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Duration Markets

It's tough to be a cash investor these days: Market volatility is high,
and the Federal Reserve, by announcing that it will keep policy on
hold to 2014, likely has extended the horizon for zero bound
interest rates. In this article, Jerome Schneider, head of PIMCQO's
short-term and funding desk, and Paul Reisz, money market and
enhanced cash product manager, survey the current landscape for
short-term investors and outline PIMCO's approach to this
challenging environment.

Q: Investors typically look to cash markets for safety, but lately volatility
has soared. What’s happening, and what lies ahead?

Schneider: A lot of the volatility comes down to this: Investors are spooked. From
the U.S. debt ceiling debate last summer to the current eurozone crisis and other
credit concerns, there's plenty to worry about. In 2011 investors pulled more than
$150 billion from so-called prime money-market funds. And these funds in turn
have become more risk averse, avoiding securities from certain issuers, such as
European banks, for instance. The banks then issue less debt, reducing market
depth and liquidity. It's a vicious circle. In our view, this volatility isn't going away
anytime soon.

Q: What should cash investors do now?

Reisz: As we've been telling clients, job number one is truly understanding your

liquidity needs. We call this tiering your cash: How much liquidity do you need
right now vs. how much of your short-term money can be put to work in
different instruments that may have a better return profile? Cash for immediate
needs would be the first tier. These funds should still be invested in traditional
money market strategies or bank accounts to help ensure capital preservation and
daily liquidity. Investors can then separate cash for intermediate needs into a
second tier to invest in short-term bond strategies that can potentially enhance
yield and better match intermediate cash liabilities. Finally, the third tier would
consist of cash for longer term needs and would be invested in low duration bond
strategies, which also offer potentially higher yields and better liability matching.
Each tier is subject to additional risk and therefore may be less liquid.



Q: Can you offer more details about those better-
yielding opportunities? What are they?

Schneider: In the current market, our focus is on short-
dated, non-financial credits backed by solid balance sheets.
In addition, as markets fluctuate, portfolios with an
intermediate term holding period can benefit by becoming
the liquidity provider to investors with immediate cash
needs, thereby garnering liquidity premiums on their assets.
We also see the potential for capital appreciation in “roll
down"” — buying and holding bonds for a period of time and
then selling as they near maturity to capture any price gains.
Finally, with the Federal Reserve’s recent announcement to
keep interest rates steady into late 2014, adding duration
tactically to increase potential yields will be important when
the opportunity arises.

Again, we believe volatility is here to stay, but we feel we
can use the volatility, as well as liquidity premiums present
in the marketplace, as a catalyst to drive performance.

Q: How are changes to 2a-7 money market
regulations affecting cash strategies?

Reisz: The Rule 2a-7 reforms that were implemented in
2010 have increased liquidity but pushed yields lower. In
addition to increasing liquidity, the amendments were
designed to improve credit quality, shorten maturity limits
and trim risk in money market strategies, with the overall
objective of preventing potential future losses and runs on
the money markets. However, the regulations inherently
limit yields that traditional money market funds can offer
by confining them to very short or overnight maturities to
meet the stringent liquidity requirements.

Additionally, the President’s Working Group on Financial
Markets has suggested creating an emergency liquidity
facility that, if implemented, would likely pile additional
costs on the management of money market funds, which
would likely further compress their yields for investors.
Recently, both SEC and Fed officials have also expressed
concern about money funds, and various proposals have
been floated that are designed to protect investors’ assets
but would increase fund company costs.

The upshot is that yields on money market investments —
currently hovering just above zero — may remain painfully
low for investors, and this is one major reason why many
cash investors are looking for higher-yielding alternatives.

Q: How would you summarize PIMCO’s approach to
the cash and short-term markets today?

Reisz: The past three years have taught us all to pay
attention to our cash portfolios and focus on navigating
safely through the cash markets. Before the financial crisis,
the cash markets worked the way they should, with ample
liquidity and securities with the highest credit ratings.
Investors didn’t really think about cash. Today, we believe
investors need to “look under the hood” in their cash
portfolios and examine their security structures, credit and
counterparty exposures. In other words, investors
shouldn’t take cash management for granted.

Schneider: Cash investors are likely to face low yields for
the foreseeable future. With a cocktail of low growth, high
debt burdens, and questions around sovereign solvency in
the developed world, we think the Fed and other central
banks will continue to provide ample liquidity to the
markets via low rates and funding facilities for years to
come. We believe the most attractive risk-adjusted
opportunities for investors lie just outside the traditional
money market space where supply and regulatory
constraints do not artificially alter the investment selection
process. With the help of active portfolio management and
credit selection, investors should benefit from managing
their risk and liquidity metrics more efficiently and finding
potentially better yields and capital appreciation as the
dynamics continue to change in the world around us
presenting opportunities to investors who have the ability to
participate in the new realities before us.
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Past performance is not a guarantee or a reliable indicator of future results. Money Markets are not insured or
guaranteed by the FDIC or any other government agency and although they seek to preserve the value of your
investment at $1.00 per share, it is possible to lose money. 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. 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.
Mortgage and asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk,
and their value may fluctuate in response to the market's perception of issuer creditworthiness; while generally
supported by some form of government or private guarantee there is no assurance that private guarantors will meet
their obligations. High-yield, lower-rated, securities involve greater risk than higher-rated securities; portfolios that
invest in them may be subject to greater levels of credit and liquidity risk than portfolios that do not. Equities may
decline in value due to both real and perceived general market, economic, and industry conditions. 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.

This material contains the current opinions of the author but not necessarily those of PIMCO and such opinions are
subject to change without notice. This material is 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
("SFO"). PIMCO Asia Limited services and products are available only to professional investors as defined in the SFO. |
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's
(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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