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1. Longer-term themes are driving cyclical trends.

As geopolitical fragmentation continues, most major economies are absorbing
higher energy prices and tariffs better than expected. In our baseline, we expect
global growth to remain resilient over our six- to 12-month cyclical horizon while
inflation moderates.

2. Three buffers may support ongoing resilience.

A booming Al investment cycle, the ability of consumers and China to absorb higher
costs, and an incremental approach by central banks may help support growth while
containing inflation.

3. We may sce a range of outcomes if those
buffers falter.
The drivers of today’s resilience are increasingly interconnected and may be challenged

if the Al boom fades, the energy shock worsens, or financial conditions deteriorate
- particularly as asset valuations may not fully reflect these risks.

1. Central banks’ commitment to containing inflation
can provide a supportive framework for bonds.

The Middle East conflict sparked an energy price shock, leading investors to price in
higher interest rate expectations. Recent policy actions may bolster the credibility of

the Federal Reserve and other central banks, which can help reduce investor
uncertainty around the medium-term outlook for yields.

2. Elevated vields offer potential income and
downside mitigation, while global diversification
supports resilience.

High starting yields have the potential to help income do more work across a variety

of scenarios. Global diversification can harness attractive sources of income, building
portfolios designed to withstand a range of outcomes.

3. Be selective within credit and the Al
investment buildout.

We focus on value and downside mitigation, aiming to ensure adequate risk
compensation. In Al-related credit, that can mean seeking more compensation for
regulatory and legal risks and politics tied to the U.S. midterm elections.
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Economic outlook: Structural
forces, cyclical implications

Longer-term secular forces are driving the six- to 12-month emergence of artificial intelligence, creating a powerful

cyclical outlook. Our June 2026 Secular Outlook, “Rupture and interaction between technological innovation and economic

Resilience,” explored the fraying of traditional trade, security, security. Rapid Al investment, development, and deployment is

and financial alliances that we had first highlighted in our 2025 motivated by both corporate and national priorities. The result

Secular Outlook, “The Fragmentation Era.” This means is a capital spending cycle comparable to the telecom and

geopolitics shape growth and inflation more directly. internet buildout of the 1990s but at an even faster pace (see
Figure 1). The paradox is that a growth-fueling investment

As globalization recedes, governments and businesses have boom is also generating new sources of uncertainty, amid

stronger incentives to invest in building more resilient societies  concerns that Al's capabilities could evolve faster than

and supply chains. That imperative has coincided with the governance and safety policies surrounding it.

Figure 1: U.S. capital spending linked to technology
Tech and Al-related investment
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Energy prices, driven sharply higher by the conflict in the Middle
East, have increased headline inflation. That has sparked a shift
in monetary policy expectations since the conflict began, with
markets pricing in interest rate hikes and pushing bond yields
higher. The knock-on effects include higher U.S. mortgage
rates and increased debt-service costs for companies and
governments, all of which could potentially hamper growth.

And yet the global economy has remained resilient, including
energy-importing countries and U.S. trading partners that face
higher tariffs. The main exception is China, where a prolonged
and ongoing housing downturn, weak domestic demand, and
abundant existing manufacturing capacity weigh on activity
and inflation.

Therise in energy costs has had only modest spillovers into
core inflation and nominal wage growth. Central banks have
remained focused on inflation risks and on keeping inflation
expectations well-anchored. The additional monetary
tightening expected across developed (DM) and emerging
market (EM) economies has been well-communicated and is
now largely reflected in market pricing. Our baseline is that the
Federal Reserve and other major central banks ultimately won't
need to fully deliver the amount of interest rate hikes currently
priced into markets.

We therefore expect stable global growth to continue in our
baseline while inflation moderates as the energy price shock
fades. This relatively benign base case rests partly on the
assumption that energy prices decline over time in line with
expectations priced into futures markets, but an escalation or
resolution of the Iran conflict could potentially swing prices
significantly. More fundamentally, the benign outlook relies on
three economic buffers:

1. The global Al capex cycle continues without generating
cyclical overheating. Al-related demand continues to exceed
supply. The largest hyperscalers have shifted from financing
the infrastructure buildout through operating cash flow and
balance-sheet capacity to debt issuance and off-balance-sheet
commitments. Al infrastructure investment is also accelerating
globally, even as the U.S. and China remain the leaders.
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2. Households and China continue to absorb the global hit
from higher energy prices. Strong household balance sheets
have allowed consumers to uphold spending by drawing down
savings. China has absorbed higher input costs through weaker
margins, inventory drawdowns, and domestic demand shifts
toward renewable energy sources, limiting the pass-through
into global goods prices.

