sector remains negative.

+ High yield (HY) The sharp widening in spreads over recent months has made high yield more attractive

from a valuation perspective.
— This view is reinforced by the strength of corporate balance sheets, which suggests that

spreads could narrow. Moreover, this sector should remain well supported due to the
strong pursuit of yield amongst investors.

0 Emerging — Many emerging sovereign issuers have a domestic economy in better fiscal shape than
market debt their developed peers. Moreover, local EMD returns are likely to benefit from a decline in
(EMD) inflation and interest rates in these emerging economies.

— Despite recent widening, emerging sovereign spreads are trading towards the more
expensive end.

0 Index-Linked

Inflation expectations are likely to depend on the balancing act between the weaker global
growth outlook and benign monetary conditions in the developed world.

— We still assume the core inflation rate to be subdued due to the presence of a significant
output gap. The exception continues to be the UK where CPI is expected to surprise on
the upside and looks set to remain above 5% for the rest of the year.

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) O indicates a neutral position
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Alternatives Views

Key Points

0

Alternatives

0

Commodities

The softening in global activity and concerns over a hard landing in the emerging markets
could limit upward pressure on commodity prices. Cyclical sectors such as metals and to
some extent energy particularly look vulnerable.

This has to be balanced with the loosening of monetary conditions worldwide with central
banks in the developed world increasing liquidity into the system. At the same time, the
emerging economies have started to slow down or even unwind policy tightening in the
face of domestic activity impacted by external pressures, such as the sovereign crisis in
Europe.

Industrial metal markets are broadly in contango in their forward curves, although Brent
crude is in steep backwardation.

The long-term structural themes behind the case for investing in agricultural commodities
remains compelling, such as a growing world population, climate change, emerging
market diet development and planting competition with biofuels. However, soft
commodities tend to be the least impacted by a cyclical deterioration in the global
economy.

For precious metals, gold in particular appears more attractive given that US interest rates
are expected to stay on hold until at least mid-2013. This in turn suggests that real rates
are to remain negative. Moreover, the performance of gold could benefit from investors
looking to hedge against tail risk and the possibility of further quantitative easing by the
Fed. However, the strength of the USD could put a dampener on gold fortunes.

0

Property

Growth in the UK and Eurozone face the headwind of the authorities tightening their fiscal
belts. In particular, concerns over solvency in the peripheral European nations are likely to
persist. Hence, there is the risk of upward pressure on property yields.

From a valuation perspective, the direct property sectors in the UK and Europe broadly

appear reasonable value relative to other assets. In particular, UK property yields are
looking attractive relative to cash and Gilt yields.

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) O indicates a neutral position
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