February 2009

Investment Outlook

BEEP BEEP!

The current financial and economic crisis is difficult to
appreciate, not only for the drop in elevation, but because
of the swiftness of the declines. It's been a Wile E. Coyote
12 months—straight down like a dead weight. A year
ago, global equity prices were nearly twice today's levels
and recession was only a whisper on the lips of the
gloomiest of economists. Today, descriptions drawing
parallels to the Great Depression make it obvious that a

out as well. When home prices stop going down, newly
created households will be more willing to take a
chance on ownership as opposed to renting. If stock
prices consolidate, recently burned investors will be
more willing to invest, as opposed to stuffing their
401(k) mattresses with Treasury bills. Business invest-
ment, jobs, and profits should follow quickly behind.
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model, as well as policy prescriptions for its revival, are
underway. Most of the world's connected economies and
its citizens are in shock, conscious but not fully aware of
the seismic shifts that will unfold in future years.

PIMCQ's thesis for several years has held that the levered
global economy long ago morphed from a banking-
dominated regime to one that hid behind securitized
lending and structures resembling a “shadow banking”
system. SIVs, hedge funds, CDOs and increasingly lev-
ered mortgage and investment banks fueled asset
appreciation in all investment markets, which in turn
propelled real economic growth and employment to
unsustainable levels. But, with U.S. housing prices as its
trigger, the delevering process did a Wile E. Coyote and
headed over the cliff in mid-year 2007, dragging down
almost all asset prices except government bonds. The
real economy followed shortly thereafter, not just in the
U.S., but globally, proving that linkages work on the
“down” as well as the upside. To PIMCO, the remedy
for this deflationary delevering and mini-depression is
simple and almost axiomatic: stop the decline in asset
prices. If that can be done, the real economy will level

Animal spirits, once dampened, are hard to reignite;
“fear of fear itself” dominates greed. Under such
circumstances, the benevolent hand of government

is required and Keynes is reincarnated in an attempt

to plug the dike via fiscal spending and imaginative
monetary policies that support asset prices. PIMCO has
recently been contracted to assist in several publically
announced programs which have helped in that effort:
the CPFF, which has benefitted commercial paper yields,
and the Federal Reserve's purchase program for agency-
backed mortgage loans, which has lowered 30-year
mortgage rates to 4.5% and fostered the affordability

of new and secondary housing prices. These two pro-
grams, in our opinion, have been the major policy suc-
cesses to date—not because of our involvement—but
because they have supported and increased asset prices
whose decline has been the major deflationary thrust
behind the real economy. Stop asset prices from going
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down and with a 12-month lag, unemployment will stop
going up, and President Obama's targeted three million

between the banking system as we once knew it, and
the “shadow banking” system that superseded it. Jim

new jobs will have a fighting chance of being achieved. Bianco, who heads up the research tank bearing his
own name, brought the difference to mind in a recently
produced piece entitled, “When Will The Banks Start

Lending?” His conclusion was that banks already were —

But stopping the decline of asset prices can be and has
been attempted in numerous, seemingly uncoordinated

ways. Recapitalization of the banks has been the major lending—but it was the “shadow system” (my words)

thrust, in the hopes that banks would extend credit that was holding up the parade. According to his analy-

which would reinvigorate asset pricing. Those who sis, shown in Chart 1, securitization has for several years

argue strongly for a recapitalization of the banking exceeded bank loans as a percentage of private credit
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system, however, may be missing the distinctio market debt. In contrast to recent headlines, however,

CHART 1 banks have been picking up their lending, but it has
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35 standards, fresh capital from the TARP has made it possi-
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04 08 terms. It should not surprise, therefore, that with the

exception of specifically directed government programs
directed at commercial paper rates and 30-year mort-
gage yields, past policies have been unsuccessful. Banks

CHART 2 have been recapitalized—yes—and banks have cau-

Trillion Dollar Sinkhole tiously started to lend. But shadow banks are still delev-

ering due to disappearing and unavailable fresh capital
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policymakers must still be cognizant of the need to sup-
port asset prices—hopefully by inducing confidence and
trust in private investors, as pointed out by Robert Shiller
in a recent Wall Street Journal op-ed, but if need be by
the financing or purchase of assets themselves. It's not
so much that the stock market needs to go back to
10,000. That would be nice for millions of 401(k)s that
have been cut in half over the past 12 months, but it is
not likely. Rather, asset prices securitizing commercial
real estate and credit card receivables, as well as plain
old-fashioned municipal bonds, must stop going down
if the real economy has any chance to revive by 2010.

