











Equities Barclays Wealth Research

Support services

Portfolio holdings
UK portfolio:

The sector outperformed the market significantly in 2008, driven by strong
performances in the outsourcing and security sub-sectors. We continue to prefer
stocks with higher revenue visibility, and we believe the outsourcing and security
sub-sectors offer such qualities. We would still avoid the more cyclical areas
such as component distributors and staffing companies for the time being.

Serco (Buy, fair value 523p): With the completion of the Sl International
acquisition in December, the group is now well positioned to bid for more
significant roles in larger government contracts. For 2009, the group has already
secured 3% of organic revenue growth from contract wins to date and the
pipeline of opportunities remains strong. The outlook for its largest contract,
with AWE, remains favourable, as AWE’s budget is set to grow considerably over
the next three years. This contract is due for repricing in April and represents
18% of group profits. We think Serco’s defensive attributes more than justify the
shares’ premium to the sector given the current economic climate.

G4S (Buy, fair value 268p): As part of its strategy to significantly increase its
exposure to higher value security activities such as prisoner escort, events
security, personal protection and mine disposal, G4S made several major
acquisitions in 2008. These are expected to drive accelerated growth for the
group in 2009 and beyond. Furthermore, the pipeline of opportunities is strong
and it is enough for the group to achieve its revenue growth target for 2009. The
shares are now trading on a forward P/E of 12.5 times and represent good value
given the company’s defensive revenues and growth potential in a deteriorating
economic climate.

Experian (Sell, fair value 336p): Experian’s short-term earnings visibility
continues to weaken, magnified by the group’s high operational leverage. While
Experian has a number of counter-cyclical activities which protect earnings to a
large degree, we are unlikely to turn more positive on the shares until we see an
improving trend in the demand for credit.

Wolseley (Sell, fair value 323p): Recent sterling weakness is a concern for
Wolseley, with over half its debt denominated in euros. While the group has been
proactive in its cost-cutting measures, management highlights the ongoing
pressures that the group is facing. It is still too early to argue with conviction that
Wolseley will avoid breaching its banking covenants as it remains the most
indebted stock in the support services sector.

European portfolio: We have no support services stock holdings in the European
Portfolio.

Figure 3 — Sector valuation

Company Price (LC) |Fair value | Total expected Index Perf. relative to index ‘ P/EFY1 EGFY1 DY
return wgt.* 3M 12M ‘ FY1
Support Services = - - - 0.80% 11.5% 21.3% 11.3 13.0 3.0%
Bunz| Neutral 5.55 6.60 22.6% 0.06 -0.1% 15.7% 11.2 9.4 3.7%
Capita Group Neutral 6.94 6.64 -2.2% 0.15 12.1% 30.3% 21.0 22.1 2.1%
Davis Service Sell 2.62 2.05 -13.7% NA 10.5% -13.6% 6.8 0.3 7.9%
Experian Source of Funds 4.18 3.36 -16.5% 0.15 25.9% 37.4% 10.7 34.1 3.1%
G4S Buy 1.93 2.68 42.0% 0.08 8.6% 17.0% 11.6 43.7 3.2%
Hays Neutral 0.73 1.25 80.3% 0.03 9.5% 43% 7.8 -24.6 7.9%
Michael Page Intl Neutral 2.00 3.90 99.3% NA 0.8% 16.4% 11.7 -45.3 4.0%
Serco Group Buy 4.10 5.23 28.8% 0.07 24.5% 23.2% 18.6 224 1.2%
Wolseley Source of Funds 3.34 3.23 -3.0% 0.08 -4.7% -16.0% 9.5 -38.1 0.4%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Figure 1 — Sector relative performance

Barclays Wealth Research

Food, beverages & tobacco/HPC

e The expensive defensive sectors are likely to underperform in 2009.

e More downgrades to 2009 earnings forecasts are likely in the coming
months.

e European FB&T/HPC companies look cheaper than their UK counterparts.

Valuation: In the UK, the food, beverages & tobacco (FB&T) and HPC sectors are
at, or close to, their peak levels against the market as measured by the relative
P/E ratios over the past ten years. P/E ratios are currently at a 100% premium to
the UK equity market. In Europe, though, absolute P/E ratios for the FB&T sector
are at their lowest levels in the past ten years and the relative P/E premium is
only around 20%, while the European HPC sector is at a modest discount to the
total market. Partly, this is due to currency movements, with UK earnings
boosted by the considerable weakness of sterling, whereas European companies
are suffering from the continued strength of the euro. UK companies have also
performed better at the operating level. Additionally, UK FB&T and HPC
companies offer more attractive dividend yields of around 4% on 2009 forecasts,
whereas average dividend yields for their European counterparts are below 3%.
Overall, these sectors have been favoured for their defensive qualities, but this is
expected to change over the coming year, as risk appetite recovers.

Earnings outlook: Downgrades to earnings forecasts have been prevalent,
particularly in the past three months. Allowing for the support from a
depreciating currency, UK FB&T and HPC companies experienced only a 5%
downgrade to earnings forecasts on average during 2008, whereas their EU
counterparts saw earnings downgraded by around 10% during the year. As we
move into the important results season starting in February, 2008’s results may
well disappoint on current expectations, but outlook statements from companies
are likely to be noticeably more bearish than has been the case up until now.

Investment conclusion: We expect share price volatility to increase during the
first quarter of 2009 as the global economic downturn unfolds. During this
period, UK FB&T and HPC companies may continue to benefit from their safe-
haven status, but we would take this opportunity to lighten overweight holdings
and reposition portfolios into the preferred areas. In Europe, we still see some
stock-specific investment opportunities.

Figure 2 - FY1 12-month forward P/E
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Figure 3 — Sector valuation

Company

Barclays Wealth Research

Food, beverages & tobacco/HPC
Portfolio holdings

In December, we published a review of FB&T and HPC stocks, which contained
several downgrades to recommendations and revisions to our fair value
estimates. We concluded that consumer staples could be expected to
underperform over the next year. However, we also recognised that, in the short
term, the positive attributes of these companies could continue to support share
prices. Accordingly, although we have downgraded the recommendations of
British American Tobacco (BAT) and Reckitt Benckiser to Neutral, we continue to
retain these companies in the UK portfolio for the time being.

UK portfolio: In the UK, we hold BAT, Reckitt Benckiser, SABMiller and Unilever.
BAT (Neutral, fair value 1820p). BAT is a beneficiary of sterling weakness
against the US dollar and, to a much lesser extent, the euro. Consensus earnings
forecasts for 2009 are being raised on currency grounds and the shares are likely
to see positive momentum into the 2008 results announcement. Reckitt
Benckiser (Neutral, fair value 2700p). Again, we expect the shares to perform
positively into the 2008 results announcement. 2009 forecasts are being raised
on favourable currency movements. SABMiller (Accumulate, fair value 1160p).
The share price has strengthened and now stands above our revised fair value
estimate. Largely, this has been due to an increase in the group’s South African
shareholder base, where investors have switched out of previously held mining
stocks. This process could reverse if commodity prices start to rise again.
Organic volume growth in the second half of 2008/09 may be disappointing, but
we still believe the outlook for 2009/10 is positive with benefit coming from the
Miller/Coors joint venture cost savings, improved market share in South Africa,
increasing profitability in China and investment in Latin America. Unilever plc
(Accumulate, fair value 1640p): see Unilever NV below.

European portfolio: We hold Anheuser-Busch Inbev and Unilever NV. Anheuser-
Busch InBev (Accumulate, fair value €18). We lowered the fair value to reflect
earnings dilution from the acquisition of Anheuser-Busch and the deeply
discounted rights issue to part fund this deal. Although there is still high risk
from the need to make disposals for the rapid de-leveraging of its balance sheet,
we still see considerable value as the expected $1.5 billion synergies are
delivered over the next three years. Unilever NV (Accumulate, fair value €19.30)
may suffer from the strength of the euro, but the underlying performance should
still be respectable. We see the change of chief executive as a positive for the

company.
P/EFY1 | EGFY1 DYFY1

Index Perf. relative to index

wagt.*

. Price (LC) | Fair value |Total expected
return

3M 12M

Food, beverages &

= - - - 10.26% 10.2% 20.2% 12.1 7.7 4.0%
tobacco
British American
Tobacco Neutral 17.42 18.20 9.1% 1.12 8.3% 22.3% 13.8 15.7 4.7%
Britvic Accumulate 2.36 2.65 17.8% NA 31.4% 5.8% 9.2 34 5.6%
Cadbury Sell 5.84 4.70 -16.6% 0.27 15.5% 21.1% 16.8 -26.3 2.9%
Diageo Neutral 9.02 8.70 0.4% 0.77 8.7% 19.6% 135 8.6 4.0%
InBev Accumulate 16.50 18.00 11.6% 0.22 -12.1% -7.6% 8.6 0.3 2.5%
Nestlé Neutral 39.82 43.40 12.3% 2.74 13.3% 34.5% 13.3 7.8 3.3%
Reckitt Benckiser Accumulate 27.06 27.00 13.4% 0.55 12.5% 32.2% 17.7 20.7 2.6%
SABMiller Accumulate 10.44 11.60 13.1% 0.32 10.2% 10.9% 11.1 1.5 3.9%
Unilever Accumulate 15.54 16.40 9.6% 0.68 15.8% 22.1% 13.1 22.2 4.1%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Figure 1 — Sector relative performance

Barclays Wealth Research

Food retail

e Diminishing food inflation is likely to force retailers to seek volume gains in an
increasingly price-led market.

e Discounters and value-led retailers are still gaining share, raising the
likelihood of a price war, probably resulting in a sector de-rating, particularly
in the UK.

e Our portfolio holdings remain Tesco and Carrefour.

