
1. Purpose of the Report

1.1 The Regulations require that the Council establish arrangements for
monitoring the investments of the Fund and the activities of the investment
managers and ensuring that proper advice is obtained on investment
issues.

1.2 This report details the investment performance of the pension fund and the
individual investment managers for the quarter ending the 30 June 2010.

1.3 The report comprises the following sections:

2 Recommendations

3 Portfolio Summary

4 Markets and Economic Outlook

5 Overall Performance

6 Managers Performance

7 Legal Implications

8 Conclusions

2. Recommended

It is recommended that the Pensions Investment Committee note the
contents of this report.

3. Portfolio Summary

3.1 The fund value as at the 30 June 2010 was £660 million which represented
a reduction of £50 million (7.1%) over the three months since the previous
report.

3.2 The distribution of funds amongst the individual managers is as set out in
table 1. The movement between the managers reflects both the
performance of individual managers, asset classes and the redistribution of
funds in the quarter to provide funding for the newly established Investec
commodities and M&G credit mandates.
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4. Markets and Economic Outlook

4.1 Fund performance must be considered in the context of the macro-economic
environment within which it operates. The quarter was characterised by
continuing uncertainty over the direction of economic recovery and concerns
over the fragility of the global banking sector and sovereign debt.

4.2 Against this background there was a shift from the relatively riskier
investment instruments.

4.3 The investment report prepared by the Fund’s independent advisor is
attached as Appendix 1.

5. Overall Performance

5.1 The fund achieved a return of -7.34% in the quarter which was below the
benchmark of -6.43%. The fund has consistently underperformed the
benchmark on a quarterly, annual, three and five yearly basis.
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5.2 The table also sets out the volatility of short term returns with the negative
returns in the current quarter reversing the gains made in the previous
quarter.

5.3 Fund performance is measured against a customised benchmark which
reflects the strategic asset allocation. This incorporates a number of
factors specific to individual funds including maturity, the appropriate level
of risk and other factors. The performance of individual managers in
comparison to their respective benchmarks is set out in table 3.
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5.4 The longer term performance of the total fund is as set out in table 4.

Table 4: Annualised Investment Return to Date Relative to Benchmark
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5.5 The funds annualised return since inception as at the 31st March 2010 was
6.20% compared to the corresponding benchmark of 6.58%. This marginal
underperformance continues the trend identified in the previous report of
reductions in the levels of under achievement against benchmark.
However performance remains considerably below the targets set for the
managers.



5.6 The fund’s strategic benchmark reflects the factors set out in paragraph
5.3. However the Council participates in a survey of Local Authority
investment performance conducted by the WM Company. This compiles
performance data from 87 participating Local Authorities and compares and
ranks individual Councils in a notional league of 100. The data for the financial
year ending 31st March 2010 indicates that this Council was mid table being
ranked 48th out of a notional 100 authorities. The relevant statistics are as set out
in table 5.
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6. MANAGERS PERFORMANCE

6.1 RCM
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RCM were appointed in 2008 as active global equity managers with a
performance target of outperforming the benchmark by 1.5%. The funds
managed by RCM totalling £142 million represent 22% of the total
investment portfolio.

The manager has significantly under-performed the benchmark for all
periods with the one year return being the principal detractor from longer
term performance.

RCM have attributed the poor performance in a difficult economic
environment, to strong stock selection within Information Technology,
Utilities and Telecoms being offset by negative stock selection in Financials,
Materials and Energy, although the portfolio’s underweight position in
Materials and Energy did aid performance. On a country basis, overweight
positions in China and Germany contributed positively to performance, while
stock selection in the United States and Japan detracted.

RCM do not consider the poor performance necessitates a change in
investment strategy and propose to continue with that operated since 2009
which focuses on :

• Companies with the ability to grow organically - regional or industrial
growth.

• Restructuring candidates - companies that are going through a period
of restructuring and are able to help themselves, improve their own
business model and profits within a below trend-growth
macroeconomic environment.

• Corporate spending beneficiaries - this can range from a pick-up in
advertising to upgrading technology hardware.

• Unleveraged consumers - in Asia, Emerging Markets and Core Europe
consumers are not as in debt as those in the developed nations and
this allows the consumer to still spend, aiding companies such as
LVMH.

6.2 Alliance Bernstein Global Equity Mandate
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Alliance Bernstein were appointed in 2004 as active global equity managers
with a performance target of outperforming the benchmark by 1.5%. The



funds managed by Alliance Bernstein of £146 million represent 22% of the
total investment portfolio.

