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SUMMARY

Significant uncertainty clouds the outlook as the global economy
confronts a shock that is negative for growth and will likely spur further
inflation. In our base case, growth remains supported by the post-
pandemic economic reopening and pent-up savings bolstering demand,
and inflation may peak in the next few months and then moderate
gradually. However, there are obvious risks to this outlook, especially if the
Russia—Ukraine war escalates further, including the risk of a recession
over the cyclical horizon.

The war in Ukraine and sanctions will likely lead to a greater dispersion
of growth and inflation outcomes among countries and regions. Most
central banks seem determined to fight inflation more than support
growth, and we expect relatively muted fiscal policy support from
governments over the cyclical horizon.

In this uncertain environment, our investment strategies tend to favor
portfolio flexibility and liquidity to respond to events and potentially
take advantage of opportunities. We expect to target modest duration
underweights and to de-emphasize curve positions.

We do not expect to have large positions in risk assets given market
vulnerabilities, but we may add to spread risk opportunistically in select
investments that we see as default remote.

We continue to see U.S. Treasury Inflation-Protected Securities (TIPS) as
a reasonably priced way to mitigate upside U.S. inflation risks. We may
see meaningfully higher commodity prices as buyers look to reduce
dependency on Russian exports. Commodities can also play a role in
mitigating upside inflation risks.

In equity markets, the current environment favors high quality and less
cyclical companies, in our view. We tend to emphasize keeping powder
dry in an effort to take advantage of dislocations in equity markets as
they arise.



There was one thing that PIMCO’s investment professionals
immediately agreed upon when we gathered — mostly virtually
again — for our recent quarterly Cyclical Forum: Russia'’s
invasion of Ukraine, the sanctions response, and the gyrations
in commodity markets cast an even thicker layer of uncertainty
on what already was an uncertain economic and financial
market outlook before the onset of this horrific war.

At the outset, we reminded ourselves of the concept of radical or
Knightian uncertainty, which has been a recurrent theme in our
discussions at PIMCO over the years (see, for example, “King,
Keynes and Knight: Insights Into an Uncertain Economy,” July

2016). In contrast to risk, which can be quantified by assigning
probabilities to outcomes based on experience or statistical
analysis, uncertainty is essentially unmeasurable and represents
the unknowable unknowns. In a radically uncertain environment,
detailed point forecasts are therefore not particularly helpful

in shaping investment strategy. And so our discussions of the
macro outlook remained more high-level than usual, mindful

of the wide range of possible scenarios and of the potential for
nonlinearities and abrupt regime changes in the economy and
financial markets.

Despite the many unknowns, we developed five main
conclusions regarding the cyclical six- to 12-month outlook
that we think are most relevant for investors at this stage. We
will discuss the longer-run, secular ramifications of the current
situation at our upcoming Secular Forum in May.

1. AN ‘ANTI-GOLDILOCKS’ ECONOMY

First, the global economy and policymakers are confronted
with a stagflationary supply shock that is negative for growth
and will tend to push up inflation further. There are four main
channels of transmission: 1) higher energy and food prices,
2) disrupted supply chains and trade flows, 3) tighter financial
conditions, and 4) lower business and consumer confidence
due to heightened uncertainty. In combination, these could
easily result in what one participant at our forum called an
“anti-Goldilocks economy”: an economy that will be both too
hot in terms of inflation and too cold in terms of growth.
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To be sure, our tentative baseline forecast still calls for above-
trend growth in developed market economies overall, though
we revised that forecast down by about 1 percentage point to
3% for 2022 from our prewar projections. Growth in general
remains supported by the post-pandemic economic reopening
and pent-up savings that can support demand.

Also, based on the technical assumption that actual
commodity prices follow their downward-sloping (as of

this writing) futures path, we forecast headline and core
inflation peaking at upwardly revised levels in the next few
months and then moderating gradually. Note that since the
December Forum, we have raised our forecast for average
2022 developed market inflation by 2 percentage points to
5%. However, there are obvious and significant downside
risks to this growth baseline and upside risks to the inflation
outlook, especially if the war or the sanctions escalate further.
We note the uptick in the geopolitical risk index published
by researchers at the U.S. Federal Reserve — see Figure 1.
Suffice to say, these developments tend to underscore our
secular theme of shorter growth and inflation cycles with
larger amplitudes.