Valuation: The valuation gap between the UK and Europe has widened over the
last quarter. This gap can be partially explained by the fact that the UK, in terms
of legislation, supplier terms and pricing, is currently a more favourable
operating environment. However, we do not expect this to remain the case for
long, with the pricing environment in the UK likely to worsen appreciably over
the coming months.

Earnings outlook: Food price inflation, upon which the UK grocers have been
heavily reliant for top-line growth in the past six months, is starting to dissipate.
Very shortly grocers are going to have to find other ways to stimulate the top
line, with consumers likely to be largely focused on value, which will put pressure
on sector gross margins. We would expect earnings forecasts, particularly in the
UK, to begin to reflect this reality over 2009.

Investment conclusion: As mentioned above, the weakening consumer and an
increasingly popular ‘hard discount’ sector should put considerable pressure on
sector gross margins. In both Europe and the UK, the prospects for the consumer
over the next 6-12 months are fragile at best. As a result, we expect food
purchase decisions to be made primarily on price rather than on health or
environment concerns, as had perhaps been the case over the past 12 months.
As a result, the discounters, such as Aldi, Lidl and Netto, will probably continue
to gain share both in the UK and Europe. With this in mind, the retailers with the
strongest supplier relationships and the clearest message on price will be the
likely winners. However, as mentioned above, such an environment dramatically
increases the likelihood of a price war, which in turn increases the likelihood of
marked sector underperformance. On top of this, the food retail sector is likely to
be left behind, as a perceived defensive area of the market, as soon as the market
starts looking beyond the current economic crisis.

Figure 2 - FY1 12-month forward P/E
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Equities Barclays Wealth Research

Food retail
Portfolio holdings

UK portfolio: Within the UK sector we continue to prefer Tesco (Buy, fair value
381p) over Wm Morrison (Neutral, fair value 305p) and Sainsbury (Neutral,
fair value 345p). This is in keeping with our continuing bias towards large-cap,
value stocks within the portfolio. There have been concerns recently that Tesco
has misjudged some important consumer trends and, as a result, has and is
likely to continue to cannibalise its own sales. We would argue that it is too early
to write off a management that, in terms of consumer trends, has barely put a
foot wrong in the past decade. Admittedly, this is a fairly unique trading
environment; however, we still believe that Tesco’s strong value image and
operational excellence will ensure that it outperforms the sector in the current
environment. The shares also look cheap on such a wide discount to the sector.

European portfolio: In Europe, our current holding is Carrefour (Neutral, fair
value €37.87). The shares have slightly underperformed the wider European
sector over the past six months, with a recent profit warning confirming market
fears that Carrefour was having to give away margin in order to keep pace with
the competition. Longer term, this is a business that still estimates its property
portfolio to be worth some €20-24 billon (against a current market capitalisation
of under €20 billion), suggesting unrealised value. Nonetheless, with our
forecasts suggesting that the US may be earlier to recover than Europe and
exchange rates being currently beneficial, we are having a closer look at the
potential attractions of Ahold (Monitored Coverage) and Delhaize (Monitored
Coverage), both of which have significant exposure to the US. Elsewhere in the
sector, both Jeré6nimo Martins (Monitored Coverage) and Colruyt (Monitored
Coverage) continue to be extremely well-run businesses with impressive
expansion plans. However, we feel it is still early to be investing in growth stories.

Figure 3 — Sector valuation

Company . Price (LC) | Fairvalue |Total expected Index Perf. relative to index P/EFY1 | EGFY1
return wgt.* 3M 12M
Food & Staples
retailing - - - - 2.36% 8.5% 11.9% 11.2 5.1 3.9%
Monitored

Koninklijke Ahold Coverage 8.52 0.28 29.7% 47.5% 12.3 28.1 2.3%
Carrefour Neutral 25.96 37.87 50.1% 0.45 3.3% -4.3% 9.8 -0.6 4.2%
J Sainsbury Neutral 3.19 3.45 12.2% 0.11 6.4% 13.3% 159 4.6 4.1%
Tesco Accumulate 3.45 3.81 14.0% 0.92 3.7% 14.3% 125 2.0 3.5%
Wm Morrison Neutral 2.67 3.05 16.4% 0.21 15.9% 17.4% 15.9 16.9 2.2%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Healthcare
Andy Penman

Equity Analyst e We expect more share price outperformance in the short term.
+44 20 7114 8408 ite | . .
andy.penman@barclayswealth.com e Despite long-term earnings concerns, the short-term outlook is favourable.

e Defensive, non-economically sensitive business models offer appeal.

Valuation: Our long-held view that pharma companies no longer deserve their
TeirmeaielE true defensive status for a number of structural reasons remains. However, as

investors question other sectors of the market, and indeed as concern over the

Neutral Neutral health of global economies intensifies, we continue to believe that the absolute

valuation levels (we estimate the pan-European sector trades on around 10x
2009E EPS) offer investors upside. That said, relative valuations are now starting
to look less attractive. Pharmaceuticals performed well in 2008 and we feel there
is more to come in the first half of 2009, in line with our advice to remain more
defensive.

Earnings outlook: The global industry faces a major hurdle in 2010-12, when it
is estimated around 20% of revenues face patent expiration. In the near term, we
still expect more upgrades than downgrades, which is particularly welcome
given what is happening elsewhere in the market, although a large part of this is
linked to the strength of the US dollar.

Investment conclusion: Pharmaceuticals offer the defensive characteristics of
stable cash flows and an undemanding valuation, although ongoing structural
changes have reduced the non-cyclical growth potential that has traditionally
served the sector well in economic downturns. These defensive characteristics
are appealing in the current turbulent markets, and despite this not going
unnoticed by investors recently, we think that this can continue. We are still a
little concerned about the longer-term earnings outlook but in the shorter term
believe the non-economically sensitive business models and strong cash flows
should lead the sector to perform relatively well.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Healthcare

Portfolio holdings

UK portfolio: Throughout 2008 we held an overweight position in AstraZeneca
and an underweight position in GlaxoSmithKline (GSK). AstraZeneca
outperformed GSK by 30%. We are maintaining this position at the start of 2009
and will use the impending results season to judge whether to change this
stance. At present, we have no holding in the other two names under coverage
in our healthcare universe, Shire and Smith & Nephew. This proved to be the
correct stance in 2008 as both their share prices posted double-digit declines for
the year. Again, we will use the full-year results to assess whether the relative
weakness has presented good buying opportunities or not.

AstraZeneca (Buy, fair value 3300p): We still like Astra in the large-cap pharma
space due to the better performance of the core pharma products. We believe
that the positive newsflow from the recent JUPITER study (for its cholesterol
product, Crestor) bodes well for 2009 and feel that this franchise could lead to
earnings upgrades for 2009 and beyond.

GlaxoSmithKline (Neutral, fair value 1300p): We do not think CSK is particularly
expensive at current levels on an absolute basis, but we are concerned about
how long it is taking the business to turn around. Hence we think it appropriate
to be underweight relative to the sector rather than zero weight. We will wait to
hear what progress the new management team has made at the full-year results.

European portfolio: We hold Roche and Novartis in our European portfolio,
funding these overweight positions predominantly through an underweight in
Sanofi-Aventis. This has led to outperformance since the inception of the
portfolio and also for 2008. We maintain this bias into 2009.

Roche (Buy, fair value CHF205) Q3 sales figures, released on 21 October,
confirmed to us that Roche is positioned to deliver twice the sector growth rate
over the next several years with the added benefit of well below sector average
patent risk in 2010-12. We think there is some upside potential to forecasts from
its key and strong performing oncology franchise.

Novartis (Buy, fair value CHF65) benefits from its more diversified portfolio,
which includes consumer healthcare and a generics business. Third-quarter
earnings were solid if unspectacular. However, our investment thesis remains in
place following the results.

Figure 3 — Sector valuation

Company . Price (LC) | Fair value |Total expected Index Perf. relative to index P/EFY1 | EGFY1 DY FY1
return wagt.* 3M 12M

Healthcare - - - - 12.38% 21.1% 28.6% 10.5 13.1 4.2%
AstraZeneca Buy 27.23 33.00 26.4% 1.34 22.1% 48.5% 7.8 359 5.2%
GlaxoSmithKline Neutral 12.35 13.00 9.8% 2.18 15.5% 23.6% 12.1 33 4.5%
Novartis Buy 51.95 65.00 29.2% 2.22 19.9% 36.6% 109 49.0 41%
Roche Holding Buy 170.40 205.00 23.2% 2.15 29.4% 38.1% 14.6 2.6 2.9%
Shire Neutral 9.99 9.20 -73% 0.19 24.2% 18.3% 12.5 51.6 0.6%
Smith & Nephew Neutral 4.70 5.50 18.8% 0.14 -4.9% 6.4% 134 32.1 1.8%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Automotive

Peter Caldwell
Equity Analyst e The market collapse has been sudden and dramatic, leaving zero visibility.
;:jerzgardu;Igga?clayswealth com e Assemblers are reducing output to cut stocks and match lower demand.

e Volume falls, no visibility and cash outflows mean this is a sector to avoid.

