





Schroders Global Market Perspective

Alternatives
Commodities

With the exception of precious metals, commodity markets continued to weaken across the board going
into 2009. Investors have been piling into gold as a safe haven due to the global financial turmoil and the
threat of debasement to the US currency, leading to a strong performance year to date. In the energy
sector, prices have been depressed by weak demand although supply side measures such as the large
OPEC production cuts have had an effect in recent weeks as prices have rebounded. For such a rally to
be sustainable, there needs to be greater evidence of a stabilisation in energy demand. Meanwhile,
demand for most industrial metals and agricultural produce has also been relatively weak. While copper
prices gained an impressive 31.6% this year, the Dow Jones-AlG Industrial Metals Index has only
increased a modest 4.7% over the same period.”
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Historically, the performance of commodities has shown a good relationship
with G7 industrial production and this trend has continued in recent times.

This suggests that further weakness in global activity could be a setback for
commodities.
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According to the latest CFTC data, investors are starting to build up net long
positions in commodities after the steep sell-offs in 2008.The bulk of the long
positions are going into energy and precious metal contracts.

" LME copper spot price (USD) and DJ-AIG Industrial Metal total return index (USD) as of close of 31 March 2009.
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Alternatives
Property

Our outlook on the property market remains negative given the lack of financing for property transactions,
as the global economic outlook darkens. Capital losses due to the collapse in transactions were
exacerbated by the decline in income returns, as rental rates fell and vacancy rates soared. Meanwhile,
in the listed sector, UK property securities that managed to renew their bank financing are now burdened
with higher financing costs and terms that are more stringent. At the same time, if property liquidations
cannot be completed as planned and if property values continue to fall, these companies are still
vulnerable to future covenant breaches. On a positive note, however, there may be an incentive for banks
to raise or not enforce the loan-to-value (LTV) covenants in the financing contracts provided loan interest
payments are made. This is because the banks would prefer to avoid the repossession of assets that
could only be liquidated at fire-sale prices, driving levels down further and resulting in an increase in non-
performing loans. Elsewhere, investment activity in continental Europe has continued suffer due to the
low availability of bank financing and weak investor sentiment.

Market discounts
further falls in
UK commerical

property

Property yields
are looking up
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Property derivatives - UK commercial property
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Property derivatives, based on year-end IPD UK Property Index, suggest
that the UK commercial property market is to decline by more than 18% in
2009, but start to stabilise in 2010.

Schroders commercial property yield model for continental Europe
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In 2008, property yields in continental Europe rose on average by 100 bps.
This upward trend in yields is expected to continue this year given the
deterioration in the economic outlook for the region and lack of liquidity in the
credit markets. Furthermore, our model is currently suggesting a further
upward adjustment in yields over the coming months.
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Appendix
Quantitative Framework

Our quantitative model is designed to assist in top-down asset
allocation between equities, bonds and cash. Analysis of past cycles
shows that market performance varies with the state of the
economic and interest rate cycles and the valuation of markets. This
information can be used to derive a model, which picks the optimal
mix of equities, bonds and cash on a monthly basis and can be
varied according to the degree of risk an investor wishes to take. In
addition to macro and fundamental factors, we incorporate a
momentum factor to form an overall view to assist in our asset
allocation process.

Economics Valuation
Cycle Model

Momentum
Model

Economic cycle in the US
Market performance We break the economic cycle down into four phases based on the

varies th rough the level and strength of activity relative to trend. Statistical tests show
cvel that market return and volatility varies in each stage and that there
ycCle . . C

are differences across asset classes in each phase. Adjusting
Slowdown | Recession| Recovery |Expansion returns for volatility then helps determine the best risk adjusted
asset allocation mix. The table overleaf summarises the main
results using US data for the period from 1950 to today. The
05 diagram below is a stylised representation of the cycle and the
preferred asset in each phase.
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In conjunction with the economic cycle model, we have added
information on the valuation of equities relative to bonds. This model
helps to capture periods when equities appears extremely cheap or
expensive relative to bonds. The metric used is the gap between
earnings yield and bond yield (chart overleaf).
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Appendix

Quantitative Framework (continued)
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Valuation of equities relative to bonds
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Integrating macro, valuation and momentum factors

The first step is to determine an optimal mix of asset allocation from
the macro and fundamental factors. Information from the economic
model determines the prevailing phase of the cycle. In the case
where the model signals a critical stage for the equity markets, this
information is overlaid with interest rates to determine the overall
asset allocation decision. The interest rate cycle is primarily used in
timing the switches into bonds, which delivers the best performance
during periods of monetary easing.

Meanwhile, information on the valuation model becomes important
when the economic model signals a favourable environment for the
equity markets. The valuation model is used to compare equities
relative to bonds. Information from the valuation model is overlaid
with interest rates to determine an optimal mix of asset allocation.

In second step, we combine the above model signal and the
momentum signal giving equal weight to both models based on their
information ratio.
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Asset performance in different stages of the economic cycle

Phase/Asset Statistics Recovery Expansion Slow (Stagflation) Recession
(16)° (7) (Disinflation)
(10)
Equity Excess Return’  8.55 (100%)" 8.79 (83%) -8.06 (22%) 8.95 (88%)
Volatility 13.69 17.41 14.67
Bond Excess Return’ 1.30 -0.23 1.86
Volatility 6.90 8.69 8.79
Cash Absolute Return 4.66 5.93 5.59
Absolute 0.68 0.84 1.17
Volatility

1. All risk/return figures are in % and annualised from monthly data. Equity and bond risk return figures are relative to

cash.

2. Figures in bold refer to the best performing risk adjusted asset relative to the stage of the cycle.
3. These numbers refer to the average consecutive length of each phase (in months). Average length of one complete

cycle defined recovery — slowdown is about 5 to 6 years.

4. The figures in brackets refer to the number of times the equity markets outperformed cash on average during each

phase of the cycle since 1950.

Definition of Asset Class

Equities - S&P 500 Composite
Bonds - US 10 year treasury bonds
Cash - US 3 month treasury bills

Total return indices (nominal), starting in 1950 -2009, monthly data

Page 25



SCHRODERS GLOBAL MARKET PERSPECTIVE

Schroders

For professional investors and advisors only. This document is not suitable for private customers. This document is intended to be for
information purposes only and it is not intended as promotional material in any respect. The material is not intended as an offer or solicitation for the
purchase or sale of any financial instrument. The material is not intended to provide, and should not be relied on for, accounting, legal or tax advice,
or investment recommendations. Information herein is believed to be reliable but Schroder Investment Management Ltd (SIM) does not warrant
its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty or liability
that SIM has to its customers under the Financial Services and Markets Act 2000 (as amended from time to time) or any other regulatory system.
Schroders has expressed its own views and opinions in this document and these may change. Reliance should not be placed on the views and
information in the document when taking individual investment and/or strategic decisions. Issued by Schroder Investment Management Limited,
31 Gresham Street, London EC2V 7QA, which is authorised and regulated by the Financial Services Authority. For your security, communications
may be taped or monitored. w33286





