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Inflation Outlook 2012:
Benign, But Watch the Tails

Looking ahead into 2012, PIMCO expects modest inflation to
continue, as last year's pricing pressures have eased. But there are
risks to that scenario, both to the upside and downside.

Headline inflation, as measured by the Consumer Price Index (CPI)
in the U.S., ran at 3.0% in 2011, up from 1.5% for 2010. The
Core CPI, which excludes the volatile food and energy
components, also accelerated from a 0.8% increase in 2010 to a
2.2% increase in 2011. As we look at the underlying components,
we do not expect this trend of rising inflation rates to continue this
year. Our base case is for inflation to moderate and trend lower
from current 3% levels. However, there are a number of factors
that could tip us either way — much higher inflation or even
temporary deflation. Longer term our bias is toward higher
inflation, and we feel any deflationary episode is likely to be short-
lived, as the one we saw in 2008.

2011 Review

Inflation in 2011, relative to 2010, was about one major trend and several one-
off factors. The major trend we refer to was a stabilization and subsequent
increase in the pace of shelter, or rent, inflation. Inflation in the cost of shelter
increased from 0.5% in 2010 to 1.9% in 2011. The driving force behind this
increase in the pace of inflation was a combination of the stabilization in
housing prices as well as a shift in sentiment from buying a home to renting.

Predicting trends and turning points in shelter inflation, like that which occurred
in 2011, is important because not only is the cost of shelter the largest
component of the U.S. consumption basket, but also a particularly slow moving
series and trends change only very slowly. The chart below shows the historic
trends in shelter inflation along with our PIMCO model — importantly the model
shows that the recent acceleration in inflation is unlikely to continue into 2012.
Instead, shelter inflation will likely be stable at around 2%. Anecdotal evidence
from industry surveys and brokers already points to some softening in the asking
price of rents nationally.



Figure 1: Cost of shelter rising at modest pace
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Source: U.S. Bureau of Labor Statistics (BLS), PIMCO. Data as of 31 January 2012. PIMCO Model is company
forecast to end of 2012. Shelter costs based on BLS survey of rent paid by consumers, or owner equivalent cost.

In addition to this acceleration in shelter costs, there were four distinct one-off
factors that combined in 2011 to produce higher inflation. They were a spike in
oil prices in early 2011 due to Arab spring (Figure 2), increased car prices related
to the Tsunami in Japan (Figure 3), higher food prices resulting from a rise in
grain prices after poor U.S. corn yields (Figure 4), and finally, higher apparel
prices resulting from a spike in cotton prices due to floods in Pakistan.

Figure 2: Arab spring caused spike in oil prices
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Source: Bloomberg. Data as of 3 February 2012
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Figure 3: Cost of new cars increased after Tsunami in Japan
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Source U.S. Bureau of Labor Statistics, PIMCO. Data as of 31 January 2012. PIMCO Model is company forecast to
end of 2012. Changes in prices paid for new vehicles based on BLS survey.

Figure 4: Food prices rose last year on poor corn yields
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Source: U.S. Bureau of Labor Statistics, PIMCO. Data as of 31 January 2012. PIMCO Model is company forecast to
end of 2012. Cost changes based on BLS survey of prices paid for certain common foods.

2012 Outlook

Absent a severe disruption in crude oil supplies from an Iran type event or a
disorderly default or breakup within the eurozone, we see inflation moderating
and heading to slightly below 2% on a year-over-year basis. This is a result of
shelter inflation stabilizing at current levels as well as the one-off inflationary
pressures from new cars, food, and apparel ultimately proving transient.

The models in Figures 1, 3 and 4 show that future rises in the price of shelter,
cars and food can often be anticipated by evaluating conditions prevalent
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currently or in the past because of the long pass-through time before changes in
initial conditions show up in retail prices. Based on current conditions in these
sectors, we do not expect much price pressure from these categories that were
so important in 2011. That leaves us with the price of oil — a category that tends
to be volatile, difficult to model and yet has an instantaneous effect on inflation
via the price of gasoline at the pump. Below we share our thoughts about our
oil outlook for 2012 and its potential impact on inflation.

Perhaps the two most important things to say about oil is that Libyan production
is coming back faster than expected (Figure 5) and gasoline consumption in the
U.S. is declining at a dramatic pace (Figure 6). Easing pressures from both the
supply and demand side lead us to conclude that, absent renewed geopolitical
pressures, oil price rises are likely to be subdued in 2012 and not a large
contributor to inflation.

Figure 5: Libya coming back should ease some tightness in oil markets

After subtracting 1.2 million b/d from 2011 balances, the return of Libyan oil looks
poised to add 600 thousand b/d to 2012 balances. This equates to half of expected
demand growth should global economy achieve 3.5%
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Source: International Energy Agency, PIMCO. Data as of 15 January 2012. Future data are PIMCO forecast.
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Figure 6: U.S. gasoline demand moving sharply lower
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Source: U.S. Department of Energy, PIMCO. Data as of 31 January 2012.

