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2Q 2021: Investing through the pandemic

The first quarter launched 2021 on a positive note. Risk markets ignored 
short-term economic setbacks and outperformed in anticipation of 
additional fiscal stimulus and widespread vaccine distribution. The equity 
market turnaround since COVID-19 lows has been astonishing, with the 
S&P 500 up 75%—the biggest 12-month increase since 1936. 

The vaccine rollout and policy support continue to drive 
the global economic recovery.
• The vaccine rollout is proving successful in some developed

markets, with the United States, United Kingdom, and Israel
the standout performers. But low vaccination rates in other
countries have enabled global COVID-19 infection rates to rise, 
with the spread of new variants once more strengthening the
link between increasing mobility and infections. 

• Monetary and fiscal policy continue to support economies and
drive risk market performance. The $1.9 trillion stimulus in the
U.S. will likely supercharge consumer spending as households
spend excess savings. Fiscal stimulus and re-openings are
threatening inflationary pressure, raising concerns about U.S. 
Federal Reserve (Fed) policies.

• The Fed’s response to the crisis has been a vital factor in
the market’s impressive recovery over the last year. The
central bank has strongly signaled an intention to keep
rates on hold through the forecast period to 2024, thereby 
maintaining extremely easy accommodative conditions for
the foreseeable future.

Economic data suggest a continuation of the 
strong rebound.
• Global GDP growth weakened in the first quarter, in line with

renewed COVID-related restrictions. While services sectors
have generally struggled, manufacturing has continued to
thrive. As social restrictions ease, pent-up demand should help
drive a sharp recovery in economic growth.

• The re-opening of the U.S. economy is already nudging
along a rebound in leisure and hospitality—an area of the
economy particularly hurt by the pandemic. In Europe, 
government furlough schemes have diminished the impact of

slower economic activity on the labor market, but extended 
lockdowns are taking their toll.

• Europe has fared worse than the U.S. overall, potentially 
experiencing a first quarter contraction. Yet, most economic
indicators suggest that European activity has likely troughed
and should recover in the second quarter. 

With inflation concerns looming, investors have 
questions about the outlook for 2021 and beyond:   
• What’s the base case for markets and economies

going forward?

• How will central banks respond to the improving
growth outlook?

• What is the lasting impact of the pandemic and where
are the opportunities?
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Macro insights: Global economies

Markets stayed broadly optimistic, despite 
challenging conditions.
The S&P 500’s 12-month gains are the largest in 
85 years.

The performance of the equity markets over the 
last year has been astounding. Since the March 
2020 trough, the S&P 500 has risen 75% over the 
rolling 12-month period, a return not seen since 
1936. Unprecedented levels of fiscal stimulus and 
vaccine confidence helped to spur equity market 
performance, even as some indicators pointed to 
slowing economic momentum.  

S&P 500 Price Return Index
Index level, January 2017 - present
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Source: Bloomberg, Principal Global Investors.  
Data as of March 31, 2021.

March 31, 2021: 3,973

While global GDP growth weakened in the first 
quarter, current economic data signal a strong 
rebound and a favorable outlook for risk assets. 
Lockdowns have proven to be less disruptive on 
global economic activity than at the pandemic’s 
start, reflecting the fact that current social 
restrictions have been both less stringent and more 
targeted. Manufacturing has continued to thrive with 
the global Purchasing Managers Indices hitting new 
highs in March. 

Europe has fared worse than the U.S., experiencing 
a potential GDP contraction in the first quarter. 
Nevertheless, most economic indicators suggest 
that European activity should recover in the second 
quarter. While most emerging markets have had a 
slow start to the vaccine rollout due mostly to supply 

delays, as vaccine distribution improves in the second 
quarter, those same markets stand to benefit from a 
synchronized global economic upturn.

COVID-19 is on the rise again.
Success of the vaccine rollout varies significantly.

Social restrictions and the vaccine rollout are limiting 
the increase in COVID-19 cases but the virus has 
continued to be a key dynamic for both the economy 
and financial markets. 

The spread and mortality of COVID-19 was broadly 
positive during the early part of 2021, but has started 
to increase again in parts of Europe, Brazil, and India, 
among others. Total global cases rose to 129 million 
at the end of March, and the seven-day average of 
daily new cases rose to 586,000—an increase from 
February, but still significantly lower than the 806,000 
peak in early January.   

Daily new confirmed COVID-19 cases
7-day moving average, September 1, 2020 - present
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Source: Bloomberg, Johns Hopkins CSSE, Principal Global Asset 
Allocation. Europe – France, Germany, Italy and Spain. Emerging 
Markets – Brazil, Chile, India, HK SAR, Mainland China, Malaysia, 
Mexico, Singapore. Global is cumulative of all reporting countries. 
Data as of March 31, 2021.
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In countries where COVID-19 infection rates have 
continued to fall, the improvement seems primarily 
due to social restrictions, but the successful vaccine 
rollout in countries such as Israel, the U.K., and the 
U.S. is certainly stemming the spread, enabling these 
countries to begin to emerge from lockdown. Clearly, 
though, the success of the rollout varies significantly 
from country to country. While the U.K. and U.S. 
had vaccinated 46% and 30% of their populations 
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respectively by the end of March, Europe had only 
vaccinated around 10%. Safety concerns, bureaucracy, 
supply problems, and low vaccine take-up continue 
to plague Europe’s rollout. As a result, infection rates 
remain elevated, prolonging restrictions. 

