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OVERALL RISK

Wiy,

UNDER OVER

WEIGHTING

We are modestly overweight on
overall risk positioning. While
many assets had priced in the
net present value boost of lower
long-term rates, they have
cheapened recently in response
to uncertain monetary

policy and commodity

prices. Given our base case of
continued modest growth with
diminishing deflation fears
over time, this means returns
can still be earned via targeted
risk taking.

For more on asset classes, see page 7.
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It can be difficult to adjust to the
end of a good run. For years
following the financial crisis of
2008, investors benefited from a
rally in financial markets facilitated
in part by expansionary policies of
the Federal Reserve and other
central banks around the globe.

2015 marked a transition in markets as the Federal Reserve hiked rates for the
first time in nine years, and the rally in risk assets dissipated, while volatility
moved higher. 2016 has begun in a volatile fashion too as we continue to grapple
with divergent central bank actions against a backdrop of deepening concern
about corporate (and sovereign) earnings and viability in the face of low
commodity prices and a strong U.S. dollar.

Increased volatility and lower prospective returns are trends we have highlighted
in our previous asset allocation publications in which we suggested investors
broaden their investment paradigm to include traditional as well as alternative
risk factors and be tactical across and within asset classes in order to generate
attractive risk-adjusted returns. In addition, with asset valuations more mature
and monetary policies becoming divergent, we believe investors need to “altitude
adjust” their return expectations lower and volatility assumptions higher.

We also anticipate other changes to the investing paradigm as we look forward.
We expect less consistency in the negative correlation between stocks and bonds
relative to the past decade. We believe currency movements will play a much larger
role in determining portfolio outcomes. Finally, we suggest investors not ignore
the reduction in market liquidity and its potential consequences.

In this publication, we will explore these themes in greater detail and share our
views on all major global asset classes.



GROWTH OUTLOOK FOR 2016 (GDP RANGE)
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United States
2.0% to 2.5%

BRIM

1.25% t0 2.25%

BRIM is Brazil, Russia,

2.0% to 2.5%
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1.25% to 1.75%

China
5.5% t0 6.5%

Japan
0.75% to 1.25%

India, Mexico

FORECAST REAL GDP HEADLINE INFLATION

2015! 2016 FORECAST 2015" 2016 FORECAST
United States 2.5% 2.0% to 2.5% 0.2% 1.5% t0 2.0%
Eurozone 1.5% 1.25% to 1.75% 0.1% 0.75% to 1.25%
United Kingdom 2.4% 2.0% to 2.5% 0.1% 1.25% to 1.75%
Japan 0.6% 0.75% to 1.25% 0.8% 0.5% to 1.0%
China 6.9% 5.5% to 6.5% 1.5% 1.5% to 2.5%
BRIM? 0.5% 1.25% to 2.25% 8.7% 5.5% to 6.5%
World34 2.6% 2.25% to 2.75% 1.6% 1.75% to 2.25%

"Current data for real GDP and inflation represent Bloomberg consensus estimates for 2015

2BRIM is Brazil, Russia, India, Mexico

3World is the GDP-weighted average of countries listed in table above

4PIMCO has expanded its growth and inflation forecasts for 2016, originally published in December 2015,
from point estimates to ranges.

Source: Bloomberg, PIMCO calculations.

Macroeconomic

backdrop

Our outlook for the global economy
is for sideways growth with an uptick
in inflation. Specifically, we expect
the global economy to expand ata
rate of approximately 2.25%-2.75% in
2016, continuing the modest trend
from 2015. We expect the U.S.
economy to expand between 2.0%
and 2.5%, in line with its stable post-
crisis recovery while growth is also
steady in Europe and picks up slightly
in Japan. In the emerging world,
Brazil, Russia, India and Mexico
(BRIM) should experience growth
higher than 2015 as Brazil and Russia,
while still contracting, improve from
the deep slowdown of 2015.
Meanwhile, China is likely to
continue its bumpy journey toward a
slower but more balanced economy.

There is greater uncertainty regarding
inflation. Low oil and commodity
prices are leading to increased
concerns about deflation. However,
we see a number of factors that could
cause global inflation to pick up
somewhat in 2016. Primary amongst
these, we expect energy-related
commodities to end 2016 significantly
above both spot and forward prices
(we discuss our reasons in the real
assets section). In the U.S., slower
appreciation in the dollar relative to
recent history should remove some of
the drag from last year. Further, as
the economy operates closer to full
employment, we should see a closing
of the output gap and faster wage
growth, leading to an uptick in
inflation. If our base case view on oil
prices ending 2016 around $50 per
barrel is realized, we expect global
inflation in 2016 to be in the 1.75%-
2.25% range, up slightly from the 1.6%
experienced last year.
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Cyclical asset allocation
framework

So why did so many investors benefit from strong market returns in the
years following the financial crisis of 2008? To be sure, it helped that
developed and emerging markets had a starting point of cheap
valuations. Yet, in our opinion, a large portion of those returns can be
explained by the drop in long-term real rates, which boosted the present
value of all future cash flows, benefiting most asset classes. The U.S.
dollar plays a unique role as the world’s reserve currency. So this cheaper
U.S. dollar funding benefited most regions of the world.

However, as we had anticipated (please see prior Asset Allocation
Outlooks, “Beyond Beta” and “Asset Allocation Without Tailwinds”),
2015 returns were more mixed as the Fed finally raised interest rates. In
addition, weak commodity prices, poor corporate earnings and
deterioration across the major emerging market (EM) economies of
China, Brazil and Russia weighed on investor sentiment. Add on the
market volatility at the start of this year, and many investors are asking:

Are we nearing the threshold of
the next global recession? At

PIMCO, we don’t think so.

