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A U.S. President-elect Donald Trump, a euphoric market

response and a resounding “No” to Italian constitutional

reform - the stage was perfectly set for lively discussions

when PIMCO's investment professionals gathered in

Newport Beach or in front of the video screens in our

12 global offices for the December Cyclical Forum to

deliberate on our outlook and strategy for 2017.

The assembled crowd was acutely aware that
the “stable but not secure” macro
environment that we had envisaged for the
next three to five years at our annual Secular
Forum in May had arrived — and with a
vengeance! Since May, all three key risks that
we saw on the secular horizon - elevated and
rising debt levels, monetary policy
exhaustion and the ascent of populism — have
either already materialized or become more
real, and markets have woken up to our long-
held view that inflation risks over the secular
horizon were seriously underappreciated
and underpriced.

Who would have thought back in May that
within the following six months the UK
would vote for Brexit, Donald Trump would
be elected president of the United States, Italy
would vote “No” on reform, and that markets
would like it? And who would have thought
that both Bank of Japan Governor Haruhiko
Kuroda and European Central Bank
President Mario Draghi would acknowledge
(through their actions rather than words) so
soon that quantitative easing (QE) and
negative interest rates are reaching the limits
of their effectiveness and that these central
banks’ inflation targets are essentially
unachievable (see PIMCO Blog post,

“ECB Policy: 1% Is the New 2%”)?

FIVE GUIDING PRINCIPLES AND
THREE DIFFICULT TRANSITIONS

Against this unprecedented backdrop, we
decided at our December forum to base our
cyclical outlook and our investment strategy
on five guiding principles, which we will
review regularly as events start unfolding:

The first principle is that the distinction we
normally make between secular (three to five
years) and cyclical (six to 12 months) forces
and timeframes is fuzzier than usual in this
new macro environment. Both hopes and
fears of what the Trump presidency might
bring over the secular horizon are driving
current market moves, which in turn might
create powerful feedback loops between
markets, the economy and actual policies
over our cyclical horizon, both in the U.S.
and abroad. And so we spent more time than
usual at a Cyclical Forum discussing secular
forces and their interaction with cyclical
trends, aided by the presence and insights of
several of PIMCO’s advisors, including Ben
Bernanke, Michael Spence, Gene Sperling
and Ng Kok Song.

The second principle, agreed by a majority
but not unanimously after a heated debate, is
that while markets are romancing a

“New Paradigm” of permanently higher U.S.
growth, inflation and equilibrium interest


http://blog.pimco.com/2016/12/08/ecb-policy-1-is-the-new-2/

rates, we believe that our secular
New Normal / New Neutral theme
remains intact, at least for now.
Many of the secular drivers of low
New Neutral interest rates —
demographics, inequality, the
global savings glut, elevated debt
levels and technology - are unlikely
to change anytime soon (see also
the December Macro Perspectives,
“New Paradigm?”). However, there
were several dissenting voices
arguing forcefully in favor of a
“New Paradigm,” and most PIMCO
investment professionals
acknowledge both the possibility of
a regime shift if the right set of
policies gets implemented, and
even more so the potential for
markets to try to anticipate such a
secular shift.

The third principle guiding our
cyclical outlook is that even though
it is likely that The New Neutral will
remain intact, we have to be alert to
cyclical over- and undershoots
versus that secular baseline. Recall
that earlier this year, markets had
clearly undershot our New Neutral
estimate of the real policy rate of
0% by pricing in a below-neutral
real fed funds rate for many years to
come. This form of “irrational
despondency” is now in the process
of being corrected. At minimum,
we see increased risk that the
Federal Reserve will step up the
pace of rate hikes compared with
market expectations in
anticipation of fiscal stimulus that
comes late in the cycle when wage
inflation is already accelerating.
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The fourth principle is that not
only the secular but now also the
cyclical outlook in the new
political environment is
characterized by very high
uncertainty, or “Radical
Uncertainty,” to use the phrase
coined by our Secular Forum
speaker Mervyn King — which
resounded with our own “stable but
not secure” secular theme back in
May. As Chicago economist Frank
Knight pointed out in the 1920s,
uncertainty is fundamentally
different from risk: The latter can
be quantified and priced based on
statistical analysis and historical
experience. As investors, we are
used to attaching probabilities to
“known unknowns” and
positioning portfolios accordingly.
Uncertainty, however, consists of
the “unknown unknowns,” the
stuff that hits you before you know
it, the things to which it is difficult
or impossible to attach
probabilities. And to the extent
that we can still attach probabilities
to different macro outcomes, it is
important to acknowledge that the
tails of the distribution have
become fatter. Fatter tails and a
lower probability of the baseline
scenario unfolding imply that,
more than ever, we have to think
about the outlook in terms of
different scenarios and be open

