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A target-rich environment 
Bear markets are undeniably painful, 
particularly for investors liquidating assets in 
retirement. At the same time, it is well worth 
noting that they can also be cathartic and 
cleansing experiences. Net investors—those 
who are adding to their portfolios over time—
stand to benefit once markets recover: buying 
assets at a lower price means that they own 
more of their chosen assets than they would 
have owned absent the market decline. It’s 
important to note however that such buying 
does not assure profit and does not protect 
against loss in declining markets.   
 
By any measure, though, September was 
extraordinary in the sheer scope of the 
declines, and early October has offered no 
respite. Of the 30 strategies Research Affiliates 
covers, none was up over 1% last month, with 
the sole exception of one strategy. We have 
not seen another month in the past 20 years in 
which the spectrum of opportunity has been so 
one-sided.   
 
Many of our customers and friends have 
probably wearied of my cautionary comments 
about long-term prospective returns. 
Accordingly, it may come as a shock to many 
to learn that I see more interesting, and better, 
investment opportunities now than I’ve seen in 
many years. 
 
In our view, the depth of pessimism in the 
marketplace has helped seed a target-rich 
environment. Just as bull markets are propelled 
by human nature, as investors seek to invest 
more and more into the markets that have 
treated them kindly, bear markets are fueled by 
the mirror image of that self-same human 
nature, which leads people to sell after a 
disappointment.  
 
Chasing past successes and selling recent 
disappointments—after the damage has been 
done—is the path of greatest comfort. But, the 
capital markets do not reward comfort. For 
those wishing to patiently pursue effective 
investment strategies, we believe this 

environment of grinding fear creates opportunities 
to buy, in the face of that fear. 
 
We often hear investment professionals discussing 
the concept of the “risk premium.” In recent years, 
this concept has been warped into a view that, if 
we’re willing to accept more volatility, we’re 
entitled to a higher return. The correct definition is 
that an asset that exposes us to greater risk—and, 
importantly, greater risk of large losses—should be 
priced to deliver a higher forward-looking return. 
There’s no mention of entitlement, nor any 
assurance of higher returns. That’s why it’s called 
a risk premium. 
 
For credit markets, the worst may be past us 
While it is impossible to call an exact bottom in any 
market, we believe that there are fewer credit 
shocks ahead of us than behind us. This does not 
mean that there will not be additional failures in the 
financial services community, or that credit will 
quickly ease. It merely means that the shocks of 
the coming months, which may be daunting, are 
likely to be less so than those of recent months. 
 
If we are correct in this view, then we are in the 
midst of an “anti-bubble” for financial services 
stocks and credit markets, which may present 
buying opportunities. What do I mean by “anti-
bubble”? A bubble is a market in which a broad 
segment of investments lofts to valuation levels 
that would not be justified by reasonably plausible 
future prospects. An “anti-bubble” is a market in 
which a broad segment of our investing 
opportunity set is priced low enough that only the 
bleakest scenarios would justify the pricing. 
 
Equity prices for financial services firms have been 
battered to reflect the bankruptcy or failure risk of 
each individual company. And yet the simple fact 
is that with each failure, the competitive landscape 
is made less daunting for the survivors. For them, 
pricing power and prospective profits are 
improved. Five years hence, financial services 
companies will represent approximately the same 
share of our economy as they have in the past five 
years, and will be priced accordingly. So, while we 
cannot know which firms will be the survivors, we 
can be reasonably confident that the survivors are 
substantially undervalued.  

Robert Arnott 
Chairman, Founder 
Research Affiliates, LLC 

10/13/2008—Rob Arnott, head of PIMCO sub-advisor Research Affiliates, 
believes that glimmers of opportunity are beginning to emerge. 
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The situation is similar for the distressed credit 
markets, in that the prospect for yield spreads 
on illiquid or distressed assets rising drastically 
from current levels, and staying there, seems 
remote. At the peak of the cycle, less than two 
years ago, high-yield spreads were 2% to 4% 
relative to Treasuries. Today, mainstream high-
yield bonds are showing over a ten percent 
premium to Treasuries.  

 
Non-financials, housing still vulnerable 
There may be worse yet to come for some 
other assets such as non-financial stocks and 
housing.  
 
• For non-financials, the other shoe―which 

has yet to drop―is an acknowledgement of 
a sharp decline in consumer spending. This 
economy has been riding singularly on the 
back of the consumer, whose knees are 
buckling. Yet, even now, few press reports 
are focusing on the sharp pullback in 
consumer spending that is already under 
way.  
 
Consider that at their July 15 trough in 
relative price, financial services stocks were 
down 46%, while the market was down 20%. 
That means that non-financials were down 
only 12%, a level not consonant with a 
recession. While stocks have fallen sharply 
since then, financials and non-financials 
alike, they may not fully reflect the recession 
risks that are now becoming self-evident to 
us. 
  

• Housing markets are likely to continue to 
founder. Prices cannot rise while inventories 
are rising; inventories cannot fall while 
foreclosures are rising. And the rise in 
foreclosures, in our opinion, is only just 
getting started.  
 
It’s important to keep in mind, too, that 
housing is a lagging indicator. Housing 
prices generally begin to recover six to 12 
months after the economy turns, and the 
economy turns generally six to 12 months 
after the market turns. Assuming we’re in the 
late stages of a bear market and early 
stages of a recession, it is fair to say it will be 
2010 before housing prices begin to recover. 
 

