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In the second quarter of 2026, global fixed-income markets face height-
ened uncertainty driven by three major themes: the Middle East conflict
and its impact on energy prices, rapid Al adaptation affecting multiple in-
dustries and growing concerns around private credit markets. The war has
triggered sharp increases in oil and key chemical prices, with the near-
term inflationary impact pushing central bank rate expectations dramat-
ically higher. Markets are now pricing in rate hikes rather than the cuts
anticipated just months ago We believe these moves are somewhat over-
done. While near-term inflationary pressures are undeniable, longer-term
inflation expectations remain well anchored. Despite tight valuations in
spread sectors, strong underlying fundamentals persist. We favor adding
to short-end duration and are positioned to take advantage selectively
in high-quality corporate new issuance and opportunities in commercial
mortgage-backed securities.

Global Economic Outlook

«  Global growth faces challenges depending on the Iran war duration, though fiscal support
remains robust across major economies.

« Higher energy prices act as a consumer tax and if sustained will likely slow growth and
soften labor markets, leading policymakers toward accommodation.

« Near-term de-escalation appears possible given political incentives including financial
market performance, approval ratings and US midterm elections.

US Economic Outlook

«  The Federal Reserve (Fed) has shifted focus squarely back to inflation, with labor markets
temporarily taking a backseat given the recent energy price shock.

«  Despite current hawkish market pricing, we believe the next move by the Fed is more likely
to be a rate cut than a hike, even though cuts have been priced out for 2026.

« The Fed’s dual mandate priorities may shift again if prolonged higher energy prices lead to
labor market deterioration, re-engaging the central bank’s focus on employment risks.

Inflation and Rates

- Near-term inflation trajectory has shifted dramatically due to supply shocks, particularly in
energy, with the eurozone more impacted than the US given greater energy dependence.
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Longer-term inflation expectations remain well anchored, and history suggests energy
price spikes are generally short-lived.

Short-term rates globally have moved sharply higher, while longer-term rates have risen to
alesser extent, resulting in yield curve flattening.

Iran War

The conflict represents the most immediate source of volatility and uncertainty, with the
top risk being inflation due to dramatic increases in energy prices and disruption to global
supply chains.

The Strait of Hormuz is critical to global energy supply, with 20% of crude oil and 20% of
LNG passing through daily, while pipeline alternatives have limited capacity.

Key chemical supplies essential to global fertilizer production and Al infrastructure
buildout are threatened.

While near-term de-escalation appears possible given multiple incentives, uncertainty
remains extraordinarily high, requiring portfolio construction with significant insulation
around base case views.

Al Development

Rapid Al adaptation is creating fears of industry obsolescence and operational
transformation, initially focused on software but expanding to insurance, legal, accounting,
call centers and customer service sectors with successive sectors facing transformation
pressures.

Strong management teams remain the first line of defense, as evidenced by historical
examples where great management navigated companies through periods of dramatic
change while weaker management failed to adapt.

Private Credit

Business development corporations (BDCs) serve as a useful proxy for examining private
credit markets, showing growth mirroring broader private credit expansion.

Structural vulnerabilities include shorter loan maturities than public markets, elevating
refinancing risk, and increasing pay-in-kind (PIK) interest payments, though PIK levels are
not yet alarming and some usage is by design during company growth phases.

The primary concern is technical rather than fundamental—elevated redemption requests
against illiquid asset classes offering only 5% quarterly liquidity windows, raising concerns
that technical pressures could become fundamental if capital becomes unavailable for
refinancing.

Loans by non-depository financial institutions remain relatively small compared to

the overall US banking system, and the broader US and European banking systems are
exceptionally strong with robust capital ratios and asset quality, suggesting capacity to
absorb financing if private credit faces stress.

Investment Themes

Investment Grade Corporate Credit: Spread sectors have demonstrated remarkable
resilience despite the recent geopolitical shocks and private credit concerns, reflecting
strong underlying fundamentals. Conservative portfolio positioning from earlier this year
has created opportunities to take advantage of spread-widening anomalies in secondary
markets and attractive new issue opportunities in primary markets. New-issue supply
remains elevated despite market uncertainty, creating attractive opportunities to add to
high-quality credit.
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« High-yield credit and bank loans: Previously compressed rating category spreads have
reversed, creating opportunities to reverse earlier up-in-quality trades. Bank loans
have widened more than high-yield given greater exposure to software names and LBO
financing.

« Agency mortgages: Agency mortgage-backed securities (MBS) previously offered
attractive value from 2023 through 2025, with overweight positioning paying off as
they outperformed corporates in 2025 for the first time since 2018. After selling down
overweights with recent spread widening, the current coupon now appears slightly cheap
versus the long-run average, prompting selective buying.