Valuation: The UK sector comprises GKN alone. In Europe the dominant
Consumer Discretionary influence on the rating has been the cut in earnings expectations although the
UK Europe ex UK VW bid masks the impact of profits and cash flows on share prices. Sector 12-
Neutral Neutral month-forward EPS estimates have fallen from double-digit growth predicted

last summer to a 34% decline now. We place very low confidence in current
earnings, dividend and cash valuation metrics. Relative to potential or
normalised earnings the sector is cheap.

Earnings outlook: Auto markets deteriorated sharply in Q4 2008. Falling
consumer/business confidence, tighter credit markets and higher fuel costs hit
demand and these conditions rob companies of any visibility into 2009. There
may be help should governments stimulate markets via incentives. The need to
cut output and to reduce inventories will hit H2 2008 and Q1 2009 profitability.
Cash rationalisation costs, funding the stock build and lower profits will hit cash
generation. Also, tight credit may require companies to use cash to help fund
their finance arms to support sales. This suggests dividends will be sacrificed.
Typically, when job cuts are looked for, these are matched with dividend cuts to
ensure all stakeholders share the pain. This bleak scenario is expected to last
through H1. Lower raw material costs and some FX stability are the only
positives. If government measures succeed in stabilising and lifting economic
growth we would expect a good earnings rebound, but from a low base.

Investment conclusion: The sector remains one to avoid in Q1. If there are signs
that economies are responding to government actions then we would expect the
sector to benefit from increased optimism. Investors are likely to be wary of false
rallies, so a sustained performance requires firm evidence that markets have
stabilised. With an early and significant response to economic weakness, we feel
the US should be among the first to see some recovery. Hence, the German
assemblers with the largest exposure to the region should be the first to benefit.
Emerging market demand is expected to be relatively robust, so exposures here
will also be helpful for stock performances.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Automotive
Portfolio holdings

The size of the sector led us to include European recommendations in the
portfolio last year, but we suggested that the sector was only for investors able
to absorb high risk and with a long time horizon. In any event, we picked stocks
where we thought that there was a good chance of support and good returns
from dividends, rather than earnings. But dividends are now at risk, even where
balance sheets are robust. Hence we have exited the European sector. We do not
currently hold any stocks in the UK portfolio either.

UK: GKN (Neutral, fair value 228p) is the only stock in the sector. The collapse in
auto markets and subsequent production inefficiencies from erratic demand has
hit profits. Q1 production schedules suggest a poor start to 2009, possibly
mitigated by lower costs and more efficient production, if demand is more
consistent. EPS and dividend estimates have been cut, but there may be
rationalisation costs to factor in. Aerospace and off-highway business are
expected to perform relatively well in 2009, boosted by acquisition. A trading
update on or before its February results release is expected to provide some
2009 guidance. The shares on current estimates are lowly rated, but there is low
confidence in estimates.

Europe: VW (Sell, fair value €122) benefits from bid speculation although we
remain sceptical now Porsche has over 50% that it will pay too highly for the
minority shares. BMW (Neutral, fair value €23.5) has an ongoing rationalisation
programme benefit, albeit with long-term targets, and a strong position in the
US should that market revive early. It is also established in China. It is cheap
relative to past history and so potentially profitable. But, as elsewhere, it could
take some time to re-establish historic earnings. Daimler (Buy, fair value €31)
has the attractions of a strong balance sheet and a diverse business mix with a
global truck operation. Trucks are suffering from weak markets, but it has been
able to flex its cost base here successfully. A big US truck exposure along with
autos will help boost earnings if there is an early economic recovery in the
region. While its balance sheet is strong, tight credit and rationalisation may
cause it to trim its dividend. Peugeot (Neutral, fair value €36) is expected to be
in loss this year, but is cheap relative to recent historic earnings and hence has
potential. It has no US exposure, so requires a revival in European markets to
improve confidence in its outlook. Renault (Neutral, fair value €29) looks
cheaper on current consensus (but it has traded at a discount, we suspect due to
a high associates contribution). It has some US exposure via Nissan and a
relatively strong position in emerging markets, but we believe the main catalyst
for the shares will be increased confidence in European auto demand.

Figure 3 — Sector valuation

Company Rec. Price (LC) | Fair value |Total expected Index Perf. relative to index P/EFY1 | EGFY1
return wagt.* 3M 12M

Automobiles &

components - - - - 2.23% -6.5% -1.0% 14.2 -10.4 4.4%
BMW Neutral 19.60 23.50 24.0% 0.20 -3.3% -8.3% 8.8 -53.3 4.1%
Daimler Buy 23.77 31.00 37.0% 0.56 -8.0% -15.2% 7.0 -27.5 6.6%
CKN Neutral 0.95 2.28 150.7% 0.02 -32.7% -24.8% 4.6 -26.9 9.4%
Michelin Neutral 36.22 64.00 80.4% 0.14 4.5% 0.3% 8.9 -46.1 3.7%
Peugeot Neutral 14.10 36.00 160.8% 0.06 -21.7% -27.5% 52 -30.5 5.4%
Renault Buy 17.29 29.00 82.7% 0.09 -36.4% -36.6% 2.9 -41.9 15.0%
Volkswagen Sell 241.75 122.00 -48.7% 0.89 11.8% 103.1% 21.1 10.0 0.8%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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General retail and luxury goods

William Hobbs
Equity Analyst o A better-than-expected Christmas trading period has served only to delay
+44 20 7114 8502 necessary earnings downgrades.

illiam.hobbs@barcl Ith.
william.hobbs@barclayswealth.com e Earnings visibility still very low, which is reflected in the trough valuation.

e Our only holding in the UK is Carphone Warehouse.

Long-term recommendations e In Europe our holdings are LVMH and Swatch, both of which should benefit
Consumer Discretionary from recent FX moves
UK Europe ex UK
Neutral Neutral Valuation: Within the UK, the valuation still sits just off 30-year lows in spite of
the recent rally, reflecting a marked lack of visibility on earnings. Within
European retail, the valuation is less attractive, though earnings look a little more
robust. For luxury goods, the valuation has retreated considerably from the highs
seen in late 2007, though still sits at an uncomfortable premium to the market.

Earnings outlook: For the UK retail sector, we feel there is still some way to go
before earnings estimates for 2009 and 2010 reach a floor. Slightly better than
expected trading over the Christmas period seems to have only put off the
inevitable. The earnings picture in Europe is slightly more robust, largely due to
the greater geographical diversity of the main operators, Hennes & Mauritz and
Inditex. Nonetheless, we would expect further downgrades from current levels.

Investment conclusion: We would advise, particularly in the case of the UK retail
sector, that investors steer clear for another few months at least. Several of the
smaller companies within the sector have already cut dividend payments and it
may become necessary, depending on how much trading conditions deteriorate
over the next few months, for some of the larger-cap retailers to follow suit. In
Europe, our concern is more that valuations do not quite reflect the hardships
that the retailers, in particular within clothing, are likely to face in 2009. Luxury
goods still look slightly more attractive from a demand perspective, but we
believe that the rating currently looks fair and feel no need to be anything other
than Neutral on the sector.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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General retail & luxury goods
Portfolio holdings

UK portfolio: We continue to attempt to diversify, as much as is possible, away
from the UK high street. With this in mind we have an overweight position in
Carphone Warehouse (Buy, fair value 360p). Shares in Carphone Warehouse
should find support on reports that the company plans to de-merge its retail and
telecom operations. Even without this support, we still believe that the longer-
term picture for the business is attractive. The Best Buy format, judging both on
previous foreign forays and the current state of the UK electrical market, has
considerable potential in Europe. In the shorter term, relative to demand
elsewhere in the sector, handset sales have held up reasonably well over
Christmas and the group remains reasonably well positioned in the fast-
changing world of broadband and internet service providers. We have removed
our holding in Burberry (Neutral, fair value 213p) following evidence that US
department store sales lurched further into negative territory in December.
Alongside its exposure to Japan and Spain, we felt that the geographic profile of
Burberry is likely to prove more of a hindrance than a help over coming months,
even taking into account currency tailwinds.

European Portfolio: In Europe, our main overweight positions are now in the
luxury sector after we took advantage of outperformance in Hennes & Mauritz
(Neutral, fair value SEK334) to exit the holding and transferred the proceeds
into LVMH (Buy, fair value €53.97). Unlike Hennes & Mauritz, which is
predominantly a US dollar-denominated buyer and euro seller, LVMH is a euro
manufacturer and a significant US dollar and yen seller, which puts it on the right
side of recent moves in FX markets. On top of this, two of LVMH’s major brands,
Louis Vuitton and Hennessy Cognac (accounting for c.69% of EBIT) have a good
track record in previous consumer downturns giving us some confidence that
the company will outperform in the current environment. We retain our holding
in Swatch (Buy, fair value CHF222), which should also benefit from the recent
moves in FX and also from some measure of resilience from the more upmarket
watch brands.