While there are risks to our outlook, as outlined in the prior section, we
think the global economy will expand at a pace close to that of 2015, and
fears of deflation should fade.

While this scenario could bring stability to some asset classes, we see
three paradigm shifts underway that may necessitate a change in
investing frameworks:

LESS STABLE STOCK/BOND CORRELATION

We expect interest rates in G-3 economies to drift
higher from their 2015 lows. If history is any guide,
these periods are often associated with an increase in
correlation between stocks and bonds.

Looking ahead, we think the recent regime of
consistently negative correlations between stock and
bond returns may become a bit more unstable.
Acknowledging this regime shift is going to be critical
for numerous investment strategies whose
construction is predicated on the sustainability of this
negative correlation.

THE CORRELATION BETWEEN STOCKS AND BONDS
TENDS TO INCREASE AS RATES RISE

Post LTCM
(1998-2015)

Full Sample
(1988-2015)

Yields Yields Yields Yields
Falling Rising Falling Rising
10%
0%
-10%
20%
8
5 30%
4
S a0%
-50%
I S&P 500
-60% MSCI World
-70%

Source: PIMCO, Bloomberg, Federal Reserve, Barclays, Kenneth
French Data Library (Tuck School of Business, Dartmouth
College), study by Gurkaynak, Sack and Wright (“The U.S.
Treasury Yield Curve: 1961 to the Present”, June 2006). 10-year
Treasuries: Historical excess returns to the Treasury series are
estimated from par rates provided by Gurkaynak, Sack and
Wright, from the “H15" series of constant-maturity yields from
the Federal Reserve. After 1988, 10-year Treasury series are
spliced with excess returns to the Barclays U.S. Treasury 7-to-10-
year Index. U.S. Equities: From 1955-1969, U.S. equities total
returns are taken to be that of the market factor from the
Kenneth French database. From 1970-1987, U.S. equities total
returns correspond to that of the MSCI USA Index. After 1988,
U.S. Equities are the excess returns to the S&P 500. LTCM is Long-
Term Capital Management. Data as of 31 December 2015.
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Theoretically, as long as the “risk-free” discount rate
and the dividend growth rate are independent, equities
should have a positive correlation to bonds (ignoring
the equity risk premium). This has indeed been the
case for much of the past century, except for the
negative correlation regime that began in the late
1990s. As inflation expectations finally became
anchored in the 1990s, changes in discount rates
became increasingly correlated with changes in
growth, leading to the negative correlations between
bonds and stocks that many investors now take for
granted. If 2016 is likely to be a year of unchanged
growth yet rising inflation expectations and rising
yields (and a time where the Fed is sanguine about
growth, but reacting to changes in inflation and
inflation expectations) this would be an environment
where the correlation between bond returns and stock
returns could be less negative than expected,
surprising investors and resulting in higher-than-
expected volatility in portfolios that rely heavily on the
stock-bond diversification hypothesis. Regardless, we
believe bonds will continue to play an important role
in investor portfolios of diversification, income
generation and loss mitigation.

IMPORTANCE OF THE “FX FACTOR"

Currency may have become more than simply a factor
to hedge (or ignore) - it can potentially become a
driving force of our economic and financial systems,
and relatedly, central bank reaction functions.

PIMCO’s New Neutral outlook says the global
economy will experience modest growth and inflation
accompanied by low interest rates. In the past, when
real GDP and inflation were both higher, nominal
economic cycles were relatively unaffected by currency
swings as the volatility of FX was small compared with
the growth rates of real GDP and inflation. However,
as the graph below shows, when FX changes are high
relative to growth and inflation, the investment
landscape is far more sensitive to the FX factor and
sudden nominal recessions can occur in the middle of
what we might otherwise consider expansions. While
we have not been in and do not think a recession is
coming in 2016, adjusted for FX, global growth may
feel more tepid than it really is in 2016.

The result is a more volatile environment, not only on
the macroeconomic scale, but also at the corporate
scale. The FX factor affects corporations’ earnings as
well as leverage and therefore feeds into financial
conditions and wealth effects, in other words, back
into the macro economy and from there into monetary
policy. In a world of low nominal GDP, investors
should consider integrating FX considerations not only
in asset allocation decisions, but also in individual
security selection as well.

NOMINAL WORLD GDP FROM A U.S.-DOLLAR-BASED INVESTOR'S POINT OF VIEW

OLD NORMAL 1999-2008 NEW NORMAL 2010-2013 NEW NEUTRAL 2014-
16% 16% 16%
129 129 12%
% -1.5 % A
8% 73 8% 8%
6.1
4% 4% 4% N
o120
0% 0% 0% \ -
-4% -4% -4%
Real GDP Inflation FX change M Global Nominal GDP in USD

Source: IMF, Bloomberg, PIMCO as of October 2015.

For illustrative purposes only. GDP and inflation data from IMF; FX impact is calculated as the difference
between global nominal GDP in U.S. dollar terms and global nominal GDP in local currency terms. Please note
that 2009 was an anomalous “black swan” year between Old Normal and New Normal trends.



REDUCED MARKET
LIQUIDITY

There are two factors at work here.
The first is increased regulations
on banks toward the goal of
making the financial system safer.
This reduces capital allocated to
proprietary risk taking (which is
the intention of the new
regulations) as well as to the
market-making and financing
functions. The reduction in
market-making capacity causes
investor flows to have much larger
impacts as prices must reach a
point where new investors are
willing to take the opposite side of
the price momentum (as opposed
to a market maker who may
warehouse the risk for a short time
until another investor is found).