The emerging markets have generally had a slow 
start to the vaccine rollout, largely due to delays 
in vaccine supply. Exceptions include Russia, India, 
and China, which have their own pipelines, as well 
as Chile, which ranks third globally for most doses 
administered per capita. Most other emerging 
markets are struggling to acquire vaccines. This 
stands in stark contrast to the U.S., where President 
Biden has announced his administration expects to 
have enough available vaccines to inoculate every 
adult by the end of May. 

Vaccination rates in selected countries
% of population that has received at least one vaccine dose

Source: Our World in Data, Principal Global Investors.  
Data as of April 1, 2021.
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Notwithstanding the slow start in the emerging 
markets, the vaccine roll out is likely to accelerate 
in the second quarter as manufacturers expand 
capacity, new vaccines are approved, and acceptancy 
rates rise in response to news of limited side effects.

The pace of the vaccine rollout will have a direct 
impact on mobility. 

In developed markets, the increasing vaccine 
availability means that restrictions are likely to ease 
early in the second quarter of 2021. In the U.S., 
certain states have already re-opened and mobility 

has trended higher, while in many European countries, 
re-openings will come later and will face a delayed 
recovery as the U.S. leaps ahead.

The million-dollar question is when, exactly, will 
normality return? Inevitably, capacity constraints will 
extend beyond economic re-openings, while masks, 
testing, and an increased reliance on technology at 
home and work may become a permanent feature 
in our lives. But in most of the developed world and 
in parts of the emerging markets, we anticipate 
economies settling into a “new normal” by the third 
quarter of 2021.

As re-openings enter full swing, job 
growth will gain momentum.
Ultimately, economies needn’t wait for a return 
to normality before experiencing the benefits of 
re-openings. The re-opening of the U.S. economy, 
underway across much of the country, is already 
helping spur a recovery in leisure and hospitality—an 
industry particularly crushed by the pandemic. Even 
as employment remains around 8.5 million below 
pre-pandemic levels, payroll growth will likely gain 
momentum as re-openings increase, likely leading to 
a further drop in the U.S. unemployment rate. 

Civilian unemployment rates
Seasonally adjusted, percent, 2000 – present
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Macro insights: Global economies  (continued)

Despite the rapid turnaround in the U.S. labor market, 
the pandemic will have a lingering impact on the 
workforce as many unemployed find it difficult to 
find a new job in a permanently changed economy. In 
February, 13.3 million people reported they had been 
“unable to work because their employer closed or lost 
business due to the pandemic,” while more than 40% 
of the total unemployed have been out of work for 27 
weeks or more. 

In Europe, government furlough schemes have clearly 
diminished the impact of slower economic activity on 
the labor market, but extended lockdowns are taking 
their toll. In Germany, unemployment rose in January 
for the first time in eight months, while in the U.K., 
unemployment has hit its highest rate in almost five 
years. The unemployment rate has fallen in France, 
but that reflects a worrying drop in the participation 
rate and suggests that a significant number of the 
unemployed are feeling discouraged from looking 
for work. Once furlough schemes are eventually 
terminated, likely this summer, labor market pain 
may become more evident in Europe, particularly if 
countries are lagging in re-openings.

Fiscal stimulus: A rising tide lifts all boats.
Savings rates have soared and may unleash a 
spending boom.

Inevitably, as restrictions ease, pent-up demand 
should drive a sharp recovery in economic growth. In 
the U.S., consumer demand will be further reinforced 
by an additional—and considerable—infusion of fiscal 
support. The passage of the $1.9 trillion American 
Rescue Plan Act of 2021, one of the largest U.S. 
government interventions in the post-World War 
II economy, will meaningfully raise households’ 
spending power. 

As individuals received stimulus checks last year but 
were restricted in their ability to spend, household 
savings rates in much of the developed world soared 
to record highs. In the U.S., the savings rate jumped 
to around 34%. In Europe and parts of Asia, the 
savings rate has equally jumped to historic highs. 
However, the additional $1.9 trillion stimulus package 
that is expected in the U.S. will likely supercharge the 
country’s consumer spending. In response to this, 
we’ve raised our U.S. growth estimates from 4.8% to 
6% for 2021. 

U.S. economy will reach pre-pandemic levels in the 
second quarter. 

Our growth forecast for the U.S. implies that GDP 
will reach its pre-pandemic level in the second 
quarter, but also will exceed its pre-pandemic path 
in 2022. In other words, the pandemic will leave no 
lingering impact on the size of the U.S. economy 
and, if anything, GDP will actually be greater than we 
would have expected in the absence of the pandemic. 
Considering the disruption and economic upheaval 
of the last year, this is quite incredible. Even more 
remarkable considering that, after the Great Financial 
Crisis, largely due to the meager immediate fiscal 
response, the U.S. economy never regained its pre-
recession path.  

Real GDP in perspective
Quarterly real GDP, indexed to 100 one quarter prior 
to cycle peak
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Source: Bloomberg, Principal Global Investors.  
Data as of March 31, 2021. 

