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1.1 Core asset class views: summary

While global economic growth is relatively robust and inflationary pressures subdued, risks to the outlook are
coming increasingly to the fore. Some recognition of these concerns has been reflected with market setbacks at
the start of October, although we would argue that the valuations adjustments over October that have occurred
are unlikely to be sufficient to fully reflect these risks across markets. This feels like a sensible time to hold
more cash as ‘dry powder’ to exploit better buying opportunities. As before, we would be looking for options that
reduce risk.

There are two changes in our overall views to note since last quarter:

° We have nudged up our overall rating on conventional gilts to cautious as our valuation and technical
assessment scored higher than index-linked gilts. Our marginally less negative assessment for
conventional gilts reflects the relatively high levels of implied inflation, following a rise in implied inflation
pricing over the quarter, and current investor demand for conventional gilts. We acknowledge that a Brexit
“no deal” could place additional upward pressure on inflation pricing.

° We have downgraded our overall view on Core UK Property, reflecting a combination of ongoing yield
compression and a deteriorating technical picture.

Sterling Sub Long
- . . UK Infrastruct Index-
Equities investment | investment Lease ) )
Property ure linked gilts
grade debt | grade debt Property
Fundamentals N N N N—U N N—A N N
Valuation N—U N U U U N—-U U VU
Technicals N U N N— A A A N—A N
Overall view Neutral to Cautious
Cautious. for public.
) Neutral to Neutral to ; Cautious to
Cautious . Neutral . Cautious )
More Neutral for  cautious Attractive Negative
neutral with private
protection lending
Previous Neutral to Cautious
quarter Cautious. for public.
) Neutral to Cautious to ~ Cautious to
Cautious Neutral Neutral ) ; .
More Neutral for Attractive Negative Negative
neutral with private
protection lending

F/VIT ratings: VU — very unattractive; U — unattractive; N — neutral; A — attractive; VA — very attractive
Overall ratings: Negative, Cautious, Neutral, Attractive, Positive
Green signifies positive change since last quarter. Red signifies negative change since last quarter.

The ratings are intended to give a guide to our views on the prospects for markets over a period of around three years;
although they are updated quarterly, they are not intended as tactical calls. The ratings reflect our expectations of absolute
returns and assume no constraints on investment discretion. In practice, they need to be interpreted in the context of the
strategic framework within which individual schemes are managed. The property rating ignores purchase transaction costs,
i.e. relevant for current holders of property.
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The table below provides a high level overview of our key observations for each asset class.

Equities

Sterling non-
government
bonds

Sub-
investment
grade debt

Core UK
property

Long Lease
Property

Infrastructure

Conventional
gilts

Index-linked
gilts

Equity fundamentals look strong over the short term, although current earnings growth
rates are unlikely to prove sustainable over the medium-term.

Strong equity fundamentals are fully reflected in end September valuation multiples for US
and global equities, which are above historical averages on most metrics.

Investor sentiment could be vulnerable to the impact of the withdrawal of liquidity and any
escalation in the global trade disputes.

Following a period of widening, IG credit spreads narrowed slightly over the quarter, and
are below long term medians. Coupled with low underlying interest rates, yields are
unattractive.

Corporate fundamentals remain positive, albeit earnings growth is unsustainable.

Central policy and trade tensions may provide a potential headwind to global investor
sentiment.

Corporate fundamentals remain positive and default rates remain below historic levels.
However, valuation in both the liquid loans and bond markets are stretched.

Following currency weakness and price declines, EMD looks more attractive, particularly
local issuance. However, technical factors and sentiment remain weak.

The direct lending market has experienced some margin compression, but less than
traded markets and continues to provide an attractive illiquidity premium.

There has been some deterioration in covenants, including some “cov-lite” issuance.

We continue to have a preference for managers focused on senior secured lending with
sufficient size and who are better placed to negotiate stronger terms.

Relative to history, UK property yields are low both in absolute terms and when compared
to equity dividend yields.

Brexit remains a technical risk.

Sector divergence is increasing from both a fundamental and technical perspective; in
particular, the background for industrials remains robust, but support for retail continues
to deteriorate.