The second factor is the growth of
systematic trading strategies that
are programmed to respond to
changes in volatilities in major
asset classes, often exacerbating
large market moves as market
declines lead to higher volatility
which then leads to programmatic
selling. The same happens in
rallying markets as volatility
declines, leading to programmatic
buying. These changes in market
liquidity are often viewed solely as
a problem, but overshoots in prices
created by reduced liquidity can be
opportunities to generate excess
returns if investors are patient and
positioned to provide liquidity
when the market needs it.
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DEALER INVENTORIES AND MARKET VOLUMES HAVE DECLINED
FOR CORPORATE SECURITIES

% Amount corporate debt securities outstanding
4%

2%

0%

8%

6%

4%

2%

0%
05 06 07 08 09 10 1 12 13 14 15
January

Dealer inventories / Amount outstanding == Monthly volume / Amount outstanding
Source: FINRA TRACE, Federal Reserve Bank of New York Primary Dealer Transactions Data, BofA Merrill
Lynch Indexes, PIMCO as of 14 January 2016. Chart shows level of trading volume and level of dealer

inventories of corporate debt securities as percentage of total outstanding. By this measure, both volume
and inventories have declined.

VOLATILITY HAS BECOME MORE SENSITIVE TO EQUITY MARKET WEAKNESS

Beta of weekly VIX changes to weekly S&P 500 changes over the past 12 months

2012 2013 2014 2015

Source: Chicago Board Options Exchange (CBOE) Volatility Index (VIX), S&P 500 Index data through
December 2015, PIMCO calculations. In 2015 the VIX Index — which is a measure of the markets’ expectation
for price volatility - tended to spike higher on average in response to equity market sell-offs. The measure is
negative because the spikes upward in volatility tended to occur when the stock market declined.



Asset allocation themes for
multi-asset portfolios

February 2016 Asset Allocation Outlook

POSITIONING OPPORTUNITIES
\““” EQUITIES We are doubtful of the potential for equities to
\\! continue to deliver outsized returns. We believe a
y us. focus on relative value can add to return potential
and our expectation of continued U.S. dollar
Europe - strength coupled with continued quantitative
easing from the European Central Bank (ECB) and
\ Japan - the Bank of Japan (BOJ) leads us to slightly favor
European and Japanese equities over U.S.
UNDER OVER I -
Emerging markets equ!tles. er also expec.t v‘alue-onented stocks to
WEIGHTING begin to gain favor again in 2016.
RATES We are defensive on interest rate exposure, while
\\\\\“" | appreciating the risk-hedging properties of high
. us. I quality bonds. Our base case is for a Fed that
hikes gradually, but still hikes more than once in
Europe I 2016 (which is all the market is pricing) and we
see a return of some term premium to the bond
Japan I market. We find UK rates particularly rich and
| Mexican rates attractive.
UNDER OVER Emerging markets |
WEIGHTING
CREDIT We favor credit, as a combination of increased
1 ”“I//// supply and “infection” from the energy sector
///// Securitized _ has led to valuations that are attractive for this
stage of the business cycle. In a world of slow but
Investment grade - positive growth and challenging equity returns
we think a focus on high quality income will be
\ High yield _ key in generating attractive returns.

UNDER OVER

WEIGHTING

Emerging markets

Wiy,

REAL ASSETS

Inflation-linked bonds

We are selectively overweight real assets. Within
commodities, we favor the energy complex over
metals as supply and demand are both
rebalancing in the former as a response to lower

Commodities I prices. Given the current level of inflation
expectations, inflation-linked bonds could
REITs I outperform nominal bonds even if our baseline
| view that oil prices will appreciate does
UNDER OVER Gold I not materialize.
WEIGHTING
CURRENCIES We believe being overweight the U.S. dollar (USD)
\\\\\“"I versus a basket of Asian currencies should deliver
~ usb ‘ positive returns in addition to providing a valuable
hedge against a greater-than-expected slowdown
Euro I or currency devaluation in China. We favor
targeted positions in developed market currencies,
\ Yen I recognizing that in a world of lower nominal

UNDER OVER

WEIGHTING

Emerging markets

growth, currencies can serve as a tactical, liquid
proxy for country exposure.
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share of their earnings overseas, higher currency volatility can
be a big source of earnings growth or contraction. Further,
valuation multiples have expanded meaningfully in many
developed market regions over the past few years, responding
to lower long-term rates. Looking ahead, we expect valuation
multiples are likely to be stable overall, while perhaps
experiencing a mild contraction in developed market equities.

Lastly, the paucity in earnings growth combined with the boost
speculative stocks received from the drop in discount rates has

Therefore we are cautious on global equities and expect high .
& 4 P & resulted in a significant underperformance of value stocks. For

return dispersion across countries and sectors. We believe that . . .
years, investors chased fast-growing companies or embraced

those that used financial engineering to deliver shareholder
returns. While there should be a premium for real quality
earnings growth, we believe the resumption of the Fed hiking
Companies will find it difficult to deliver earnings growth this | should result in a reduced attractiveness for speculative growth
year as modest economic expansion and low (albeit slowly stocks and resume the outperformance of value stocks with
rising) inflation is not the most favorable backdrop for strong solid fundamentals.

earnings increases. Also, for corporations that derive a large

given current valuations, asset allocators are better
compensated for taking equity risk higher up in the capital
structure through the credit markets.

Dividend Price to Price to Cyclically Equity risk

yield book earnings adjusted P/E’ premium
Current value 2.3 2.6 20.8 21.4 4.2
Average (1950-2015) 3.3 2.1 17.6 18.8 4.0
Percentile rank of current value 28% 77% 80% 67% 64%
Recessions? 4.0 1.6 16.8 14.2 6.3
1st Half Recessions 3.9 1.6 15.3 15.1 5.6
2nd Half Recessions 4.2 1.5 18.3 13.4 6.9
Expansions? 3.2 2.2 17.7 19.6 3.6
1st Half Expansions 3.2 2.1 18.3 18.2 43
2nd Half Expansions 3.1 2.3 17.0 21.3 2.7

Source: PIMCO, NBER, Bloomberg as of 31 January 2016. Index: S&P 500.

