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Which way for bonds?
Mapping a path forward

Q: Can you explain what is happening in markets now?

Gross: In 1980, the Federal Reserve, led by Paul Volcker, tightened the quantitative
noose to tame double-digit inflation, fueling an unprecedented tailwind for bond
prices. Thirty years later we find ourselves at the other extreme, as central banks print
money in the trillions of dollars to stimulate economic growth, and inflation is
abnormally low. While we are not likely to see a repeat of that type of bull market any
time soon, we also do not believe we are at the beginning of a bear market for bonds.
Rather, what we're seeing is the continuation — and acceleration, in some respects — of
the de-levering process, a key distinction that may be getting lost in some of the noise
over the past few weeks. The Fed, the Bank of England, and now the Bank of Japan
have all committed to holding their easing stance until growth targets are hit. We
don't see the Fed raising rates in a meaningful way for at least the next few years.

That said, we believe caution is warranted not just for fixed income investors, but
for investors in all risk assets. Central banks have reached a critical inflection point
in which the negatives of their aggressive policies may be outweighing the positives
and in fact hampering growth. Where their monetary repression has succeeded,
however, is in forcing investors to take increasing amounts of risk, but for lower
yields and more volatile returns.

Q: When do you expect the Fed to begin to take its foot off the QE pedal?
Are rising rates a concern?

Gross: The Federal Reserve has cited an unemployment rate of 6.5% as its threshold
for pulling back on monetary policy. At the same time, Chairman Bernanke wants to
avoid the mistake of premature tightening, as occurred disastrously in the 1930s.
While we agree with this reasoning, we are concerned by the growing downside of
zero-based money and QE policies — among them a worrisome distortion in asset
pricing, the misallocation of capital and ultimately a dis-incentivizing of risk taking by
corporations and investors. The Fed shares these concerns as well, which is why
some members are considering a reduction or tapering of purchases. From a
technical perspective, the Fed may also be forced to taper its purchases to match the
shrinking U.S. budget deficit. But there’s a difference between a mild reduction and
a decision by the Fed to materially scale back its bond purchase program. The
economy has yet to achieve escape velocity, and unemployment is still stubbornly
high and structural in nature. So while we may see some tapering, possibly by the
end of the year, we do not expect the Fed to remove the trough for some time or for
this to signal a dramatic increase in rates. Rates will fluctuate over the shorter term,
of course, and it's our job as active managers to effectively position our clients’
portfolio if that occurs. This is something we have done for our investors for
decades.



Q: How are you positioning Total Return to navigate
this environment?

Gross: While it's natural to want to reach for higher returns, an
investment strategy’s success depends on carefully weighing
potential rewards against the long-term costs, using the insights
you've gathered on the ground and on a macro level through
rigorous analysis. Today, given the economic uncertainty and rich
market valuations, we think that the fortitude to wait for more
attractive opportunities is a valuable attribute. Our goal for the
Total Return strategy is to enhance our dry powder, seek prudent
alpha and reduce risk — not dramatically, but to average or slightly
below-average levels. Fortunately, PIMCO has a wide array of tools
at our disposal to accomplish that. So, among other things, we're
avoiding long durations, reducing credit risk away from
economically vulnerable companies and sectors, managing
volatility and increasing exposure to countries with higher-quality
balance sheets such as the U.S., Brazil, Mexico and Australia. And
we are seeking out and taking advantage of opportunities in the
market. For example, we believe intermediate Treasuries are
currently attractively priced at around 2%.

At the forefront, PIMCO's first and most important objective is
preserving our clients’ capital, as it has been since Total Return was
launched more than a quarter-century ago. In a market environment
such as the one we're currently navigating, this risk management
priority becomes even more essential. In the meantime, we believe
our portfolios are well positioned for future opportunities. If
“traditional” bond beta is likely to be subdued, as we are
forecasting, there are still ways for a resourceful and experienced
investment manager to generate alpha from less traditional sectors.

Q: With bond markets so uncertain, what steps can
investors take to ensure they're prudently pursuing
their financial goals?

Gross: It's important for investors to remember the reasons they
own bonds in the first place — namely for the potential for the
preservation of capital, income and growth, relative steadiness
and typically low to negative correlations with equities. These
needs — which will only become more urgent as millions of baby
boomers head to retirement over the next decade and a half — are
long term, regardless of what markets are doing today. So fixed
income should always have a place in a portfolio. Still, there are
ways to navigate challenging markets without feeling stuck. One is
to expand your investment universe by going global. Here at
PIMCO we like to say that there is no “bond market,” but rather
“a market of bonds.” So, you should prize flexibility in your fixed
income manager or core bond strategy.