Combining our base case outlook for oil along with the other components that
make up the CPI basket results in our central forecast for inflation to come in just
below 2.0% in 2012, as shown by the center green line in Figure 7.
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Source: U.S. Bureau of Labor Statistics, PIMCO. Data as of 31 January 2012. Future data for 2012 is PIMCO forecast.
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Beneath this seemingly benign outlook are a number of important and volatile
factors visible if you look just below the surface. Most urgent are geopolitical
tensions in the Middle East and the economic crisis in Europe.

While Libyan production is coming back online at a very rapid pace, the oll
market remains remarkably tight (Figure 8). Inventories are well below the five-
year average level, and there is little spare capacity across OPEC producers.
Furthermore, the spare capacity that exists has not been previously tested. The
oil supply chain is tight, which leads to the possibility for potential upside relative
to our baseline inflation forecast given further supply disruption. The possibility
of an interruption in exports from Iran remains the highest probability, in our
opinion.

Figure 8: OPEC production is heading into uncharted waters
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On the other hand, should the European debt crisis result in a global recession,
the global demand for oil would likely be negatively impacted. The collective
action of OPEC producers removing oil from the market could help to put a soft
floor under oil prices, but there still remains considerable downside risk from
current prices. As shown previously, Figure 7 illustrates the deviations from our
baseline forecast due to these two factors. The red line illustrates possible upside
surprise due to an event in Iran while the yellow line is our expectations for the
downside shock should a major European country like Italy default.
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Longer term

Moving beyond the next year, we see a number of inflationary pressures
building in the economy. The Fed has committed to maintaining real short-term
interest rates at negative levels for the foreseeable future and has also marginally
increased its inflation target to 2.0% from a prior range of 1.7% to 2.0%.
Increased attractiveness of real assets and a weaker dollar are likely results of
such policy. Meanwhile, we believe continued emerging market growth and
stretched supply chains should result in persistent upward pressures on
commodity prices. Finally, political trends like the bias towards deglobalization,
isolationism and wealth redistribution, on the margin, all point toward generally
higher prices, rather than lower.

Faced with this possibility of higher inflation in the future, many investors may
need to examine their allocations to assets associated with real return potential,
including Treasury Inflation-Protected Securities (TIPS), real estate, commodities
and equities. In particular, the current market for TIPS reflects modest inflation
expectations. Given our outlook of potentially higher inflation over the longer
horizon, we feel TIPS remain attractive for a real asset allocation, especially as
they are backed by the full faith and credit of the U.S. government.
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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. Equities may decline in value due to both real and perceived general market, economic, and industry conditions.
Inflation-linked bonds (ILBs) issued by a government are fixed-income securities whose principal value is periodically
adjusted according to the rate of inflation; ILBs decline in value when real interest rates rise. Treasury Inflation-
Protected Securities (TIPS) are ILBs issued by the U.S. Government. Commodities contain heightened risk including
market, political, regulatory, and natural conditions, and may not be suitable for all investors. The value of real estate
and portfolios that invest in real estate may fluctuate due to: losses from casualty or condemnation, changes in local
and general economic conditions, supply and demand, interest rates, property tax rates, regulatory limitations on
rents, zoning laws, and operating expenses. 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.

The Consumer Price Index (CPI) is an unmanaged index representing the rate of inflation of the U.S. consumer prices
as determined by the U.S. Department of Labor Statistics. There can be no guarantee that the CPI or other indexes will
reflect the exact level of inflation at any given time. It is not possible to invest directly in an unmanaged index.

This material contains the opinions of the author but not necessarily those of PIMCO and such opinions are subject to
change without notice. This material has been distributed for informational purposes only. Forecasts, estimates, and
certain information contained herein are based upon proprietary research 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 Services 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 Services 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 regulated by the German Federal Financial Supervisory Authority (BaFin) (Lurgiallee 12,
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 (24 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 regulated activities under the Securities and Futures
Ordinance. | 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 Securities 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.
The value of assets fluctuate based upon prices of securities 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. All profits and losses incur to the investor. 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. The fee charged will vary
depending on the investment trust acquired or the investment advisory agreement entered into; these materials do not
set forth specific fee amounts or their calculation methodologies. | PIMCO Canada Corp. (120 Adelaide Street West,
Suite 1901, Toronto, Ontario, Canada M5H 1T1) services and products may only be available in certain provinces or
territories of Canada and only through dealers authorized for that purpose. | No part of this publication may be
reproduced in any form, or referred to in any other publication, without express written permission. © 2012 PIMCO
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