Global Financial Crisis

COVID-19 Pandemic

The U.S. isn’t alone in adding fiscal stimulus. 
Meaningful discretionary fiscal measures in Japan, 
Germany, Canada, and India will add to overall 
global support this year. By contrast, Europe’s total 
discretionary fiscal stimulus will likely be relatively 
small, at just 1% of GDP. However, the extent of the 
U.S. fiscal support is so considerable that meaningful 
demand spillovers in key trade partners will lift global 
growth. According to the OECD, the American Rescue 
Plan adds 1.1% to global growth this year, raising 
global GDP growth to 5.6% and securing the global 
economic reflation narrative this year.
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GDP impact of U.S. fiscal stimulus on global 
economies
% increase in expected global GDP growth as a result of the 
American Rescue Plan

Source: OECD (2021), OECD Interim Economic Outlook, OECD 
Publishing, Principal Global Asset Allocation. Note: The chart shows 
the average percentage difference in GDP relative to baseline over 
the first full year of the package (2021 Q2 – 2022 Q1). Simulation 
of the planned fiscal stimulus in the United States, set out in the 
American Rescue Plan. The new measures are worth up to USD 1.9 
trillion (around 8.5% of baseline GDP). Measures are assumed to take 
effect over 2021 Q2 – 2022 Q2. Data as of March 31, 2021. 
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Of course, running a high-pressure economy isn’t 
without risk.  

As a result of the sheer speed and strength of the 
expected U.S. recovery, the market has become 
increasingly preoccupied with the risk that the 
U.S. spending package will overheat the economy, 
resulting in a significant run-up in inflation. For the 
first time in decades, inflationary concerns have 
become a major conversation for investors, and these 
concerns drove first quarter market volatility.

U.S. breakeven rates, a measure of future inflation 
expectations, had dropped meaningfully last year in 
reaction to COVID-19 disinflationary shock. Since late 
2020—in unison with the market rally in response to 
positive vaccine news and hints of further U.S. fiscal 
stimulus— breakeven inflation rates have inverted. 
This is a signal the market expects an inflation 
surge in the immediate months ahead, but also that 
inflationary pressure will only be transitory.

Inflation is largely anticipated to stem from the 
supply side of the economy. Pandemic-related global 
supply chain disruptions have resulted in supply 
bottlenecks, driving up manufacturing input prices. 

As the U.S. economy re-opens over the coming 
months and pent-up demand unleashes, there 
won’t be sufficient capacity to satiate the surge in 
consumer demand and, as a result, supply constraints 
will intensify. However, these constraints will likely 
be short-lived. While it typically takes time to rebuild 
inventories, once the wheels start moving, we expect 
that supply will rise sufficiently and price pressures 
will once again ease. Importantly, the transitory 
nature of this type of inflation is typically not a 
concern to the Fed, and therefore they are unlikely to 
act as a result of this dynamic. 

U.S. inflation breakeven curve
Percentage on June 1, 2020, March 31, 2021,  
and avg. 2010-2020
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Source; Bloomberg, Principal Global Asset Allocation.  
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However, the Fed would be more reactive to a rise 
in wage pressures passed onto consumers. Despite 
the impressive labor market recovery, there is still 
a considerable amount of slack, as measured by 
economic output. Employment remains some 8.5 
million below the pre-crisis level, so even as fiscal 
stimulus surges through the economy and activity 
accelerates, there should be plenty of capacity for 
the labor market to absorb the ensuing jobs recovery 
without triggering economy-wide wage increases. 

Moreover, structural deflationary forces such as 
technology, globalization, and demographic trends 
haven’t been simply eradicated by the COVID-19 
crisis and will continue to suppress inflation pressures. 
To that end, we foresee near-term U.S. inflation rising 
to about 3% before falling back toward the Fed’s 
2% target.

Macro insights: Global economies  (continued)
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Macro insights: Global economies  (continued)

Even as it faces inflation, the Fed will 
remain patient. 
Fed tapering would still mean balance sheet 
expansion.

The Fed’s response to the crisis has been a vital factor 
driving the market’s impressive recovery over the last 
year. It’s no wonder then that investors have become 
increasingly nervous that a rise in inflation may 
trigger premature tightening in Fed policy. 

Yet, as fiscal stimulus and re-openings create inflation 
pressure, the Fed is focusing on the temporary 
nature of the surge. It emphasizes policy patience—
waiting for inflation to overshoot its 2% target 

for a sustained period, and for the labor market 
to reach full employment –before considering 
raising rates. As such, the central bank has strongly 
signaled an intention to keep rates on hold through 
the forecast period to 2024, thereby maintaining 
extremely accommodative monetary conditions 
for the foreseeable future. The Fed’s balance sheet 
will still be expanding, but at a slower pace. From a 
global central bank perspective, it’s possible that the 
stronger U.S. economic performance and resulting 
rise in global bond yields encourages other central 
banks to increase asset purchases and even extend 
their programs. 

Source: Federal Reserve, Clearnomics, Principal Global Investors. Data as of March 31, 2021. 
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Economic recovery is driving a cyclical rally.
Easy conditions and low rates will remain. 

Real interest rates should remain low and global 
financial conditions easy throughout 2021. The 
combined balance sheets of the G4 central banks 
(Federal Reserve, European Central Bank, Bank of 
England, Bank of Japan) are forecast to grow by more 
than $4 trillion in 2021 to well over 60% of their GDP 
by the end of 2021, as they continue to stimulate 
the economy through quantitative easing measures. 
Financial conditions, which broadly denote the ease 
of access to capital and have played a crucial role 
in shaping equity market performance, will tighten 
marginally due to higher nominal interest rates, but 
their level will remain accommodative and supportive 
of risk assets.