"Cyclically adjusted price-to-earnings ratio (CAPE) is estimated using median EPS (earnings per share) over trailing 10 years. 10-year real yield is defined to
be the yield of 10-year generic TIPS (U.S. Treasury Inflation-Protected Securities) since January 1998. Prior to this, it is estimated as the difference between
10-year nominal yields and average inflation (over trailing three years).

2Business cycle dates are taken from NBER. First and second halves of recessions and expansions are defined as calendar halves (i.e., equal number of months
spent in first and second halves).
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Source: Bloomberg, PIMCO, indexes as labeled as of 31 December 2015.

100% Strength of dollar may help companies that
export to U.S. but may be a headwind for
90% U.S. multinationals.
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Source: MSCI, Bloomberg as of 31 December 2015.

Trailing ~ CAPE ERP  ERP ERP

12M P/E (Median) (Percentile)
MSCI China 9.1 9.5 9.7 5.0 100%
HSCEI (H Shares) 6.2 6.4 14.7 4.9 100%
MSCI Taiwan 1.7 14.3 6.6 5.5 88%
MSCI Brazil 17.2 44 229 -1.1 100%
MSCl India 21.6 17.0 4.8 32 86%
MSCI Russia 7.8 3.2 31.0 1541 99%
MSCI Mexico 26.1 15.5 33 1.7 94%

Source: Bloomberg, PIMCO as of 31 January 2016.
P/E = price-to-earnings; CAPE = cyclically adjusted price-to-earnings ratio;
ERP = equity risk premium

PIMCO’s expectations of continued U.S. dollar strength and
modest upward bias in U.S. Treasury yields, coupled with our
view that valuations are full, lead us to underweight U.S. equities.
Within U.S. equities, we favor U.S. banks, which tend to have
limited exposure to foreign exchange fluctuations and are more
closely related to the health of the domestic economy. Moreover,
in contrast to other sectors, U.S. banks are trading at a
meaningful discount to the broader market and have significantly
underperformed the broad market, while their earnings are
coming in ahead of expectations.

European equities enjoy a favorable macro backdrop of a dovish
ECB, which is expected to continue quantitative easing (QE). As
European equities are highly sensitive to currency movements,
earnings have a fair chance to continue to exhibit healthy advances
as the euro weakens further. However, Europe’s equity markets
could suffer disproportionally from weakness in the emerging
markets, and financials could pay the price of deeper negative
interest rates. As a result, we are modestly overweight European
equities and shying away from financials. We remain mindful of
the recent slowdown in earnings growth.

We suggest an overweight to Japanese equities. Corporate
earnings in Japan have proved to be resilient despite the relative
stability of the Japanese yen in 2015 and the economic slowdown
in Asia. Japan’s strong performance in the last five years has been
supported by robust earnings growth as shown in the figure,
“Global equity return decomposition 2010-2015 (annualized).”
Further, we expect the Japanese market to be supported by
continued structural reforms, better corporate governance and
most probably further BOJ support in 2016 although we remain
mindful of the risk from weaker Asian currencies.

On the surface, the greatest value today appears in emerging
market equities where valuation multiples are among the lowest in
the world and near levels last seen during the global financial
crisis. While we believe EM equities have the greatest return
potential for long-term investors, corporate earnings in this region
have disappointed year after year and expectations are still
running fairly high. Given the strong ties of several EM economies
to commodity prices, our outlook for commodities (excluding
energy) is not optimistic enough for us to favor EM equities at this
point. That said, we see specific pockets of value and will be ready
to reassess the entire sector if positive catalysts do materialize
given the value proposition that many markets offer.
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Global Rates

We are positioned with a small underweight in global
rates, balancing our fundamental view of diminishing
deflation fears and a return of some term premium to the
bond market as the year progresses with the recession-
hedging and diversification benefits of high quality bonds
— benefits that remain important even in the context of the
less stable stock/bond correlations discussed earlier.

The Fed has embraced PIMCO’s New Neutral hypothesis and
shared with the markets its belief that the neutral real rate is
lower than its historical average. Moreover the Fed has to be
cautious as its actions impact not just the U.S., but the global
economy. Even so, we believe that not only is the market pricing
too shallow a path of Fed hikes in the near term, but also that
term premium and inflation expectations are too low.
Currently markets are pricing only one hike in 2016, compared
with the Fed’s own projection of three or four hikes.

Not only do we expect the U.S. economy to grow at an above-
trend 2%+ rate, but also for headline inflation (as measured by
the CPI) to move up from current levels. In this scenario we
think the Fed is likely to hike more than the market is currently
pricing. In addition, the term premium in the bond market (as
modeled by five-year yields, five years forward) is too low and at
levels from where it tends to rise. While part of the low term
premium is justified by our New Neutral hypothesis, part of it
is due to the market pricing a probability of deflation (the
implied probability from the inflation options market is an
approximately 10% probability that inflation is zero for the next
five years). We think this deflation protection will get priced
out of markets as we advance through 2016 and longer-term
rates should rise. Both of these facts bias us toward an
underweight in global rates.

As with other assets, relative value is critical. If we are to be
underweight, we would like to find the richest high quality global
rate to be underweight. For example, compare long-term real
rates in the U.S. versus the UK: In a world of low rates, the UK is
at an extreme, even at a time when its economy and labor
markets are strong and inflation is expected to move higher.

