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Western Medicine

| was born in Ohio several years after my parents immigrated to the
U.S. from India. Like many Americans of Indian descent, we have

a lot of doctors in our family, no doubt the product of thoughtful
1960s immigration policies that prioritized certain in-demand skills.
Medicine is the noblest profession in the Indian-American culture,
because it is focused on helping others, requires intelligence and
pays well. Sadly, finance isn’t held in such high regard.

Having grown up around doctors | learned to marvel at the progress of
modern medicine. New treatments using the latest technologies are being
developed every day. People are living longer, healthier lives.

Surprisingly, not everyone is as enamored with this medical progress. In fact,
some people make a strong distinction between “Western medicine” and
“Eastern medicine.” What's the difference, you may ask?

Critics say that Western medicine is focused on treating symptoms to make
people feel better once they become sick while Eastern medicine is focused
on healthy living, prevention and living in balance. Take the common cold: We
still don't have a cure for it. We have decongestants that make our noses less
runny. But they don’t do anything to actually cure the cold. Or there’s aspirin,
which can help bring down a fever. Once again, it buys time — makes us feel
better — but doesn’t cure the underlying disease. Eastern medicine is said to
focus on understanding why we became sick in the first place and preventing
it in the future.

When | needle the doctors in my family with these criticisms of Western
medicine they bristle in response. How could | possibly question the wisdom
of their profession? They are scientists! When pressed further, some will
eventually admit that if science hasn’t yet found a cure for a disease, relieving
symptoms is better than nothing.



Have we really cured the disease that has afflicted the U.S. economy,
or have we merely been treating the symptoms?

This conflict between Eastern and Western philosophies isn‘t
limited to medicine. We are living through it every day in
global economics, policy and financial markets.

Consider insolvency. Banks (and countries) fail due to a lack
of liquidity — running out of cash. But running out of cash is
merely a symptom of the real problem: too little capital, too
many losses and too much debt. The European Central Bank
has flooded the European banking system with euros via its
Long-Term Refinance Operation (LTRO). This almost unlimited
source of cash takes the risk of default for a European bank
virtually off the table. But, by itself, it does nothing to cure
the underlying disease: Banks have a lot of debt on their
balance sheets that they once believed were riskless and now
realize are in fact risky — namely the sovereign debt of several
European countries. While these European countries may also
be more stable in the short term due to the ECB’s various
direct and indirect liquidity programs, their underlying
sickness is that they too have taken on too much debt; their
societies are spending more than they can afford and their
economies are growing too slowly to support their debt
loads. Liquidity is buying them time. It is a bridge. A
decongestant is a bridge that makes us feel better until our
immune system can cure the disease. To what actual cure are
these European liquidity programs a bridge? We don’t know.

Here in America our policymakers have also been forced to
reduce symptoms rather than cure the underlying disease —
because that disease is a 30-year addiction to debt-fueled
consumption and we don’t know how to quickly create new,
sustainable engines for economic growth. As a result, most
economic policy in the U.S. in the past three years has bought
time by supporting consumer spending.

Consumption makes up by far the largest share of economic
activity in the U.S. If consumption spending fell, the U.S.
economy could face another serious recession. Hence policies
such as the stimulus, Cash for Clunkers, payroll tax holidays
and even the Federal Reserve’s low rates and quantitative
easing have been supporting consumer demand. Figure 1
shows the enormous role that consumption plays in the U.S.
economy, growing from about 62% of GDP in the 1960s to
over 70% today.

As a result of aggressive government policies, consumption
has bounced back to pre-crisis levels, as shown in Figure 2.
Many economists are celebrating the strengthened U.S.
consumer as the force behind a remarkable rebound so
soon after the worst financial crisis since the Great
Depression. This would suggest aggressive government
stimulus policies have been effective and the economy

has almost returned to normal.
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FIGURE 1: PERSONAL CONSUMPTION EXPENDITURE AS A PERCENTAGE
OF U.S. GDP
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Source: Haver, Bureau of Economic Analysis; data as of September 2011

FIGURE 2: REAL PERSONAL CONSUMPTION EXPENDITURES IN THE U.S.

(SEASONALLY ADJUSTED ANNUAL RATE)
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Source: Haver, Bureau of Economic Analysis; data as of September 2011

But is this the whole story? Have we really cured the disease
that has afflicted the U.S. economy, or have we merely been
treating the symptoms?