Although valuations are even more stretched than for core property, the defensive nature
of long lease and more robust investor demand make it less exposed to the increasing
uncertainties across the broader market.

With dry powder at an all-time high, infrastructure assets across the risk spectrum continue
to be highly bid.

We continue to favour implementations where managers focus on deals with a degree of
complexity or areas where they have a competitive edge.

Valuations remain unattractive, although with higher implied inflation over the quarter,
conventional gilts now look more attractive relative to index-linked gilts.

The market is susceptible to volatility depending on Brexit news flow, but it is far from clear
how gilts will react to changing assessments of the type of deal that seems likely.

The pressures that keep yields low may well be sustained, but current valuations imply poor
returns for long-term investors.

Real yields on long-dated index-linked gilts remain unattractively low.

This feels like a sensible time to hold more cash as ‘dry powder’ to exploit better buying
opportunities in the future.
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2.1 Market Background

Data releases confirm the pick-up in global growth % Returns for 3 Months to 30 September 2018
experienced in Q2 has been sustained. The US, @ 100
boosted by recent tax cuts, led the way, recording = 8°

its highest Purchasing Manufacturer's Index in = &°
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The downward trend in UK CPI inflation was @ 20 |-os
interrupted by an unexpected jump in August. = -0
Before that had been released, the Bank of
England had, as expected, raised interest rates

from 0.5% p.a. to 0.75% p.a., citing a limited

degree of ‘slack’ in the UK economy.
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The Fed's preferred measure of inflation rose above its 2% target. US interest rates were raised again in
September, the third time this year and the eighth since 2015.

Long-dated gilt yields rose over the quarter, matching similar moves in the US. The rise in index-linked gilt yields
was a little less, perhaps reflecting August’s inflation surprise and rising concerns about Brexit.

Speculative grade credit markets outperformed investment grade over the quarter. Total returns were less
impacted by rising underlying government yields, given the lower duration of the high yield market.

Oil prices rose again, as the US re-imposed sanctions on Iran, the Venezuelan economy imploded, and OPEC
and Russia ignored US requests to increase output. Brent crude reached a 4-year high of $82 a barrel in
September.

Despite some Brexit-induced fluctuations, sterling ended the quarter only marginally lower on a trade-weighted
basis. Moves among the major currencies were fairly subdued, while many emerging market currencies regained
their composure towards the end of the period.

Global equities continued their rise in Q3, setting new record levels ahead of the market downturn in October.
Returns to UK investors were again boosted by currency weakness, but the effect was more muted than in Q2.
North America was again the best regional performer. The UK was the worst, underperforming global averages

across most sectors, which may indicate that

% Returns for 12 Months to 30 September 2018 Brexit concerns were to blame. Emerging markets
wo B Sterling Returns also underperformed but indices did stabilise,
200 W Local Currency Returns following the falls in Q2
15.0

9.9 Value stocks continued to underperform growth,

0 6560 although this has reversed sharply over October.
I 2517 n P . .

0.0 ‘ [ The UK commercial property market carried on

with its steady advance. Sector divergence has, if
anything, increased: retail values have fallen over
the last year, while industrial values are 16%
higher.
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2.2 Key market data

The tables below provide a summary of key financial indicators over recent periods:

30.09.17 31.12.17 31.03.18 30.06.18 30.09.18
UK Equity yield 3.7% 3.6% 3.9% 3.6% 3.8%
UK Equity P/E ratio (FTSE) 24.4x 21.2x 12.8x 13.6x 12.9x
Over 15 year gilt yield (p.a.) 1.8% 1.7% 1.6% 1.7% 1.9%
Over 5 year index-linked gilt yield (p.a.) -1.5% -1.7% -1.7% -1.6% -1.5%
iBoxx Over 10 year Non-gilt yield (p.a.) 2.9% 2.8% 2.9% 3.0% 3.2%