Risk assessment over full cycles 
PIMCO’s All Asset strategies seek to provide 
attractive real returns over full market and 
economic cycles. It is folly to try to pick market 
turning points, but it is common sense to trim our 
perceived risk exposure when markets are not 
priced to reward risk-bearing, and to take on 
incremental risk when fear reigns supreme. In this 
environment, then, we see risk not as something 
to be shunned but something to be taken on, 
carefully and selectively.  

 
Opportunities for investors with resources 
We have been running the All Asset strategies at 
what we believe is an unusually low risk level for 
over two years. As prices have come down, 
however, some low-hanging fruit has become 
evident in our view. In recent months, we have 
begun to take on modest incremental risks, in 
response to these exceptional market 
circumstances. 
 
Over the past year, we have been building large 
positions in developing and emerging local market 
bonds (i.e., those denominated in local 
currencies). Although these bonds have been 
suffering the ripple effects of the market’s severe 
risk-aversion, they are arguably more creditworthy 
than U.S. Treasuries, by conventional debt 
coverage ratios. In many cases, these countries 
have fiscal and current account surpluses, 
massive foreign reserves and debt coverage ratios 
that we can only envy. 
 
Even as these bonds have been hit in parallel with 
high-yield bonds and other credit risks, these 
assets have been providing incremental yield from 
three sources: 1) investors’ current fear of 
emerging markets, 2) investors’ discomfort with 
any exposure to emerging markets’ local 
currencies and 3) the possibility of currency 
appreciation at times, due to the fact that many of 
these emerging economies’ currencies are cheap 
on a purchasing power comparison. 
 
Another area of interest is convertible bonds, 
which typically soften the downside, but which 
have declined even more than the S&P 500 in the 
face of a major bear market. Part of this is due to 
exogenous supply from convertible arbitrage 
hedge fund managers, who have been forced to 
liquidate, both due to customer redemptions and 
due to the SEC proscription on short-selling for 
many companies’ stocks. This has created 
compelling opportunities. 
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 Value stocks have been savaged relative to 
growth stocks, in a pattern that is most 
uncharacteristic of a bear market. We believe 
these stocks are reaching attractive valuation 
levels. If growth stocks are hammered in the 
coming months, they too may become 
compelling. 
 
We see a number of other asset classes are 
likewise providing appealing yields. For 
investors who have kept their powder dry, the 
months ahead may provide exceptional 
opportunities to pounce.  
 

Investors should consider the investment objectives, risks, charges and expenses of this Fund 
carefully before investing. This and other information is contained in the Fund’s prospectus, which may 
be obtained by contacting your financial advisor, by visiting www.allianzinvestors.com or by calling  
1-888-877-4626. Please read this prospectus carefully before you invest or send money. 

The All Asset Funds’ performance will depend on how the underlying assets are allocated and reallocated among 
constituent Funds. There is no assurance that the investment objective of any underlying fund will be achieved. The 
allocation among those Funds will vary, and the funds may be subject to any and all of the following risks at 
different times and to different degrees. Investing in smaller companies may entail greater risk than investing in 
larger companies, including higher volatility. Investing in non-U.S. securities may entail greater risk due to foreign 
economic and political developments; this risk may be enhanced when investing in emerging markets. High-yield 
bonds typically have a lower credit rating than other bonds. Lower-rated bonds generally involve a greater risk to 
principal than higher rated bonds. The underlying funds may at times invest in mortgage-related securities, and 
may use derivative instruments for hedging purposes or as part of an investment strategy. Mortgage-backed 
securities are subject to prepayment risk and may be sensitive to changes in prevailing interest rates. There is no 
assurance that private insurers of the underlying mortgages will meet their obligations. When interest rates rise, the 
value of fixed income securities generally declines. Use of derivative instruments may involve certain costs and 
risks such as liquidity risk, interest rate risk, market risk, credit risk, management risk and the risk that a fund could 
not close out a position when it would be most advantageous to do so. Portfolios investing in derivatives could lose 
more than the principal amount invested in those instruments. Although each portfolio normally invests in a number 
of different underlying funds, it will be particularly sensitive to the risks associated with the individual Fund(s) and 
any investments in which that Fund concentrates. The cost of investing in the Fund will generally be higher than the 
cost of investing in a fund that invests directly in individual stocks and bonds. 

Past performance is no guarantee of future results. The value of equity securities can fluctuate due to general 
market conditions not specifically related to a company, factors related to a company’s industry or factors related to 
the specific company. 

*Cadence Capital Management is an independently owned investment firm. 

This material is presented only to provide information on investment strategies and opportunities. It contains the 
current opinions of the commentator, which are subject to change without notice. Statements concerning financial 
market trends are based on current market conditions, which will fluctuate. There is no guarantee that these 
investment strategies will work under all market conditions, and each investor should evaluate their ability to invest for 
the long term, especially during periods of downturn in the market. Some products/services may not be offered at 
certain broker/dealer firms. ©2008 Allianz Global Investors Distributors LLC, 1345 Avenue of the Americas, New York, 
NY 10105-4800.  

 

Allianz Global Investors is among 
the five largest asset management 
firms in the world, with a client list 
that includes more than half of the 
Fortune 100 companies. Our 
objective is to provide a broad 
spectrum of high-quality investment 
solutions that can help investors 
work toward their unique financial 
goals. 

To achieve this, Allianz Global 
Investors draws upon the expertise 
and experience of our respected 
investment firms: PIMCO, NFJ 
Investment Group, RCM, Nicholas-
Applegate, Oppenheimer Capital 
and Cadence Capital 
Management.* These firms include 
some of the most established and 
forward-thinking investment 
managers in the business. Rather 
than trying to develop a uniform 
“house style,” we have chosen to 
nurture the singular investment 
culture and expertise of each—thus 
maintaining a breadth of 
approaches. 
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