The manager has underperformed the benchmark since inception by 2.79%.
Performance in the quarter was adversely affected by weak stock selection
in industrial’s and commodities.

Alliance Bernstein consider that the current market anxiety which has
depressed equity valuations provides an opportunity to benefit from a
recovery in market sentiment and the manager is identifying attractively
valued stocks with powerful cashflows. This essentially corresponds to the
strategy applied in the previous quarter.

6.3 Schroders Property Mandate
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Schroders were appointed in October 2004 to manage a pooled fund
property mandate with a performance target to outperform the IPD UK
pooled property fund indices by 0.75% net of fees over a three year rolling
period. The current value of the fund is £65 million which represents 10% of
total investments.

Schroders have failed to achieve benchmark performance since inception
with the one year return being the principal detractor from performance.

Schroders have attributed the under-performance in the current quarter to
the following factors:

• 42% of the underperformance is attributable to adverse currency
fluctuations on the 13.3% of the fund held in global property funds. It
should however be noted that the global funds contributed a further
37% of the underperformance.

• The UK element similarly contributed 13.7% of the underperformance
with this element being attributed to:

• The Ediston and Blackrock Funds incurring transaction costs

• Hansteen holding a high proportion of its assets in cash

• Rockspring being subject to high void rates

• The UBS Triton, SEPUT and Treadneedle Strategic Funds however
recovered in the period.

Schroders in the quarter announced the resignation of Jenny Buck who has
attended this Committee to present for Schroders. The resignation appears
to have been the result of a difference of opinion on the strategic
development of Schroders property management business and in particular
the decision not to develop the global property element.

Schroders have indicated that they will not be directly replacing Buck. And
Graeme Rutter and Rob Bingen will co-Head the team. Rutter has been
Head of UK Multi Manager since he joined Schroders from Aviva in 2007
and Bingen has led Schroders’ investments in Central Europe since 2007.

The Council’s investment advisor have indicated that the situation should be
kept under review and no immediate action is necessary.

6.4 UBS Fixed Interest Mandate
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UBS were appointed in February 2008 to manage a global fixed interest
mandate with a target of outperforming a composite bond index by 1.1% per
annum net of fees over a rolling three year period. The portfolio has a value
of £120 million which equates to 18% of the total portfolio.

The underperformance in the quarter is attributed to the overweight position
in corporate financial bonds. These instruments were subject to the
reduction in the appetite for risk associated with equities. UBS however
consider the low yield economic environment and ongoing concerns over
sovereign credit risk to be favourable to corporate bonds. In addition
financial bonds remain relatively inexpensive and the outlook for balance
sheets and future regulation remains positive for bonds. Within the bond
sector UBS will continue to favour financials.

UBS consider that the fiscal tightening being undertaken by major
economies, the high supply of government debt and the removal of the risk
of sovereign credit rating downgrading will reduce the returns obtainable
from government debt. In these circumstances the major contributor to
performance will be the corporate bond sector.

6.5 HarbourVest Private Equity Mandate

HarbourVest were appointed to manage a private equity mandate during
2006 with a target of outperforming the Morgan Stanley Capital International
(MSCI) all country index by 5% over ten years. The HarbourVest portfolio
has a market value of £21 million which represents 3% of the portfolio.

Investment in private equity vehicles is structured such that an initial
commitment to provide funds results in subsequent calls for cash up to this
limit as investment opportunities become available. The Council is
committed to provide funding of approximately £36 million of which £22M or
59% has been allocated. Subsequent calls will be determined by the
investment environment and the cashflows associated with the existing
investments by HarbourVest. The manager has estimated that in 2010
further calls of up to 15% of the total commitment will be made. In the year
to date £1.7 million has been paid to fund the managers acquisitions in the
primary, secondary and direct segments of the market.

Previous reports have indicated the long term nature of this investment and
the difficulty of valuation. The performance data must be considered in this
context

6.6 Fauchier Hedge Fund Mandate



Fauchier Partners were appointed in 2008 to manage a Hedge Fund of
Funds mandate with a target of outperforming UK interest rates by 5% over
a rolling 5 year period. The current value of the mandate is £21 million which
represents 3.2% of the total fund.

The manager has underperformed the target since inception by -5.43% It
should however be noted that in the shorter term improvement is above
benchmark. Returns since inception have been depressed by the impact on
performance of the collapse of Lehman Brothers in the first two weeks of the
Council’s investment.

6.7 Commodities and Credit Funds

The Investec commodity mandate was established on the 9th April 2010
with an initial cash investment of £35.879 million. The value of the portfolio
at the 30th June 2010 was £35.723 million which represented 5.41% of the
portfolio.