Figure 3 — Sector valuation

Company Rec. Price (LC) | Fair value |Total expected Index Perf. relative to index P/EFY1 | EGFY1
return wgt.* 3M 12M

General retail &

- - - - 2.16% 14.0% 9.8% 11.7 -11.2 6.5%
luxury goods
Adidas Buy 25.54 53.00 109.8% 0.14 -7.4% 1.3% 83 13.9 2.3%
Burberry Group Neutral 2.00 2.13 12.5% 0.03 -29.4% -16.0% 6.9 -7.7 6.0%
Carphone Warehouse Buy 1.08 3.60 237.4% 0.02 -19.2% -27.1% 7.5 -28.5 3.3%
Hennes & Mauritz Neutral 309.00 334.00 12.2% 0.43 24.0% 26.0% 16.8 11.8 5.0%
LVMH Buy 41.00 53.97 35.8% 0.27 -8.2% 0.5% 9.2 4.0 41%
Marks & Spencer Neutral 2.24 242 16.7% 0.12 25.7% -6.9% 8.1 -37.0 8.4%
Swatch Group Buy 129.70 222.00 74.4% 0.09 -6.9% -5.7% 7.5 -6.9 33%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Long-term recommendations
UK Europe ex UK
Neutral Neutral

Figure 1 — Sector relative performance

Barclays Wealth Research

Media

The media sector outperformed in 2008 for the first time since 2000.

e Valuation is cheap but we believe there will be better opportunities to buy

into the sector before a sustained market rally.

e We recommend staying in defensive shares with low advertising exposure.

Valuation: The media sector continued its long-term de-rating in 2008, despite a
long-awaited (by media analysts anyway) fourth-quarter rally. The positive
moves at the end of the year were enough for the sector to outperform the
market for the first time since 2000, although returns were still negative. The
yield for the sector remains relatively high. This will be supported by companies
we view as safe dividend payers such as Vivendi, one of the larger contributors
to the aggregate number. However, the yield may well be lower once the smaller,
consumer cyclical and more highly geared media stocks confirm 2008 payouts.
This is where we expect dividend cuts to happen.

Earnings outlook: Downgrades have been picking up speed in recent months
but there is still scope for more as we go through the Q4 reporting season in
February. Based on historical figures of peak-to-trough through the cycle
earnings, we look to be about half way through the downgrades. At this stage
companies have refrained from setting guidance on 2009 earnings so there
could be disappointment to come. We do not expect advertising markets to
improve, for instance, until later in the year.

Investment conclusion: The media sector is an early-cycle play and as such
performance has improved in the recent market rally, with investors gaining
more of an interest in risk as they anticipate a recovery. However, it is our view
that a sustained recovery will not come through until later in the year, perhaps
when we have reached an inflexion point in the earnings cycle. We would not be
tempted therefore to change from our defensive stance in the sector, preferring
to stay invested in the large-cap stocks with safe yields. Within the sub-sectors,
we prefer the professional publishing stocks and Vivendi, due to its telecom
exposure. As we move closer to an inflexion point we will look to switch into the
quality cyclical stocks but still avoid some of the highly geared cyclical
companies until we see credit markets improving. Our long-term underweight
on the structurally-challenged consumer cyclical sector is likely to remain until
we see a meaningful change to business models to combat the rise of digital
media and fragmentation of the advertising market.

Figure 2 - FY1 12-month forward P/E
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Media

Portfolio holdings

We hold Reed Elsevier in the UK analyst model and have recently added the
Dutch listing to the European portfolio, alongside Vivendi. The holdings
outperformed in 2008, but we are happy to stick with our recommendations for
the next few months.

UK portfolio: Reed Elsevier (Buy, fair value 600p). Reed is, in our view, one of
the most defensive stocks in the media sector due to its relatively low exposure
to advertising and resilient recurring revenue stream from subscriptions. Its
exposure to legal and healthcare sectors should also see the group weather the
recession better than those media companies with more exposure to the
consumer. The company has recently refinanced a large portion of its debt so
the dividend now looks secure. Professional publishing is still the sub-sector
which we recommend investing in, although if we do start to see the first green
shoots of a recovery we would look to switch into the more cyclical stocks. We
would perhaps return to the agency sub-sector as the likes of WPP (Neutral, fair
value 700p) still have reasonably strong balance sheets and good cash flow.
Ratings here have gone below trough levels seen in previous recessions so will
deliver value once the market refocuses on growth. We still recommend staying
away from areas such as consumer publishing and broadcasting, despite
bombed-out valuations, as we believe there is still a high risk of earnings
downgrades.

European portfolio: Reed Elsevier NV (Buy, fair value €9.8). We recently added
Reed NV to the European portfolio as the shares had significantly
underperformed the plc listing due to currency moves. We believe this
underperformance is likely to reverse. Vivendi (Buy, fair value €31.5). Our
holding in Vivendi is really a proxy for more exposure to European telecoms, via
its holding in SFR and Neuf Cegetel (joint venture with Vodafone), rather than for
its media assets. The telecom business provides a stable earnings base which is
sought after in tough markets. The recent purchase of Neuf should also lead to
large synergy savings, helping margins. Saying that, the majority of its media
businesses are performing well at the moment, especially the games division,
and convergence in media supports the conglomerate status. The balance sheet
is strong and the yield high.

Figure 3 — Sector valuation

Company . Price (LC) | Fair value |Total expected Index Perf. relative to index P/EFY1 | EGFY1
return wgt.* 3M 12M

Media - - - - 2.32% 11.3% 7.1% 9.5 -0.5 6.8%
BSkyB Sell 4.06 4.00 4.7% 0.16 13.2% 7.4% 13.7 17.7 6.1%
v Sell 0.34 0.45 39.1% 0.04 -3.6% -16.6% 1.9 -43.6 4.7%
Pearson Neutral 5.89 7.48 32.8% 0.16 11.0% 20.7% 11.6 9.0 5.7%
Reed Elsevier Buy 5.37 6.00 15.5% 0.20 9.9% 16.9% 12.8 1.1 3.8%
Thomson-Reuters Sell 13.26 12.90 2.8% 0.08 20.2% 12.7% 11.2 1.7 5.5%
m:: Business Buy 449 7.14 64.3% 0.04 5.4% 13.4% 7.9 144 | 54%
WPP Group Neutral 3.73 7.00 91.8% NA -1.0% -3.3% 7.1 9.0 4.1%
Reed Elsevier N.V Buy 9.14 9.80 11.9% 0.16 11.7% 19.0% 11.0 -10.2 4.7%
Vivendi Buy 20.14 31.50 63.2% 0.65 16.3% 11.7% 8.5 -2.5 6.8%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Transport is relatively defensive. Increased UK rail confidence would be the
main catalyst for share performance.

e Tour operators and catering remain the only attractive areas within leisure.

e We have replaced Burberry with Compass Group in our UK portfolio to further
enhance our defensive stance.

Long-term recommendations
Consumer Discretionary \
UK Europe ex UK
Neutral Neutral

Valuation: Airline earnings’ visibility is hit by lower demand and higher fuel costs
(while oil is falling, currency moves offset this and past hedging impacts
comparisons). So there is limited earnings or yield valuation support. Public
transport’s relative defensiveness should help maintain its market premium, but
oil price moves and economic data will affect valuations. In leisure, as with the
rest of the consumer discretionary space, valuations have been punished over
the past six months in anticipation of a sharp consumer downturn. The forecast
dividend yield looks unrealistic and we expect cuts, particularly within the pubs
sector.

Earnings outlook: So far public transport trading updates have been in line with
or ahead of expectations. There are early signs of a slower economy hitting UK
rail, but mode shifts have helped bus demand. 2009 could be more testing but
earnings should hold up better than more cyclically-exposed industries. Airlines
are expected to remain cautious in guidance and their earnings outlook is very
opaque. Within leisure, we have already had one profits warning within the
European hotel sector and we would not rule out further disappointment. The
tour operator sub-sector is at an advantage to the rest of the sector with 25% of
capacity having come out of its market in the past 12 months, which should help
pricing power.

Investment conclusion: We feel airlines are too risky and only for those with
long time horizons to await a recovery. Public transport is relatively defensive,
albeit not immune from a recession, which could be damaging for UK rail. We
therefore favour those companies with a wide spread of products and
geographies and a good proportion of contract-backed revenues. In leisure, the
only areas of current attraction for us would be the tour operators, which are
likely to benefit from capacity reductions, and catering, which should continue to
benefit from trends in outsourcing. Elsewhere, the bookmakers are heavily
geared and facing slowing consumption, similar to the pub companies.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward PE
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Travel & leisure

Portfolio holdings

UK portfolio: FirstGroup (Buy, fair value 585p). FirstGroup is held back by
relatively high debt, used to fund the US acquisition, but this is largely re-
financed now and the group is focused on debt reduction from 2009. The
acquisition, we believe, improves its relative resilience by adding to its US school
bus exposure and providing an impetus to earnings growth via synergy benefits.
Its January trading update could firm up estimates with some cuts in UK rail
growth anticipated. Within leisure, merger synergies, reductions in capacity and
less competitive pricing should help TUI Travel (Buy, fair value 280p) to deliver
earnings growth of around 20% per annum over the next couple of years.
Weakening consumer spending is a concern, but holiday bookings seem to be
holding up reasonably well for now. Our other holding within the UK leisure
space is Compass Group (Buy, fair value 392p), where we believe both low
specific risk (no client accounts for more than 1% of group sales) and a very
strong balance sheet (over £1.2 billion of headroom) should ensure that the
stock outperforms a weak sector.

