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EXECUTIVE SUMMARY

- Peak fiscal policy support, and therefore peak real GDP growth, was likely realized in 2021, and the global

economy now appears to be rapidly progressing toward late-cycle dynamics. Monetary policy in most
regions has shifted course toward normalization.

- Frictions in both goods and labor markets have spurred inflation. Our base case has global inflation

peaking by the first quarter and then moderating closer to central bank targets by the end of 2022, and
we are closely monitoring upside risks to that view.

- Risk premiums and yields don't reflect potential downside scenarios, in our view, which warrants caution

and a rigorous approach to portfolio construction.

- We generally favor a duration underweight relative to the benchmark, and look to position portfolios for a

steeper yield curve. Given the likelihood for higher volatility, we anticipate active duration management to
potentially be a more significant source of alpha than in the past.

- We seek credit exposure from diversified sources, including non-agency U.S. mortgages, select COVID-19

recovery themes, and single-name opportunities. We have a constructive view on global equities, but are
preparing for late-cycle dynamics, with greater focus on security selection.
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Further complicating matters, the speed of the recovery
coupled with the volatile path of the virus have also contributed
to more significant frictions in both goods and labor markets
that have elevated inflation. The timing and extent to which
these issues resolve and inflation moderates is highly
uncertain, raising the risk of an unwanted jump in longer-term
inflation expectations — an outcome that we expect central
banks will want to avoid or mitigate. Overall, we believe this
more uncertain, more volatile macroeconomic environment is
evidence that the last several decades of subpar growth and
below-target inflation are firmly behind us, and what lies ahead
are more volatile and uncertain paths that vary across regions
and sectors.

THE ROAD TO RECOVERY IS PAVED WITH STONES

Since we last shared our Cyclical Outlook in June (“Inflation
Inflection”), the robust global recovery has continued, although
unevenly across regions and sectors. Overall, government
policies to support demand amid one of the largest economic
contractions in modern history produced one of the fastest
recoveries. Developed market output fully recovered to its pre-
pandemic peak in the third quarter of 2021, and at a 5% (annual
average) projected 2021 growth rate, was on track to expand
at the fastest pace in over three decades. (Growth and output
data are according to Haver Analytics.)

Nevertheless, with the largest economic effects of the
pandemic likely in the rearview mirror, peak policy support,
and therefore peak real GDP growth, was also likely realized

in 2021. In the U.S,, Canada, and the U.K., employment and
wage subsidy programs implemented during the pandemic to
support household incomes and consumer spending expired
in the third quarter after becoming less generous throughout
the year, while similar programs across European countries
expired at year-end.

In China, the tighter credit conditions that have persisted until
very recently and the regulatory policies implemented as a
result of the government’'s common prosperity initiative have
slowed growth.

Monetary policy in most regions has also shifted course
from the ultra-accommodative stance necessitated by the
pandemic to a path toward normalization. The Bank of England
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(BOE) and Bank of Canada (BOC) have fully wound down their
government bond purchase programs, while the U.S. Federal
Reserve is now likely to do so by March 2022. Furthermore, the
BOE raised its policy rate in December 2021, and many other
developed market central banks, with the exception of the
European Central Bank (ECB) and Bank of Japan (BOJ), have
signaled impending rate hikes.

Still, while the global growth outcomes observed over the last
six months have been more or less in line with the outlook that
we laid out in June, three important developments have caused
us to revise various aspects of our 2022 outlook:

First, the delta variant of COVID-19 left a larger-than-expected,
albeit still likely temporary, mark on both developed and
emerging market economies. Although higher vaccination
levels seemed to have helped limit new global cases, more
severe outbreaks in emerging markets (EM) disrupted
production, lengthened delivery lead times, and hindered global
supply chains. For example, production disruptions in Malaysia
and China had a notable impact on finished goods inventories
in the motor vehicle, home goods, and construction industries.
Across major markets, the delta variant outbreak also delayed
the services recovery, and stalled the expected substitution
away from goods spending and back toward services (after
the pandemic fueled elevated consumer demand for durable
goods, in particular) — see Figure 1.

