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Interest rates at the intersection
of inflation, public finances, and
artificial intelligence

11 September 2026, 10:21 UTC, written by Michael Bolliger

Long-term interest rates are being driven by structural forces, including inflation dynamics, high and rising
government debt, and a changing buyer base for government bonds. Over time, advances in artificial
intelligence are also likely to play a greater role in the sustainability of public finances. The comparison
between East and West is revealing here too: China pays low yields despite high debt because of its large pool
of savings, while many other countries must offer higher interest rates to attract enough capital. Governments
may increasingly seek to encourage investors to allocate more to domestic government bonds. For investors,
the message is clear: Used selectively, high-quality bonds can play an important role as a source of portfolio
income. But where risk tolerance and liquidity planning allow, we see more attractive opportunities in equities
and alternative investments.
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A few days ago, we revised higher our forecasts for US policy rates, while recognizing that uncertainty is and will remain
high. But the more important question is this: Will the pivot in interest rates be temporary, or are we entering a lasting
new regime? This matters because the monetary policy path helps determine how to build an optimal portfolio, from
bond allocations and equity valuations to the appropriate mix of real estate and gold.

Several factors suggest that interest rates could remain elevated in many economies. First, inflation dynamics have changed.
The contrast between the US and China is instructive. In the US, core inflation has been above the Federal Reserve's target
for years. In China, the GDP deflator has been negative for years, while consumer prices have risen only modestly. China
currently pays around 1.7% on 10-year government bonds, compared with about 4.8% in the US. If US inflation moves
back toward target, interest rates are likely to follow. We consider this a realistic scenario, although uncertainty around
the forecast remains high.

Second, the fiscal position of many governments is deteriorating. China's debt stands at around 75% of GDP. Including
the liabilities of local government financing vehicles, institutions such as the International Monetary Fund estimate the
true debt burden at roughly 135% of GDP. In the US, federal debt held by the public is around 124% of GDP; France is
at about 116%, and Japan at roughly 206%, according to IMF estimates. The prospect of lower deficits is limited, partly
because political majorities are often too fragile for difficult decisions on social security, pensions, or health care.

This brings us to the third driver: Who buys these bonds? Particularly in the US, Treasury yields also depend on an
international investor base that includes central banks, sovereign wealth funds, insurers, and asset managers. That buyer
base is changing. Japanese investors are reducing their holdings of US Treasuries, the US dollar's share of global foreign-
exchange reserves is falling, and alternative investments, including infrastructure, are gaining importance. As a result,
yields must rise to attract new buyers. China, by contrast, finances itself mainly from domestic savings surpluses. More
than 40% of GDP is saved, and capital controls keep much of that money in the country. With few attractive alternatives, a
large share flows into government bonds—even at low yields. The interest rate gap between the US and China is striking.
Applied to more than USD 40 trillion of debt, it would reduce annual US interest payments by over USD 1 trillion—roughly
equivalent to the country's defense budget. It is therefore entirely possible that both the US and Europe will increasingly
introduce incentives to encourage domestic investors to invest more frequently in local bonds. This is already happening,
for example through reduced capital requirements for US banks holding government bonds. Over the medium term, this
could help push interest rates lower.

Afourth factor is artificial intelligence. In the short term, the rapid buildout of Al infrastructure has probably fueled inflation.
Heavy investment in data centers, energy, and infrastructure is colliding with limited capacity, pushing up prices in areas
such as energy, natural resources, and semiconductors. Companies in these sectors—and investors in them—stand to
benefit. Over the medium term, Al could lift productivity and potential growth, making high debt ratios more manageable.
It may also be deflationary in some areas through automation, efficiency gains, and lower marginal costs for services.

What does all this mean for investors? Structural forces are likely to continue shaping interest rates. For long-term investors,
there is a case for using high-quality bonds selectively as a source of portfolio income. Where risk tolerance and liquidity
management allow, however, we see better return opportunities in equities—for example, across the Al value chain and in
infrastructure. Unlike bonds, these investments are more likely to benefit from higher inflation and deficits, partly because
some of this spending flows to companies as revenue and profit. For issuers, by contrast, it is recorded as spending or
debt that must later be repaid or refinanced.
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Disclaimer

Hong Kong / Singapore: For Global Wealth Management clients of UBS AG Singapore / Hong Kong branch, please refer to
the HK/SG Marketing Material Disclaimer .