« Residential and commercial MBS: These sectors could be major beneficiaries of private
credit scrutiny, with fundamentals having genuinely turned after commercial mortgages
experienced significant stress over recent years.

Q&A Highlights
« The current energy shock is unlikely to produce the same inflation outcomes as 2022 given
much lower growth, less fiscal stimulus, tighter monetary policy and inflation already closer
to central bank targets.

- Agency mortgage positioning was reduced after strong outperformance and further
tightening in January, with selective buying resuming as spreads have widened back to
slightly cheaper levels.

« Residential and commercial mortgage securities fundamentals have turned positively,
with high-quality new-issue supply and valuations near mid-range creating opportunities,
particularly in commercial mortgages.

© Western Asset Management Company, LLC 2026. The information contained in these materials (“the materials”)is intended for the exclusive use of the designated recipient
(“the recipient”). This information is proprietary and confidential and may contain commercially sensitive information, and may not be copied, reproduced or republished, in
whole or in part, without the prior written consent of Western Asset Management Company (“Western Asset”).

Past performance does not predict future returns. These materials should not be deemed to be a prediction or projection of future performance.
These materials are intended for investment professionals including professional clients, eligible counterparties, and qualified or wholesale investors only.

These materials have been produced for illustrative and informational purposes only. These materials contain Western Asset's opinions and beliefs as of the date designated on
the materials; these views are subject to change and may not reflect real-time market developments and investment views.

Third party data may be used throughout the materials, and this data is believed to be accurate to the best of Western Asset’s knowledge at the time of publication, but cannot
be guaranteed. These materials may also contain strategy or product awards or rankings from independent third parties or industry publications which are based on unbiased
quantitative and/or qualitative information determined independently by each third party or publication. In some cases, Western Asset may subscribe to these third party’s
standard industry services or publications. These standard subscriptions and services are available to all asset managers and do not influence rankings or awards in any way.

Investment strategies or products discussed herein may involve a high degree of risk, including the loss of some or all capital. Investments in any products or strategies
described in these materials may be volatile, and investors should have the financial ability and willingness to accept such risks.

Unless otherwise noted, investment performance contained in these materials is reflective of a strategy composite. All other strategy data and information included in these
materials reflects a representative portfolio which is an account in the composite that Western Asset believes most closely reflects the current portfolio management style of
the strategy. Performance is not a consideration in the selection of the representative portfolio. The characteristics of the representative portfolio shown may differ from other
accounts in the composite. Information regarding the representative portfolio and the other accounts in the composite are available upon request.

Statements in these materials should not be considered investment advice. References, either general or specific, to securities and/or issuers in the materials are forillustrative
purposes only and are not intended to be, and should not be interpreted as, recommendation to purchase or sell such securities. Employees and/or clients of Western Asset may
have a position in the securities or issuers mentioned.

These materials are not intended to provide, and should not be relied on for, accounting, legal, tax, investment or other advice. The recipient should consult its own counsel,
accountant, investment, tax, and any other advisers for this advice, including economic risks and merits, related to making an investment with Western Asset. The recipient is
responsible for observing the applicable laws and regulations of their country of residence.

Founded in 1971, Western Asset Management Company is a global fixed-income investment manager with offices in Pasadena, New York, London, Singapore, Tokyo, Melbourne,
Sao Paulo, Hong Kong, and Zirich. Western Asset is a wholly owned subsidiary of Franklin Resources, Inc. but operates autonomously. Western Asset is comprised of six
legal entities across the globe, each with distinct regional registrations: Western Asset Management Company, LLC, a registered Investment Adviser with the Securities and
Exchange Commission; Western Asset Management Company Ltda. is regulated by Comissao de Valores Mobiliarios; Western Asset Management Company Pty Ltd ABN 41
117 767 923 is the holder of the Australian Financial Services License 303160; Western Asset Management Company Pte. Ltd. Co. Reg. No. 200007692R is a holder of a Capital
Markets Services License for fund management and regulated by the Monetary Authority of Singapore; Western Asset Management Company Ltd, a registered Financial
Instruments Business Operator and regulated by the Financial Services Agency of Japan; and Western Asset Management Company Limited is authorised and regulated by the
Financial Conduct Authority ("“FCA") (FRN 145930). This communication is intended for distribution to Professional Clients only if deemed to be a financial promotion in the UK
as defined by the FCA. This communication may also be intended for certain EEA countries where Western Asset has been granted permission to do so. For the current list of
the approved EEA countries please contact Western Asset at +44 (0)20 7422 3000.

For more information on Western Asset visit our website at www.westernasset.com

MARCH 2026 3


http://www.westernasset.com