Finally, be patient. Times are challenging, to be sure, but PIMCO has
been successfully investing through more than four decades of market
and economic cycles, which gives us some perspective, as well as the
confidence that we're going to be around to fight for the next 40
years. We certainly hope our clients take some comfort in that.
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Past performance is not a guarantee or a reliable indicator of future results. All investments contain
risk and may lose value. Investing in the bond market is subject to certain risks, including market, interest rate,
issuer, credit and inflation risk. Investing in foreign denominated and/or domiciled securities may involve
heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in emerging
markets. Derivatives may involve certain costs and risks such as liquidity, interest rate, market, credit,
management and the risk that a position could not be closed when most advantageous. Investing in derivatives
could lose more than the amount invested. Diversification does not ensure against loss. There is no guarantee
that these investment strategies will work under all market conditions or are suitable for all investors and each
investor should evaluate their ability to invest long-term, especially during periods of downturn in the market.

This material contains the opinions of the manager and such opinions are subject to change without notice. This
material has been distributed for informational purposes only and should not be considered as investment advice
or a recommendation of any particular security, strategy or investment product. Information contained herein has
been obtained from sources believed to be reliable, but not guaranteed.

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any
jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 840 Newport
Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. |
PIMCO Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd Munich Branch (Company No. 157591), PIMCO
Europe, Ltd Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No.
07533910969) are authorised and regulated by the Financial Conduct Authority (25 The North Colonnade, Canary
Wharf, London E14 5HS) in the UK. The Amsterdam, Italy and Munich Branches are additionally regulated by the
AFM, CONSOB in accordance with Article 27 of the Italian Consolidated Financial Act, and BaFin in accordance
with Section 53b of the German Banking Act, respectively. PIMCO Europe Ltd services and products are available
only to professional clients as defined in the Financial Conduct Authority's Handbook and are not available to
individual investors, who should not rely on this communication. | PIMCO Deutschland GmbH (Company No.
192083, Seidlstr. 24-24a, 80335 Munich, Germany) is authorised and requlated by the German Federal Financial
Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance with
Section 32 of the German Banking Act (KWG). The services and products provided by PIMCO Deutschland GmbH
are available only to professional clients as defined in Section 31a para. 2 German Securities Trading Act (WpHG).
They are not available to individual investors, who should not rely on this communication. | PIMCO Asia Pte Ltd
(501 Orchard Road #08-03, Wheelock Place, Singapore 238880, Registration No. 199804652K) is regulated by
the Monetary Authority of Singapore as a holder of a capital markets services licence and an exempt financial
adviser. PIMCO Asia Pte Ltd services and products are available only to accredited investors, expert investors and
institutional investors as defined in the Securities and Futures Act. | PIMCO Asia Limited (24th Floor, Units 2402,
2403 & 2405 Nine Queen'’s Road Central, Hong Kong) is licensed by the Securities and Futures Commission for
Types 1, 4 and 9 requlated activities under the Securities and Futures Ordinance. The asset management services
and investment products are not available to persons where provision of such services and products is
unauthorised. | PIMCO Australia Pty Ltd (Level 19, 363 George Street, Sydney, NSW 2000, Australia), AFSL
246862 and ABN 54084280508, offers services to wholesale clients as defined in the Corporations Act 2001. |
PIMCO Japan Ltd (Toranomon Towers Office 18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001)
Financial Instruments Business Registration Number is Director of Kanto Local Finance Bureau (Financial
Instruments Firm) No.382. PIMCO Japan Ltd is a member of Japan Investment Advisers Association and Investment
Trusts Association. Investment management products and services offered by PIMCO Japan Ltd are offered only to
persons within its respective jurisdiction, and are not available to persons where provision of such products or
services is unauthorized. Valuations of assets will fluctuate based upon prices of securities and values of derivative
transactions in the portfolio, market conditions, interest rates, and credit risk, among others. Investments in foreign
currency denominated assets will be affected by foreign exchange rates. There is no guarantee that the principal
amount of the investment will be preserved, or that a certain return will be realized; the investment could suffer a
loss. All profits and losses incur to the investor. The amounts, maximum amounts and calculation methodologies of
each type of fee and expense and their total amounts will vary depending on the investment strategy, the status of
investment performance, period of management and outstanding balance of assets and thus such fees and
expenses cannot be set forth herein. | PIMCO Canada Corp. (199 Bay Street, Suite 2050, Commerce Court
Station, P.0. Box 363, Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or
territories of Canada and only through dealers authorized for that purpose. | PIMCO Latin America Edificio
Internacional Rio Praia do Flamengo, 154 1o andar, Rio de Janeiro — RJ Brasil 22210-030. | No part of this
publication may be reproduced in any form, or referred to in any other publication, without express written
permission. PIMCO and YOUR GLOBAL INVESTMENT AUTHORITY are trademarks or registered trademarks of
Allianz Asset Management of America L.P. and Pacific Investment Management Company LLC, respectively, in the
United States and throughout the world. © 2013, PIMCO.
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