Reflecting improved growth dynamics, the nominal 
U.S 10-year Treasury yield has risen by 104 bps over 
the last six months, which is drawing comparisons 
with the 2013 taper tantrum, when Treasury yields 
surged after the Fed announced a tapering in its 
quantitative easing program. 

However, there are several significant differences 
worth noting. First, the recent rise in bond yields has 
been mainly driven by a rise in breakeven inflation 
expectations (a proxy for growth), whereas during the 
2013 taper tantrum breakevens actually fell. Second, 
the rise in real yields during the current market 
turbulence is considerably smaller than during the 
taper. Finally, real yields remain deeply in negative 
territory and well below where they stood in 2013. So 
while financial conditions have tightened slightly, they 
don’t pose a headwind to the economic recovery.  

Valuations are high but fundamentals support 
positive equity returns.

After an extremely strong performance since the 
March 2020 lows, the entire equity universe looks 
expensive. Stocks are pricing robust economic 
recovery, elevating valuations to extraordinary levels 
in nearly every corner of the globe. 

On the face of it, valuations might imply a difficulty in 
finding attractive investment opportunities, but the 
global earnings rebound gives us reasons to believe 
that there is upside left in equities. S&P 500 earnings 

are forecasted to grow 28% this year, with earnings 
per share (EPS) exceeding the 2019 level by about 
8%. Many emerging markets are also set to show 
positive EPS growth compared to 2019, but Europe is 
likely to just fall short of full recovery. Such impressive 
earnings performance should validate extended 
valuations and sustain a positive outlook on equity 
returns in an environment where core fixed income 
remains challenged due to rising bond yields and 
tight spreads.   

Source: Bloomberg, MSCI, Principal Global Asset Allocation.  
Last twelve months returns are total return and in USD terms. 
% Time Cheaper is relative to PGAA Equity Composite Valuation 
history. PGAA Equity Composite Valuation is a calculated 
measure, comprised of 60% price-to-earnings, 20% price-to-book 
and 20% to dividend yield. Composite started in 2003. Data as of 
March 31, 2021.

Index

LTM Return (%) % Time Cheaper

MSCI Emerging Markets 58.4% 98%

MSCI All Country World 54.6% 100%

MSCI Brazil 46.5% 77%

MSCI China 43.6% 95%

MSCI EAFE 44.6% 100%

MSCI Europe 44.9% 100%

MSCI Germany 59.3% 99%

MSCI India 76.4% 98%

MSCI Japan 39.7% 84%

MSCI Russia 44.3% 76%

MSCI UK 33.6% 72%

MSCI USA 58.6% 100%

MSCI USA: Cap-structure

Large 55.9% 100%

Mid 75.8% 100%

Small 94.4% 99%

MSCI USA: Style

Value 48.8% 100%

Growth 66.3% 99%

Valuations remain high throughout the equity universe
Equities are priced with the assumption of a robust recovery

Cyclical sectors dominate the equity landscape 
amid rising interest rates.

The rebound in the economy has led to a rally for 
the most economically sensitive, or cyclical stocks. 
In the first quarter, the best performing sectors were 
the ones most often closely linked to economic 
cycles as measured by their long-term correlation 

Macro insights: Equities
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Macro insights: Equities  (continued)

to the change in 10-year U.S. Treasury yield. Energy, 
materials, and real estate stocks all outperformed 
while stocks in more defensive sectors, such as 
utilities and health care, underperformed. Financials, 
which had a nearly zero long-term correlation, had 
some of the highest returns due to decreased default 

risk and the increase in the slope of the yield curve. 
Industrials outperformed too, riding a recovery in 
spending on capex and positive base effects from 
the expected reopening of travel-related and high 
contact segments of the economy. 

Low quality firms have surged to market leadership.

Another defining feature of the current equity 
market rally is the repricing of firms in the low-quality 
space. In many ways, the significant support from 
fiscal stimulus programs and ultra-accommodative 
monetary policy, as well as progress on vaccinations, 
has boosted investor allocations away from quality. 
Since the third quarter of 2020, low quality firms 
have outperformed high quality ones on renewed 
optimism—not just about their survival, but also their 
ability to generate profits. 

It’s pertinent to note that a significant number of 
companies went bankrupt in the aftermath of the 
Great Financial Crisis. Given the magnitude of the 
growth shock when COVID-related disruptions hit 
the global economy in the first half of 2020, it was 
natural for investors to fear a similar occurrence this 
time around, perhaps of even larger magnitude than 
in 2008-09. But that didn’t happen due to the size of 
stimulus programs, which provided a much-needed 
lifeline. And now, as global growth gathers steam, 
these firms are poised to do well on the earnings 
front, drawing investor allocations. 
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Polarized performance in global style distinctions 
continues.

From a style perspective, performance was highly 
polarized in the first quarter, driven by themes of 
higher growth and inflation. U.S. value outperformed 
U.S. growth by the largest margin since 2008. Growth 
styles faced headwinds globally too, underperforming 
in Europe, Japan, and emerging markets. 