European portfolio: Deutsche Post (Buy, fair value €10.4). A low valuation and
increased focus on shareholder value, with earnings supported by restructuring,
have been behind our Outperform recommendation. However, increased trading
pressures from the recession have hit the shares, notably by slowing the US
restructuring and increasing losses in the region. Logistics will suffer in the
recession, and we keep our Outperform rating solely in expectation of a return to
shareholders via dividends and, possibly, a special dividend/buy-back from the
proceeds of the sale of its stake in Deutsche Postbank. On the leisure side, we
have exited our holding in Accor (Neutral, fair value €33.84) following the 2008
profit warning, as we decided that the funds would be better used in
investments elsewhere in the consumer discretionary space.

Figure 3 — Sector valuation

Company . Price (LC) | Fair value |Total expected Index Relative to index P/EFY1 | EGFY1 DY FY1
return wgt.* 3M 12M
Travel & leisure - - - - 2.23% 3.7% 7.7% 10.6 8.3 6.4%
Accor Neutral 29.77 33.84 19.2% 0.15 4.5% 2.8% 11.1 -6.4 5.5%
Arriva Neutral 4.78 6.71 45.4% NA -14.4% 0.2% 8.1 27.7 5.1%
British Airways Neutral 1.58 2.30 47.2% 0.03 7.3% -10.0% N/A -108.3 1.5%
Compass Group Buy 3.20 3.92 26.5% 0.20 6.6% 34.1% 12.8 19.4 4.0%
Deutsche Post Buy 9.58 10.40 17.7% 0.22 -10.3% -14.6% 9.1 -8.2 9.2%
easylet Neutral 2.88 4.08 41.8% NA 5.1% -5.2% 56.8 -77.0 0.0%
FirstGroup Buy 3.40 5.85 77.6% 0.06 -18.3% -12.2% 6.7 24.5 5.5%
National Express Neutral 4.17 6.70 70.4% 0.02 -29.4% -27.8% 4.5 9.9 9.8%
TUI Travel Buy 2.19 2.80 32.1% 0.04 14.2% 25.6% 8.7 - 4.4%

*MSCI Europe, Source: Barclays Wealth Research, FactSet
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Head of Equity Research e The telecommunication sector should outperform in the shorter term given its

+44 20 7114 8403 defensive merits.

amanda.purton@barclayswealth.com . . . .
. @ / o We prefer the diversified telecommunication companies in Europe and

Vodafone in the UK.

Long-term recommendations e Investors should invest in the sector to increase portfolio yields.
Telecommunications

UK Europe ex UK Valuation: The sector is trading in line with the market for 2009 on a price to
Neutral Neutral earnings basis, but is set to deliver much higher earnings growth. The yield is
also attractive and, whilst we are concerned that dividends may be cut in other
sectors, meaning the current market yield includes some unreasonably high
forecasts for dividends, we believe the telecoms forecast is accurate (with the
main exception being BT in the UK). The sector also scores well on free cash flow
measures.

Earnings outlook: There are some risks to earnings in the telecommunications
sector but, on a relative basis, downgrades, if they happen, will be lower than
other sectors. Any downgrades will relate to underlying operations, mostly in the
mature European markets, where the recession will have some impact, although
other downgrades are likely to come from a tougher regulatory environment.
That said, the telcos still have room to cut costs and this will help margins and
earnings. Capex can always be cut as well. We still view the dividend payments
as safe and indeed expect small rises in payments over the year.

Investment conclusion: We continue to like the short-term prospects for the
telecommunication sector due to its defensive merits, i.e. the large-cap bias of
the companies, a stable earnings base and high yields. The sector outperformed
the market in 2008 and this is likely to continue in the early part of 2009 as
markets remain volatile. Telecoms are much more likely to meet analyst forecast
estimates for earnings than other sectors. As we progress further through the
year, however, the sector’s attractions may wane as higher growth from a
recovery is looked for and in this case we would expect a shift out of the sector.
For the moment we are happy to view the sector as one of the safest places in

the market to pick up yield.
Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward PE
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Telecommunications

Portfolio holdings

UK portfolio: In the UK, our preference is for Vodafone (Buy, fair value 185p).
As a pure mobile phone operator the company has more cyclical exposure than
our other main option in the sector, BT (Neutral, fair value 127p), but we believe
that a number of other factors mitigate this. There may be some weakness in
European operations but other regions, such as emerging markets, should still
report high growth due to the lower levels of penetration in these markets. In
any case, if revenue does come under pressure from the recession, Vodafone still
has a lot it can do with regard to cost cutting and reducing discretionary capex
to support margins and cashflow. The company is also adapting its offering to
suit more frugal consumers, i.e. by selling SIM-only cards. Currency has helped
estimates as well and the rise in the US dollar should see Vodafone make its
forecasts despite any weakness in underlying operators. So overall we view the
company as relatively resilient to the recession, with stable earnings and a good
yield.

On the face of it BT has a much more attractive yield than Vodafone but our
Neutral stance on the stock is partially based on the assumption that BT will
have to cut its dividend (although a 50% cut still provides an above market
yield). A cut may be necessary to provide extra funding for BT’s pension scheme,
with the results from its triennial review due in May. BT’s retail operations will
have slowed in the recession and growth in broadband is slowing due to higher
penetration rates. We have more concerns however over the global services
division, which could see larger downgrades to forecasts. Overall the rating looks
cheap but we feel now is not the right time to invest.

European portfolio: In Europe we have a preference for the integrated
telecommunications companies, i.e. those that offer fixed and mobile services.
We also like national champions and hold France Telecom (Buy, fair value €26)
and Telefonica (Buy, fair value €25) in the portfolio. Both have strong positions
in their home markets and whilst competition may be tougher in France, France
Telecom’s scale gives it a competitive advantage. Telefonica in Spain has
managed to weather the difficult market conditions much better than its rating
suggested it would. Both have good cash generation and high yields.

Figure 3 — Sector valuation

Company Price (LC) |Fairvalue |Total expected Index Relative to index P/EFY1 | EGFY1
. return  wgt* 3M 12M

Telecommunications - 8.32% 17.1% 8.1% 9.5 3.4 5.6%
BT Group Neutral 1.22 1.27 14.3% 0.32 -5.7% -17.0% 5.8 -11.1 10.5%
Cable & Wireless Neutral 1.49 2.00 40.4% 0.13 5.2% 18.2% 14.0 56.7 5.7%
Deutsche Telekom | Montored |46 o5 0.78 181% | 11.9% 136 6.6 7.9%
Coverage
France Telecom Buy 19.08 26.00 43.7% 0.96 21.2% 26.9% 9.3 -15.1 7.4%
Telefonica Buy 14.91 25.00 74.4% 1.73 16.2% 12.6% 9.3 24.6 6.7%
Vodafone Buy 1.32 1.85 46.3% 2.36 21.4% 5.5% 9.7 8.8 6.1%

*MSCI Europe, Source: Barclays Wealth Research, FactSet
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Thuy Quynh Dang
Equity Analyst
+44 20 7699 2393
thuyquynh.dang@barclayswealth.com e Focus expected to be on funding requirements and potential equity issues.

o Slower earnings growth expected for 2009-10 driven by softer commaodities.

e Politics likely to influence share price performance further, in both directions.

Long-term recommendations o We still prefer the most defensive names for now.
Utilities

UK Europe ex UK Valuation: The sector is still at a premium to the market average (higher P/Es
Strong Moderate and lower yields, especially in the UK), which soft commodity prices and a more
Underperform | Underperform bearish outlook make increasingly difficult to justify. We believe downside risks

to earnings and dividends remain lower than for other sectors in the medium
term, but should power prices stay weak and the market’s appetite for risk start
to recover, a sector de-rating will become more likely in our view.

Earnings outlook: We expect slower growth in 2009 than 2008, although
earnings should remain relatively resilient to the softer commodity environment,
as forward selling and regulation will smooth the impact. Demand from
industrials and SMEs has weakened, but there has been no contraction from
residentials, especially with the recent cold spell. Utilities still have access to debt
markets, and cuts in investment plans have so far been limited to the most
capex-intensive/cyclical segments (renewables, unregulated water). The cost of
recent bond issues has generally risen, however, and spreads have been
diverging, reflecting the mix of good- and average-quality issuers. Additional
risks include government intervention on tariffs (UK, France, Italy) and bad
debts. Looking at 2010, we expect earnings growth to slow further as the fall in
gas and power prices will hit more companies’ actual profits.