This document is prepared and published by the Global Wealth Management business of UBS Switzerland AG (regulated by
FINMA in Switzerland), its subsidiaries or its affiliates ("UBS"), part of UBS Group AG ("UBS Group"). UBS Group includes former
Credit Suisse AG, its subsidiaries, branches and affiliates. In the USA, UBS Financial Services Inc. is a subsidiary of UBS AG and
a member of FINRA/SIPC.

This document and the information contained herein are provided solely for your information and UBS marketing
purposes. Nothing in this document constitutes investment research, investment advice, a sales prospectus, or an offer or
solicitation to engage in any investment activities. This document is not a recommendation to buy or sell any security, investment
instrument, or product, and does not recommend any specific investment program or service.

Information contained in this document has not been tailored to the specific investment objectives, personal and financial
circumstances, or particular needs of any individual client. Certain investments referred to in this document may not be suitable
or appropriate for all investors. In addition, certain services and products referred to in the document may be subject to legal
restrictions and/or license or permission requirements and cannot therefore be offered worldwide on an unrestricted basis. No
offer of any product will be made in any jurisdiction in which the offer, solicitation, or sale is not permitted, or to any person
to whom it is unlawful to make such offer, solicitation, or sale.

Although all information and opinions expressed in this document were obtained in good faith from sources believed to be
reliable, no representation or warranty, express or implied, is made as to the document’s accuracy, sufficiency, completeness or
reliability. All information and opinions expressed in this document are subject to change without notice and may differ from
opinions expressed by other business areas or divisions of UBS Group. UBS is under no obligation to update or keep current the
information contained herein. The views and opinions expressed in this material by third parties are not those of UBS.
Accordingly, UBS does not accept any liability over the content shared by third parties or any claims, losses or damages arising
from the use or reliance of all or any part thereof.

All pictures or images ("images") herein are for illustrative, informative or documentary purposes only and may depict objects or
elements which are protected by third party copyright, trademarks and other intellectual property rights. Unless expressly stated,
no relationship, association, sponsorship or endorsement is suggested or implied between UBS and these third parties.

Any charts and scenarios contained in the document are for illustrative purposes only. Some charts and/or performance figures
may not be based on complete 12-month periods which may reduce their comparability and significance. Historical performance
is no guarantee for, and is not an indication of future performance.

Nothing in this document constitutes legal or tax advice. UBS and its employees do not provide legal or tax advice. This document
may not be redistributed or reproduced in whole or in part without the prior written permission of UBS. To the extent permitted
by the law, neither UBS, nor any of it its directors, officers, employees or agents accepts or assumes any liability, responsibility or
duty of care for any consequences, including any loss or damage, of you or anyone else acting, or refraining to act, in reliance
on the information contained in this document or for any decision based on it.

Important Information About Sustainable Investing Strategies: This terminology refers to definitions in the UBS Sustainable
Investing Framework and does not refer or relate to any product-specific regulatory labelling regime or naming conventions.
Sustainable investing strategies aim to consider and incorporate environmental, social and governance (ESG) factors into
investment process and portfolio construction. Strategies across geographies approach ESG analysis and incorporate the findings
in a variety of ways. Incorporating ESG factors or sustainable investing considerations may inhibit UBS’s ability to participate in
or to advise on certain investment opportunities that otherwise would be consistent with the Client’s investment objectives. The
returns on a portfolio incorporating ESG factors or sustainable investing considerations may be lower or higher than portfolios
where ESG factors, exclusions, or other sustainability issues are not considered by UBS, and the investment opportunities available
to such portfolios may differ.

Except as otherwise specified herein and/or depending on the local entity from which you are receiving this document, this
document is distributed by UBS Switzerland AG, authorised and regulated by the Swiss Financial Market Supervisory Authority
(FINMA).

Please  visit https://secure.ubs.com/global/en/wealthmanagement/insights/chief-investment-office/disclaimers/marketing-
material-disclaimer.html to read the full legal disclaimer applicable to this document.

© UBS 2026. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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