As value has surged, it’s natural to evaluate if 
the decade-long secular earnings growth story 
that propelled mega-cap tech names in the U.S. 
is coming to an end. We believe these companies 
are still well-positioned for future growth and will 
continue to generate substantial free cash flows. 
Indeed, the projected free cash flows for the tech 
giants through 2023 show extraordinary growth, 
giving us confidence that the secular theme remains 
in place. Additionally, owning these stocks can 
provide a potential hedge against deeply cyclical 
portfolio exposures.
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Source: Bloomberg, Principal Global Asset Allocation.  
Data as of March 31, 2021.
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Emerging markets stand to benefit from a 
synchronized global upturn. 

Generally speaking, emerging markets should benefit 
from an improving global economy, given their strong 
historical correlation with global reflation trades. 
Emerging markets such as China, Taiwan, and Korea 
remain well-placed to ride the recovering global 

growth through exports. Brazil is benefiting from a 
significant improvement in its terms of trade, brought 
about by higher metal prices. Mexico stands to 
benefit from its close association to U.S. growth. 

However, emerging markets do face some near-
term headwinds. A resurgence of COVID-19 in 
several of these countries (India, Brazil and some 
smaller countries) is becoming a concern, and has 
the potential to dent growth recoveries in the near-
term. In addition, some emerging markets are also 
being challenged by the rise in U.S. treasury yields, 
which has strengthened the U.S. dollar. Recovering 
inflation amid a setting of very low policy rates has 
already caused emerging markets such as Turkey, 
Brazil, and Russia to hike rates, with more expected 
down the line. That has tightened financial conditions 
in emerging markets relative to developed markets, 
which could negatively impact the liquidity going into 
their risk assets. 

Today, investing in emerging markets is less of a 
broad strategic allocation for investors and more of 
an idiosyncratic, selective allocation. 

Relative FCI, developed and emerging markets
Z-score, January 2007 - present

Source: Bloomberg, Principal Global Asset Allocation. FCI = Financial 
conditions index. Data as of March 31, 2021.
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Macro insights: Equities  (continued)
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Core fixed income is challenged. 
The first quarter was the fourth worst quarter for 
bonds since 1976. 

Rising long-term bond yields are certainly presenting 
challenges for bond investors. Core fixed income 
suffered its fourth worst quarterly performance since 
1976, with a return of -3.4%. While the negative 
return is headline grabbing, it takes little away 
from the diversification benefit bonds can offer in 
balanced portfolios. Their current drawdown has to 
be evaluated in the light of the significant downside 
protection they offered in the first quarter of 2020 
when risk assets sold off sharply. While fixed income’s 
forward-looking return potential is low due to the low 
level of core yields, the asset classes effectiveness 
in hedging portfolios during risk-off periods 
remains intact. 

25% –

20% –

15% –

10% –

5% –

0%

-5% –

-10% –

-15% –

Bloomberg Barclays U.S. Aggregate Index 
Ranked quarterly performance, 1976 - present 

Source: Bloomberg, Principal Global Asset Allocation.  
Data as of March 31, 2021.

1Q 2021: 
-3.4%, 4th worst quarter since 1976

Inflation uncertainty: The long end of the curve 
moves higher. 

Since the end of 2020, our forecast for long-term 
U.S. nominal Treasury yields has shifted toward our 
economic upside scenario as inflation expectations, 
term premiums, and, to a lesser extent, real rates 
have risen. While higher yields are inevitable given the 
current growth-monetary-fiscal setting, the speed of 
the normalization and yield curve steepening caught 
investors by surprise.

As the current yield curve gets steeper, historic 
evidence suggests that certain parts of the fixed 
income universe will perform well, while others will 

struggle.  During these “bear steepener” periods, the 
Bloomberg Barclays U.S. Aggregate Bond Index—
representing core bonds—suffers the most as do 
long-duration sovereign bonds. Preferred securities 
also end up negative, though less so than core bonds. 
Asset classes with low interest rate duration and high 
credit load (high yield, EM bonds) tend to do well in 
such environments, generating positive return. In 
the current environment of tight credit spreads, EM 
hard currency high yield bonds offer a substantial 
yield pick-up over their U.S. counterparts, which 
can enhance total portfolio returns using active 
management skills. 
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Historic performance during curve environment
Monthly index returns USD, bps, September 1, 2001 - present

Bear 
flattener

Bull 
flattener

Bear  
steepener

Bull 
steepener

BBgBarc Agg
  BBgBarc EM Hard Dollar

  BofAML Preferred $25 Par 
  BBgBarc High Yield

Source: Bloomberg, Principal Global Asset Allocation. Data as of 
March 31, 2021. Bear Steepener: widening of yield curve caused by 
long-term rates increasing at a faster rate than short-term rates. This 
causes a larger spread between the two rates as the long-term rate 
moves further away from the short-term rate.

Macro insights: Fixed Income

U.S. 10-year Treasury yield curve
Percent, current yield curve vs. upside and downside  
risk scenarios 
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Macro insights: Base case scenario

Global economies are responding favorably to policy stimulus, even as pandemic-
related restrictions constrain some economies. A successful vaccine rollout, along 
with continued monetary and fiscal stimulus, suggests improving earnings and a 
more rapid global recovery. In this cyclical environment, we maintain a preference 
for risk assets, including cyclicals, small cap, and real assets. 

Massive stimulus from developed-market 
central banks continues.   

• Although stimulus will come at a slower pace, it will 
still provide support for risk assets through 2021.  

The U.S. economy grows by 6.0% in 2021.