to scenario switching depending
on the actual policies that

get implemented.

In Brief

With Trump, Brexit, Italy’s “No”
and China’s currency woes, the
world economy and markets have
embarked on a journey into the
unknown. Our baseline prognosis
for 2017 is broadly unchanged from
September, but our confidence in
any particular economic scenario
is low. The reason: The world has
now fully arrived in the radically
uncertain, “stable but not secure”
predicament we described in our
Secular Outlook back in May.

The only certainty in our view is
that the tails of the distribution

of potential macro outcomes

have become fatter. Left-tail

risks are defined by rising debt,
monetary policy exhaustion and
the populism-powered transition
from globalization to de-
globalization. By contrast, right-tail
opportunities may emerge from
potential deregulation, awakening
animal spirits and the accelerating
transition from exhausted monetary
to growth-supportive fiscal policies.

Rather than betting big on one
direction or the other, investors
today should consider a patient
approach and aim for capital
preservation until the veil of
uncertainty over future policies
starts to lift. With markets prone to
overshooting and undershooting
and likely to swing back and forth
between our secular New Neutral
and a potential “New Paradigm,”
better opportunities to deploy
liquidity should emerge in the
course of 2017.



https://global.pimco.com/insights/economic-and-market-commentary/macro-perspectives/new-paradigm
https://global.pimco.com/insights/economic-and-market-commentary/secular-outlook/the-global-outlook-stable-but-not-secure
https://global.pimco.com/insights/economic-and-market-commentary/macro-perspectives/king-keynes-and-knight-insights-into-an-uncertain-economy
https://global.pimco.com/insights/economic-and-market-commentary/macro-perspectives/king-keynes-and-knight-insights-into-an-uncertain-economy
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and fiscal policies, market risk

premiums and relative valuations

even free float of the yuan.

difficult transitions will play
that drive portfolio positioning. out on the cyclical horizon.”



http://www.nber.org/cycles/cyclesmain.html

o Fiscal policy becomes
supportive, even though fiscal
stimulus in the U.S. on the order
of $1.5 trillion over the next 10
years only passes Congress
around midyear and is enacted
from the start of fiscal year 2018
(i.e., October 2017).

« Central banks play ball and
largely maintain their stimulus,
thus limiting the rise in
bond yields.

o A full-blown trade war is
avoided, and the Chinese yuan
depreciates only gradually by
about 7% over the next 12 months.

Based on these assumptions, world
nominal output growth accelerates
by one percentage point to 5% in
2017. World real GDP growth
remains in the 2.5%-3% range
that has held over the past five
years, but headline inflation in
developed markets (DM) picks up
from the depressed 2015-2016
levels while high inflation in
emerging market (EM) economies
like Brazil and Russia ebbs
significantly. Growth, inflation and
policy divergences become more
pronounced both within and
between DM and EM, but the
world economy keeps muddling
through. More specifically (and
also see the baseline forecast table):
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GROWTH OUTLOOK FOR 2017 (GDP RANGE)

Developed Markets
1.50% to 2.0%

Emerging Markets
4.75% to 5.25%

REAL GDP GROWTH (% YOY)

CPI INFLATION (% YOY)