Investment conclusion: We think fundamentals should remain relatively solid for
now for well-diversified stocks, and the macro environment is supportive (low
bond yields). However, the focus will remain on funding requirements, and
companies with poorer credit quality could choose to increase their capital,
hurting share price performance. Politics are also likely to be an important driver,
whether on the upside (events in Russia and Israel pushing up power and gas
prices), or the downside (government calls for tariff cuts). Until a sustainable
trend in commodities becomes clearer, we continue to favour names with solid
operational performance, strong balance sheets and an operational hedge from
vertical integration and/or regulation.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Utilities
Portfolio holdings

UK portfolio: Scottish and Southern Electricity’s (Accumulate, fair value
1500p) performance in 2009 has been dented by a surprise capital increase, but
we see this as an opportunistic move to tap into equity markets ahead of the
pack and believe it is justified by new investments. We continue to like the
company’s balanced set of assets, its solid growth prospects, its dividend
commitment and management quality. National Grid (Accumulate, fair value
844p) should continue to provide a safe haven, shielded from commaodity,
political, demand and bad debt risks. Appetite for the group’s bonds is likely to
remain strong given its low-risk profile, the significant capex programme should
provide good earnings growth, and its exposure to non-RPI linked business in
the US should limit the impact of deflation and allow it to benefit from the
strength of the dollar. Low bond yields are also generally supportive for
regulated names.

European portfolio: GDF Suez (Accumulate, fair value €45) should prove more
resilient to softer commodity prices than peers, and with an upgraded efficiency
programme, we continue to expect the company to exceed its 2010 EBITDA
target. Its power and gas procurement portfolios are very well diversified, and its
balance sheet strength and dividend yield are among the strongest in the sector.
E.ON (Accumulate, fair value €36) looks cheap to us on multiples (c.20%
discount to sector’s average P/E, despite higher yields). A greater exposure to
falling Russian markets and the surprise suspension of the share buy-back in Q4
2008 have been weighing on sentiment. However, we think diversification
means long-term growth opportunities are good. Being the most liquid stock in
the sector has been unhelpful in 2008, but could become an advantage when
markets pick up. Red Electrica (Accumulate, fair value €47) remains our
favourite regulated name: the regulatory period has just started in Spain, and a
strong capex plan, on which returns are guaranteed, should feed into double-
digit earnings growth.

Figure 3 — Sector valuation

Company Rec. Price (LC) |Fairvalue |Total expected Index Relative to index P/EFY1 | EGFY1 DY FY1
return wgt.* 3M 12M
Utilities - - - - 7.87% 4.3% 4.3% 9.5 -0.5 6.0%
Centrica Neutral 2.68 2.20 -13.1% 0.46 8.9% 20.4% 11.7 -15.6 4.7%
E.ON Buy 25.14 36.00 49.3% 1.31 -4.5% -5.4% 8.7 -17.8 6.1%
CDF Suez Accumulate | 31.37 45.00 49.2% 0.94 12.8% 24.5% 11.6 7.5 5.7%
National Grid Accumulate 6.39 8.44 37.6% 0.53 5.1% 9.9% 12.3 8.1 5.5%
Red Electrica Accumulate | 35.60 47.00 35.5% 0.11 25.2% 31.0% 17.1 16.1 3.5%
Eﬁzgih &Southen s ccumulate | 1174 | 15.00 33.4% 037 | -29% | 66% | 109 | 24 | 56%
Severn Trent Neutral 11.44 15.00 37.2% 0.09 0.8% 9.3% 12.5 23 6.1%
United Utilities Group Sell 5.72 5.60 3.8% 0.13 -1.6% 14.6% 10.6 -11.8 5.8%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Banks
Andy Penman

Equity Analyst e A number of banks offer upside from current share price levels.
4420 7114 8408 e Earnings should remain under pressure
andy.penman@barclayswealth.com 9 P :

e Nervousness will prevail ahead of the full-year results season.

Long-term recommendations Valuation: “The lack of earnings visibility for the industry is the key problem
Financials | when trying to assess the valuation of the sector.” This was one of our key
UK Europe ex UK assessments of the European banking sector in 2008, and we think it still applies
Moderate Moderate as we approach the full-year earnings season. The extra equity issuance has
Outperform Outperform transferred value from existing shareholders to government/new investors, but

the recapitalisation is a clear positive. There is ongoing speculation as to whether
additional capital injections will be required later in 2009. In terms of valuations,
we remain concerned about the downturn of the credit cycle and its impact on
banks’ earnings and asset values. Although discounted to a degree, given the
uncertainty over the severity of the cyclical downturn, and the effect of
government/regulatory influence on the sector’s business model at a time of
sharply deteriorating fundamentals, we expect share prices to remain quite
volatile in the short term. That said, we do believe that there are a number of
banks that offer meaningful upside from current share price levels.

Earnings outlook: Ongoing write-downs and the credit cycle are key to the
earnings outlook, and to a large degree, the banks are hostage to the fortunes of
the global economy and the efforts of governments and central banks to boost
activity. The issuance of preference shares by many means a reduction in profits
from the coupon payments, although the suspension of dividend payments will
have a positive effect on earnings. But provisioning against the increases in non-
performing loans and bad debts, plus uncertainty over further write-downs,
means that earnings are likely to remain under pressure.

Investment conclusion: Financials, and especially banks, have come under
significant pressure over the past 18 months. Central banks’ and policymakers’
actions are starting to have a positive impact on wholesale funding and liquidity,
as are the recapitalisations taking place on a global scale. However, we feel that
the emphasis will now shift to asset quality and the potential effects of the credit
cycle, both in terms of the consumer and at the corporate level. As a result, we
expect some nervousness to prevail as economic news deteriorates further,
especially ahead of the full-year earnings results season.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Banks

Portfolio holdings

UK portfolio: Throughout 2008, we ran with overweight positions in those banks
with exposure to Asia, namely HSBC Holdings (Neutral, fair value 740p) and
Standard Chartered (Buy, fair value 1000p), and were rewarded with strong
relative performance. We have recently downgraded HSBC to Neutral from
Outperform, as we think the premium valuation to peers limits the potential for
relative performance. We also acknowledge that some of the key attractions
have diminished due to the capital raising that has taken place elsewhere in the
sector. We cut our holdings in HSBC to a modest underweight relative to the
benchmark. By contrast, towards the end of December, and following the
government’s injection of capital which makes HM Treasury a majority holder of
outstanding equity, we upgraded our recommendation on RBS (Buy, fair value
75p) to Outperform. This was predominantly based on its low price to net asset
value following the poor newsflow that had dogged the stock in 2008. We have
taken an overweight position in the portfolio to reflect the grade change. We
continue with our overweight position in Standard Chartered despite lowering
our fair value following its rights issue. We fully subscribed to the issue and
boosted our weighting further at the end of 2008. We do not doubt that
operating fundamentals will remain challenging for Standard Chartered in 2009,
but see upside from current levels. While growth rates in Asia, India and the
Middle East are slowing, they are still likely to be substantially better, on the
whole, for the regions in which Standard Chartered operates relative to
developed economies in 2009.

European portfolio: Despite finding some safe havens in the European banking
sector in 2008, corrections were extremely sharp in the final couple of months in
some of the stocks where we had overweight positions. BNP Paribas (Buy, fair
value €60) had emerged through most of 2008 as a relative winner, but then
gave a large part of this back in December. We think the current valuation offers
good upside potential. Société Générale (Buy, fair value €65) fared reasonably
well following the disappointment (and share price weakness) at the start of the
year. By contrast, we have run with positions in KBC Group (Buy, fair value €52)
which has been hit by concerns about its Eastern Europe exposure and
impairment charges on its CDO portfolio. We have also been disappointed by the
performance of UniCredit (Buy, fair value €2.80). Management has been slow
to address capital shortfalls and to target cost-cutting measures in the current
environment, but finally appears to be taking some of the necessary steps.

Figure 3 — Sector valuation

Company . Price (LC) |Fair value |Total expected Index Perf. relative to index |P/EFY1 | EGFY1
return wagt.* 3M 12M ‘

Banks - - - - 10.40% -24.0% -20.7% 5.8 -31.3 10.5%
BNP Paribas Buy 29.97 60.00 105.5% 0.67 -29.8% -15.3% 6.4 -44.8 5.2%
HBOS Neutral 0.69 0.97 40.2% 0.13 -24.2% -49.0% 1.8 -62.9 0.0%
HSBC Holdings Neutral 5.48 7.40 46.6% 2.26 -20.8% 4.7% 6.8 -28.7 11.4%
KBC Group Buy 20.40 52.00 154.9% 0.09 -41.0% -35.2% 18.0 -86.6 0.0%
Lloyds TSB Group Neutral 1.04 1.60 54.6% 0.30 -35.0% -35.4% 2.6 -21.8 0.0%
Royal Bank of Buy 0.40 0.75 88.0% 0.24 55.6% | -48.0% 2.8 780 | 0.0%
Scotland

Société Générale Buy 30.86 65.00 115.5% 0.39 -25.4% -23.7% 6.7 133.0 4.8%
Standard Chartered Buy 7.67 10.00 36.4% 0.49 -18.0% -14.0% 6.0 22.3 6.0%
UniCredit Buy 1.52 2.80 84.3% 0.47 -16.7% -29.7% 4.6 -34.0 0.0%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Roderick Wallace

Equity Analyst e So far the sector has weathered the storm without severe writedowns or the

+44 .20 7114 8482 need for significant capital raising.

roddy.wallace@barclayswealth.com e But financial markets will significantly affect 2008’s results and will remain a

key factor for 2009.