FED POLICY FORECASTS: MARKET EXPECTATION COMPARED TO THE FED'S “BLUE DOTS"

Policy Rate (%)

5
® Minutes December 2015 °
4 === Median Blue Dots :. ®® 3150
=== Market Implied Rate ° .0...3.25 000000
000000
[ [ ]
3
2 1.72
1
0

2015 2016

2017 2018 Longer Term

Source: FOMC (Federal Open Market Committee) Summary of Economic Projections, Bloomberg as of 31 January 2016.
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OUR VIEW: THE TERM PREMIUM IS SET TO EXPAND FROM CURRENT LOWS*

Implied Term Premium Full Sample (Avg): 1.8
I 10-yr (Avg): 1.8
3.5 Since Global Financial Crisis (Avg): 1.6
¢ Current Level: 0.8

3.0

2.0 i A n [\

] v v ' \ 1 1.8

1.0
0.8

0.5

0.0

1995 1998 2001 2004 2007

Source: PIMCO, Bloomberg as of 31 December 2015.

2010 2013

*Estimated term premium is calculated using updated estimates of the real neutral rate from the baseline
model described in “Measuring the Natural Rate of Interest,” by Thomas Laubach and John C. Williams,

10-YEAR REAL YIELDS ARE MOST ATTRACTIVE IN THE U.S.
AND MEXICO

published in the Review of Economics and Statistics, November 2003.

UK rates are lower than fundamentals would imply due to strong
demand from liability-hedging pension funds as well as fears of
contagion from mainland Europe coupled with poor market-
making liquidity that tends to exaggerate flows.

In Europe we think the most attractive rates trade currently is to
continue to hold an overweight to the large periphery sovereigns,
Italy and Spain, versus German Bunds. Although spreads have
compressed to approximately 100 basis points (bps) for 10-year
bonds, we think these are likely to be supported by the continued
ECB QE.

Finally, we are overweight Mexican rates. Mexico offers one of
the highest real yields with steepest yield curves despite having
tamed inflation with vigilant monetary policy. With below target
inflation and below potential growth, we feel the 4.2% spread of
10-year Mexican swap rates above U.S. swap rates is likely to
compress in 2016.

Real Yield (%)

a

1"

Long-term bond yields can be
thought of as a combination

of several risk premia: neutral
policy interest rates, inflation,
term premium and credit risk
premium. After accounting for
market expectations for neutral
interest rates and inflation, we
find that the term premium in
U.S. Treasuries is below its long-
term average. Given growth at
or above potential in the U.S. we
think there is a case for the term
premium to expand toward its
long-term average.

UK
Germany

Japan
France
Canada
u.s.
Australia
Mexico

Source: Bloomberg, PIMCO as of 31 January 2016.
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Global Credit

We find that credit sectors currently offer the most
attractive opportunities across risk assets. While credit
spreads have risen over the past 18 months, we believe
much of the widening is a result of contagion from the
energy sector combined with large issuance volume and
increased volatility and liquidity risk premia — rather than
an increase in expected defaults. Increased yields now
available to investors across both investment grade and
high yield offer what we believe to be significant value.

We concede that there has been some deterioration in leverage

ratios and increased uncertainty about the commodity outlook.

As such, investors rightly should demand a higher risk
premium to compensate for the increase in credit risk.
However, interest coverage ratios are still at extremely
manageable levels and we don’t expect a spike in defaults
(outside the commodity sector) even in a scenario of
modestly rising rates.

Strong demand for higher-
yielding assets over the past
few years has enabled many

corporate bond issuers to 40%
extend the average maturity T
of their debt. This is generally 0
expected to provide a buffer 30%
for corporate credit markets
as few companies have large 25%
liabilities coming due over 0%
the next one to three years.
15%
10%

5%

Spreads lately have widened to levels close to what one would
expect ahead of a recession, which is not our base case over the
next year. In contrast, PIMCO expects about 2.5% global
growth and modestly rising inflation, which is a scenario in
which spreads have typically been tighter than current levels.
In particular, issuers have managed to term out debt, resulting
in lower maturities and rollover risk over the next couple of
years, adding to the positive return expectations

from this sector.

U.S. HIGH YIELD ISSUERS HAVE TERMED-OUT THEIR DEBT SIGNIFICANTLY

% Debt Scheduled to Mature

0%

M Scheduled to Mature in 12 months

2014

W Scheduled to Mature in 3 years

Source: High yield rated issuers in the S&P 500 Index as of 8 December 2015.
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On a near-term basis, expected defaults are not the only factor
affecting credit spreads. One must also account for the beta to
the equity market and the negative convexity of the asset class’s
return profile (credit spreads tend to widen more in down
markets than they tighten in up markets). Taking all of this
into account, in our multi-asset-class strategies, we fund our
overweight to credit from both equities and core fixed income.
We find BB-rated (excluding energy) corporate credit the most
attractive. In particular, we like the following credit sectors

the most:

* Non-agency MBS in the U.S. that offer attractive risk-
adjusted returns in the context of a modestly positive
outlook on the U.S. housing market.

* European bank capital where we observe fundamentals are
generally positive given ECB support and an improving
economic backdrop.

 Senior bank debt in the U.S. is a sector that should benefit
from ongoing regulatory focus on de-risking and
de-levering balance sheets, but has counterintuitively
widened as total loss-absorbing capacity (TLAC)
requirements lead to increased issuance from the banks.

CREDIT SPREADS OFFER ATTRACTIVE LEVELS OF PREMIA VERSUS LONG-TERM AVERAGES

Option Adjusted Spread

700
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We also find numerous opportunities in consumer, telecom
and healthcare sectors with solid or improving fundamentals.
We continue to be highly selective in the energy sector,
waiting for more attractive entry points. In particular, most
high yield issuers need a more vigorous oil price or natural gas
recovery than we expect to remain solvent, and are likely to
default if prices stay around here for a prolonged period or fall
further. We think there are opportunities to participate in a
recovery in energy prices, but they are better expressed directly
in commodity markets or inflation-linked bonds.