Last month the McKinsey Global Institute published a
research report (“Debt and deleveraging: Uneven progress
on the path to growth"”) trying to answer this question by
analyzing the deleveraging that countries have undergone
since 2008. McKinsey sought to understand how much
deleveraging has been completed and how much is left to
work through the system, because once the deleveraging
phase is behind us, the U.S. economy may resume its growth
trajectory. McKinsey argues the U.S. is far ahead of other
countries in deleveraging, and that U.S. households will
soon return to a sustainable debt level.
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As discussed previously, given that consumption represents
more than 70% of U.S. GDP, this is an important estimate
that will affect our economic growth in the next few years.
Figure 3 is a graphic from the McKinsey report that shows
U.S. household debt as a percentage of disposable personal
income. It indicates that Americans have less debt than they
had in 2008. This trend leads to McKinsey’s estimate “that
U.S. households could face roughly two more years of
deleveraging. ... One possible goal is for the ratio of
household debt relative to disposable income to return to
its historic trend.”

FIGURE 3: THE U.S. HOUSEHOLD DEBT RATIO COULD RETURN TO ITS
LONG-TERM TREND IN 2013
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But why should the trend be upward sloping at all?
According to the McKinsey chart, in 1955 household debt to
disposable income was about 45%. McKinsey says household
deleveraging should be completed by mid-2013 when
Americans “only” have debt to income of 100%.

Why should Americans each year take on more and more
debt? Is this sustainable? Is this a good trend for Americans
and for the U.S. economy? McKinsey acknowledges these
questions — but doesn’t change their conclusion that U.S.
deleveraging is on track and the American consumer is
almost back.

To look deeper behind the increased consumption numbers,
one must look at how much Americans are actually saving.
As Figure 4 indicates, from 1960 to the mid-1980s,
Americans saved more than 8% of their income each year.
Then savings began to fall — and fell almost to zero just
before the crisis in 2008. In fact, by some measures,
Americans on average had a negative savings rate in the
mid-2000s. They were consuming with borrowed money,
often by taking out home equity loans. The shock of 2008
scared many Americans into saving more. They realized their
home values wouldn't climb forever and they needed to save
for their futures. The personal saving rate climbed back to
almost 6%, still lower than all the years from 1960 to the
mid-1980s, but a more financially sound level than the years
immediately before the crisis.
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Alarmingly, this healthy increase in savings appears to have
been short-lived: Consumers have actually started saving less
in recent quarters and this has fueled much of the recent
uptick in consumption.

FIGURE 4: PERSONAL SAVING RATE
(SEASONALLY ADJUSTED ANNUAL RATE)
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Source: Haver, Bureau of Economic Analysis; data as of November 2011

Of course, this lack of savings is also happening at a time
when millions of Americans are without work. The personal
saving rate in Figure 4 ignores the millions of people who are
without a job, and obviously cannot save anything. It only
considers how much of the income earned by people who
are working is being saved. Figure 5 shows the “U-6"
unemployment numbers: Roughly 15% of Americans are
either currently looking for work or have dropped out of the
workforce and have given up altogether.

FIGURE 5: U-6 UNEMPLOYMENT RATE
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When will we know that the U.S. economy has really cured its
underlying disease of relying too much on household debt to
artificially drive its growth? We will know it when overall
consumption dollars continue to climb while the
unemployment rate falls, the savings rate remains high and
consumption as a percentage of GDP stays flat (or even falls).

Increased consumption spending fueled by more Americans
working (and saving) is a good thing and should be a goal of
policymakers. Consumption fueled by temporary stimulative
policies or reduced savings is just a nasal decongestant. It
makes the headline economic data look better, but doesn’t
move us closer to actually healing our economy.

So what does all of this mean for equity investors?

Until we see sustainable, real economic growth here in
America, we believe equity investors should consider high
quality global companies with strong balance sheets that are
selling into higher growth markets.

Investors should carefully scrutinize the assumptions
underlying consumer discretionary stocks. Markets are

used to assuming companies and industries can automatically
return to trend growth once an economic shock has passed.
Just as there is no reason to assume household debt levels
will continue to climb, there is also no reason to assume
companies that benefitted from that debt-fueled spending
will grow at historical rates. The U.S. auto sector is a good
example: The current recovery in auto sales is both a
combination of replacement demand and increased loan
availability. But if the American consumer is secularly impaired
(or perhaps liberated from the weight of ever-increasing
debt), total car ownership per household could decline in the
long run, limiting the scope for a rebound. Resuming peak
sales in the 18 million units range will likely take a long time,
driven by population growth rather than household debt.

Bottom line diagnosis: Nyquil may be the nighttime, sniffling,
sneezing, coughing, aching, stuffy head, fever, so you can
rest medicine — but you might still wake up with a cold.
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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.
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. 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 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 authorized 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
(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 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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