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The degree to which growth in Europe slows, along with inflation developments, will be key

in determining the path ahead for the European Central Bank.

While not all details have been ironed out, we have a good idea of what the U.S.—EU trade
agreement will look like following the recent announcements. The main contours of the

deal are as follows:

e The U.S. will charge a 15% tariff rate on the vast majority of EU goods. Key exceptions
are steel and aluminium (where the tariff rate will remain at 50%) and aircraft, plus
some other goods where the tariff will be zero. Autos, semiconductors, and
pharmaceuticals also appear to be subject to the 15% tariff, which is positive given

fears of more unfavorable treatment of these sectors.

e The EU commits to 1) make $750 billion of energy purchases from the U.S. during
President Trump'’s tenure, 2) make $600 billion of investments into the U.S. (an unclear
commitment that will rely on uncertain private sector investment decisions), and 3)

purchase a yet unspecified amount of U.S. military equipment.

e The EU will refrain from retaliating against the trade measures introduced by the U.S.

The agreed 15% tariff is largely in line with our assumptions and removes the outlier risks
of a more adverse outcome. Even so, according to our modelling, the trade restrictions will
likely weaken eurozone growth by around 1 percentage point over the next few quarters,

bringing growth to a near halt during the second half of this year.
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Around half of that impact is due to the direct effect of tariffs on net trade, while the other
half is linked to how trade policy uncertainty tends to curtail corporate investments. But
the drag caused by the latter effect is difficult to estimate as we have only 2018-2019
(i.e., trade policy actions by the first Trump administration) as a relatively recent template.
What's more, global trade uncertainty actually has decreased of late, according to a widely

tracked measure constructed by Federal Reserve researcher Matteo lacoviello.

Notably, the eurozone economy has not shown meaningful signs of slowdown so far this
year, with GDP growth averaging more than 1% in annualized terms through the first half of
the year and with the composite purchasing managers’ index (PMI) ticking up in July
despite rising trade tensions. Still, it's early days for economic effects to be felt, and much
of the recent resilience is likely linked to U.S. import front-loading in advance of Trump’s
August tariff deadline. We continue to expect a deceleration in euro area growth

throughout the remainder of the year.

The expected slowdown, and our assessment that near-term inflation risks are tilting to
the downside due to a weaker economy, slowing wage growth, and a stronger currency —
are factors underpinning our expectation that the European Central Bank (ECB) has
potentially more policy easing to do. We believe the ECB could lower the policy rate one
more time to a terminal rate of 1.75% — a level not far from current money market pricing

— but upcoming data will be key to determining the policy path ahead.

At the ECB’s 24 July monetary policy meeting, President Christine Lagarde stressed that
ECB policy is currently in a “good place.” This is not surprising given growth running close
to trend, inflation being close to target, and the policy rate being at a level the ECB
considers to be neutral. Arguably, the central bank also wants to minimize the risk of

having to reverse course shortly after reaching the terminal rate.

Investment implications

With ECB rate expectations largely priced into markets, we believe European bonds still
offer an attractive hedge for investors bracing for Europe’s economic headwinds. We favor

short- to medium-term maturities, given anchored front-end rates and elevated longer-
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term rates (the latter largely due to Germany'’s fiscal push plus the ECB’s balance sheet

unwind).

On the currency front, the euro’s recent rally against the U.S. dollar looks set to continue,

but that story is more about dollar weakness than euro strength.

We also see significant opportunities in well-structured and defensive spread sectors
throughout the eurozone, which — through appropriate name and sector selection — offer

the potential for compelling risk-adjusted returns with lower volatility relative to equities.
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DISCLOSURES

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

A word about risk. 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
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price volatility. Bond investments may be worth more or less than the original cost when redeemed.
Currency rates may fluctuate significantly over short periods of time and may reduce the returns of a
portfolio. Equities may decline in value due to both real and perceived general market, economic and
industry conditions. Investing in foreign-denominated and/or -domiciled securities may involve
heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in
emerging markets.

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 all investors 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.

PIMCO as a general matter provides services to qualified institutions, financial intermediaries and
institutional investors. Individual investors should contact their own financial professional to determine
the most appropriate investment options for their financial situation. This material contains the opinions
of the manager and such opinions are subject to change without notice. This material has been
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. No part of this material may
be reproduced in any form, or referred to in any other publication, without express written permission.
PIMCO is a trademark of Allianz Asset Management of America LLC in the United States and throughout

the world.
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