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Massive amounts of government-supplied liquidity propped up asset
prices worldwide in 2009, on the heels of the worst recession in many in-
vestors’ lifetimes. Have government efforts succeeded? Are global mar-
kets on terra firma or will a retraction in liquidity tip security prices back
into the pre-recovery red zone? With more than twenty years’ experience
assessing global markets and asset classes, Chief Investment Officer
Horacio A. Valeiras, CFA, shares his perceptions on the macroeconomy
and identifies asset classes, regions and sectors that are positioned to
benefit from the liquidity infusion.

Last year was one for the history books in terms of the severity of the global
recession. What were some of the key takeaways from your perspective?

The story of 2009 was the unprecedented massive amounts of liquidity
that governments pumped into the market. The government-supplied lig-
uidity acted as a floor to credit and propped up asset prices worldwide.
Quantitative easing worked better than we thought it would. It gave in-
vestors confidence to move from non-risky to riskier assets, as witnessed
by the market moves in 2009.

Have the government stimuli been effective?

The government responses to the crisis in the developed world have been
successful in the short run in stemming the panic that emerged from the
credit crunch; however, in the long term, these policies could lead to con-
tinued global imbalances. Look at the stimulus impact in the U.S. It is
relatively small. Whether it created 600,000 or a million jobs is irrelevant
given the 10.2% unemployment rate. Government spending stabilized the
economy, but is it sustainable in the long run when the private sector is
still cutting jobs? The government tax rebates and the “Cash for Clunkers”
program largely provided one-time benefits.

Combine the lack of clarity surrounding the impact of the proposed 2011
budget with higher personal tax rates and continuing uncertainty over
cap and trade and healthcare legislation, and it is likely the U.S. will expe-
rience a muted economic rebound compared to prior recessions. The sit-
uation is different in Asia, where economic recovery has been less
dependent on government initiatives and more tied to fundamentals.

Will the U.S. economy grow in 2010?

We expect GDP growth on the order of 2% for the year. Growth rates could
surprise on the upside because individuals will move activity forward to
avoid higher tax rates in 2011. Continued growth also depends upon
whether the Federal Reserve raises interest rates sooner rather than later.
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What is the outlook for inflation in the U.S.?

As expected, inflation is picking up. Including the
December numbers, consumer prices will rise
2.5-3% for 2010. We can expect higher prices for
goods as retailers carry very low inventories.

Given expectations for higher inflation, when do you
expect the Fed will raise rates?

Not before the mid-term elections! Cynicism
aside, arate hike could have a positive impact on
growth. Remember that savers are getting zero
interest on their savings, so a non-zero interest
rate can stimulate the economy.

The yield curve is historically very steep, with
high negative real rates at the short end. If this
were a “normal” business cycle and we didn’t
have political pressures, the Fed would already
have been raising rates.

What is the outlook for the U.S. dollar in this rate
environment?

The recent rally in the dollar has been technical.
The dollar had sold off to the point it was bound
to reverse. Our bond managers foresee U.S
Treasury issuance of historic proportions in 2010,
which will continue to put a lid on dollar appreci-
ation. We would not bet on a dramatic strength-
ening in the dollar.

Does the prospect for higher interest rates and
tighter monetary policy cause concern for equity
prices?

It depends upon the government’s ability to make
the correct decisions in removing liquidity from
the system at the right times. We underestimated
the amount of liquidity in the market a year ago,
and expect liquidity will be abundant for longer
than anticipated.

This will be a positive for equity prices. In addi-
tion, corporate earnings growth will be critical to
supporting equity prices, and moving forward,
that will depend more on revenue growth than
cost cutting.

Investment Outlook: 2010

German Business Climate

German business sentiment has recovered rapidly, according to a survey of the
manufacturing, wholesale, retail and construction industries. The IFO index has
posted ten consecutive months of gains since crashing at a more than twenty-
eight-year low last March.

German Business Survey
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Consumer Prices

Price pressures have increased recently, pulling the US. out from
deflation. Gains may moderate in the near-term, but further out, we
expect renewed upward pressure.

U.S. (CPI)
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Global Forward Price-to-Earnings

Despite the 2009 rally, equity valuations look reasonable. Through
January, P/E ratios in Asia, Europe and the U.S. were below both last year's highs
and ten-year averages. Emerging markets are an exception.

Forward P/E Ratio - Next 12 Months Estimate (monthly data)
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Corporate Debt Spreads

Spreads have tightened substantially from historic levels, but remain
elevated. When spreads reached comparable levels in the early 1990s and 2000s,
high yield investors experienced positive returns. Access to capital has been good.

Corporate Debt Spreads*
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What is the outlook for corporate earnings in the
Us.?

History reveals that price/earnings multiples
compress following liquidity rallies, so higher eq-
uity prices have to be driven by earnings growth.
Analysts are predicting 25% earnings growth for
U.S. companies in 2010.

If earnings grow by 25%, then the equity market
could rise by 15-20% based on the normal cycle.
That seems too optimistic. A more likely
percentage gain in earnings would be 10-15%, be-
cause corporate profits in the U.S. are still largely
being driven by cost-cutting rather than revenue
growth.

With multiple compressions, equities would be
up about 10% for the year. Liquidity is the wild
card. Too much money chasing too few assets —
what we saw in 2009 — could drive equity prices
significantly higher.