• U.S. economy to lead global growth, with GDP 
reaching new high in 2Q 2021.

Risk appetites will be less sensitive to  
virus activity and more sensitive to 
inflation fears.

• Even as they face inflation, central banks will keep 
rate rises on hold for the foreseeable future. U.S.  
personal consumption expenditure (PCE) inflation 
will end 2021 between 2.25% - 2.5%. 

U.S. EPS will exceed the 2019 peak by 8% 
by year end.  

• In several other markets, EPS will exceed pre-
COVID levels. Emerging markets to show positive 
growth from 2019, while Europe and Japan lag. 

1 2 3Growth scare:  
Additional waves of virus 
worsened by missteps 
in vaccine distribution, 
efficacy, or acceptance, 
triggering bankruptcies 
and additional job losses.

Premature tightening: 
Inflationary pressures build 
up quicker than expected, 
raising questions around the 
Fed’s dovish resolve.

Regulatory clampdown: 
The U.S. Congress 
accelerates sweeping 
regulatory, competition, 
and taxation reforms of 
the tech sector. 

We see three key risks that could disrupt our base case:

These are the current views and opinions of Principal Global Asset Allocation and is not intended to be, nor should it be relied upon in any 
way as a forecast or guarantee of future events regarding particular investments or the markets in general.
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Asset allocation Investment preference

Less    Neutral    More

Equities

U.S.

Large Cap

Mid Cap

Small Cap

Ex-U.S.

Europe

Japan

Asia ex Japan

Emerging Markets

Fixed income

U.S.

Treasury

Mortgages

Investment Grade 
Corporates 

High Yield
Preferreds  
(debt & equity)

Ex-U.S.
Developed  
Market Sovereigns
Developed  
Market Credit
Emerging Markets

Alternatives

Return Enhancing

Risk Reducing

Real Assets

   Current quarter’s preference

   Previous quarter’s preference (if absent, no change)

Source: Principal Global Asset Allocation. Alternatives asset classes include REITs, international real estate, MLPs, commodities, TIPS, multi-
alternatives, and cash. Allocations across the investment outlook can be proportionately adjusted so magnitudes across categories do not 
have to net to neutral. Data as of March 31, 2021.

Investment outlook 
A deeper dive for investors and their portfolios
We believe there are multiple ways to invest in this cyclical environment. These include investing in a set of asset 
classes that benefit from cyclical trends, actively positioning portfolios with specific biases, and/or by selecting 
managers that have the right exposures to benefit from cyclicality. 

We remained constructive on risk assets, continuing to overweight equities. We’re underweight risk-reducing 
alternatives and fixed income, including developed market sovereigns, Treasurys, and mortgages. Return 
enhancing alternatives remain attractive and we increased our exposure to real assets.

Equities

• We remain overweight U.S. large cap, but strong growth, 
rising inflation, and bond yields are nudging us gently 
away from U.S. large cap technology stocks. 

• We’re reallocating toward the more cyclical side of the 
markets, such as value-oriented large caps. 

• We continue to maintain a preference for small caps, 
the U.S., and Japan. We have shifted emerging markets 
to a neutral from overweight. Europe remains a key 
underweight region. 

Fixed income

• We remain biased toward spread assets, including high 
yield, preferred securities, and emerging market debt.   

• Reduced duration risk in U.S. Treasurys, given how 
much they’ve risen this year, could make us revisit our 
underweight to it in the coming months. 

• In the non-U.S. space, we remain underweight developed 
market sovereigns while preferring credits. 

Alternatives

• Our alternatives exposure falls into three distinct 
categories: return enhancers, asset classes like private 
equity and private debt; risk reducers, including cash 
and hedge fund-of-funds; and real assets, such as 
commodities and real estate. 

• We expanded our tactical preference for real assets 
further. Real assets remain our preferred tactical way  
to participate in a cyclical recovery.

Key positioning changes over 
the quarter:
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Within our current investment outlook, we continue to see opportunities for 
investors across asset classes.

Investment outlook  (continued)

Equities    
Focus on U.S. small cap 
and secular mega caps.

• Cyclical participation via overweight to small caps

• Secular growth and strong fundamentals via mega cap tech exposure 

Consider implementing with:

• Small-cap strategies

• Mega-cap exposure

• Large-cap exposure

Alternatives  
Pursue non-correlated 
real assets and return 
enhancers.

• Real return-focused strategies gain attractiveness when nominal 
growth slows. 

• REITS, private real estate equity are early participants in cyclical 
expansion   

Consider implementing with:

• Specialized real asset strategies

• Private real estate equity

• Global REITs

Fixed income  
Deploy risk budget 
across higher volatility 
asset classes.

• High-yield spreads appear attractive, supported by fundamentals.

• Preferred securities offer income and diversification benefits.

• We recommend a low duration bias.

Consider implementing with:

• High-yield strategies 

• Preferred securities

Emerging markets  
Emerging market financial 
conditions expected 
to tighten more than 
developed markets.

• Overall, offers a hedge against developed market political and macro risks.

• EM credit offers attractive yield premium over developed markets credit.