Figure I: Goods consumption in developed markets still
above pre-pandemic levels as services consumption lags

DM private consumption by sector
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Second, inflation turned out to be more persistent and
broader-based across regions (see Figure 2). Robust global
goods demand, amid fresh production disruptions and tighter
environmental regulations, contributed to price increases across
various consumer retail categories, including energy. Meanwhile,
strong housing price appreciation either directly (though higher
replacement costs) or indirectly (through the knock-on effects to
rents) lifted core services inflation in most regions.

Figure 2: Core goods inflation is significantly higher than
pre-pandemic across developed markets
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Third, central banks reacted to these developments either by
bringing forward plans to tighten monetary policy, in the case
of most developed market (DM) central banks as mentioned
above, or hiking more aggressively in the case of various EM
countries, including Brazil.

2022 OUTLOOK: THE ‘GOLDILOCKS’ SCENARIO

Due to the combination of these factors, we are lowering our
2022 real GDP forecasts across regions. We now expect DM
GDP growth to decelerate from a 5.0% annual average pace in
2021 t0 4.0% in 2022 (versus 4.3% previously). Rolling global
outbreaks of the delta variant in the second half of 2021
constrained output across various economies and will likely
weigh on the projected annual average growth rates for 2022.
However, the output effects appeared largely temporary. Indeed,

high frequency indicators suggest that growth reaccelerated in
the fourth quarter in the U.S. and Japan - and in China, after a

temporary setback, in the third quarter. Europe, which suffered
the economic effects of another outbreak in the fourth quarter,
is expected to reaccelerate in early 2022.

We are also raising our inflation forecasts across regions. We
still expect DM inflation to eventually moderate back toward

the respective central bank targets by the end of 2022, but only
after peaking at 5.1% in 4Q 2021. In the U.S., core CPI (Consumer
Price Index) inflation is likely to peak around 6.0% year-over-year
in 1Q 2022 before moderating back to 2.5-3.0% by year-end.
Fiscal stimulus boosted inflation to varying degrees across
regions (see Figure 3); however, tightening product market
supply constraints coupled with a relative price adjustment
between goods and services are also seemingly having an
impact. Nevertheless, we continue to expect all of these factors
to fade as economies continue to recover from the pandemic
and the large fiscal outlays of 2020 and 2021 aren't repeated.

Figure 3: Fiscal spending contributed to inflation across
several major economies

Fiscal deficit vs. core price level

4
Iceland ®
< 3
g New Zealand ®
.§ 2 o
E United States® .+
= United Kingdom @
S
@ 1 o
o : R J
g Finland ® i N0rway.9-" Canada
5 rance . ° i
E Belgium @ Australia
B Denmark® lreland .-*" ltaly @ Austria ®Creece
= Switzerland ® .-*™ g Netherlands
g Sweden ®°* ® Germany
o - L .
o ° Spain
Portugal .'Japan
2
0 5 10 15 20 25

Fiscal deficit (2020 Q1 - 2021 Q2) vs. pre-pandemic level (% of 2019 GDP)
Source: Haver Analytics as of 2Q 2021

Finally, as a result of the magnitude and the persistence of the
recent inflation overshoot, we also now expect an earlier start of
DM central bank rate hiking cycles and raised our expectations
for the likely level of terminal rates in many EM economies.



In DM, rate hikes are still expected to be gradual by historical
standards, but we believe elevated inflation coupled with the
swift recovery in labor markets has sharpened central banks’
focus on returning policy to neutral. There is a good deal of
uncertainty around what level of the policy rate is consistent with
neutral; however, in our Secular Outlook, “Age of Transformation”
(October 2021), we argued that central bank terminal rates

are likely to be lower this cycle relative to the last as a result of

generally higher debt levels and central bank efforts to reduce
their balance sheets. As a result, central banks can still be
relatively gradual in their pursuit of normal policy, in our view.

More rate hikes are expected
amid inflationary pressures, but timing will
likely vary across regions

In DM economies, following the BOE rate hike in December, we
expect the BOC will be next to hike rates in the first quarter of
2022. The Federal Reserve is now likely to wind down its asset
purchases by March, start hiking rates soon after, and begin
to wind down its balance sheet in 2H2022. The Reserve Bank
of Australia (RBA) is also likely to hike rates in 2022, generally
following the path of the Fed.