2015 [oRECAST  FORECAST 2015 [ORECAST  FORECAST
DM 2.1 15 1.5-2.0 0.2 0.7 1.5-2.0
u.s. 26 16 2.0-2.5 0.1 1.2 2.0-2.5
Eurozone 1.9 1.6 1.0-1.5 0.0 0.2 1.0-1.5
UK 22 2.0 0.75-1.5 0.0 0.7 2.25-2.75
Japan 0.6 0.8 0.75-1.25 0.8 03 0.25-0.75
EM? 47 4.9 4.75-5.25 3.8 3.6 2.75-3.25
China 6.9 6.7 6.0-6.5 14 2.1 1.75-2.25
Brazil 3.8 36 0.25-1.25 9.0 8.8 5.0-6.0
Russia 37 06 0.5-1.5 15.5 7.1 4555
India 7.2 7.5 7.0-8.0 4.9 5.1 5.0-6.0
Mexico 26 22 1.75-2.25 2.7 2.8 3.25:3.75
World? 3.0 26 2.53.0 13 16 2.0-2.5

Note: All data for real GDP and headline inflation are year-over-year (YOY) percentage changes.
DM is the GDP-weighted average of U.S., eurozone, UK and Japan.

2 EM is the GDP-weighted average of China, Brazil, Russia, India and Mexico.

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

Source: Bloomberg, PIMCO calculations
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u.s.

2%-2.5%

U.S. GDP grows in an above-trend 2%-2.5% channel in 2017, twice the annualized
growth rate realized from the fourth quarter of 2015 through the second quarter of
2016, but below the 3.2% realized in the third quarter of 2016. Business investment
snaps back, helped by higher energy prices and more (eventual) clarity on corporate

tax reform. Consumer spending is supported by a further decline in unemployment,
rising wages and expectations of personal income tax cuts to be enacted at the end of

2017. Meanwhile headline CPI inflation rises to converge with core inflation above 2%

13

and the Federal Reserve manages to raise interest rates two or three times during
2017 (with risks to the upside).
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EUROZONE
1%-1.5%
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Eurozone growth hovers sideways in a 1%-1.5% range as political uncertainty
remains elevated ahead of crucial elections in France, Germany, the Netherlands and,
potentially, in Italy. However, the populists/nationalists don't seize governmental
power in any of the large countries. Headline inflation rises above 1% but core
inflation makes little headway toward the ECB’s “below but close to 2%” objective.
The ECB keeps buying bonds at the recently announced reduced pace of €60 billion
through December 2017 but starts to discuss tapering its purchases further around

the time of the German elections in September.

14

0.75%-1.5%

In the UK, growth slows into a 0.75%-1.5% range, reflecting fairly robust
momentum so far but also the ongoing uncertainty over the modalities of Brexit;

inflation exceeds the 2% target, inducing the Bank of England to keep policy rates
unchanged and complete the existing QE program at the end of January — and then
do no more.



http://www.bea.gov/newsreleases/national/gdp/2016/gdp3q16_2nd.htm
https://global.pimco.com/resources/smartcharts/smart-charts-in-focus/charting-the-case-for-higher-inflation-expectations
https://global.pimco.com/brexit
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JAPAN

0.75%-1.25%

Japan’s fiscal stimulus and recent yen weakening propel GDP growth into a 0.75%-
1.25% zone in 2017 while inflation remains subdued significantly below the 2% target.
The BOJ keeps targeting the overnight rate at —0.1% and the 10-year bond yield at 0%
and thus continues its standing invitation to the government to engage in more fiscal
policy. The invitation gets accepted sometime during 2017 and some further fiscal
stimulus starts to get enacted.

CHINA
6%-6.5%

China’s public sector credit bubble and its private sector capital outflows remain
under control and growth slows into a 6%-6.5% band as policymakers prioritize
financial stability over economic stimulus ahead of the 19th National Party Congress
in the fourth quarter of 2017. Any trade war with the U.S. is engaged via words (and
tweets) rather than action, and the yuan depreciates gradually by some 7% against the
U.S. dollar.