Consider implementing with:

• Unconstrained EM debt strategies
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Index Descriptions

Bloomberg Barclays Global Aggregate Bond Index comprises 
global investment grade debt including treasuries, government-
related, corporate, and securitized fixed-rate bonds from 
developed and emerging market issuers. There are four regional 
aggregate benchmarks that largely comprise the Global Aggregate 
Index: the US Aggregate, the Pan-European Aggregate, the 
Asian-Pacific Aggregate, and the Canadian Aggregate Indices. The 
Bloomberg Barclays Global Aggregate Bond Index also includes 
Eurodollar, Euro-Yen, and 144A Index-eligible securities and 
debt from other local currency markets not tracked by regional 
aggregate benchmarks. ©2020 Bloomberg Finance L.P. All  
rights reserved.

Bloomberg Barclays U.S. Corp High Yield 2% Issuer Capped 
Index is an unmanaged index comprised of fixed rate, non-
investment grade debt securities that are dollar denominated. The 
index limits the maximum exposure to any one issuer to 2%. 

Bloomberg Barclays U.S. Corporate Investment Grade Index 
includes publicly issued U.S. corporate and specified foreign 
debentures and secured notes that meet the specified maturity, 
liquidity and quality requirements. To qualify, bonds must be SEC-
registered. The corporate sectors are industrial, utility and finance, 
which include both US and non-US corporations.

Bloomberg Barclays U.S. Treasury Index measures U.S. dollar-
denominated, fixed-rate, nominal debt issued by the U.S. Treasury. 
Treasury bills are excluded by the maturity constraint. STRIPS are 
excluded from the index because their inclusion would result in 
double-counting.

MSCI AC Asia ex Japan Index captures large and mid cap 
representation across 2 of 3 Developed Markets (DM) countries 
(excluding Japan) and 9 Emerging Markets (EM) countries in Asia.

MSCI ACWI Index includes large and mid cap stocks across 
developed and emerging market countries. © 2020 MSCI Inc. All 
rights reserved.

MSCI Brazil Index is designed to measure the performance of the 
large and mid cap segments of the Brazilian market.

MSCI China Index captures large and mid cap representation 
across China A shares, H shares, B shares, Red chips, P chips and 
foreign listings (e.g. ADRs).

MSCI EAFE Index is listed for foreign stock funds (EAFE refers to 
Europe, Australia, and Far East). Widely accepted as a benchmark 
for international stock performance, the EAFE Index is an 
aggregate of 21 individual country indexes.

MSCI Emerging Markets Index consists of large and mid cap 
companies across 24 countries and represents 10% of the world 
market capitalization. The index covers approximately 85% of the 
free float-adjusted market capitalization in each country in each of 
the 24 countries. 

MSCI Europe Index captures large and mid cap representation 
across 15 Developed Markets (DM) countries in Europe.

MSCI Germany Index is designed to measure the performance of 
the large and mid cap segments of the German market.

MSCI India Index is designed to measure the performance of the 
large and mid cap segments of the Indian market.

MSCI Japan Index is designed to measure the performance of the 
large and mid cap segments of the Japanese market.

MSCI Russia Index is designed to measure the performance of the 
large and mid cap segments of the Russian market.

MSCI United Kingdom Index is designed to measure the 
performance of the large and mid cap segments of the UK market.

MSCI USA Growth Index captures large and mid cap securities 
exhibiting overall growth style characteristics in the US. The 
growth investment style characteristics for index construction 
are defined using five variables: long-term forward EPS growth 
rate, short-term forward EPS growth rate, current internal growth 
rate and long-term historical EPS growth trend and long-term 
historical sales per share growth trend.

MSCI USA Index is a market capitalization weighted index 
designed to measure the performance of equity securities in the 
top 85% by market capitalization of equity securities listed on 
stock exchanges in the United States.

MSCI USA Large Cap Index is designed to measure the 
performance of the large cap segments of the US market.

MSCI USA Mid Cap Index is designed to measure the performance 
of the mid cap segments of the US market.

MSCI USA Small Cap Index is designed to measure the 
performance of the small cap segment of the US equity market. 

MSCI USA Value Index captures large and mid cap US securities 
exhibiting overall value style characteristics. The value investment 
style characteristics for index construction are defined using three 
variables: book value to price, 12-month forward earnings to price 
and dividend yield.

PGAA Global Cross Asset Class Vol: Commodity, Equity, Currency 
and Fixed income implied volatility measures combined and 
rebased to 100 = 12/31/2002.

PGAA Global Manufacturing PMIs: GDP Weighted Country 
Purchasing Managers Indexes (PMI).

Russell 1000® Index measures the performance of the large-cap 
segment of the US equity universe. It is a subset of the Russell 
3000® Index and includes approximately 1,000 of the largest 
securities based on a combination of their market cap and current 
index membership.

Standard & Poor’s 500 Index is a market capitalization-weighted 
index of 500 widely held stocks often used as a proxy for the stock 
market.

Market indices have been provided for comparison purposes only. 
They are unmanaged and do not reflect any fees or expenses. 
Individuals cannot invest directly in an index.
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Investment Risk Warning

Investing involves risk, including possible loss of principal. Past 
performance is no guarantee of future results.  Asset allocation 
and diversification do not ensure a profit or protect against a loss. 
Equity investments involve greater risk, including higher volatility, 
than fixed-income investments. Fixed-income investments are 
subject to interest rate risk; as interest rates rise their value will 
decline. International and global investing involves greater risks 
such as currency fluctuations, political/social instability and 
differing accounting standards. Commodity futures contracts 
generally are volatile and not suitable for all investors.  Potential 
investors should be aware of the risks inherent to owning and 
investing in real estate, including value fluctuations, capital market 
pricing volatility, liquidity risks, leverage, credit risk, occupancy risk 
and legal risk.