Figure I: Geopolitical risk is at its highest level in nearly
two decades
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Source: Caldara, Dario, and Matteo lacoviello (2021), “Measuring Geopolitical
Risk,” working paper, Board of Governors of the Federal Reserve Board, November
2027; data as of 28 February 2022.


https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/macro-perspectives/king-keynes-and-knight-insights-into-an-uncertain-economy
https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/macro-perspectives/king-keynes-and-knight-insights-into-an-uncertain-economy
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The outlook for both growth
and inflation is clouded by
already fragile initial conditions

2. NONLINEAR GROWTH AND INFLATION RESPONSES
MORE LIKELY

A second point worth emphasizing is that the outlook for both
growth and inflation is clouded by potential nonlinearities
related to already fragile initial conditions. In particular,

supply chain disruptions were already widespread due to
COVID-19, weighing down on output and pushing up costs

and prices in many sectors. Russia’s war in Ukraine and the
sanction responses have led to further disruptions just as
some of the bottlenecks related to COVID had started to ease.
While Russia only accounts for 1.5% of global trade, it has a
much larger footprint in a range of energy and non-energy
commodities. Ukraine is not only a large producer of grain but
also an important supplier of parts for Europe’s auto industry
and of inputs into chips production, such as neon. Given the
complexity of global supply chains, seemingly minor shortages
in certain raw materials and components can have an outsized
impact on output and prices.

Moreover, the recent COVID-related lockdowns in parts of
China have the potential to create new bottlenecks in the

global supply chain independent of the evolution of the Russia/
Ukraine situation. Even in a scenario where the war ends soon
and commaodity prices ease, we believe it would be too early to
conclude that all is well again. It is also worth keeping in mind
that even after a conclusion to the war in Ukraine, the sanctions
would likely remain in place for a long time, hampering the flow
of trade and capital and exacerbating supply chain issues.

Another potential nonlinearity in the inflation process: Even
before the Ukraine shock, inflation was running at multi-decade
highs in many countries, and longer-term inflation expectations
had been moving higher — see Figure 2 for U.S. data. The
additional near-term upside pressure on prices has increased
the risk of a de-anchoring of medium- and longer-term inflation
expectations and of a wage-price spiral. This is a higher risk in
the U.S,, where the labor market is already very tight, but given
the size of the inflation shock this risk is also significant for
Europe. Much depends on the reaction by monetary and fiscal
policymakers, which we discuss below.

Figure 2: Measures of U.S, inflation expectations have
risen significantly since the pandemic, but currently
remain in line with longer-run averages
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3. ASYMMETRIC SHOCK BEGETS
GREATER DIVERGENCE

A third implication of the war in Ukraine is that it will likely lead to
a greater dispersion of economic and inflation outcomes among
countries and regions over the cyclical horizon. Note that these
developments tend to amplify another of our secular themes — a
greater divergence of growth and inflation among countries.

Inflation and growth will likely play out
very differently across regions

Europe will likely be most affected given its geographical
proximity to the conflict; its closer trade, supply chain,

and financial linkages with Russia and Ukraine; its great
dependence on gas and oil imports from Russia; and the arrival
of war refugees. The risk that Europe falls into recession this
year and at the same time experiences significantly higher
inflation has increased materially, especially if the flow of gas
from Russia is disrupted.

China and most other Asian economies have smaller direct
trade linkages with Russia but will likely be negatively affected
by higher energy prices, declining tourism receipts from
Russia, and slower growth in Europe. Moreover, China faces a
non-negligible risk of secondary sanctions that could hurt its
economly if the conflict escalates further and China decides to
align too closely with Russia.

In emerging markets (EM), exporters of commodities like oil,
iron ore, copper, metals, wheat, and corn should benefit from
more favorable terms of trade. Meanwhile, higher commodity
prices will tend to increase already high inflation pressures in
most EM economies, especially where inflation expectations
are not well anchored. We expect some countries in North
Africa and the Middle East will be hit disproportionally hard by
rising wheat prices and falling tourism receipts. The economic
hardship could also lead to more political instability in the
region reminiscent of the so-called Arab Spring more than a
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decade ago, when sharp increases in food prices were a factor
behind political unrest.

Meanwhile, the U.S. economy appears relatively isolated from
the direct effects of the war in Ukraine given minimal direct
trade links with the region and its relative energy independence.
However, slower growth elsewhere in the world, sharp increases
in gasoline prices, potential additional global supply chain
disruptions, and a sharp tightening of financial conditions since
the onset of the war (see Figure 3) are still likely to dampen
growth and push inflation higher this year, in our view.