EM*

4.75%-5.25%

In EM, Brazil and Russia see moderate growth returning as their deep recessions
end. With inflation dropping from elevated levels, both countries’ central banks can
cut rates multiple times. Meanwhile, Mexico’s Banxico tightens policy following the
Fed’s lead to support the peso and quell inflation. As a consequence, growth in the
U.S’s southern neighbor slows into a 1.75%-2.25% band.

* Aggregate GDP growth for China, Brazil, Russia, India, Mexico
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Downside risk
scenario: ‘The Dark
Side of the Moon’

In our left-tail scenario, all three
difficult transitions go badly: U.S.
fiscal reform gets delayed in
Congress, European politics turns
uglier as populism and nationalism
gain further ground and Brexit-
related concerns materialize. Severe
trade tensions emerge between the
U.S. and China, Mexico and others,
and China retaliates by letting its
currency drop by 15% or more
against the U.S. dollar.

As a consequence, in our downside
scenario EM growth decelerates
rather than accelerates, with Russia
and Brazil stuck in recession and
China and Mexico slowing sharply.
EM currencies and oil prices
plunge. Weaker trade growth and
the tightening of global financial
conditions push smaller, more
open economies like Japan and the
UK into a mild recession, while the
larger, less open U.S. and eurozone
economies see GDP growth falling
close to zero.

Finally, in this scenario the Fed’s
interest rate normalization gets
stuck as the dollar appreciates, the
Bank of Japan pushes short rates
(though not the 10-year
government bond yield) further
negative, and the ECB is forced into
an embarrassing U-turn and steps
up its asset purchases again.
Meanwhile Banxico in Mexico has
to tighten aggressively in response
to a sharply weaker peso while
room for rate cuts in Brazil and
Russia is shrinking fast. In short, it
gets really dark on the other side of
the moon.

Upside risk scenario:
‘Here Comes the Sun

b

Our right-tail scenario assumes
governments more quickly take
over the baton of easing from
central banks, led by a U.S. $2.5
trillion 10-year fiscal package.
Presidents Trump and Xi Jinping
practice the art of the (trade) deal
that opens Chinese markets for U.S.
exports and capital inflows, which
in turn helps to stabilize or even
appreciate the yuan. The populists/
nationalists in Europe have
minimal or no electoral victories,
and policy reforms in EM proceed.

On this sunny side of the street,
Lord Keynes’s “animal spirits” gain
the upper hand over Knightian
uncertainty, boosting consumption
and investment. World real GDP
growth exceeds 3%, U.S. inflation
climbs to 3% and EM economies
leave the misery of the last three

years behind.

Finally, in this upside scenario
DM economies finally reach escape
velocity, so the Fed is comfortable
hiking the policy rate four times in
2017, the ECB further tapers its
bond purchases ahead of schedule
(and Mario Draghi finally admits
that tapering is tapering) and the
BOJ exits negative short rates and
cautiously nudges the 10-year
Japanese government bond yield
target above 0% as inflation
accelerates. Conversely, strongly
appreciating currencies and faster
declines in inflation allow

Brazil and Russia to cut interest
rates by even more. A pretty
picture, indeed.
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Investment conclusions

Against the backdrop of a highly uncertain outlook
and fatter than usual tails, we expect to be cautious in
overall portfolio construction, sticking closely to our
secular framework that emphasizes these key factors:

¢ A focus on capital preservation and a focus on tail risks,
not just the most likely baseline

¢ De-emphasizing trades that rely on a high level of central
bank support

e Guarding against the asymmetric risk of rising yields and
especially against negative yields

e Focusing on bottom-up security selection

e Utilizing our teams across the world to find the best
investment opportunities

e A very selective approach on the eurozone

e Careful overall portfolio positioning combined with active
management to take advantage of periods of volatility and
market dislocation

The experience of the past year has highlighted political risk
and central bank policy exhaustion. At a time of fair to
expensive valuations and less liquid financial markets, we
have seen that it does not take much to prompt bouts of
market volatility. By keeping portfolios lighter on risk and by
being tactical and flexible as active managers, we can
prepare for and look to benefit from market turning points.
We think that patience will be rewarded.
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Duration

We expect to continue to run fairly neutral
duration overall in most portfolios, balancing our
view that we will see a gradual rise in the level of
yields over time with the uncertainty in the
outlook, and we still expect to maintain some
spread positions in our portfolios. We will react
when we get greater clarity in the outlook and
see better opportunities.