Source: DataStream

Year to Quarter to Quarter to Quarter to Quarter to October [

30.09.18 31.12.17 31.03.18 30.06.18 30.09.18
FTSE All Share 5.9% 5.0% -6.9% 9.2% -0.8% -6.6%
Global Equity 13.4% 5.1% -4.4% 6.9% 5.7% -7.9%
Over 15 year gilts 1.3% 3.7% 1.5% -0.4% -3.3% 1.5%
Over 5 year index linked gilts 1.4% 3.9% 0.2% -1.2% -1.4% 2.9%
All Stocks Non-Gilts 0.2% 1.8% -1.2% -0.1% -0.4% 0.8%
IPD Monthly Index 9.9% 3.4% 2.3% 2.2% 1.7% n/a

Source: DataStream.
[1] 30 September to 29 October 2018.
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3.1 Global Bond Markets

2-year government bond yields 10 Year Government Bond Yield
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Global government bond yields edged higher over the third quarter on the back of continued positive economic
data, particularly from the US. 10-year US treasury yields rose back to May’s high of 3.1% p.a. at the end of
September, a level that hasn’'t been surpassed since mid-2011. US real yields remained in lock-step with
nominal yields, suggesting that economic strength and continued monetary tightening were the main drivers
rather than fears about inflation.

Equivalent German government bond yields also rose over the quarter, as did 10-year UK gilt yields, which rose
to 1.6% p.a. Italian government bond spreads reached their highest level in several years as the government’s
budget proposed looser fiscal policy.

Government bond yields (% p.a.)
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3.2 UK Interest Rates
Nominal Gilt Yields
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Domestic influences continue to dominate moves in
UK gilt yields which moved more than 15bps higher
across the curve over the quarter. Moves over the 0.5%
last twelve months have flattened the shape of the = Quarter to 30.09.18

. . 0.4%
conventional gilt curve. |J | B Year to 30.09.18
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Change in UK nominal gilt yields
(Source: Bank of England and BBG)
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There is still significant variation by maturity in forward-dated gilt yields and we would continue to minimise
exposure to the most expensive long maturities when hedging interest rates.

Fundamentals Valuations Technicals

Cautious Neutral Unattractive Neutral to attractive
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3.3 Inflation and real rates

Oil prices rose again, as the US re-imposed sanctions on Iran; the Venezuelan economy imploded; and OPEC
and Russia ignored US requests to increase output. Brent crude reached a 4-year high of $82 a barrel in
September.

Commodity Prices
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Source: Datastream

In general, Q2 GDP growth saw a pick-up from Q1
with the US leading the way, where GDP growth is
close to 3% year-on-year and growth is expected to
be sustained broadly at current levels through the start
of 2019, as fiscal stimulus continues to provide a
tailwind. Year-on-year growth elsewhere also remains
firm and stable, albeit with some slowing down in
Europe.

GDP Growth (%YoY)
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Implied Inflation Breakeven Levels 30 September 2018 Inflation Forward Rates 30 September 2018

(Source: Bank of England and BBG) (Source: Bank of England and BBG)
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Upward moves in UK real yields were more muted than the moves in conventional yields, possibly affected by
September’s release of an unexpectedly high August inflation number, as well as rising concerns over Brexit.
At -1.5% p.a., long-dated index-linked gilt yields are as high as they have been since late 2016, but still
guarantee a negative real return for long-term investors. Economic uncertainty and hedging demand are
likely to keep yields contained in the short to medium term, but valuation remains the main reason for our
negative view on index-linked gilts. Implied inflation (the gap between conventional and index-linked gilt
yields) has drifted up, on average, to its highest level since April last year.

The UK government bond market is susceptible to periods of volatility over the coming months depending on
Brexit news flow, but it is far from clear how gilts will react to changing assessments of the type of deal that

seems likely.
Real Yields 30 September 2018
(Source: Bank of England and BBG)
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Overall Fundamentals Valuations Technicals

Negative Neutral Very unattractive Neutral

Note: ILG (rather than inflation) rating
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3.4 Investment Grade Credit

[HGlobal Broad
Market Corporate

(bps)

Sterling Non-
Gilts Over 10
Years (bps)

ML Non-Gilts Spreads over Gilts Sterling Non-Gilts
(Source: Datastream) (bps)

30 June 2018 123 132 152
30 September 2018 117 126 144
Median spread over last 5 years 124 116 133
 Median spread over last 15years | 131 120 143
 Average spread over last 15 years | 143 132 171

[1] iBoxx corporate bonds. Note: Spreads on financials, non-financials and the broad corporate market are calculated using iBoxx indices. All other spreads are
calculated using Merrill Lynch indices.

