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Equities + =

: Investors were quite optimistic in December, as global
Fixed Income - = economic momentum resumed an upward trend. Economic

Real estate + recovery expectations found support in Obama’s tax

Commodities + compromise with the Republicans and in a string of US data
releases: falling jobless claims, retail sales reaching the highest

Equity Sectors Current  Previous level in 3 years and business confidence in the manufacturing

Energy + + sector hitting its highest level since 2005. Elsewhere, with

Materials _ _ Chinese inflation spreading beyond food prices, we saw China

Industrials i - announcing new measures to curb inflation. Concerns over the

. Eurozone debt crisis likewise stayed in focus. An EU summit

Durable consumer goods /services - - failed to come up with a substantive plan to bulk up the

Consumer staples - - European stabilization fund or to provide an alternative crisis

Health care + + management system. Despite this, the German economy

. R ) continued to hum, with IFO business confidence reaching a
record high.

Technology + +

Telecommunications * * In general most risky assets (including equities, real estate and

Utilities - - high yield bonds) gained over the past month. While the US
dollar lost some ground versus the EUR after its strong run in

Equity Regions Current Previous November, equity markets rallied during the month by rising

Unfics) SEies + + 5.6% in USD terms. All equity regions ended higher with

Europe : - Europe and the Emerging Markgts outperformmg the broad .
market somewhat. In the fixed income area, the jittery mood in

Japan + = the European government bond market abated slightly, thanks

Asia Pacific (ex Japan) = = to intervention from the ECB. The sell-off of German

Emerging markets - - government bonds continued, though, and in the spread
segment performance was mixed. The German 10y bond yield

Bonds Current  Previous rose from 2.6% to 2.9%, while the US 10y bor)d yield climbed
56 bps to 3.3%. In the spread segment, high yield bonds were

Investment grade credits - - the strongest performer

High yield credits + +

Emerging market debt

Hard currency = * View: adding to risk positions

Asian HC = +

Local currency + + As the macroeconomic momentum became more supportive of

Asian LC i + risky assets, we increased risk positions in the portfolio during
the second half of Q4'10. We are currently positive on equities,

Forecast (3m) Current real estate and commodities. At the same time, we favour

10-y bond yield (3m forecast) spread products within fixed income. Although we continue to

us 3.3% 33% like the long-term fundamentals of EM, we have become

Euro zone 2.9% 3.0% temporarily somewhat more cautious on EM exposure, both in

Japan 12% 12% equities and fixed income, as DM momentum is clearly
catching up.
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Economy

The global economy started to re-accelerate in the final months
of 2010 and we expect this momentum to remain in place in
H1'11.

For quite some time, the recovery was mainly a story of a
rebound in industrial production driven by inventories and fiscal
stimulus. In H1'10 final private demand seemed to take over
the baton, but during the summer demand took a hit from the
cautious US consumer, sovereign turmoil, weak housing
markets and the prospect of fiscal tightening.

The big swing factor on the global level has been the US,
where a combination of fiscal stimulus in 2011 and a private
sector shift into a more expansionary mode is expected to push
the economy to an above-trend growth momentum which
increasingly looks self-sustaining.

For a number of quarters now, news in the Eurozone has been
predominantly about the problems in the European
government bond markets. There is a corresponding risk that
the economic picture in the Eurozone is being underestimated.
In this context, we would like to emphasise that the aggregate
GDP of the peripheral countries is only 18% of Eurozone GDP,
while Germany (the biggest economy in the region) on its own
represents approximately 30% of Eurozone GDP. Germany also
continues to grow at a robust pace, as the gains from the
rebound in exports continue to ignite investment and labour
demand.

In the Japanese economy, the ending of the tax incentive
scheme and the fact that consumers had brought durable
goods purchases forward should weigh in on growth in the
first quarter. Nevertheless, the Japanese economy should be
able to benefit from the stronger economic momentum in the
US. The growth in exports that we forecast should boost
investments. That said, the relatively high unemployment and
deflationary price trend may continue to impact the domestic
economy.

Although growth has decelerated in the emerging economies,
it should remain relatively high. We forecast GDP growth to
average 6.7% for 2011 (compared to approximately 8.1% in
2010). Domestic demand in emerging economies remains
strong in the context of healthy balance sheets and low real
interest rates.

In the coming year, we may well see more divergent
developments in inflation momentum across the globe. Strong
demand clearly has an upward effect on food and energy
inflation. Because there is little spare capacity in the emerging
world, this could spill over into broader inflationary pressures,
especially if authorities fail to tighten monetary policy
sufficiently.