Turning to EM, we expect most central banks to continue hiking
in 2022 after having already materially tightened policy to ward
off inflationary pressures in 2021. Still, while inflation is likely to
moderate in 2022 across EM, it's unlikely to reach central bank
targets over the cyclical horizon, in our view.

RISKS TO THE OUTLOOK HAVE GROWN MORE ACUTE

Overall, these adjustments don't change the broad contours

of our 2022 outlook: above-trend (albeit slowing) growth and
moderating inflation prompting a still gradual tightening in DM
monetary conditions. Nevertheless, we see three important
risks to our base case, which create a generally more uncertain
environment for investors:
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Risk scenario #1: Inflation remains persistently elevated.
Maybe 1) supply constraints don't ease (or become worse
due to additional COVID outbreaks), 2) the recently strong
productivity growth trends (at least in the U.S.) sputter out,

or 3) the incremental labor supply gains resulting from a
recovery in prime-age participation and/or immigration

don't materialize. Or alternatively, it's possible that inflation
expectations rise as a result of the already elevated inflation
prints, prompting stronger wage bargaining, which itself feeds
into more persistent inflation.

Risk scenario #2: Variants drive surges in COVID, which
restrict activity. The recent surge in COVID-19 cases related
to the more contagious omicron variant is a clear reminder of
the uncertainty surrounding the path of the virus, and therefore
the risks to our baseline outlook. For now, we expect the recent
spike in cases to only temporarily moderate developed market
growth rates in 1Q, followed by a solid reacceleration in 2Q

and beyond. Nevertheless, we are mindful that waves of new
infections could further strain resources and fuel behavioral
shifts in consumers and businesses that reduce activity and
spur more inflationary pressures.

Risk scenario #3: Financial conditions tighten more
abruptly than expected. After a period of very easy monetary
policy, a more dramatic shift in financial conditions could
ensue. So far, we believe DM central banks have done a good
job of preparing markets for earlier tightening, but markets
are still priced for a relatively gradual path to historically low
terminal rates. Over the next several months — a period when
U.S. inflation is likely to remain elevated before moderating
later in 2022 - financial conditions in the U.S. in particular
could tighten more abruptly as markets price in the risk of a
more aggressive Fed tightening cycle.


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

You can see from our economic outlook that multiple issues
have the potential to influence the investment outlook, in
particular the speed, depth, and evolution of the nascent
efforts by central banks to reduce their extraordinary
monetary accommodation.

We plan to focus on the volatility that can result from the
rapid pace at which the economic cycle is moving toward
late-cycle dynamics, a time when, like today, inflation tends
to quicken and may prompt a tightening in monetary policy,
unnerving many investors.

Markets nonetheless appear priced for a blue sky scenario
where central banks achieve the elusive soft landing without any
meaningful amount of rate hikes. Yet, history reminds us that
sometimes “stuff happens” when monetary policy pivots.

Risk premiums and yields don't reflect potential downside
scenarios, in our view, which warrants caution and a rigorous
approach to portfolio construction.

We take a long-term investment approach while
watching for potential short-term overreactions

On upcoming inflation data, we believe it is important to avoid
overemphasizing the potentially concerning spate of inflation
data that is expected in early 2022. More generally, we plan
to avoid major investment decisions that rely upon a short-
term macro view and watch for potential overreactions by
policymakers and investors to short-term information.

Despite our caution, we generally favor constructing
portfolios that we believe offer positive carry relative to
their benchmarks, incorporating spreads with an attractive
risk-return profile. We are sanguine, after all, on the macro
outlook, with economic growth expected to bolster cash
flows, which may benefit investors.

Yet, to seek to capture those cash flows, which can

move around, diminish, or disappear depending on the
macroeconomic and financial situation, requires a rigorous
approach to portfolio construction. For example, we generally
favor reducing our reliance on beta (broad market performance)
positioning, increasing our use of the global opportunity set,
subjecting our portfolios to scenario analyses that gauge
potential performance, and increasing the liquidity and flexibility
of our portfolios to pursue opportunities as they arrive (by
leaving room in our risk budgets to do so).