Figure 3: U.S. financial conditions have tightened rapidly
since the invasion of Ukraine
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Source: PIMCO, Federal Reserve, and Bloomberg as of 15 March 2022. The PIMCO
US Financial Conditions Index (FCI) is a proprietary index that summarizes the
information about the future state of the economy contained in a wide range of
financial variables, including the fed funds rate, bond yields, credit spreads, equity
prices, oil prices, and the broad trade-weighted U.S. dollar. The weights of these
variables are determined by simulations with the Federal Reserve’s FRB/US model.
Anincrease (decline) in the FCI implies a tightening (easing) of financial conditions.

4. CENTRAL BANKS: TUG OF WAR

Most central banks seem determined to opt for fighting
inflation over supporting growth. In normal times, we

would expect central banks to look through the inflationary
consequences of a supply-side shock, but these are not normal
times, with the current shock coming at a time of already high
inflation as the result of the COVID period and ongoing supply
chain disruptions. Monetary policymakers therefore appear
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focused primarily on preventing second-round effects of higher
headline inflation and a further rise in already elevated inflation
expectations. Needless to say, this also raises the risk of a

hard landing further down the road and implies a rising risk of
recession later this year or in 2023; this is not our baseline, but
a risk to monitor.

The European Central Bank (ECB), the central bank that

is closest to the Russia shock in terms of the GDP risks
and has — together with Japan — the weakest underlying
inflation dynamics, demonstrated at its March meeting that
it does not intend to be knocked off its course of removing
accommodation given the current outlook.

The U.S. Federal Reserve at its March meeting started a new
tightening cycle by lifting the fed funds rate off the zero bound
and signaled a series of rate hikes through this year combined
with a runoff in the balance sheet likely to start in one of the
next two meetings. (Read our blog post on implications from
the March Fed meeting.)

The Bank of England raised rates for the third time in three
months in March and signaled that it will probably tighten
further. Many other central banks in both developed and
emerging markets are on a tightening path given rampant
inflation pressures. The one major exception is China, where
below-target inflation, a strong currency, and concerns about
growth have led to moderate monetary easing in recent
months and make any tightening moves this year look unlikely.

Most central banks are opting to
fight inflation over supporting growth

Thus, for the first time since the stagflationary 1970s and
early 1980s, the major Western central banks led by the Fed
are unlikely to ride to the rescue in the face of a negative
growth shock given that it is accompanied by a positive
shock to inflation. This increases the risk of weaker growth or
even a recession in the developed economies and damage to
financial markets.



https://global.pimco.com/en-gbl/insights/blog/tug-of-war-the-fed-begins-a-rate-hiking-cycle-as-inflation-trumps-uncertainty
https://global.pimco.com/en-gbl/insights/blog/tug-of-war-the-fed-begins-a-rate-hiking-cycle-as-inflation-trumps-uncertainty
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As we stressed in our Secular Outlook, “Age of Transformation,”

our baseline remains for low neutral real policy rates owing

in part to persistent long-term drivers and in part to financial
market sensitivity to higher rates. But higher inflation is likely to
lead to difficult choices for central banks — and opportunities
for active investors if ongoing central bank tightening does lead
to financial market breakages.

5. FISCAL POLICY: MUTED RESPONSE

Governments reacted to the pandemic with every tool at their
disposal, supported by monetary policy. Yet with deficits

and debt now significantly higher and central banks ending
quantitative easing and raising rates, the fiscal response to the
current shock is likely to be much more muted.

We firmly believe more fiscal easing is coming in Europe, partly
in the form of higher defense spending (which would take

time to become effective) and partly through transfers and

tax subsidies aimed at cushioning the impact of higher energy
costs on disposable incomes. However, these measures
would likely only partially offset the automatic drag from the
expiration of temporary support measures implemented
during the pandemic. Also, further steps toward a shared fiscal
capacity via the EU budget, this time for defense and more
renewable energy investments, seem likely. However, it could
be a slow process that will have an economic impact only well
beyond our cyclical horizon.