Their benchmark is the UBS Commodities Total return index and in the first
quarter of operations they outperformed this by 3.5%. However Investec
achieved a return of -0.43% whilst their mandate is to achieve positive
returns over the longer term. It should be recognised however that this is
one quarter’s data.

M&G were appointed in September 2009 with a commitment of £20 million
from the Council. The fund identifies opportunities to provide loans to good
quality companies where finance is not available from conventional sources.
The mandate has been inactive because of the economic situation in the
intervening period but M&G have now discerned a pickup in the demand for
credit from good quality companies and have started to draw down the funds
allocated by the council. In May £0.921 million was paid over.

7. Legal Implications

7.1 As the administering authority for the Fund, the Council must review the
performance of the Fund’s investments at regular intervals and review the
investments made by Fund Managers quarterly.

7.2 The Pension Regulations require that the Council has regard to the proper
advice of its expert independent advisers in relation to decisions affecting
the Pension Fund. They must also have regard to the separate advice of the
Chief Finance Officer who has statutory responsibility to ensure the proper
administration of the Council’s financial affairs including the administration of
the Pension Fund.

8. Conclusions

8.1 The fund continues to underperform the benchmark although more recent
performance has improved.

8.2 The loss in market value in the quarter wiped out the gains in the previous
quarter emphasising the current volatility of markets and fragility of the
economic recovery.

8.3 The actuary is currently undertaking the revaluation of the fund which will
calculate the funding level and determine the employers contribution for the
subsequent three years. The contributions will in part be determined by the
investment strategy and as part of the exercise modelling will be undertaken
to derive the contribution/ investment matrix. This will provide Members with



a basis to assess the level of risk they consider appropriate for the fund and
to determine the investment strategy.

Background Papers

None Reported

If there are any queries on this report please contact Jim Ricketts tel:
0208 314 9299



Appendix 1 :Investment Report: Q2, 2010

Market Summary
The second quarter of 2010 was characterised by weak returns from real assets
(Figure 1). The primary catalyst was a severe deepening of the economic and fiscal
crisis in Europe. This brought the return of systemic risk and this is never good for
investments that depend on a normal, functioning economy and financial system.
No surprise then that government backed securities and the $ - the classic
defensive currency – saw strong gains. Property prices tend to exhibit a lag on
events and the rise in Q2 should be seen in that context. Most impressively,
corporate credit delivered positive returns as investors continue to crave secure
yield bearing investments.
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Figure 1: Market Performance – Q2, 2010 (total return)
Since the end of Q2, the picture has changed (Figure 2) albeit at the time of writing
risk markets have started to settle back. Stability in Europe – delivered largely by
an immense support package by the ECB, EU and IMF, saw concerns over a
generalised implosion ebb away. In their place we have seen issues, of a more
cyclical nature, arise involving the US. The economic recovery of 2009/10 appears
to be faltering.
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Figure 2: Market Performance – end June to 13th August



Market Observations
We remain in an economic and market environment for which there is scarce
precedent in living memory. The journey back to normal conditions remains
challenging.
Figure 3 once again highlights that slope of the US yield curve (a proxy for all
others) is incredibly steep but has started to exhibit ‘natural’ flattening. The current
steep slope usually portends of economic strength and developing pressure on
inflation which encourages central banks to respond by raising official interest
rates. Yet policy rates, across the major economies, remain at emergency levels –
with no immediate sign of changing. Flattening of the yield curve without any move
higher in official rates will be very bad news for pension schemes as liability values
increase sharply without a corresponding improvement in economic conditions.

Figure 3: US yield curve (ten-year yields less two-year yields, %)

Once again, asset markets are seeing investment performance polarise – all risk
assets rising together or falling together; this is one reason offered why the
performance of hedge funds has been disappointing recently. The ‘safety vale’ in
such situations is often found in the foreign currency exchanges. Figure 4
highlights this effect; currencies are exhibiting, by their standards, large swings.
These oscillations in relative competitiveness are partly the response of policy
direction – currency debasement being an explicit objective – and are never
constructive for industry – no one likes instability.
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Figure 4: Change in selected trade weighted currency indices

If yield curves continue to flatten as described then stresses and strains within the
financial economy are set to continue; wild currency swings will persist.
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Commentary

One of the many intriguing features of the current market environment is that equity
risk premiums (ERPs) remain very elevated. UK ERP is where it was last August
and US ERP where it was in April 2009. The market is struggling to come to terms
with an environment where it is possible that risk premiums remain elevated, at
least compared to the norm of the last two decades or more.