ABS and corporate bonds Corporate bond spreads
250
M Corporate Credit (3-5 yrs for 1G)

200
M Euro CLOs

iy
o

B UK RMBS 5yr 150

100

50
e— K s US
1.
I e Euro UK RMBS A 5y
0
AAA AA A BBB BB

Source: Bloomberg/BoA ML

g
o

Libor spread (% p.a.)
w
o
Govt. Option Adjusted Spread (Bps)

o

Sep 12
Mar 13
Sep 13
Mar 14
Sep 14
Mar 15
Sep 15
Mar 16
Sep 16
Mar 17
Sep 17
Mar 18
Sep 18

Supported by relatively low new issuance, global investment grade corporate credit spreads tightened
marginally over the quarter. Globally, valuations look reasonable with yield spreads well above year-end levels
and broadly in line with long-term medians. UK investment grade corporates are trading around 30bps wider
than both US and Euro corporates spreads, though the additional income may largely reflect compensation for
specific Brexit risks.

In general, corporate fundamentals continue to remain positive, although the current strong earnings growth rate
is unlikely to be sustained over the medium term. Monetary policy currently remains benign, but is heading very
slowly in the wrong direction and trade wars provide the potential for a more general headwind to global investor
sentiment. We therefore remain cautious overall.

Our less upbeat assessment on fundamental and technical aspects reflect a riskier domestic and global
economic outlook, however this is largely offset by more compelling spread levels.

Sterling asset-backed securities still offer diversification opportunities, but the yield premiums available over
corporate credit are, in general, in line with a neutral level. Issuance has been uncharacteristically heavy over
the typically quiet summer months, particularly in CLO and UK RMBS.

Overall ‘ Fundamentals ’ Valuations ‘ Technicals
Cautious Neutral Neutral Unattractive
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3.5 Sub Investment Grade Corporates and Emerging Market Debt

Sub-Investment Grade Credit Spreads US High Yield spreads over US Investment Grade
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As a result of further spread compression, valuations in both the loans and bond markets look stretched on a
historic basis. On a relative value basis, US markets look more expensive than Europe.

Although valuations are expensive, the fundamental background for liquid speculative-grade credit markets
remains robust. Defaults in high-yield bond and loan markets remain below historic averages; interest coverage
levels are close to all-time highs, which should provide a buffer against economic downturn or higher interest
rates. However, the continued deterioration in lender protections and increase in leverage on new issues of
syndicated loans makes us a little less positive than we were. The fundamental and technical background
remains reasonable, although we have shaded down our assessment of the former.

Where illiquidity can be tolerated, we prefer direct lending, either senior secured corporate lending or
speculative-grade commercial real estate debt. This reflects better protection for lenders and a yield premium
over traded corporate markets.

‘ Overall ’ Fundamentals ’ Valuations ’ Technicals
Public markets Cautious Neutral Unattractive Neutral
Private markets Neutral Neutral Neutral Neutral
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Source: DataStream

Currency weakness and current risk aversion have affected EMD returns, but not had any real impact on
fundamental economic performance of Emerging Markets. EMD yields are attractive but technical factors
remain poor and will likely dominate sentiment in the short term. As a result we have shaded our overall
assessment to Neutral.
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3.7 UK Equity Market

Equity Market Data
(Source: Datastream) 30 June 2018 30 September 2018
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The UK was the worst performing equity market,
significantly underperforming other regions as
concerns grew over progress with Brexit negotiations.
The UK market also suffered due to poor performance
from some of the larger sectors (notably materials and
consumer staples).

FTSE All Share Dividend Cover versus Average Level
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It is no longer unthinkable that the UK might crash out of the EU in March next year without a withdrawal
agreement or transition period. While a no-deal may undermine sentiment for risk assets generally, a further
depreciation of sterling could be a positive tailwind for an equity market containing many companies with
earnings denominated in foreign currency.
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3.8 Overseas Equity Markets

Equity Market Data
(Source: Datastream) 30 June 2018 30 September 2018
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The strong run in global equity markets since early 2017 has been led by growth stocks, with earnings growth
close to making up the gulf relative to dividend growth. However, after reaching new all-time highs in September
global stock markets fell back in October and have seen an abrupt reversal in the dominance of growth, and in

particular the technology giants, who have started to lag the wider market. The sharp rise in US government
bond yields has also made for tougher valuation comparisons.