3. Anincremental central bank policy approach and Al-related
risk appetite help keep financial conditions relatively stable.
Wage growth and unit labor cost pressures are moderating,
long-term inflation expectations remain anchored, and much of
the current inflation pressure reflects energy and other non-
labor costs. We expect the Fed under Chair Kevin Warsh to
preserve its broad policy framework and 2% inflation target,
although changes in Fed communication could generate
volatility in front-end rates.

Underneath these buffers, Al is reshaping the composition of
growth and inflation. Investment is raising the prices of some
required inputs, while expectations of Al-led productivity growth
are supporting equity prices and generating a wealth effect.

Al may already be contributing to structural labor market
changes (for more, see our 19 August 2026 Macro Signposts,
“Counterintuitive Labor Market Shifts Constrain Measured U.S.
Wage Gains”). Hiring has weakened disproportionately in some
higher-paid, technology-exposed occupations, while wage
pressures have moderated. If these trends deepen, Al could
simultaneously raise productivity and restrain labor-cost
inflation — with offsetting effects on broader inflation.
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A benign baseline, but fat tails

If our baseline depends on the durability of the three buffers
mentioned above, the principal downside risks are that one or
more of those buffers could fail. Because Al capex, household
wealth, and financial conditions have become increasingly
interconnected, a failure of one buffer could place additional
pressure on the others. We see a broad range of possible
outcomes on either side of the baseline (i.e., “fat tails”) due to
these key risks:

RISK 1: Al INVESTMENT, THE PRINCIPAL ENGINE OF
ECONOMIC GROWTH, SLOWS OR CONTRACTS

An outright Al capex bust appears unlikely over the cyclical
horizon, in our view. The buildout of data centers, power
generation, and communications infrastructure is in its early
stages, while investment in chips, computers, and related
equipment remains robust.

However, Al investment does not need to contract to become
less supportive of growth. If investment growth slows, its
contribution to GDP growth will fade. Al safety concerns,
security failures, political opposition (particularly ahead of the
U.S. midterm elections), and infrastructure constraints could all
slow investment, as could tighter financing conditions.
Economic resilience would then become more dependent on
Al-driven productivity gains arriving quickly enough to replace
the fading capex impulse.

Over the multiyear secular horizon, an Al bust remains a
significant risk, although the timing is deeply uncertain.
Adoption could continue even if monetization and utilization
disappoint relative to assumptions. A repricing of Al-related
equities could generate a meaningful negative wealth effect,
even if high quality Al credit remains comparatively insulated.
Both U.S. households and foreign private investors now have
substantial exposure to U.S. equities.

RISK 2: THE ENERGY SUPPLY SHOCK WORSENS AND
ENERGY PRICES EXCEED MARKET EXPECTATIONS

Middle East tensions are disrupting oil flows and depleting
inventories, even as U.S. Energy Department reports indicate
that flows through the Strait of Hormuz have picked up in recent
weeks. El Nifio could create additional inflation risks through
food, fertilizer, and shipping channels. A more severe or
persistent energy shock — in addition to increasing the risk of a
central bank policy response — could impose a larger real-
income burden on households and businesses, while testing
China'’s capacity to continue absorbing higher input costs.

RISK 3: FINANCIAL CONDITIONS TIGHTEN ABRUPTLY

Compounding supply shocks simultaneously spur inflation and
erode demand. This could contribute to tighter global financial
conditions — i.e., higher interest rates, stricter lending
standards, wider credit spreads, and other factors that broadly
tend to hamper growth.
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More restrictive central bank policy is one potential catalyst.
After several years of above-target inflation and supply shocks,
central banks may place greater weight on the risk that another
temporary shock becomes embedded in inflation expectations.
In this scenario, policymakers would deliver more tightening
than markets currently price.