One factor driving this may be the ongoing involvement of the government, broadly
defined, in financial markets: $15 trillion of money printing, Government spending
and guaranteeing that has been thrown at the financial crisis and its aftermath.
Indeed, one reason for the recent decline in bond yields is a widespread view that
the next stage in the battle is for “QE2” to be unveiled by the Fed – see insert. QE
is sparking a vigorous debate about whether it will lead to inflation or will be
powerless to stop deflation. Both inflation (persistently above 4% or so), and
deflation are very bad for asset prices. If the market is convinced that QE will
produce only one of those two outcomes then it could be raising risk premiums
even as asset prices rise.

Other government interventions are likely to be unwelcome. During the time of the
Asian financial crisis, Malaysia went down the route of capital controls. By some
measures, the policy worked. Malaysia had a relatively shallow recession and it
was one of the first Asian economies to emerge from the crisis. There has to be
some concern that if there is further turbulence in markets, that some form of
protectionist response, perhaps impeding the free movement of capital, is possible.
There have already been several random rule changes imposed on markets at
various points in the last two years, the latest of which was the ban on naked short
selling by Germany at the height of the sovereign crisis in May.

The market is aware that the banking industry, broadly defined, is under threat from
increased regulation. The US Congress has passed a Finance Bill that overhauls
regulation of Wall Street. Basel 3 waits in the wings and the “one-off” bonus tax in
the UK looks like becoming a semi-permanent feature of the tax base.

We are a long way from the one-way trade from the early 1980s onward where de-
regulation and liberalisation were the desired policies of governments around the
world. It would seem likely that the shift back toward more regulation and less
liberalisation could also be a multi-year process. The hangover from the Great
Recession therefore retains considerable policy uncertainty.

The other “secular” feature is the increased recognition that emerging markets
have an increasingly important role to play in the global economy; note the move
from the G7 being the primary discussion forum for global policy makers to the
G20. This has implications for setting asset prices. It used to be the case that the
US economy was a proxy for the world. With well over a hundred years of
uninterrupted data, it was relatively straightforward to develop a reaction function to
US dataflow and policy that was rooted in what had worked in past cycles.

This is the first cycle being driven by more than just what is going on in the US.
Emerging equities have been outperforming the developed world since November
2008. It may well be that given the relative growth profile and the relative health of
the banking systems in the two complexes, ‘emerging’ should trade on a par with
‘developed’ but, by definition, emerging markets do not have rich histories of data.
They are not markets where policy makers have decades of experience of
transparent policymaking. Many of them have an attitude to the rule of law that is
less than robust. And most of them have dataflow that leaves much to be desired.
The ability of the Chinese to produce a GDP growth rate for Q2 two weeks ahead
of the US, and to never have to revise that growth rate, being but one example of
the opaque nature of emerging market data.



For the above reasons at least one of the hangovers from the Great Recession and
financial crisis is therefore likely to be elevated risk premiums. That could be an
ongoing depressant for markets even without the much feared double-dip
recession.

Insert: QE2
Quantitative easing has become a natural part of the investment lexicon during this
financial crisis. Hitherto the object of ridicule in western economies, it has been fully
embraced by even the most conservative of central bankers. That said, all those active
have put their programmes on pause in recent months. The rapid turnaround in asset
markets since March 2009 had encouraged the view that quantitative easing would not
return. However, investors have begun to fixate on the likelihood and implications of any
resumption of quantitative easing (generally referred to as QE2). As arguably the most
dramatic form of monetary policy imaginable, it should be taken seriously.
A policy of deliberately seeking to enlarge the quantity of money in the system -
quantitative easing or QE represents the attempt to, quite literally, lead investors to buy
assets other than bonds. Central banks achieve this through buying bonds in the open
market. When short-term interest rates are zero, the cash received from the bond sales,
needs to find a home elsewhere; few investors can hold a yield-less asset for long.
QE broadly has the following aims:

1. to elevate asset prices – it should be noted that the Deputy Governor of the Bank of
England specifically highlighted, in 2009, this as a key rationale behind the QE
programme operated in the UK;

2. to induce a positive wealth effect on both companies and individuals

3. by capping real bond yields and narrowing credit spreads which helps to improve
housing affordability

4. to make it easier for governments to borrow to expand fiscal policy – acting as a
buyer of last-resort, the central bank stops private sector investors demanding higher
yields in a manner that might lead to a premature tightening of fiscal policy;

5. to lower the value of the currency – leading to improved external competitiveness
and encourage exports.