For the moment, the fundamental background remains favourable. Global earnings growth has been very
strong over the last year and this is expected to continue for the rest of 2018. Tax cuts are driving particular
strength in the US, where the earnings growth rate for 2018 is expected to be around 20%.

Whilst global economic growth remains on track, the lengthening geopolitical risks — global trade tensions,
Brexit uncertainty and Italy’s budget wrangles — could begin to weigh on investor sentiment.

MSCI Index performance ($ total return 30.09.13 - 30.09.18, % p.a.)
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The recent falls have taken a little heat out of global equity valuations, but measures that are not flattered by the
strong cyclical rise in earnings (such as the Shriller PE ratio) still remain slightly above historic averages.
However, this does conceal a wide regional disparity, with the UK and Emerging Markets looking cheap on
many measures. In contrast, US equities look stretched by historical comparison.

Equity technicals are mixed; investor sentiment remains positive overall, but is polarised across regions and
sectors. The US remains firmly in favour, driven by very strong earnings growth this year and expectations that
economic and earnings growth will continue to outpace other regions in 2019. Overall, sentiment could be
vulnerable to the impact of the withdrawal of liquidity and any escalation in the global trade disputes.

Overall ‘ Fundamentals | Valuations ‘ Technicals
Neutral to cautious Neutral Neutral to unattractive Neutral

3.9 Property

Property yields
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UK Property

Ongoing yield compression and a deteriorating technical background makes us a little more cautious on UK
core property. Sector divergence is increasing from both a fundamental and technical perspective; in particular,
the background for industrials remains robust, but support for retail continues to deteriorate.

Relative to history, property yields are low both in absolute terms and compared to equity dividend yields,
however they continue to provide a reasonable income premium over gilts and corporate bonds.

Overall ‘ Fundamentals | Valuations ‘ Technicals
Neutral to cautious Neutral to unattractive Unattractive Neutral to unattractive
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Long Lease Property

We have not followed the downgrade of core property here. Although valuations are even more stretched than
for core property, and its primary nature can mean prices react to liquidity calls in the short-term, the defensive
nature of long lease and more robust investor demand should make it less exposed to the increasing
uncertainties the broad market.

Overall Fundamentals Valuations Technicals
Neutral Neutral Unattractive Attractive
Infrastructure

Despite valuations looking a little more expensive we have maintained our overall view since the technical
drivers remain strong and could underpin further revaluation. With the level of dry powder (undeployed capital
commitments) at an all-time high, infrastructure assets across the risk spectrum continue to be highly bid. There
are no signs of demand fading as capital commitments to the asset class continue to rise year-on-year.

We continue to favour implementation solutions where managers focus on deals with a degree of complexity or
areas where they have a competitive edge.

Overall ‘ Fundamentals | Valuations ‘ Technicals
Neutral to attractive Neutral to attractive Neutral to unattractive Attractive

Notes and Risk Warnings

Please note the value of investments, and income from them, may fall as well as rise. This includes equities,
government or corporate bonds, and property, whether held directly or in a pooled or collective investment
vehicle. Further, investments in developing or emerging markets may be more volatile and less marketable than
in mature markets.

Exchange rates may also affect the value of any investment. As a result, an investor may not get back the
amount originally invested. Past performance is not necessarily a guide to future performance.

Private equity investments, whether held directly or in pooled fund arrangements carry a higher risk than
publicly quoted securities; the nature of private equity pooling vehicles makes them particularly illiquid and
investment in private equity should be considered to have a long time horizon.

Hymans Robertson LLP has relied upon third parties and may use internally generated estimates for the
provision of data quoted, or used, in the preparation of this report. Whilst every effort has been made to ensure
the accuracy of such estimates or data, we cannot accept responsibility for any loss arising from their use.
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