Long-term recommendations o We think that defensive P&C companies wiII.remain in favour despite frheir
| Financials | high valuations. But lowly-rated life companies should rally when equity
UK Europe ex UK markets recover.
Moderate Moderate Valuation: The European sector is trading at a c.20% discount to EV, which we
Outperform Outperform think discounts too bleak an outlook. For the large caps this discount is even

higher, and implies a probability of bankruptcy as high as 50%. With a yield of
c.7-8% and a 2009 EV P/E of 5-6 times, the sector has obvious valuation appeal.

Earnings outlook: At an operating level, which under Embedded Value (EV)
accounting excludes the impact of financial market declines, we expect earnings
declines of around -20% for 2008. However, after factoring write-downs and
financial markets, net income levels could be significantly worse. In 2009 we
expect Property & Casualty earnings to benefit from hardening rates, in
particular for motor rates in the UK, which should benefit Admiral and Aviva. Life
earnings should be supported by more traditional products, but market-related
products such as Variable Annuities face obvious headwinds.

Investment conclusion: With attention focussed on the banking crisis, it has
been easy to overlook how well the European insurance sector has fared
fundamentally, despite its obvious exposure to financial markets. The need for
capital raising has so far been minimal, and most companies have managed to
stay comfortably within their target solvency ratios. The view taken by ratings
agencies has been largely positive, and complimentary of risk management
practices. In particular, there has been recognition of the range of management
tools to dynamically manage the capital base, as opposed to a strict and
simplistic set of criteria to determine ratings. This generally positive view is
reflected in both ratings and the outlook. In 2009, we expect Property & Casualty
companies to remain in favour, given their relative defensiveness, but Life
companies to rally when equity markets recover. This view is reflected in the
recent changes to our portfolio.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Portfolio holdings

UK portfolio: We have recently made some changes to our portfolio holdings,
reflecting both the performance of the stocks and our expectations for 2009. We
have reduced our position in Admiral (Buy, fair value 1200p), following strong
outperformance relative to the insurance sector. We remain positive on the
company and its prospects, but the stock is trading at a significant premium to
the market, and we think any disappointment at the results could lead to
underperformance. We have increased our position in Prudential (Buy, fair value
800p). The shares have been trading at a significant discount to Embedded
Value (EV), despite the attractive (relative) growth potential of its unique Asian
franchise. We think that concerns over its US division are overplayed, its capital
position is robust enough, and that the demise of AIG — previously a major
competitor in the Far East —is a bull point.

We have removed Aviva (Neutral, fair value 550p), despite the obvious
valuation appeal and attractive non-life division. Although we do not anticipate
the need to raise further capital in the sector, we think that Aviva and Prudential
are more vulnerable than most. To reduce the risk profile of our portfolio, we
have therefore replaced Aviva with Friends Provident (Buy, fair value 115p),
which has a very strong balance sheet but trades at a significant discount to EV.
In addition, the company also reports under MCEV, a new accounting standard,
which many companies will be reporting under early in 2009. For most
companies the impact will be negative, with the potential for some unpleasant
surprises. We remain cautious on the other UK focussed players such as
Standard Life (Source of funds, fair value 250p) and Legal & General (Neutral,
fair value 120p). Old Mutual (Neutral, fair value 195p) warrants attention given
the very low valuation, but there are significant risks attached.

European portfolio: We have made no changes to our European portfolio. We
continue to believe that Axa (Buy, fair value €30) shares are attractive, and that
concerns over its exposure to equity markets are overdone. The group has an
attractive and defensive P&C division, where a historically stable two-thirds of
premiums are personal lines and one third are commercial. Although fees will be
impacted from lower markets, and indeed the group had to abandon their
original ‘Ambition 2012’ targets, we expect the high levels of profitability to
return. We are also maintaining our holding in Allianz (Buy, fair value €160),
where the Dresdner deal continues to eclipse a strong underlying business. In
2009 we expect attention to shift back to the strengths of core business. Should
we anticipate a recovery in equity markets, Aegon and ING have obvious
valuation appeal and equity market exposure. Many expect P&C rates to harden
in 2009, led by reinsurance. Insurers such as Hannover Re and Swiss Re could
provide a more bearish investment strategy.

Figure 3 — Sector valuation

Company . Fair |Total expected Index Relative to index P/EFY1 | EGFY1 DY FY1
value return wgt.* 3M 12M
Insurance - - - - 5.42% -3.8% -2.0% 6.5 -37.8 7.4%
Admiral Group Buy 9.15 12.00 38.5% 0.06 4.0% 24.4% 16.9 11.6 7.3%
Allianz Buy 63.84 [160.00 156.5% 0.79 -8.9% -11.5% 5.9 -40.2 5.9%
Aviva Neutral 3.54 5.50 65.1% 0.32 -10.4% -8.3% 43 233 9.7%
AXA Buy 12.30 | 30.00 151.0% 0.53 -21.4% -9.0% 6.9 -36.0 7.1%
Friends Provident Buy 0.71 1.15 66.9% 0.06 -7.5% -18.5% 53 - 5.6%
Prudential Buy 3.48 8.00 135.4% 0.30 -15.0% -14.0% 4.6 2.0 5.4%
RSA Insurance Group Neutral 1.39 1.40 6.0% 0.16 6.9% 33.1% 8.8 79 5.3%
Standard Life Source of Funds | 2.13 2.50 23.0% 0.16 2.7% 23.4% 8.5 15.4 5.5%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Equity Analyst e We remain cautious on the short-term view, with further NAV declines likely.
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Dividend yields m rovi rt, but the risk of equity i n
david liston@barclayswealth.com o vidend yields may provide support, but the risk of equity issuance to

support balance sheets is likely to keep share prices under pressure.
e The bottom of the NAV cycle could be seen in H1 2010, and the market may

Long-term recommendations begin to anticipate this event late in 2009.
Financials

UK Europe ex UK Valuation. The average share price to net asset value (NAV) discount for the UK

Moderate Moderate Real Estate Investment Trusts (REITs) is around 25%, based on consensus NAV
Outperform Outperform forecasts for both 2009 and 2010. Current consensus forecasts for the leading
UK REITs look for a 22% NAV fall in 2009, followed by a 1% rise in 2010. In
Europe, the leading REITs are valued on a 25% discount to NAV for both 2009
and 2010 with consensus forecasts currently expecting a 12% fall in NAV during
2009 followed by a 1% rise in 2010. Dividend yields on UK REITs have risen to
around 6.5%, which may provide some support given the present level of Gilt
yields, but dividend growth may be only around 1% per annum over the next
two years. In Europe, dividend yields are at 7.5%, but dividend growth is nearer
3%. The main risk to dividends is from lower rental income.

NAV outlook. In the UK, property values declined sharply during the fourth
quarter of 2008 as the economic background deteriorated. Capital values for the
Investment Property Databank (IPD) Ltd ‘all property’ index fell by around 15%
in Q4 2008, taking the initial yield up to 7%. We expect most of the continued
declines in asset values to occur during the first half of 2009, due to negative
yield shift and weakening rental income as demand for space contracts in both
retail and office properties. Data for European property markets are not as
readily available as for the UK real estate market, but nevertheless, we see similar
trends continuing. Company balance sheets are likely to require strengthening
during 2009 as loan-to-value (LTV) ratios approach covenant levels. The most
likely way of doing this is through rights issues. This prospect is likely to keep
share prices under pressure in the first half of 2009.

Investment conclusion. While the commercial property markets may not trough
until late into the second half of 2009 and the bottom of the NAV cycle may not
be apparent for another 12 to 15 months, we believe that equity markets could
start to anticipate a recovery ahead of these events. We remain extremely
cautious on the UK and European real estate sectors at present, but we believe
the time is approaching when we may have to revise this opinion.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Portfolio holdings

UK portfolio: In December, we downgraded Land Securities to a Neutral
recommendation and removed the company from the UK portfolio. We are
looking to expand research coverage of the UK real estate sector, but for the
time being, we have no exposure to real estate in the UK portfolio.

European portfolio: At the moment, we do not have any European real estate
companies under active coverage and no real estate holdings in the European
portfolio.

Figure 3 — Sector valuation

Company Rec. Price (LC) |Fairvalue |Total expected Index Relative to index P/EFY1 | EGFY1 DY FY1
return wgt.* 3M 12M

Real estate - - - - 0.67% -18.7% -12.5% 11.1 8.9 9.1%

British Land Neutral 4.89 5.00 9.9% 0.09 -15.6% -9.1% 9.2 -1.2 7.6%

Land Securities Neutral 7.65 8.70 22.2% 0.12 -20.4% -13.3% 9.6 -2.3 8.5%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Diversified financials
Roderick Wallace

Equity Analyst e Share prices in the sector were volatile in 2008, driven by the dramatic

+4420 7114 8482 changes in the financial landscape.

roddy.wallace@barclayswealth.com
/ @ / e We expect this to continue into 2009. The fundamental outlook is uncertain

for all types of business in this diverse sector.

e Our only holding now is Man Group. We may look to move into the
Financials conventional asset managers ahead of an anticipated market recovery.
UK Europe ex UK
Moderate Moderate Investment conclusion: The more complex stocks in the sector — Man Group
Outperform Outperform and ICAP - had a difficult time in 2008. While ICAP has been delivering record
results, we are concerned that as volatility abates, so will volumes. The outlook
for the hedge fund industry is highly uncertain at present, but we think that Man
Group could emerge as the dominant player once smaller weaker players are
eliminated. We think that the difficulties faced by the traditional asset managers
are underestimated currently, although should the outlook for markets improve,
selective investment here could prove attractive. On the home credit front, there
is a very divergent outlook, with Provident Financial trading well but Cattles on
the verge of financial distress. Provident now looks too pricey and Cattles too
high risk. Of the banks, we think that Close Brothers could prove more resilient
than expected, given its focus on high-margin niche lending.