The overtly stimulative nature of QE would naturally, and normally quickly, generate
profound inflationary pressures if implemented in a properly functioning economy. The
advent of QE is an admission that conventional policy efforts either have been
exhausted or have much diminished effectiveness. Without question it reflects a
situation where the risks associated with genuine price declines or deflation are
significant.
One of the weaknesses of QE is that central banks cannot rely on the sellers of bonds to
go ahead and purchase other assets; in the first instance, they are more likely to go and
buy more bonds, safe in the knowledge that there is a buyer willing to pay an even
higher price. Therefore, it can take some time for the cash to filter into other assets.
Given the potential for leakage, quantitative easing has to be administered in huge
quantities – it is widely accepted that, should the US proceed with a full resumption of
QE, then the authorities will need to purchase $1 trillion of bonds.
The sheer scale of these numbers stretches the minds of many and makes any reversal
highly problematic. For example, the US government already owns (or under-writes)
70% of US mortgages. If it were to turn a seller of such securities, potential buyers
would evaporate and the market distortions would be immense.
Against this backdrop, and with the UK, US and others having already applied QE1,
investors will likely see any resumption as proof that the underlying health of the
associated economy is much worse than even the bears fear. At this time, you would get
short odds on QE returning in the UK, US, Japan and Europe; its one thing fearing the



Strategy Guidance
The Pension Fund is inherently ‘long’ risk assets. On this basis, any assessment of
unexpected events is best biased to the negative.

1. Notwithstanding the rise in equity markets that had taken place, we have not yet
extricated ourselves fully from the severe global economic slowdown foretold by
a raft of leading economic indicators in 2008/9. Sentiment rallied strongly off the
lows last year but has been jolted by the re-emergence of the Credit Crunch at
the sovereign level. Alleviated only by a huge emergency support package,
investors have enjoyed a reprieve. However, as recent weakness in the US has
shown, job creation is extremely weak in the developed economies. The
replacement of systemic issues (Europe) by cyclical issues (US) is not without
severe risks. A renewed US downturn would inevitably generate a negative
feedback onto Europe that would limit the ability of Germany in particular to be
strong enough to support the beleaguered southern European states.

2. As highlighted earlier, movements on the foreign exchanges are likely to remain
accentuated as national contrasts form a greater part of investor thinking; the € 
fares badly in any such assessment. The currency of choice (within the
developed nations) remains the US$ but it too is not without its challenges.
Fiscal retrenchment will limit the ability of £ to move higher but £ remains a
more attractive currency than the € €. The recommendation to hedge out  
exposure remains in force (ideally into $s)

3. Risk mitigation strategies will likely prove crucial in the months ahead, as we
are not yet “out of the woods”. The investors remain poorly positioned to absorb
any fresh decline in assets markets; a sharp rise in liability values is however
the more immediate threat. A severe (25+%) sell-off in financial markets is
unlikely but the consequences will be more severe simply because of the
poverty of remedial policy options. Government bonds are becoming too
expensive to hold on any grounds other than risk mitigation; there are better
ways off defending portfolios.

4. Despite suggestions to the contrary, official interest rates are set to remain low
for some time. Longer dated, forward rates are set to fall further and offer the
PF protective potential (risk mitigation). Markets such as Australia and NZ
provide the best opportunities. Option strategies may prove an effective means
of acquiring protection.

5. Prudence requires that systemic and economic fractures must still be examined
for their possible (negative) impact on the PF. Possible areas of specific
concern are listed below.

• A strong move towards greater protectionism still cannot be discounted.

• Higher commodity prices threaten, once again, to depress disposable
incomes and, combined with persistently subdued economic growth,
threaten to foster an environment typically characterised as ‘stagflation’; this
is a poor backdrop for investing generally but specific asset classes, e.g.
commodities, can be attractive.

• Led by moves in developing and commodity economies, risks surrounding
extrication from the current emergency monetary policy setting are growing,
indeed as the insert discusses, the problems are likely to be compounded.

6. In the face of these risks, the case remains that policymakers will do whatever
necessary to rebuild confidence and avoid a sharp economic recession. Against
this backdrop risk-free inflation protected assets are ideal if priced attractively.
Unfortunately, UK index-linked stocks are very richly priced. Other, more
attractive, index-linked markets exist.



7. The multi-year outlook remains that of a broad but ultimately trend-less, trading
range for equity markets. Timely, though ideally infrequent, adjustments to the
broad asset allocation may be considered; ‘contingency’ cover will be important.

8. The Panel should not underestimate the scope for extreme currency volatility in
the extended period ahead. These moves represent both risk and opportunity to
the pension fund; risk should be avoided and opportunities harvested. Re-
specification of the Fund’s approach to currency risk is essential.