Meanwhile, in the US the output gap is so large that the
improved growth momentum will hardly exert any effect on
the current low inflation momentum. As a result, we continue
to believe there will be no Fed rate hike this year.

In Euroland the situation may be more complex. On the one
hand, peripheral inflation momentum will continue to fall but
there is a possibility that German inflation will start to rise
toward the end of the year as the unemployment rate is already
below the pre-crisis low. To the extent that German momentum
spills over to other core countries, the momentum in overall
EMU inflation could well turn positive as well. If this happens we
may see a European rate hike towards the end of the year.

In the fourth quarter of 2010, China accumulated a staggering
USD 214bn worth of foreign exchange reserves. This is 40%
above the old high of USD 153bn recorded in Q4 ‘09, and more
than twice than the average of the past five years (USD 91bn).
With FX reserves accumulating and the current account surplus
gradually narrowing (in the last two years the surplus has come
down from USD 137bn to USD 97bn on a quarterly basis),
speculative investment flows continue to increase. In Q4 total
non-current-account-related flows reached a record of USD 117bn.

We expect flows into China to remain strong in 2011. The 3%
local currency appreciation currently priced in by the markets for
the next 12 months, is on the low side, in our view. The
authorities are likely to allow for more appreciation in the
coming quarters.

New loan data for December was slightly stronger than
expected, despite the change in monetary policy stance from
“moderately loose” to “prudent”. For 2010 as a whole, CNY 8
trillion worth of new loans were given out, compared with a
target of CNY 7.5 trillion. For 2011, the authorities have still not
published the official target, but in early December a number
(CNY 7 trillion) was “pre-announced”. For now, we stick to this
number. Such a target implies that credit growth in China will
slow from 20% in December 2010 to around 13% by
December 2011.

The gradual normalisation in Chinese trade growth continued in
December. Export growth fell to 18%, from 35% in November,
while import growth declined to 25%, from 38% in November.
Due to tougher economic policies in China and slowing global
trade growth, we see both export and import growth bound to
a 10%-20% range in the next few quarters. At the same time,
we expect that import growth will remain above export growth,
as Chinese domestic demand growth is likely to continue
exceeding global demand growth.

Global cyclical momentum has improved

Global activity PMI
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Asset Allocation

New QE initiatives, improving macro-momentum and more fiscal
stimulus in the US limit global cyclical downside risks and could
provide some further tailwind for risky assets. Global growth will
decelerate somewhat in 2011, but is likely to remain at healthy
levels. Recognizing the environment of downward inflation
pressure, policymakers in developed economies are expected to
maintain accommodation — therefore, DM policy rates are
expected to remain low.

Uncertainties will continue to loom large in 2011. Worries about
the sustainability of European sovereigns’ debts may return from
time to time. Equity investors will be closely monitoring the
steps taken by the Chinese authorities. There is likewise
uncertainty concerning the impact of unconventional policy
measures, as these are unprecedented.

During the last quarter, the macroeconomic momentum became
gradually more supportive for risky assets. Although policy risks
remain high, improving fundamentals and a positive trend in
equities have made us overweight equities (underweight bonds)
in our multi-asset portfolios since mid December. We think
equity valuations adequately discount the uncertain
environment. Price/earnings ratios are still at, or slightly below,
their long-term averages in the various equity regions; on the
flip side low bond yields make equities look attractive in relative
terms. Although corporate earnings growth will probably slow,
it should still be above trend in 2011.

We also like real estate. Fundamentals are turning positive,
valuations are fair and the search for yield supports the asset
class.

Meanwhile, our outlook for commodities remains bullish. We
recognize several positive drivers for commodity investing —
including the cyclical rebound in China, solid Indian growth,
increasing supply constraints and more US stimulus. The risks
remain present, and include over-tightening in China, solvency
stress contagion, commodity trading regulation and
protectionism. While these risks are likely to lead to higher
volatility, they are nevertheless currently outweighed by the
positive drivers. We are outright long gold, are long corn versus
wheat, and long copper versus aluminium.