Amid the global macro uncertainty, we see clearly
increased risk that the Fed will have to increase
the pace of rate hikes compared with market
expectations, in part reflecting anticipation of
fiscal stimulus that is coming late in the cycle. On
curve risk, we therefore expect to be underweight
the front end of the U.S. yield curve.

Valuations and the prospect for higher inflation in
the U.S. and other developed markets argue for
maintaining an overweight to U.S. Treasury
Inflation-Protected Securities (TIPS), which have
repriced significantly but still do not price in the
prospect of the Fed hitting its inflation target over
time and continue to offer an attractive hedge
against inflation overshoots. We see U.S. agency
mortgage-backed securities as offering attractive
valuations and expect to maintain an overweight
in that sector as well.

In the U.S. and globally we favor underweighting
the long end of the sovereign bond yield curve,
based upon valuations and the balance of risks
slanted toward some further curve steepening.
This view reflects a combination of fundamental
and policy-related considerations, including —in the
case of the BOJ and the ECB — less support for the
long end of the curve.

Credit

We expect to maintain modest spread exposure,
with the aim of both increasing portfolio liquidity
and looking to benefit from the relative value
ideas from our global team of credit analysts. As
well as using more liquid credit derivative indices,
we expect to favor corporate credit exposures
that are short-dated and self-liquidating. U.S.
non-agency mortgage-backed securities remain
our preferred spread sector, reflecting seniority in
the capital structure and attractive return
potential across a range of economic scenarios.
This excess return potential reflects low ratings,
low liquidity, the complexity of the securities and
uncertain cash flows rather than their non-
callable bullet structures. We have a large and
experienced team and we continue to favor the
relative value offered by this challenging sector.

Emerging markets

We expect to cautiously increase EM risk in our
portfolios, balancing the substantial uncertainty
in the outlook against attractive valuations and
the fact that the significant Trump-related bad
news for EM has been priced in (especially in
currencies and local debt), providing an
opportunity for long-term investors and the
potential for diversification versus other risk
factors. For now, we will focus primarily on high
carry and commodity-related EM currencies to
add carry to portfolios and utilize the most liquid
vehicles for EM risk. Against that we plan to be
underweight EM Asian currencies, given our
expectation for ongoing China depreciation, low
carry and the potential for monetary policy
easing in that region to support weak domestic
demand. Low inflation in the region would
support the case for easing as well.


http://www.investopedia.com/terms/b/bulletbond.asp
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Europe

The Italian referendum outcome underlines the
cyclical and secular political risk in the eurozone
outlook. The ECB’s decision to reduce the
monthly run-rate of QE purchases from March
2017 reinforces our secular caution on European
peripheral sovereign risk in particular, and for
de-emphasizing trades that rely on heavy central
bank support in general. We expect to have very
light positioning in eurozone peripherals and
eurozone banks in most portfolios.

Equities

The outlook for equity returns has moved higher:
Not only have markets emerged from the deep
earnings slump of the last couple of years, but
the prospect of accelerated future earnings
growth seems higher given likely corporate tax
reform and a generally more business-friendly
environment. While we are optimistic about
future earnings growth, we caution that
companies will still face headwinds from the
expected rise in real interest rates and potentially
higher labor costs. We expect greater dispersion
in equity returns based on regions, industries and
even at the single name level than seen over the
past few years, when central bank liquidity was
the main factor driving most equity markets.

1

Commodities

Improvement in the macro outlook, as well as signs
of some producer discipline from OPEC and general
signs of advanced supply-side adjustment in various
commodities, has boosted the outlook for
commodities broadly. At current valuations,
commodities continue to offer value as diversifiers
and inflation hedges. However, given the rally in
broad commaodities in 2016, the burden is likely on
OPEC to deliver on its agreements and on fiscal
stimulus and other positive macro drivers to move
from expectations to reality.
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