Example: CMBS or commercial real estate mortgage-
backed securities are now priced to yield over 12% vs.
5% in recent years. As real estate financing comes due
and rolls over in the next few years, it is imperative
these yields return to mid-single digits if shopping cen-
ters, retail malls, and office buildings are to remain
viable. How best to bring those yields down is debat-
able: another CPFF-like structure with self-insurance
and contributed fees as its equity backstop? A generous
portion of remaining TARP billions providing a reserve
cushion for Federal Reserve funding? A good bank, bad
(aggregator) bank structure? All three are being debat-
ed by policymakers and we should have clarity within
a week's time. But one thing is certain: an economic
recovery is dependent upon commercial real estate
prices stabilizing and most retail stores staying open

for business in the months and years ahead.

Similarly, municipal yields are now trading at nearly
twice their Treasury counterparts, implying that munici-
pal bonds are trading at 80 cents on the dollar instead
of 113 cents like the average Treasury. To enable states
and cities to return to normal functioning, those
bonds must return to par. Modern day capitalism
depends on the successful refinancing and issuance of
securities at a price and yield level not significantly
divorced from past experience. That is the same thing
as saying that current yields must come close to
matching the economy’s embedded cost of debt if
default is to be avoided. Not only municipalities, but

the efficient operation of hospitals, nursing homes and
even universities depend on the leveling and returning
of municipal bond prices to higher levels. Similar argu-
ments can be made for corporate bonds as well.

PIMCO's advice to policymakers is as follows: you can't
bail out everyone, yet economic recovery is not possi-
ble unless certain critical asset sectors are not only
reliquefied, but rejuvenated in price. The prior
Administration’s focus on the banks has been critical
but unidimensional. The shadow banking system with
its leverage and financial innovation, powered a near
25-year global economic expansion, but it is the delev-
ering of those hidden quasi-banks that is now threaten-
ing its petrification. Policymakers should not focus
entirely on one-off bailouts of large real estate develop-
ers, municipalities, or even credit card issuers like they
have with Citi, BofA, and AIG. Rather, they should recog-
nize that supporting critical asset prices such as munici-
pal bonds, CMBS, and even investment grade corporate
bonds is a necessary step towards eventual economic
revival. Capitalism at its philosophical and practical
center depends on credit, and while new loans can

be and are being advanced via the banking system,
it's a much more difficult task to force shadow banks
to lend. That lending depends on securitization which
in turn depends on stable and eventually higher asset
prices than currently exist. The original focus of the
TARP was on asset prices, but the prior Administration
quickly lost its way or perhaps its nerve. Like his Road
Runner nemesis, Wile E. Coyote must now extend some
infrequently used figurative wings to avoid the
deflationary precipice below. Support asset prices.

Beep Beep!
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As a reminder, an audio file of this Investment Outlook will be available on www.allianzinvestors.com.

Past performance is no guarantee of future results and current and future holdings are subject to risk. This is not an offer or solicitation for the purchase or sale of any financial
instrument. It is presented only to provide information on investment strategies and opportunities. The material contains the current opinions of the author, which are subject to change
without notice. Statements concerning financial market trends are based on current market conditions, which will fluctuate. Forecasts are inherently limited and should not be relied upon
asan indicator of future results. References to specific securities and issuers are for illustrative purposes only and are not intended to be, and should not be interpreted as, recommendations
to purchase or sell such securities.

Investing in the bond market is subject to certain risks including market, interest-rate, issuer, credit, and inflation risk; investments may be worth more or less than the original cost when
redeemed. Income from municipal bonds may be subject to state and local taxes and at times the alternative minimum tax. U.S. Government securities are backed by the full faith of the
government; portfolios that invest in them are not guaranteed and will fluctuate in value. Equities have tended to be volatile, involve risk to principal and, unlike bonds, do not offer a fixed
rate of return. The value of some mortgage-related or asset-backed securities may be particularly sensitive to interest rate changes, and there is no assurance that private insurers of the
underlying mortgages or assets will meet their obligations. Shareholders of a municipal bond fund will, at times, incur a tax liability, as income from these funds may be subject to state
and local taxes and, where applicable, the alternative minimum tax.

The CPFF is the Commercial Paper Funding Facility. The purpose of the CPFF is to enhance the liquidity of the commercial paper market by increasing the availability of term commercial
paper funding to issuers and by providing greater assurance to both issuers and investors that firms will be able to roll over their maturing commercial paper.
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