In 2009, provided valuations are accommodating enough, we may look to move
into the conventional asset managers, or possibly banks, in anticipation of a
recovery in markets.

Earnings outlook: It is very difficult to generalise over the sector. Almost all types
of company are going to encounter significant earnings pressure. The hedge
funds face the threat of redemptions, although we think Man is more strongly
positioned than most. Asset managers face the obvious problem of lower
markets and fees. The banks will most likely see significant falls in activity in
corporate finance and broking, in addition to worsening bad debt. Less affected
should be the counter-cyclical IDBs, as volatility continues and volumes are
supported by large government bond issuance.

Valuation: There is a very wide range of valuations, with forward P/Es ranging
from the very low single digits to the low double digits. Typically, the lowest
rated include hedge funds and the more highly rated include asset managers.

Figure 1 — Sector relative performance Figure 2 - FY1 12-month forward P/E
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Diversified financials

Portfolio holdings

UK portfolio: Our only holding is the sector is Man Group (Buy, fair value 340p),
following the removal of ICAP (Neutral, fair value 370p) in December 2008. We
are more cautious on Man Group since the interim results. However, with the
shares yielding a secure 12.5% (the company has cash on its balance sheet), and
trading on one of the lowest multiples in the sector, we are maintaining our
holding for now. Performance at the flagship AHL fund has been very strong,
and has reached performance fee territory once more. Although performance in
most of the funds suffered in H2 2008, returns were mostly above industry
benchmarks and ahead of most conventional asset classes. More generally, we
view Man Croup as a world class company, with strong management, and think
that the elimination of smaller, weaker hedge funds could prove a bull point for
Man. We continue to think highly of ICAP on concerns that volumes will be hard
to maintain in 2009 and 2010, with the increased issuance of government debt
counterbalanced by the deleveraging of hedge funds and banks. With the
valuation multiples quite high and visibility low, we think it too early to move into
the conventional asset managers, but shall be paying close attention.

European portfolio: After finding ourselves caught out by the sharp
deterioration in fundamentals at UBS (Buy, fair value €21) in H1, our decision to
stick with the overweight position was rewarded in H2 with meaningful
outperformance. This was particularly the case in Q4, with UBS outperforming
both Credit Suisse and Deutsche Bank by more than 20%. We maintain this
position as we enter the results season, despite the significant challenges we
know lie ahead. We will use the upcoming results as an opportunity to review
our positions.

Figure 3 — Sector valuation

Company Rec. Price (LC) |Fair value |Total expected Index Perf. relative to index |[P/EFY1 | EGFY1 DY FY1
.
return wagt. 3M 12M ‘

Diversified

financials - - - - 331% -15.4% -23.9% 5.7 -99.6 9.6%
Close Brothers Neutral 4.55 7.00 62.8% NA 0.3% -15.8% 8.2 -17.9 9.0%
ICAP Neutral 2.70 3.70 45.5% 0.05 -8.3% -23.8% 8.2 57 8.5%
Man Group Buy 2.13 3.40 72.5% 0.12 -16.8% -22.9% 5.8 -21.7 12.9%
Schroders Neutral 7.10 10.90 59.3% 0.03 -13.6% -1.6% 10.2 -333 5.8%
Tullett Prebon Buy 1.33 2.70 113.8% NA -31.8% -34.9% 3.2 314 10.0%
UBS Buy 13.50 21.00 55.6% 0.71 3.2% -24.2% - -132.5 0.0%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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Information Technology
UK Europe ex UK
Neutral Neutral

Figure 1 — Sector relative performance

Barclays Wealth Research

Information technology

Valuation is attractive and now stands at an all time low for the sector.
Earnings seem less at risk after being revised down c.20% in the last month.

We favour market leaders with strong balance sheets and good earnings
visibility.

Valuation: The sector has underperformed the European market, and its
valuation is attractive, standing at an all-time low for the sector. However, IT
spending is being severely reduced by many companies for 2009, which are
delaying or postponing IT expansions, and inventories are expected to fall,
mainly in the first half of this year. Companies have provided little guidance for
2009 as the visibility is currently very low. The late cyclicality of the sector will
deter investors from applying any valuation premium in the current rapidly
deteriorating environment.

Earnings outlook: Several profit warnings lately have led analysts to revise down
their estimates very aggressively. For 2009, analysts are currently expecting
nearly 20% decline in profits versus 1% growth for the European market.
Semiconductors are expected to record the largest decline in earnings, whereas
software may be helped by recurring revenues. Having been revised down by
nearly 20% in the last month, earnings seem less at risk now. However we will
probably have to wait for fourth-quarter results in order to have the first
guidance on this year’s earnings.

Investment conclusion: The technology sector is currently attractively valued
and earning revisions have been drastic during the last few weeks. This is an
indication that price levels are now discounting a strong slowdown in the global
economic environment. However, visibility is still very low as fundamentals are
worsening across broadly all market segments. Global leaders should however
prove to be more resilient in this particular environment and may even benefit
from it, as their much smaller competitors will struggle to maintain market
shares and profitability. This will probably put pressure on margins and prices, as
is usually the case in a slowing demand environment. In these market conditions
we are favouring good quality stocks with strong balance sheets, a dominant
position in their market segments and good earnings visibility through long
contracts or recurring revenues.

Figure 2 - FY1 12-month forward PE
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Figure 3 — Sector valuation

Barclays Wealth Research

Information technology
Portfolio holdings

Our strategy in European IT stocks is to favour a defensive approach in a
decelerating growth environment. The sector remains challenging as the
competition from emerging markets companies is high in most sub-sectors,
putting pressure on selling prices. In this environment, we have chosen
companies with dominant positions in their market segments and a defensive
business model that is less impacted by the economic cycle. At the same time,
we are favouring companies with strong balance sheets and good cash flow
generation capacity.

European portfolio: We hold Nokia and have switched Dassault Systemes for
SES in Europe. Nokia (Buy, fair value €14) is the world’s largest maker of mobile
telephones. It has a large portfolio of products that enables the company to
maintain a dominant position in the global handset market. This has enabled
Nokia to have a relatively high operating margin in the device division, close to
20%. Nokia has a network division that generates 28% of sales. The Nokia
Siemens Network is a joint venture created in 2006 combining the Network
infrastructure divisions of Nokia and Siemens. Nokia expects the market to grow
by 10% in volume this year, fuelled by emerging markets growth. The company
has a strong balance sheet and a high cash flow generation capacity with more
than €7 billion in cash and nearly €1.5 billion in operating cash flow. The
valuation has reached a historical low, trading at only 7.9 times prospective
earnings.

SES (Buy, fair value €19) is one of the world’s two largest satellite operators. It
currently has an estimated 25.4% market share (versus 20% in 2002). Demand
is healthy, with an approximate CAGR of 3.5% over the last five years, driven
mainly by a strong demand for video transmission capacity. SES should continue
to gain market share against its rivals thanks to well-diversified geographic
exposure and a healthier balance sheet structure. The management expects
demand for transponders to continue to grow at a rate of 3-4% per year in the
next five to ten years driven by high picture quality requirements for digital real-
time broadcasting. The stock has a defensive profile given the strong structural
demand for the industry and a business model based on long-tem contracts, and
is attractively valued. SES replaced Dassault Systémes (Neutral, fair value €45)
in the European portfolio as the stock has performed well relative to the IT sector
given its defensive profile. However, the current credit crisis is impacting
companies’ profitability and will weigh on IT spending as indicated by SAP’s
profit warning.

Company Fair Total expected Index Relative to index P/E EGFY1 DYFYI1
value return wgt.* FY1
e .~ 3M 12M

IT n/a n/a n/a 2.95% -04% | -3.5% 12.2

Dassault Systémes Neutral 29.75 | 45.00 53.0% 0.05 3.9% 27.2% 13.7 6.2 1.7%
Logica Monitored Coverage | 0.65 0.04 -22.3% | -0.1% 6.3 0.9 6.0%
Misys Monitored Coverage | 1.14 N/A 7.1% -0.7% 12.0 -24.1 0.0%
Nokia Buy 10.38 | 14.00 39.9% 1.08 5.3% -13.5% 7.8 -7.8 5.0%
Sage Group Monitored Coverage | 1.70 0.08 1.5% 10.0% 11.0 6.9 4.5%
SES Buy 14.20 | 19.00 38.4% 0.11 22.4% 27.3% 133 17.7 4.6%

*MSCI Europe. Source: Barclays Wealth Research, FactSet
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