How are you structuring asset allocation portfolios?

In our asset allocation portfolios, we are over-
weight stocks versus fixed income and cash
equivalents. We favor Asian equities over U.S.
and European. In Asia, we prefer the dollar plays
— Hong Kong, Singapore, China — overJapan. As
long as liquidity is abundant, we are equal weight
U.S. and European equities, and overweight
emerging markets.

Within Europe, we favor German industrials and
Swiss shares and are underweight France, the
U.K. and the countries under scrutiny for meeting
debt obligations — Spain, Ireland, Greece. In
emerging markets, we hold select stocks in Brazil,
emerging Asia and the Middle East and are
avoiding Eastern European securities.

On the fixed income side, U.S. high yield bonds
still represent good value in that we expect con-
tinued spread compression, but investors
shouldn’t expect the high double-digit return lev-
els of 2009. We anticipate high yield investors
will get the coupon of 10% plus some spread, so
returns around 13%.

We are steering away from government bonds

and feel an allocation to TIPS is warranted, given

the prospects for higher inflation longer term.
Continued...
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Continued from Page 3

Given the strong run-up in the Russell 2000 relative to the Russell 1000,
what are your thoughts about relative performance along the
market-cap spectrum in 2010?

We would expect free cash-flow generating companies to do rela-
tively well, without regard to capitalization. In addition, companies
that export or have significant operations overseas should outper-
form based on our outlook.

What economic sectors should benefit from this market environment?

In general, technology is likely to benefit from a rebound in capital
spending. Financials should do well in the steep yield curve envi-
ronment. Global consumer product providers benefit from both a
weak dollar and non-U.S. operations.

Conversely, consumer discretionary companies will have a tough go
as consumers in the recession-hit economies opt to rebuild balance
sheets over spending for discretionary items.

Can the U.S. economy truly gain traction until real estate recovers? What
is your take on the status of commercial and residential real estate?

Residential real estate has stabilized, not recovered. There is too
much supply to support a strong recovery. Prime foreclosures are
still on the increase, and the question is how much of that market
can Fannie Mae and Freddie Mac take up?

You could see weakness in the $500,000 - $1 million home price tag
range that Fannie and Freddie can’t restructure. Commercial real
estate is likely to take a hit in 2010, although the overall impact on
the economy should be small relative to residential housing.

Horacio, thank you for sharing your insights.
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Disclosure:

There is no guarantee that any opinion, forecast, or objective will
be achieved. The information herein is provided for informa-
tional purposes only and should not be construed as a recom-
mendation of any security, strategy or investment product, nor
an offer or solicitation for the purchase or sale of any financial
instrument.

References to indices, benchmarks or other measures of relative
performance are provided for your information only. References
to such indices do not imply that managed portfolios will achieve
returns, or exhibit other characteristics similar to the indices.
Index composition may not reflect the manner in which a port-
folio is constructed in relation to expected or achieved returns,
portfolio guidelines, sector exposure, correlations, or volatility,
all of which are subject to change over time. Unless otherwise
noted, equity index performance is calculated with gross divi-
dends reinvested and estimated tax withheld, and bond index
performance includes all payments to bondholders, if any. Index
calculations do not reflect fees, brokerage commissions or other
expenses of investing. Investors may not make direct invest-
ments into any index.

This material contains the current opinions of the author, which
are subject to change without notice. Statements concerning fi-
nancial market trends are based on current market conditions,
which will fluctuate. Forecasts are inherently limited and should
not be relied upon as an indicator of future results. References to
specific securities, issuers and market sectors are for illustrative
purposes only. The asset and industry reports contained herein
are unaudited. The summation of dollar values and percentages
reported may not equal the total values, due to rounding discrep-
ancies. Unless otherwise noted, Nicholas-Applegate is the source
of illustrations, performance data, and characteristics.

84% of Allianz Global Management Partners ("AGIMP") assets
outperformed their respective benchmarks for the three year pe-
riod ended 12/31/09. This reflects the performance of all ac-
counts, including separate accounts, subadvisory accounts and
mutual fund accounts managed on a discretionary basis by each
advisor for at least three years. Managed retail accounts advised
by an affiliate are excluded for performance purposes, but in-
cluded in total assets. Each account's performance is compared
to the performance of a client-identified benchmark; in the case
of accounts for which the client has not identified a benchmark,
the advisor's recommended benchmark for the strategy is used.
Accounts that have outperformed their benchmark over the last
three years are considered outperforming. Individual advisors
may have a lower or higher percentage of outperforming assets
than the aggregate total, and consideration of different time pe-
riods would produce different results. Relative performance is
calculated gross of management fees. Net of fee performance
may result in a lower percentage of assets outperforming their
respective benchmarks. Accounts that have transitioned from
one advisor to another in the last three years have been ex-
cluded. Taking such accounts into consideration may also result
in a lower portion of assets outperforming their benchmarks.
Total AGIMP assets under management are compiled by sum-
ming the AUM of each of the following AGIMP affiliates:
Nicholas-Applegate ($9.9 billion), Oppenheimer Capital ($8.5 bil-
lion) and NFJ ($30.0 billion). AGIMP did not manage any client
assets on a discretionary basis as of December 31, 2009
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