Financial conditions could also tighten for other reasons.
Investors may demand greater compensation across a broad
range of assets as uncertainty rises, particularly if confidence
in the Al investment cycle weakens while energy prices remain
elevated. Higher rates could uncover vulnerabilities and raise
the risk of financial market accidents.

Fiscal deficits remain
a challenge

Higher energy prices, which have pressured global yields higher,
are adding to government borrowing costs — at a time when
debt-to-GDP ratios are near record highs across most
economies and fiscal space is limited. However, sovereign debt
remains sustainable across most DM countries, in our view,
despite the global rise in yields. The U.K., Italy, and Japan
remain vulnerable — and Japan increasingly so given recent
policies that add to deficits — but their debt trajectories appear
sustainable under current fiscal plans.

Two countries stand out with more challenging debt
trajectories: the U.S. and France. While a prolonged U.S.-Iran
conflict could necessitate additional spending over our cyclical
horizon, the U.S. retains important advantages. It issues the
global reserve currency. It also taxes less than most other
developed economies and therefore has revenue capacity if the
political will to use it emerges. Its fiscal position also looks
considerably stronger on a debt-to-wealth basis rather than on
conventional debt-to-income metrics.

France may have less room for maneuver. Unlike the U.S., its
already-high tax burden leaves less room to raise revenue.
Fiscal policy will ultimately need to tighten to stabilize the debt
path, but a near-term solution looks difficult given presidential
election uncertainty and limited appetite for difficult reforms.

Our expectation is that fiscal concerns will continue to drive
episodic market volatility across global markets. However,
investors are getting higher sovereign bond yields than a year
ago to help compensate for these risks. Furthermore, if
governments do tackle necessary fiscal reforms - the
planned U.K. budget tightening is a good example - yields
have room to fall.
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Investment outlook: What rising
yields mean for bonds

In our 2024 Secular Outlook, “Yield Advantage,” we explored how the post-pandemic inflation shock and rate-hiking cycle had
produced a generational reset higher in bond yields. This year, the conflict in the Middle East sparked a new inflation shock that has
lifted yields further. Today's higher yields may provide income that can help offset price declines to a degree that was not possible
in 2022. Still, the path higher has been challenging for investors.

To understand where yields may go from here, it is useful to examine why they have risen. Several forces have contributed, some
more than others:

- Higher energy prices, and their impact on monetary policy

expectations, have been the main driver pushing real yields
higher. Both real (inflation-adjusted) and nominal yields have
shifted meaningfully higher post-pandemic. The latest yield
increase reflects higher energy prices, which have
overshadowed broader disinflationary trends and caused
markets to price in more expected central bank rate hikes
than before. Importantly, real yields, not inflation
expectations, have been the primary force driving nominal
yields higher in recent months, with 10-year breakeven yields
showing inflation expectations remain largely unchanged. A
prolonged conflict in the Middle East could eventually
substantially tighten global financial conditions through a
broader range of asset price changes — not just through
higher rates — which could potentially hurt growth particularly
for energy-importing countries.

- Realyields reflect two components: The real neutral rate,

which has risen, and the term premium, which has not.
Estimates of the real neutral interest rate (known as r*, or
r-star) in the U.S. have risen. The midpoint across several U.S.
measures suggests r* — the baseline inflation-adjusted
interest rate that neither stimulates nor hinders an economy
- may have risen to around 1.5% today from roughly 0.5%
before the pandemic (for more, see our 23 September 2026
Macro Signposts, “A Recalibration, Not a Rate-Hike Cycle”).
Higher potential U.S. growth, supported by stronger
productivity and investment, appears to account for much of
the rise. Estimates of the expected average short-term
interest rate embedded in the 5-year, 5-year-forward rate
have also risen (see Figure 2). By contrast, the New York
Fed’s Adrian, Crump, and Moench (ACM) framework
indicates that the term premium (i.e., compensation to
investors for the risk of holding longer-term bonds) has
remained more stable.

Figure 2: Estimates of the expected short-term rate embedded in the 5-year, 5-year-forward rate have risen
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+ Fiscal concerns have not been a significant driver of the
recentrise inyields. Fiscal challenges are not new and already
appear to be factored into market pricing. Yields have risen
across maturities, not primarily in long-dated bonds, which
tend to be more sensitive to fiscal concerns. Yields have also
risen globally, including in countries with stronger fiscal
outlooks than the U.S. The main fiscal risk that could push
bond yields higher and steepen curves is more fiscal easing.