In U.S. taxable portfolios, investors may also consider an
allocation to municipal debt strategies, particularly if they find
themselves in higher tax brackets. While continued growth in
the U.S. is generally a positive for municipal bonds, in today’s
investment environment, rigorous credit selection is very
important not only in corporate sectors as mentioned
previously, but also within the muni sector.

U.S. Credit Index:

0 75 79 83 87 91 95 99 03

== 0AS == 1973-2016 Average

Source: Barclays, PIMCO as of 31 January 2016. U.S. Credit = Barclays U.S. Credit Index, adjusted for
ratings migration. Business cycle dates are taken from NBER. First and second halves of recessions and
expansions are defined as calendar halves (i.e., equal number of months spent in first and second halves).

As of Adjusted for
31 January 2016 rating migration
Current Spread 181
Current_ Spread 161
(excluding Energy)
Expansion 123
1st Half Expansion 133
2nd Half Expansion 110
Recession 231
1st Half Recession 192
2nd Half Recession 270
f\’\“‘, 138
N The current spread of
investment grade credit above
07 " 15 U.S. Treasuries is wider than

the long-term average for this
stage of the business cycle.

In fact, even after excluding the
energy sectot, we get an average
of 161 bps above Treasuries.
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Global Real Assets

We feel there are pockets of opportunity within the real
asset sector despite the overall pessimism surrounding
commodities and inflation.

We think the energy sector is currently the furthest advanced of
the major commodities in rebalancing and hence has the
brightest prospects. Low oil prices have supported demand
growth at the fastest rate in a decade and supply, particularly in
producing basins with greater short-term elasticity, has begun to
turn lower. In 2016, we expect demand growth for oil to be 1.2
million barrels per day (bpd), in line with longer-term trends.
Meanwhile, even the additional supply from Iran as sanctions
are lifted will not match our forecast growth in global demand as
Saudi Arabia continues to produce near its maximum capacity,
Libyan production will likely remain curtailed and U.S. output is
likely to fall. If our forecast is correct, the market will adjust from
the current situation of excess inventories to a more balanced
state or even a deficit as we move into the later part of 2016. All in
all, our base case is for oil prices at $50 per barrel a year from
today as renewed drilling in North America will be required by
2017 to meet demand growth. We recognize, however, that oil
prices have been highly volatile and our price forecast could take
longer to realize.

The story is different for the industrial metals complex, as
growing Chinese production capacity for some metals combined
with slowing demand to materially pressure prices lower. There
is no minimizing or escaping the importance of emerging
market growth, and China in particular, on the metal price
outlook. Adjustments on the supply side are extremely slow due
to long lead time and high capital intensity.

PIMCO’S OUTLOOK ON COMMODITIES PRICES

OIL
INVENTORIES

WEATHER (El Nifio)

Source: PIMCO as of 31 January 2016.

NATURAL GAS

We retain our bearish outlook on gold from last year. Gold has
declined more than 10% over the last year, and there may be more
to go. Many market participants zealously allocate to gold as a
liquid hedge against U.S. dollar debasement or runaway
inflation, but this year is one where rising real interest rates and a
strong dollar may dull gold’s luster. Moreover, governments in
countries such as India that have a strong demand for physical
gold are taking measures to divert savings in gold to savings in
more productive assets.

We have long found real estate investment trusts (REITs) an
attractively valued asset, but are currently neutral on the asset
class at current valuations.

Finally, we believe one of the most attractive risk-adjusted return
opportunities this year will be inflation-linked bonds like TIPS
as a substitute for nominal Treasuries. Given identical credit and
maturity profiles, substituting nominal bonds with TIPS may
add some volatility (due to lower liquidity in TIPS) while we
believe the spread between the two, which is a measure of market
implied inflation expectations, should widen in favor of TIPS.
Even if oil prices only reach the $40s, we forecast headline
inflation in the U.S. in the range of 1.5%-2.0% for 2016 versus the
current TIPS market implied rate below 1% for the next year.
There could be additional upside if oil prices realize our more
bullish forecast.

BASE METALS GOLD

GRAINS
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Global Currencies

2014 and 2015 were years of large relative moves in G-10
currencies with the euro depreciating 21% versus the
dollar and the yen sliding 12.5% versus the dollar over the
two-year period. In fact, as discussed earlier, these moves
dwarfed nominal GDP growth.

We do not expect the same magnitude of shifts to repeat
themselves in 2016, particularly as the Fed is unlikely to tolerate a
significant strengthening of the USD going forward, as that
would threaten not only the health of U.S. corporate earnings
and the recovery but have large impacts on the emerging markets
and commodities which could then spill over into the U.S.
However, while large moves are unlikely, we still expect the USD
to remain strong, and calling the moves will be critical to equity
and overall investing. Equity markets will not fare well without
stability or support from FX markets because of the
disproportionate impact on earnings and financial conditions in
a New Neutral world.

CNY UNDER NEW REGIME: MORE MARKET DRIVEN

The move in the Chinese yuan (CNY) toward a floating regime is
anew development that has introduced a fair amount of
volatility in foreign exchange. Not only is China a large
component of the global economy, CNY moves have a large
impact on the behavior of many other Asian currencies
commanding all together 25% (31% if we include Japan) of the
world nominal GDP, bigger than the U.S. at about 22% or the
eurozone at 17%. Therefore the behavior of the CNY in 2016 will
be a significant factor to watch, as it will influence global
nominal growth, global inflation, commodity prices and
corporate earnings — in other words, global financial conditions,
and therefore to some extent the Fed’s and other central banks’
monetary policies.