Important information

This material covers general information only and does not take 
account of any investor’s investment objectives or financial 
situation and should not be construed as specific investment 
advice, a recommendation, or be relied on in any way as a 
guarantee, promise, forecast or prediction of future events 
regarding an investment or the markets in general. The opinions 
and predictions expressed are subject to change without prior 
notice. The information presented has been derived from sources 
believed to be accurate; however, we do not independently verify 
or guarantee its accuracy or validity. Any reference to a specific 
investment or security does not constitute a recommendation 
to buy, sell, or hold such investment or security, nor an indication 
that the investment manager or its affiliates has recommended 
a specific security for any client account. Subject to any contrary 
provisions of applicable law, the investment manager and 
its affiliates, and their officers, directors, employees, agents, 
disclaim any express or implied warranty of reliability or accuracy 
and any responsibility arising in any way (including by reason 
of negligence) for errors or omissions in the information or 
data provided.  

This material may contain ‘forward-looking’ information that 
is not purely historical in nature and may include, among other 
things, projections and forecasts. There is no guarantee that any 
forecasts made will come to pass.  Reliance upon information in 
this material is at the sole discretion of the reader.

This material is not intended for distribution to or use by any 
person or entity in any jurisdiction or country where such 
distribution or use would be contrary to local law or regulation.

• The United States by Principal Global Investors, LLC, which is 
regulated by the U.S. Securities and Exchange Commission.

• Europe by Principal Global Investors (EU) Limited, Sobo Works, 
Windmill Lane, Dublin D02 K156, Ireland. Principal Global 
Investors (EU) Limited is regulated by the Central Bank of 
Ireland.  United Kingdom by Principal Global Investors (Europe) 
Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered 
in England, No. 03819986, which is authorised and regulated by 
the Financial Conduct Authority (“FCA”). 

• In Europe, this document is directed exclusively at Professional 
Clients and Eligible Counterparties and should not be relied 
upon by Retail Clients (all as defined by the MiFID). The 
contents of the document have been approved by the relevant 
entity. Clients that do not directly contact with Principal Global 
Investors (Europe) Limited (“PGIE”) or Principal Global Investors 
(EU) Limited (“PGI EU”) will not benefit from the protections 
offered by the rules and regulations of the Financial Conduct 

Authority or the Central Bank of Ireland, including those 
enacted under MiFID II. Further, where clients do contract with 
PGIE or PGI EU, PGIE or PGI EU may delegate management 
authority to affiliates that are not authorised and regulated 
within Europe and in any such case, the client may not benefit 
from all protections offered by the rules and regulations of the 
Financial Conduct Authority, or the Central Bank of Ireland.

• Switzerland by Principal Global Investors (Switzerland) GmbH.

• Singapore by Principal Global Investors (Singapore) Limited 
(ACRA Reg. No. 199603735H), which is regulated by the 
Monetary Authority of Singapore and is directed exclusively at 
institutional investors as defined by the Securities and Futures 
Act (Chapter 289). This advertisement or publication has not 
been reviewed by the Monetary Authority of Singapore.

• Hong Kong SAR (China) by Principal Global Investors (Hong 
Kong) Limited, which is regulated by the Securities and Futures 
Commission and is directed exclusively at professional investors 
as defined by the Securities and Futures Ordinance.

• Australia by Principal Global Investors (Australia) Limited (ABN 
45 102 488 068, AFS License No. 225385), which is regulated 
by the Australian Securities and Investments Commission. 
This document is intended for sophisticated institutional 
investors only.

• In Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the 
Dubai Financial Services Authority as a representative office and 
is delivered on an individual basis to the recipient and should 
not be passed on or otherwise distributed by the recipient to 
any other person or organization. This document is intended for 
sophisticated institutional and professional investors only. 

• Other APAC Countries, this material is issued for institutional 
investors only(or professional/sophisticated/qualified investors, 
as such term may apply in local jurisdictions) and is delivered 
on an individual basis to the recipient and should not be passed 
on, used by any person or entity in any jurisdiction or country 
where such distribution or use would be contrary to local law 
or regulation.

• Nothing in this document is, and shall not be considered as, an 
offer of financial products or services in Brazil. This presentation 
has been prepared for informational purposes only and is 
intended only for the designated recipients hereof. Principal 
Global Investors is not a Brazilian financial institution and is 
not licensed to and does not operate as a financial institution 
in Brazil.

Insurance products and plan administrative services provided  
through Principal Life Insurance Co. Principal Funds, Inc. is  
distributed by Principal Funds Distributor, Inc. Securities are  
offered through Principal Securities, Inc., 800-547-7754, Member  
SIPC and/or independent broker/dealers. Principal Life, Principal  
Funds Distributor, Inc., and Principal Securities are members of the  
Principal Financial Group®, Des Moines, IA 50392.

© 2021 Principal Financial Services, Inc. Principal, Principal 
and  symbol design and Principal Financial Group are registered  
trademarks and service marks of Principal Financial Services, Inc.,  
a Principal Financial Group company. Principal Global Investors 
is  the asset management arm of the Principal Financial Group. 
Principal Global Asset Allocation is a specialized investment 
management group within Principal Global Investors.
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