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Overview

On 19 March, the Chancellor delivered his budget for 2014 It included various changes impacting on savings, including fundamental
changes to defined contribution pensions. GAD's Technical Bulletin {available on our website] outlines some of those changes.

UK CPI Inflation fell further to 1.7% year-on-year for February, the lowest level in more than four years and further easing pressure on the MPC
fo raise inferest rates. The 2013 GDP growth estimate was cut from 1.8% to 1.7% alongside ONS figures reporting the UK current account
deficit to be a higherthan-expected 4.4% of GDP, only slightly lower than the all time high of 4.6% from 1989. However, whilst the income
and current account deficits increased, there was positive news that the trade deficit has narrowed.

Eurozone inflation was down to 0.5% in March from 0.7% in February, lower than analyst expectations of 0.6%. Some commentators have
called for a further cut 1o inferest rates or a bond buying programme similar to the US Fed to counter any deflationary pressure.

Equity markets have seen some volatility, with unrest in the Ukraine hitting European sfocks at least temporarily and the announcement of new
pensions rules in the UK wiping significant value off insurance stocks as annuities will no longer be compulsory. However, following a sell-off

of emerging market assets in 2013 and early 2014, invesfor sentiment seems fo be improving with strong returns in emerging market equities
over the month.

Equity markefs saw mixed returns during the month Credit spreads were largely unchanged over the month
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Breakeven inflation was largely unchanged this month
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Nominal yields are largely unchanged this month Real yields are largely unchanged this month
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All chart data sourced to Bank of England, Merrill Lynch, Financial Times, MSCI & Standard and Poor.
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https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/295133/Technical_Bulletin_-_Budget_2014.pdf
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Tracking Alternative Indices
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In May 2011 we looked at non-market cap approaches and whether these can improve invesiment performance. This month we re-visit the
fopic and consider possible alternative approaches.

Investment management

When assigning assefs to managers, investors can choose between active management, where the manager affempts to generate maximum
refurns given certain restraints by the investor, and passive management, where the manager attempts fo track the retumns of a benchmark
index. Traditionally, passive management has focussed on tracking market capitalisation based indices, such as the FTSE 100 or S&P 500.
Traditional passive management has been criticised as some commentators suggest it leaves investors overexposed to large market cap firms.
Further, greater weight must be placed on any equities that become overpriced, or in the case of bond indices firms that issue more credit.
Recently a number of alternative indices have been developed. Indices that use non-market cap approaches fo select or weight their constituent
stocks are commonly known as ‘smart beta” indices. Smart beta can also be known as ‘advanced beta’, ‘alternative beta” or ‘strategy indices'.

Alternative Indices Box

There are a number of methods that can be used to select or weight the components %
of a market index. Smart beta indices attempt to identify a risk factor that should be
rewarded over time, for example size (smaller companies are more sensitive fo
economic shocks and hence investors may require a higher retum to compensate),
and construct index weightings based on the risk factor. Some of the more common
approaches include:
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> Fundamental indices, which weight stocks according to some economic
factor, for example cash flow, sales or asset cover. Using such factors can
make the index less susceptible to market sentiment and profect against
overpriced invesiments. 10

Annual Total Return (%)

> Defensive indices, where components are selected for their low volatility and Minimum Variance  ® RAFI

low risk. Tracking a defensive index can allow investors to minimise their
losses during a market downtumn, however, it is likely that returns will be
limited or will lag behind the market during an upturn.

W Market Cap

Source: FTSE
The chart above shows the annual fotal return on the FTSE 100
using alternative indices from 2009 to 2013. The chart shows
how the refurns vary depending on indexation. The ‘market

> Thematic indices, which follow an investment principle, for example it may cap’ index shows the tradifional FTSE 100, whereas ‘equally

look to index UK listed companies that derive significant revenue from the
US. Tracking a thematic index will give the investor exposure fo the desired
sector or region without the issues that can arise from directly investing.

Smart Beta Funds

Smart befa funds, that track non-market cap indices, are becoming more popular
with investors, with around $48bn inflow to funds in 2013 bringing the total assets
to around $156bn for funds focussing on US stocks. However the market for such
funds is still relatively small.

weighted” holds the same stocks as the FTSE 100 but with
equal holdings of each stock. The ‘minimum variance’ ap-
proach uses a rules based strategy with the aim of minimising
the volatility of the FTSE 100. The ‘RAFI" index comprises the
100 largest firms weighted by a combination of total cash
dividends, free cash flow, total sales and book value. Whilst
smart beta indices may outperform market cap indices over
certain periods, there are other periods where performance will
trail market cap indices.

There are a number of views on the benefits of smart beta tracking from investors and market commentators. Many suggest that the funds lack
fransparency when compared with fraditional tracker funds as it is difficult to gauge performance relative to a complicated index. This can lead
fo unnoticed fracking error. Some suggest that the stocks smart beta funds will look to buy in defensive sectors are being targeted by many
other ‘non-smart’ funds anyway. A further criticism of a smart beta approach is that higher charges and stock turnover than traditional tracker
funds can diminish any additional benefits.

However, proponents of smart beta suggest that marketcap approaches are sub-optimal and alternative passive approaches can provide
higher risk-adjusted returns or lower risk and volatility. They argue that a traditional market-cap tracking is unlikely to offer investors what they
require in returns or to meet their liabilities, but using the correct smart beta approach can meet these needs without less uncertainty and cost
associated with active management. It is also suggested that smart beta allows investors to better manage which risks they are exposed to.

Investing in Smart Beta

A number of large DB pension schemes are starting to invest a proportion of their assets in ‘smart beta’. The challenge for investors is to find
funds that match their risk and return targets including management charges, and to balance the limited downside risk with increased tracking
error against less developed indices. Smart beta funds are generally considered to sit between active and passive investment strategies and
investors should consider how this fits with their current investment strategy. In addition as these funds only have short, or simulated, track
records it can be difficult for investors to analyse the future robustness of these approaches.

Any material or information in this document is based on sources believed to be reliable; however, we can not warrant accuracy, completeness or otherwise, or accept responsibility for any error, omission or other
inaccuracy, or for any consequences arising from any reliance upon such information. The facts and data contained are not intended to be a substitute for commercial judgement or professional or legal advice, and
you should not act in reliance upon any of the facts and data contained, without first obtaining professional advice relevant to your circumstances. Expressions of opinion may be subject to change without nofice.
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