We expect the CNH (the offshore pricing of the yuan) to
depreciate more than currently implied by market pricing but to
remain contained to the mid to high single digits. A depreciation
of a greater magnitude could have a marked impact on our
theme of stable growth and rising inflation, so we particularly
like to be long USD funded by CNH and a basket of related Asian
EM currencies. Not only do we expect to gain from this position,
but it provides a good hedge to our baseline case of steady global
growth and rising global inflation. This position is a key element
to our overall portfolio construction at a time when duration
might not be as powerful a hedge.

As the People's Bank of

% Spread CNY / USD
- China has moved toward a

6 6.0 more market-based approach
5 /\/\r\“\ ~ tosetting the currency
4 6.5 exchange rate, the CNY has
3 started to fall relative to
2 - 70  global currencies.
1
0 7.5
-1
2 - 80
3
-4 8.5

06 07 08 09 10 1 12 13 14 15

== 1 Year CNY-USD IRS Spread (LHS) == CNY/USD (RHS)

Source: Bloomberg as of 15 January 2016. IRS = interest rate swap
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Tactical asset allocation, risk management
and portfolio construction

In our view it is clear that we are in
a transition from a market with
cheap valuations, stable
correlations and low volatility - all
supported by dropping discount
rates, predictable central banks
and ample liquidity - to a market
with fuller valuations, higher
volatility and central banks that
are less predictable (with the Fed
starting to hike and the PBOC
starting to make its presence felt).
This is an environment where
strategies that were successful over
the past several years may not be
as attractive going forward.
Rather, the volatility and
dislocations should create
compelling investment
opportunities. Indeed, active
management’s potential for added
returns has thankfully not shrunk
as the chart showing the
differences among the best

performing and worst performing
asset classes for any given
year illustrates.

Sophisticated risk management
technology is necessary but not
sufficient to avoid unexpected
drawdowns. Risk management
should evolve to account for new
paradigms like the unstable stock-
bond correlations or increased
importance of FX volatility even to
currency-hedged asset class
returns, as discussed earlier. We
believe it is important to construct
a portfolio of alpha trades that are
diversified not just across asset
classes but also across risk factors.

As the chart “Volatility and beta
analysis of 60/40 portfolios: 10
years ending December 2015”
shows, corporate bonds have
sensitivity not just to duration risk,
but also to equity risk. A simple

example of this is the popular
notion that the way to avoid losses
during a Fed hiking cycle is to sell
a core bond allocation into one
with floating rate exposure, such
as bank loans. However, at the
extreme, moving from a portfolio
of 60% equities and 40% core
bonds to one with 60% equities
and 40% bank loans would
increase the volatility from 9.2% to
11.2% and the equity beta from 0.63
to 0.71 (assuming historic
correlations), while giving up the
recession hedging properties that a
core bond allocation provides.

CONSISTENT DISPERSION BETWEEN THE BEST AND WORST PERFORMING ASSET CLASS RETURNS EACH YEAR

78

0% 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Best Calendar

Year Return (%j) EHH > e 7 102
Global 60/40

Calendar -4.1 -6. 12.2 13. -0.7

Year Return (%)

5 9 8 5.8
Worst Calendar
Year Return (0/0) n -32 ... 04 e . -17-9 =

B Commodities M REITs M EM Equities M U.S. High Yield I= Global Bonds TIPS Global 60/40

79 217 114 8.4 14.2 94 -224 228 9.6 1.
9

European Equities M Cash

Source: Bloomberg as of 31 December 2015. Proxies for asset classes are as follows: Commodities = Bloomberg Commodities Index, REITs = Dow Jones U.S.
Select REIT Index, EM Equities = MSCI Emerging Market Index, U.S. High Yield = Barclays U.S. Corporate High Yield Index, Global Bonds = Barclays Global
Aggregate Index (USD Hedged), TIPS = Barclays U.S. TIPS Index, European Equities = MSCI EMU Index, Cash = Citi 3-month T-bill Index, Global 60/40 = 60%
MSCI ACWI Index and 40% Barclays Global Aggregate Index (USD Hedged).



VOLATILITY AND BETA ANALYSIS OF 60/40 PORTFOLIOS: 10 YEARS ENDING DECEMBER 2015

Volatility Beta to Beta to .
S&P 500 10-year Treasuries
60% Equities, 40% Core Bonds 9.2 0.63 1.4 yrs
60% Equities, 40% High Yield 12.5 0.81 -0.1yrs
60% Equities, 40% Bank Loans 11.2 0.71 -1.0 yrs

Source: Bloomberg, PIMCO. Indexes are Equities = S&P 500, Core Bonds = Barclays U.S. Aggregate, High
Yield = Barclays U.S. HY Index, Bank Loans = Credit Suisse Leveraged Loan Index as of 31 December 2015.

CLOSING REMARKS

We have centered our 2016 outlook on the
basic assumption that global growth
proceeds along PIMCO’s central case of
around 2.5% accompanied by a modest
uptick in inflation, and that the yuan’s
depreciation will be contained to the mid
to high single digits versus the USD, while
oil prices move higher from current levels.

The most obvious risk to the downside is the one the market is currently
fixated on - that the low inflation of 2015 slides into outright deflation in 2016.
This could be due to a further unexpected drop in commodity prices, a larger-
than-expected depreciation of the CNY or a greater slowdown in Chinese
growth. Furthermore, given most global central banks are operating near the
zero bound, they may not have a lot more room for stimulus if any of the above
shocks materialize. As the first month in 2016 has shown, markets will be
difficult to navigate. However, we feel there is still the potential to outperform
markets if investors are patient and open to changing paradigms.