In the U.S., only at best minor additional fiscal support looks
likely in the near term given the political near-stalemate in
Congress. And after the midterm elections in November,
assuming a Republican majority in the House and possibly
also in the Senate, gridlock may prevent any further fiscal
easing for years to come. While this is not great news for
cyclical growth, it should be helpful in moderating inflation
pressures because, as the pandemic episode served to
illustrate, inflation is not only a monetary but also a fiscal
phenomenon — it takes two to tango.


https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/secular-outlook/age-of-transformation
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Investment implications

Amid this difficult and uncertain environment, a key plank of
our investment strategy will be to emphasize portfolio flexibility
and portfolio liquidity. We believe there is significant option
value in having the risk budget space and liquidity available

to respond to events and potentially take advantage of
opportunities. There is much to be said for staying fairly close
to home in terms of macro risk factors and to be very careful
indeed in committing cash.

DURATION

On duration, we expect to target modest duration underweights
given the current levels, the upside inflation risks, and the
prospect for central bank tightening that prioritizes anti-inflation
credibility over near-term growth concerns.

Credit positioning in portfolios should focus on
resiliency, liquidity, and principal preservation

However, we do not expect to have large risk positions given
the potential for today’s growth concerns to tip into tomorrow’s
growth slowdown and the vulnerability of equity markets to
the anticipation of a sustained tightening campaign that goes
beyond current market pricing. We expect to de-emphasize
curve positions, with the broad global tightening cycle now
underway. We continue to see U.S. Treasury Inflation-Protected
Securities (TIPS) as a reasonably priced way to mitigate upside
U.S. inflation risks.

CREDIT

Across the board, spread assets have sold off. We see the
potential to increase spread risk opportunistically in our
portfolios, but our strong preference is to focus on structured
credit and corporate credit investments that we see as default
remote. There is risk of further weakness in credit markets
driven by an escalation of the Russia/Ukraine conflict or
major central banks needing to be more hawkish to address
heightened inflation pressures. Credit positioning in portfolios
should focus on resiliency, liquidity, and principal preservation
for a wide array of scenarios.

We will look to be underweight generic corporate credit. First,
there are several areas of securitized products markets —

such as in the U.S. residential mortgage-backed securities
(RMBS), asset-backed securities (ABS), and commercial
mortgage-backed securities (CMBS) markets, with a focus on
U.S., UK, and select higher-quality European collateral — that
we believe offer higher credit quality or more default-remote
alternatives to corporate credit. Second, within the corporate
credit sectors, we expect to continue to favor senior financials:
Recent weakness should provide the opportunity to add risk,
with careful scaling, in the large global banks where the risk of
default appears low, even in an environment of much higher
volatility. In credit markets we will likely maintain a bias for the
U.S. over Europe and EM given lower exposure and vulnerability
to the unfolding events in Russia and Ukraine. And we continue
to emphasize liquidity when expressing credit beta and focus
on the highest-conviction and most resilient cash corporate
bonds identified by our global credit team.



CURRENCIES AND EM

On currencies, in portfolios where these risk positions fit

with our clients’ guidelines and expectations, we expect

to overweight select G-10 and EM currencies with a focus

on commodity beta and cheap valuations. We will likely

keep these positons fairly small in the current uncertain
environment. On EM, more generally, we expect to have limited
exposure but continue to seek attractive opportunities in a
difficult environment.

COMMODITIES

Turning to asset allocation beyond bond-focused portfolios,
prior to recent events in Ukraine, the commodity markets were
beginning to exhibit classic late-cycle characteristics where
demand was beginning to exceed supply. As such, for the
same price level, we would expect lower output growth than
only a few years ago. Given the importance of energy to the
production costs of other commodities, the impact on broad
inflation will likely be meaningful. With this as backdrop, events
in Ukraine, while fluid, have potential to lead to meaningfully
higher prices as commodity buyers broadly look to reduce
dependency on Russian exports for a range of commodities.
With commaodity indices exhibiting positive carry at levels
rarely seen, we believe commodities can also play a role in
mitigating upside inflation risks.
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EQUITIES

We expect to be broadly neutral on overall equity beta risk

in our asset allocation portfolios. We believe we are now

firmly in the late stage of the cycle, with underlying growth
momentum still strong but increasingly vulnerable to downside
risk. Equity multiples have compressed in line with the central
bank tightening that has been priced in, leaving earnings

as the primary driver for returns going forward. The current
environment favors high quality and less cyclical companies,
in our view. Our asset allocation portfolios — and our fixed
income portfolios — will tend to emphasize keeping powder dry
in an effort to take advantage of dislocations in equity markets
as they arise.
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