Let's now turn to details on portfolio positioning.

DURATION AND YIELD CURVE

Duration levels: We generally intend to be underweight duration,
largely on the basis of the dearth of risk premium that is
embedded across the term structure. Given the likelihood for
higher volatility, we anticipate active duration management to
potentially be a more significant source of alpha than in the past.
We continue to believe that duration can act as a diversifier to
balance the more risky components of an investment portfolio,
yet we monitor potential shifts in correlations.

As we note in our Secular Outlook, though a number of
transformations may affect the global economy, we expect
central banks to keep their policy rates low for years. Market
participants appear to concur, and this is acting as a limiting
force across the term structure of interest rates.

We generally expect to tilt portfolios having relatively high credit
or equity exposure closer toward neutral on duration, with curve
positioning run similarly.

Yield curve positioning: We lean toward positioning for a
steeper yield curve, though slightly less than usual, given some
evidence of weakening in the structural influences that have
underpinned the steepener for decades and in light of the recent
repricing of short-term rates for forthcoming rate hikes.

Given our secular outlook on central bank rates, we do not
envision fixed income yields that meaningfully exceed the
current level of forward rates, keeping them confined to a



relatively tight range. Moreover, we do not expect market
participants to build a significant amount of term premia into
longer maturities, voiding those maturities of two of the biggest
historical influences on yields.

Our macroeconomic outlook also supports our view on curve
positioning, with a moderation in inflation expected to limit
future rate hikes. This view is somewhat circumspect, however,
given the wide range of potential outcomes, warranting modest
positioning for curve exposure and utilizing our risk budgets in
other areas of investing.

We see a number of opportunities to diversify our curve
positioning, including by taking exposures along yield curves in
Canada, the UK., New Zealand, and Australia.

CREDIT

Given our view of continued economic growth and the degree
to which markets are prepared for the hawkish pivot effectuated
by the world's central banks, we generally are overweight

credit, with some caveats. For one, we seek to gain our credit
exposure from diversified sources, with cash corporates making
up a smaller portion of that exposure given the narrow scope
for further contraction in credit spreads. As a substitute and

in an effort to bolster the liquidity, carry, convexity, and roll-
down of our corporate bond exposures, we lean increasingly
toward credit indices, which we believe can therefore

provide diversification benefits and demonstrate defensive
characteristics.

Our credit specialists continue to identify individual credits
warranting exposure, but we are leery of the structural
challenges to liquidity in the corporate bond market posed by a
breakdown in the principal-agent model, when credit spreads
may be wider than fundamentals warrant.

We seek credit exposure from diversified
sources, including non-agency U.S.
mortgages, select COVID-19 recovery themes,
and single-name opportunities
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We nonetheless expect that single-name selection is likely

to remain a driver of returns in credit markets, including
investments in BBB rated names, a segment that we prefer
versus A rated names. We are investing in select recovery
themes (hotels, aerospace, and tourism), though modestly, as
well as financial companies, and in sectors that we believe stand
to benefit from the major transformations we have identified.

We continue to seek assets where our firm'’s credit specialists
can extract attractive illiquidity and complexity premiums. Our
preferred assets in this regard include a number of structured
products and asset-backed securities, including U.S. non-
agency mortgage-backed securities (MBS). A shrinking market,
we believe it remains filled with attractive structures from the
standpoints of seniority, defensive characteristics relative to
corporate credit, and cash flows. We are sanguine on the U.S.
housing market.

On agency MBS, we generally are underweight, reflecting what
we see as rich valuations and the potential for an overreaction
to the Fed's reduction in and ending of its monthly bond-buying
program, which (prior to tapering) included $40 billion of agency
MBS. From a portfolio perspective, a reduction in MBS holdings
may improve the convexity profile of portfolios having MBS in
their benchmark.

Our specialists have identified a number of opportunities to
diversify credit exposures across countries and regions, and
we are investing in them where fitting in our mandates. We are
generally guarded on credits in emerging markets.