- The scale of corporate debt issuance tied to the Al buildout
may be a contributing factor. Hyperscalers borrowing heavily
at atime of elevated U.S. Treasury supply could account for
some of the rise in yields, although the data paint a more
complicated picture (for more, see our 28 September 2026
article, “The Credit Market Lens: Hyperscalers Are Repricing,
Not Displacing (So Far)”).

Looking ahead, our baseline is that central banks will remain
credibly committed to taming inflation. That can provide a
supportive framework for bonds by helping reduce investor
uncertainty around the medium-term outlook for yields.
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Ultimately, this can help restore the negative correlation
between bonds and equities that makes duration an effective
portfolio hedge. Such negative correlations tend to reassert
themselves over time.

Today, investors are being compensated for higher neutral
rates. Starting yields — historically highly correlated with five-
year forward returns — are what make bonds a potentially
attractive income-generating asset, while still being a
potentially effective hedge against a more uncertain outlook.

Even after the recent rise, bond yields are back near their long-
run historical averages — levels last seen in the 1990s and early
2000s, before the era of suppressed yields that followed the
global financial crisis. While real yields could still rise further,
today’s levels provide income that can be supportive across a
range of scenarios. Fixed income does not need yields to
decline to be able to generate strong absolute and relative
returns, but there are also bullish scenarios if yields do fall — for
example, if Al-driven disinflation were to materialize.
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How to build portiolio resilience

In a world where the central scenario is benign but the tails are
fat, investors should look to build portfolios that can be resilient
across a variety of scenarios.

OWN A DIVERSIFIED, GLOBAL PORTFOLIO OF HIGH
QUALITY DURATION

Attractive starting yields — and the income they can offer -
provide a meaningful mitigant against inflationary tail risks
while preserving the potential for bonds to hedge a fading Al
capex impulse or a shock to growth. A global bond allocation
across DM and EM can help diversify country-specific factors,
including fiscal risks.

Our yield curve views are becoming more balanced as investors
can now find healthy yields across maturities. We still find
intermediate (five- to seven-year) Treasuries attractive and are
becoming more constructive on longer-dated bonds as yields
rise. We see value for patient investors with an intermediate
time horizon.

Data show households may remain overallocated to equities and
to cash relative to history and underallocated to bonds, even
though bond yields today may be comparable with equity
earnings yields.

BE SELECTIVE WITHIN CREDIT AND THE
Al COMPLEX

The Al buildout is at the heart of the investment opportunity in
credit. Much of the Al capital spending forecast has been pulled
forward into the cyclical horizon. That said, credit spreads are
tight, and Al-related correlations are rising as more debt gets
issued in the sector (for more, see our 14 September 2026
publication, “The Credit Market Lens: One Al Trade for Now,
Many Trades Later”).

Conclusion

We focus on selectivity, relative value, and downside mitigation,
aiming to ensure adequate risk compensation. In Al-related
credit, that can mean seeking more compensation for regulatory
and legal risks and politics tied to the U.S. midterm elections.

At a time of Al disruption, diversification is increasingly
important. Investors should be open-minded about what
sectors could get disrupted. Software is an obvious candidate,
but the possibilities are more widespread, and companies that
lag in the Al implementation race are at risk of being left behind.
In some areas, heightened Al-enabled competition may not
drive companies out of business, but it could pressure margins.

Higher interest rates will affect a credit default cycle that was
already well underway. In corporate direct lending, investors
face disappointment relative to returns of recent years. The
impact could be magnified for some of the most ratings- and
liquidity-constrained vehicles that were largely constructed for
benign credit and rate environments. Many such vehicles have
exhibited significant growth in recent years and now face
challenges from both higher rates and credit deterioration.

We seek to be flexible in credit allocations, using relative value
as a guide across sectors. We are still finding attractive value in
real asset finance and asset-based lending, even as recent
outperformance has caused the relative valuation advantage to
narrow in some areas.

CONSIDER COMMODITIES AND REAL ASSETS TO
HEDGE SUPPLY-SIDE RISKS

In an era of more frequent geopolitical, energy, and other supply
shocks, portfolios need mitigation against outcomes in which
inflation rises even as growth weakens. Commodities and select
real assets can complement duration by providing exposure to
the very scarcity and supply pressures that could challenge both
economic growth and conventional financial assets.