The Asset Allocation team leverages firmwide resources

FULL PIMCO RESOURCES: 250+ Portfolio Managers | 50+ Research Analysts | 55+ Portfolio Analytics Analysts

Mihir P. Worah
ClO Asset Allocation and Real Return

* PIMCO Investment Committee member
* Generalist portfolio manager
* 15 years of investment experience

Role: Asset allocation
and portfolio construction

Geraldine Sundstrom
Managing Director, Asset Allocation

* Global macro and absolute return
investment experience
* 17 years of investment experience

Role: Asset allocation
and portfolio construction

Asset Allocation

Portfolios

Rahul Devgon
Senior Vice President

* Macro and technical trading

* Global macro and absolute return
investment experience

* 17 years of investment experience

Role: Global macro
and relative value trading

Nicholas Johnson
Executive Vice President

* Real assets and relative value
investment experience
* 11 years of investment experience

Role: Real assets and relative value

Vasanttilak Naik
Executive Vice President

PORTFOLIO ANALYTICS

Ravi Mattu
Managing Director

Mukundan Devarajan
Executive Vice President

Tapio Pekkala

* Global head of analytics Senior Vice President

* 33 years of investment experience
Andrew Nowobilski
Vice President

Mohsen Fahmi
Managing Director

* PIMCO Investment Committee member

¢ Global macro and absolute return
investment experience

* 31 years of investment experience

Role: Global macro and relative
value trading

Lorenzo Pagani, Ph.D.
Managing Director

* Head of European government bond
and rates desks
* 13 years of investment experience

Role: Fixed income relative value

RISK MANAGEMENT

William De Leon
Managing Director

* Global head of portfolio risk management
* 25 years of investment experience

The authors would like to thank PIMCO’s Analytics group for their contributions to this paper.



The “risk-free” rate can be considered the return on an investment that, in theory, carries no risk. Therefore, it is implied that any additional risk should
be rewarded with additional return. All investments contain risk and may lose value.

Past performance is not a guarantee or a reliable indicator of future results. Performance results for certain charts and graphs may be limited by
date ranges specified on those charts and graphs; different time periods may produce different results. Charts are provided for illustrative purposes and
are not indicative of the past or future performance of any PIMCO product.

Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and
bond strategies are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than
those with shorter durations; bond prices generally fall as interest rates rise, and the current low interest rate environment increases this risk. Current
reductions in bond counterparty capacity may contribute to decreased market liquidity and increased price volatility. Bond investments may be worth more
or less than the original cost when redeemed. 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. Currency rates may fluctuate significantly over short periods of time and may reduce
the returns of a portfolio. Sovereign securities are generally backed by the issuing government. Obligations of U.S. government agencies and authorities
are supported by varying degrees, but are generally not backed by the full faith of the U.S. government. Portfolios that invest in such securities are not
guaranteed and will fluctuate in value. 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. Mortgage- and asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk, and
while generally supported by a government, government-agency or private guarantor, there is no assurance that the guarantor will meet its obligations.
Bank loans are often less liquid than other types of debt instruments and general market and financial conditions may affect the prepayment of bank
loans, as such the prepayments cannot be predicted with accuracy. 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. There is no assurance that the
liquidation of any collateral from a secured bank loan would satisfy the borrower’s obligation, or that such collateral could be liquidated. 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. Investors should consult their investment professional prior to making an
investment decision.

Return estimates are for illustrative purposes only and are not a prediction or a projection of return. Actual returns may be higher or lower than those
shown and may vary substantially over shorter time periods. It is not possible to invest directly in an unmanaged index.

This material contains the current opinions of the manager 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, 650 Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities
and Exchange Commission. | PIMCO Investments LLC, U.S. distributor, 1633 Broadway, New York, NY, 10019 is a company of PIMCO. | PIMCO Europe
Ltd (Company No. 2604517), 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 U.K.
The Amsterdam and Italy branches are additionally regulated by the AFM and CONSOB in accordance with Article 27 of the Italian Consolidated Financial
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 regulated 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 (Schweiz) GmbH (registered in Switzerland,
Company No. CH-020.4.038.582-2), Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. The services and products provided by
PIMCO Switzerland GmbH are not available to individual investors, who should not rely on this communication but contact their financial adviser. | PIMCO
Asia Pte Ltd (501 Orchard Road #09-03, 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. The asset management services and investment products are
not available to persons where provision of such services and products is unauthorised. | PIMCO Asia Limited (Suite 2201, 22nd Floor, Two International
Finance Centre, No. 8 Finance Street, 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. 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 ABN 54 084 280 508, AFSL 246862 (PIMCO Australia) offers products and services to
both wholesale and retail clients as defined in the Corporations Act 2001 (limited to general financial product advice in the case of retail clients). This
communication is provided for general information only without taking into account the objectives, financial situation or needs of any particular investors.
| 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 The Investment Trusts Association, Japan. 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, PO. 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 10 andar, Rio de Janeiro — RJ Brasil 22210-906. | No part of this publication may be
reproduced in any form, or referred to in any other publication, without express written permission. PIMCO is a trademark of Allianz Asset Management
of America L.P. in the United States and throughout the world. THE NEW NEUTRAL is a trademark of Pacific Investment Management Company LLC in the
United States and throughout the world. ©2016, PIMCO.



PIMCO

PC116_160144
16-0144-01-GBL

Newport Beach Headquarters
650 Newport Center Drive
Newport Beach, CA 92660
+1949.720.6000

Amsterdam

Hong Kong

London

Milan

Munich

New York

Rio de Janeiro

Singapore

Sydney

Tokyo

Toronto

Zurich

pimco.com
blog.pimco.com

CMR2016-0115-159141