In contrast to the public credit markets, which are relatively
easy for investors to access and thereby prone to richen, the
private credit markets are not, and we see select opportunities
for eligible investors who can bear the increased risk to consider
private assets within their illiquid investment bucket.

INFLATION-LINKED SECURITIES

We view inflation-linked securities both as diversifiers against
inflation risks and as proxies for obtaining a modest amount of
credit beta. We expect to keep global positioning for linkers close
to flat, net of select relative value opportunities identified by our
specialists. An eventual end to the Fed’s bond-buying program
will remove a major sponsor of the market for U.S. Treasury
Inflation-Protected Securities (TIPS).
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CURRENCIES AND EMERGING MARKETS

We see competing influences tugging at the major exchange
rates. We therefore expect to be close to neutral on the U.S.
dollar, which could benefit from the Fed’s hawkish pivot, yet be
harmed by longer-term dynamics such as the large U.S. current
account deficit and dependency on foreign money to finance
deficits. We expect that our dollar holdings will be determined
more by a medley of positions in currencies deemed

attractive in their own right. This could well include certain

EM currencies, for example, though we see scant opportunity
across G-10 currencies.

Select investments in emerging markets
look attractive in the context of
a diversified portfolio

On emerging market (EM) local and external debt, we are
mindful of a number of risks of investing in the volatile asset
class, especially amid tighter monetary policy in the U.S. We

are nonetheless intrigued by a number of factors that give EM
appeal in the context of a diversified portfolio and our preference
for a reduced footprint in cash corporate credit instruments.

To be specific, while the historical volatility of EM assets is

a reason for caution, their current appeal relates to basic
investment principles that can make an asset attractive,
including a significant price decline and extreme bearish
sentiment. Both weighed on EM assets last year, especially

EM local rates, which now have a significant real-yield cushion
above developed markets. To us that cushion has value if viewed
through a diversification lens.

On emerging markets currencies, we see a few opportunities
and we view them as relatively liquid expressions for the EM
asset class. More broadly we remain mindful of the idiosyncratic
nature of investing in EM and we therefore will rely on our firm’s
specialists to identify value.

EQUITIES

As our asset allocation team discusses in their recent outlook,
“Opportunity Amid Transformation,” PIMCO has a constructive
view on global equities given the slowing yet positive earnings

backdrop. That said, we are preparing for late-cycle dynamics,
placing greater attention on security selection. We expect large
cap and high quality companies stand to outperform late in the
business cycle, consistent with historical patterns. Companies
with pricing power also stand to gain, in our view. The
semiconductor sector has potential to outperform over the long
term, benefiting from strong demand related to transformational
themes discussed in our Secular Outlook, including digitalization
as well as many parts of the net zero carbon effort. Inflation
trends are expected to adversely affect the earnings multiples
for share prices, with a decline of a few percentage points likely
in the base case.

COMMODITIES

The outlook for commaodities markets is nuanced. We are
relatively constructive on energy prices, yet we expect the

price of crude oil to be constrained by increased energy output
in the U.S,, albeit more slowly than in past cycles given more
disciplined capital deployment. Natural gas prices are supported
by strong exports, though increased U.S. output has us more
cautious on the outlook for 2022. Gold prices have meaningfully
underperformed relative to real yields in our models, bringing
prices close to their lowest in 15 years, though through a short-
term lens gold screens only modestly cheap. We are attracted
to the cap-and-trade emissions market, which we expect to

be strongly supported by the transformation from brown to
green. That tailwind along with favorable pricing is why we
place the California allowance market as one of our top ideas in
the commodities market (for details, read our recent article on
California’s carbon cap-and-trade market).

ALL ASSETS

To be sure, when considering all the asset classes discussed
here, from commodities to bonds, we expect markets to

be more volatile than usual, and that will require frequent
reassessments of portfolio factor exposures. We take a
long-term view, while recognizing the need for continuous
assessment of near-term circumstances.


https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/global-markets/asset-allocation-outlook/opportunity-amid-transformation
https://global.pimco.com/en-gbl/insights/investment-strategies/featured-solutions/carbon-cap-and-trade-we-see-a-compelling-opportunity

Cyclical Spotlight

TIGHT LABOR MARKETS IN DEVELOPED ECONOMIES

The largest economic contraction in modern history has

been followed by the fastest recovery, particularly for labor
markets (according to Haver Analytics). Nevertheless, the labor
market recovery has been uneven and varied both within and
across developed market economies. The extent to which
labor markets tighten and wage pressures increase — and are
passed through to consumer prices — is a key for the outlook
for monetary policy.