IWe became in particular more positive about the US equity
market and are therefore now overweight the North American
region. In addition to the already-visible improvement in the
economic picture, companies in the US will also profit from
President Obama’s tax plan in 2011. As a consequence, we have
not only adjusted our forecasts for US economic growth
upwards, but also our forecasts for US corporate earnings
growth.
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We upgraded Japanese equities to a small overweight in early
January. Japan had strongly underperformed other developed
markets in local currency terms. Low valuations and very
negative sentiment act as a contrarian signal in favour of Japan.
Longer term structural issues, however, remain, and will cap
valuations.

Japan no longer expensive compared to
the rest of the world

Japan relative PE
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In the short term, we have become a bit more cautious
regarding the emerging markets. Rising inflation in China may
put the central bank under more pressure to raise interest rates.
However, we do not expect China to hit the brakes too hard.
Also, we are sticking to our positive long-term view for the
emerging markets. Within EM, we keep the focus on the
domestic consumption theme. In EM Asia, we favour China at
the expense of Malaysia, as Chinese equities lagged somewhat
in the last months of 2010 and are not expensive given their
strong underlying fundamentals.

We have a neutral position in Asia ex Japan. Loose US monetary
policy combined with high Asian growth underpins this region.
On the other hand, valuations are less attractive. 2011 PE is at a
15% premium relative to DM. We currently like Hong Kong, as
it could become a prime beneficiary of this liquidity increase as
this market couples a lower-for-longer “US-like” interest rate
and exchange rate regime with higher China-linked economic
growth. We feel that its banking sector, which represents almost
40% of the Hang Seng benchmark, will outperform in the
short-term given a steepening of the yield curve. Chinese policy
tightening could be a potential headwind, though.

We remain underweight Europe due to lingering sovereign risk.
Elsewhere we continue to focus on commodities, balance sheet
quality and earnings and dividend growth. Overall we have a
balanced sector allocation, with preferences for Health Care,
Telecom, IT and Energy. We have scaled down our preference
for growth stocks to neutral as earnings momentum is
improving again. We still like high dividend, given the low
growth / low return environment.
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The improving macro momentum does not materially change our
outlook for core inflation or monetary policy, as the degree of slack in
DM is currently so big. Large output gaps in major economies remain
in place, pointing to a deflationary bias over the coming 1-2 years. The
need for balance sheet repair remains present from a medium to
longer term perspective in the household, financial and sovereign
sectors, limiting the DM growth outlook in the coming years. Into the
near-term, German and US 10y yields will hover within the top half of
their ranges during the past 1.5 years. It is unlikely though that they
will break out of these ranges in the next six months. US yields are
likely to remain below 4% and German yields should stay below 3.5%.
Japanese bond yields are likely to move between 0.9% and 1.4%.

Within fixed income, we are overweight spread products on the back
of the search for yield, reduced cyclical risks and ongoing market
momentum. We prefer non-financial corporate exposure (High Yield
and Senior Bank Loans), which can benefit from improved US cyclical
momentum; as well as diversified EM FX exposure, since strong
fundamentals and possible use of currencies to compress inflationary
pressures make the risk-return trade-off attractive. We have a medium
underweight in investment grade credit due to its sensitivity to
sovereign and financial sector stress.

The recovering US economic picture, combined with the strong
macroeconomic outlook, solid credit fundamentals in Asia, and
favourable valuations relative to US and European debt, lead us to
conclude that the 2011 outlook for Asian debt is favourable. However,
increasing concern regarding the weaker countries in Europe as well as
regarding China’s fight against inflation could cause some volatile
periods. We continue to have an overweight position in Asian
corporate debt and prefer subordinated paper (bank capital) within the
Asian financial sector. We maintain our medium term positive stance
on Asian currencies, as fundamental, market and political forces all
point towards stronger Asian FX in general. We are less sanguine on
local bonds, however, expecting relatively lower foreign demand for
local FI assets (given factors that include the narrowing economic slack,
inflation risks, low real yields, and continued policy normalization by
Asian central banks).

Investor Hotline: (852) 3762 8888

For 2011, we expect that any further positive return of commodity and
EM FX this year will be more moderate than in 2010, as valuations and
positioning are becoming more stretched. Still, based on our global
economic outlook, we do expect that returns on high yielding FX
investments will continue to be positive especially in H1'11, when
economic momentum is expected to be strong.

The JPY was the most surprising performer in 2010 versus the USD,
thanks mainly to the decline in the 2yr USD-JPY rate spread. Going
forward, it is difficult however to see a further decline in 2 yr USD
yields. A rise is only possible if markets start to anticipate tighter US
monetary policy in 2012. Based on rate differentials, a sideways
performance of USD/JPY is therefore expected.
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