The baseline for this cycle remains constructive. But part of that resilience relies on an investment boom driven by an
unusual combination of commercial opportunity and strategic urgency, and one that could be proceeding faster than the
guardrails around it. That combination creates potential upside for productivity and growth, but it also produces unusually

fat tail risks.

In our view, portfolios should be positioned to participate in the baseline and withstand those tails. At today’s starting yields,

that remains a powerful argument for bonds.

PIMCO
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About
our forums

PIMCO is a global leader in active fixed income with deep
expertise across public and private markets. Our investment
process is anchored by our Secular and Cyclical Economic
Forums. Four times a year, our investment professionals from
around the world gather to discuss and debate the state of the
global markets and economy and identify the trends that we
believe will have important investment implications. In these
wide-reaching discussions, we apply behavioral science
practices in an effort to maximize the interchange of ideas,
challenge our assumptions, counter cognitive biases, and
generate inclusive insights.

At the Secular Forum, held annually, we focus on the outlook
for the next five years, allowing us to position portfolios to
benefit from structural changes and trends in the global
economy. Because we believe diverse ideas produce better
investment results, we invite distinguished guest speakers

— Nobel laureate economists, policymakers, investors, and
historians — who bring valuable, multidimensional perspectives
to our discussions. We also welcome the active participation of
the PIMCO Global Advisory Board, a team of world-renowned
experts on economic and political issues.

At the Cyclical Forum, held three times a year, we focus on the
outlook for the next six to 12 months, analyzing business cycle
dynamics across major developed and emerging market
economies with an eye toward identifying potential changes in
monetary and fiscal policies, market risk premiums, and
relative valuations that drive portfolio positioning.



Past performance is not a guarantee or a reliable indicator of future results.

All investments contain risk and may lose value. Investing in the bond market

is subject to 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 low interest rate environments increase

this risk. 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. Commodities contain heightened
risk, including market, political, regulatory and natural conditions, and may not be
appropriate for all investors. Treasury Inflation-Protected Securities (TIPS) are
ILBs issued by the U.S. government. 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. References to
Agency and non-agency mortgage-backed securities refer to mortgages issued
inthe United States. Structured products such as Collateralized Debt Obligations
(CDOs), Constant Proportion Portfolio Insurance (CPPI), and Constant Proportion
Debt Obligations (CPDOs) are complex instruments, typically involving a high degree
of risk and intended for qualified investors only. Use of these instruments may involve
derivative instruments that could lose more than the principal amount invested. The
market value may also be affected by changes in economic, financial, and political
environment (including, but not limited to spot and forward interest and exchange
rates), maturity, market, and the credit quality of any issuer. Private credit involves
an investment in non-publicly traded securities which may be subject to illiquidity
risk. Portfolios that invest in private credit may be leveraged and may engage in
speculative investment practices that increase the risk of investment loss. 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. Equities may decline

PIMCO
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in value due to both real and perceived general market, economic and industry
conditions. Management risk is the risk that the investment techniques and risk
analyses applied by an investment manager will not produce the desired results, and
that certain policies or developments may affect the investment techniques available
to the manager in connection with managing the strategy. The credit quality of a
particular security or group of securities does not ensure the stability or safety of an
overall portfolio. Diversification does not ensure against loss.

Forecasts, estimates and certain information contained herein are based upon
proprietary research and should not be interpreted as investment advice, as an offer
or solicitation, nor as the purchase or sale of any financial instrument. Forecasts
and estimates have certain inherent limitations, and unlike an actual performance
record, do not reflect actual trading, liquidity constraints, fees, and/or other costs.

In addition, references to future results should not be construed as an estimate or
promise of results that a client portfolio may achieve.

Statements concerning financial market trends or portfolio strategies are based
on current market conditions, which will fluctuate. There is no guarantee that these
investment strategies will work under all market conditions or are appropriate for
allinvestors and each investor should evaluate their ability to invest for the long
term, especially during periods of downturn in the market. Investors should consult
their investment professional prior to making an investment decision. Outlook and
strategies are subject to change without notice.

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 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.
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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 Taiwan Limited is an independently
operated and managed company. The reference number of business license of the
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