We compared six developed market economies to identify
where labor markets look relatively tighter. Figure 4 shows
overall employment rate trends following the onset of the
pandemic; however, government furlough schemes make
cross country comparison difficult. After incorporating a broad
set of data on labor supply and job search frictions, we believe
that the U.S. labor market stands out as being relatively tighter,
followed by Australia and the U.K. This is consistent with
central bank actions, with the BOE already hiking rates and the
Fed and RBA signaling they will follow in 2022.

Figure 4: Developed market employment levels pre- and
post-pandemic
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We see several likely reasons why the U.S. stands out. First,
the pandemic response relied more heavily on unemployment
insurance than furlough schemes, resulting in lower job
attachment. Second, according to a number of surveys, U.S.
households have higher health anxiety, likely contributing to a
larger fall in labor force participation. Third, a larger increase
in wealth and a predominately private pension system support
more flexible retirement timing. Finally, search frictions are also
likely playing a larger role in the U.S. High telework rates have
elevated a geographical mismatch between where jobs are
demanded and where labor is supplied — see Figure 5.

Figure 5: U.S. regional labor market mismatch index
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As aresult, U.S. wage inflation has also accelerated more than
other DM economies. For now, wage acceleration remains
concentrated in lower-wage service sectors that have seen
particularly high search frictions. However, the ultimate impact
of wages on inflation will also depend on productivity, and U.S.
productivity has outperformed international peers.

Across a number of metrics, U.S. labor markets look

tighter. However, after taking productivity into consideration,
labor-related inflationary pressures appear similar across
DM economies.
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EMERGING MARKETS: SLOWING MOMENTUM,
IDIOSYNCRATIC FACTORS

As crucial contributors to the global economy, emerging
markets (EM) face many of the same headwinds and tailwinds
as developed markets, but often with idiosyncratic factors
that can create both risks and opportunities. The macro
outlook for EM in 2022 is mixed, with growth slowing as

the recovery matures and with inflation above target — and
still rising. Across countries there is a sharp variation in the
pace of the recovery given COVID dynamics, commodity
reliance, susceptibility to global shocks, and country-specific
idiosyncratic events. These may be accentuated in 2022

if there is a sharper divergence in the U.S. recovery versus
Europe and China. We forecast GDP-weighted growth across
four of the major EM countries — Brazil, Russia, India, and
Mexico (BRIM) — to slow to 4.1% year-over-year (y/y) in 2022
from 7.5% y/y in 2021. Economic activity could reach pre-
pandemic levels by the first half of 2022.

Inflation remains a key factor for the EM cyclical outlook, with
both headline and core data well above target. While there are
some signs of a moderation ahead given recent production
trends and slowing growth momentum, we forecast 2022
BRIM headline inflation at 6.2% y/y, unchanged overall from
6.2% y/y 2021, with risks to the upside.

10

EM monetary policy may tighten over the next few quarters,
particularly in emerging Europe and Latin America. Alongside
this, we expect the EM fiscal impulse will also be largely
contractionary in 2022 as COVID-related support is withdrawn
and the large fiscal deficits of 2020 and 2021 are reined in to
help stabilize debt ratios.

Overall EM external balances may widen slightly in 2022,

but in our view this remains supported by generally stable
capital accounts, flexible currency regimes, and the IMF SDR
(Special Drawing Rights) allocations granted in 2021, which
shored up foreign currency reserves particularly in vulnerable
EM countries. The EM ratings cycle has stabilized since the
downgrades that followed the onset of the pandemic, and
we see low risk of further EM sovereign downgrades over
the cyclical horizon. Instead, we are focused on specific EM
risk factors including elections in Brazil and Hungary and the
resurgence of tensions between Russia and Ukraine.
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