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Introduction

2020 was a year like we’ve never seen before
The coronavirus (COVID-19) pandemic hit hard in
March, jolting investors awake from their slumber
of high returns and low volatility to a ferocious
episode of uncertainty during the first half of
the year. Supported by swift monetary and fiscal
policy responses from global central banks and
governments, the global capital markets bounced
back, often in apparent disagreement with a
COVID-constrained economy.

Looking ahead to 2021,
a few developments can
pave the way for a potentially
more stable year for markets
and investors:

As uncertainty reigned, we experienced see-sawing
lockdowns and contentious elections while megatech continued its market domination. The world’s
first- and second-largest economies, the United
States and China, took different approaches to
managing the virus while continuing to escalate
trade tensions. Ultimately, while 2020 may have
been the end of one regime, perhaps we’re now
transferring into another.

Higher-than-expected efficacy from multiple COVID-19 vaccine
candidates suggests that the road to a cure could be shorter
than feared. While 2020 was the year of COVID, perhaps 2021
will be the year of the vaccine.
The commitment from central banks to backstop markets
through 2021 with near-zero rates, as well as the expressed
intentions to let the economy overshoot inflation benchmarks,
should be a tailwind.
A more stable global environment clears the path for emerging
markets to optimize their structural growth potential.

Make no mistake, there is still a high level of uncertainty going into
2021. Burgeoning corporate and governmental debt, economic
scarring from COVID, and significant logistical hurdles to leap over to
successfully distribute the heralded vaccine all stand in the way of this
great cyclical reawakening.
Diversification remains the key to weathering market volatility, while
active management is required to discern quality and manage risk.
Global growth scares remain the most likely source of disruption for
markets in 2021 but, following a challenging 2020, our outlook for
markets, economies and investing is resoundingly upbeat.

“

Make no mistake,
there is still a high
degree of uncertainty
going into 2021...
Diversification
remains the key to
weathering market
volatility.

“

Primed by continued global monetary stimulus and exuberant global
fiscal spending, and further boosted by the fading of the tail risks
that had plagued markets through 2020, capital markets are facing
one of their best backdrops in years. 2021 could turn out to be the
year that the overdue cyclical rotation, 10 years in the making, finally
materializes and, importantly, takes hold.
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COVID-19 vaccine: A welcome end to 2020
A vaccine is a game changer, but the road to it is plagued by a multitude of uncertainties
The encouraging news about several viable COVID-19
vaccines gave markets a much-needed shot in the
arm at the tail end of 2020, providing them with some
visibility of a return to normality. Vaccine progress
will remain a dominant market narrative through
2021, permitting investors to be more tolerant of the
intensifying COVID-19 wave and, in the second half
of the year, clearing the path to full economic reopenings. Yet, economic scarring caused by the virus
will not be easily undone, and markets will still retain
an element of “show me the logistics,” in regards to
vaccine distribution.

more positive medium-term outlook, which includes a
vaccine and a buoyant recovery – but is also plagued
by a multitude of uncertainties.

You can take a horse to water…
How the public responds to a vaccine is the foremost
obstacle in realizing a return to normalcy. One
vaccine acceptance study suggests that in Europe
and the U.S. only about 70% of people would be
willing to take the vaccine in the first year due to
concerns about potential side effects (EXHIBIT 1).
Innovative incentives and even compulsory orders
may be required from governments in order to
achieve herd immunity.

The near-term outlook, framed by rising virus cases
and social restrictions, needs to be weighed against a

The public still needs some convincing
Exhibit 1: COVID-19 vaccine acceptance rates
Percentage of respondents willing to take the vaccine, by country
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Source: Emerson College, Principal Global Asset Allocation. Data as of June 20, 2020.
Data above represents the percent of respondents in each country who responded positively to the question ‘If a COVID-19 vaccine is
proven safe and effective and is available, I will take it’.

With supply chain bottlenecks, mass manufacturing
challenges, and suppressed vaccine acceptancy rates
likely to push widespread vaccine distribution into
the latter part of 2021, social distancing measures
are likely to persist. Sectors with high human to
human contact such as restaurants, hospitality
and travel will therefore continue facing capacity
constraints, weighing on the earnings outlook in the
first two quarters.

It is important to remember that even after the
vaccine has been fully administered, the economy
we return to will likely be different from the one we
knew. Consumers and businesses alike have adapted
to the challenging conditions of 2020, embracing
technology and online services. With a return to
more “normal” conditions, some of those new digital
habits are unlikely to reverse, implying that pre-crisis
spending patterns may not be entirely restored with
the beaten-up sectors suddenly bouncing back.
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A multi-track recovery

“

The vaccine breakthrough at the later stages of 2020
has undoubtedly lifted spirits and economic forecasts.
However, as the pandemic is unlikely to loosen its
grip on global growth until the second half of 2021,
the prospect of a successful vaccine cannot alter the
reality of a challenging winter, involving stringent
social restrictions, business closures and job losses.
Not only will a virus resurgence weigh on earnings
recovery in early 2021, but the long-lasting aspects of
this economic damage will delay full mean-reversion.

As the pandemic is unlikely
to loosen its grip on global
growth until the second
half of 2021, the prospect
of a successful vaccine
cannot alter the reality of
a challenging winter.

“

There have been clear winners and losers in 2020, but this could be reversed in 2021
Exhibit 2: Global market performance
Index returns (January 1, 2020 to November 13, 2020)
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Source: Bloomberg, Principal Global Asset Allocation. Data as of November 13, 2020.

While the distribution of the vaccine ultimately will be
a game-changer, in the meantime, a full rotation away
from U.S. mega cap and tech stocks seems unlikely to
stick. Investors should be prepared for U.S. markets
to retain their strong performance in the first half of
the year.
By contrast, Europe has underperformed global
markets in 2020, held back by its overwhelming
virus struggles and repeated national lockdowns
(EXHIBIT 2). The eventual return to normal offers
Europe the prospect of strong gains – especially given
its greater weighting of value companies.
While U.S. and European fortunes are linked to the
vaccine, Asian markets such as China, Korea, and
Singapore appear to have successfully broken the link
between mobility and virus. Broadly, Asian economies

were much quicker to learn how to live alongside
COVID-19 without inflating its spread, and as such,
these markets stand to gain the least from the
eventual vaccine rollout.
Emerging markets (EM) on the other hand, having
been ravaged by the virus, stand to gain significantly
from an effective vaccine. Unfortunately, early signs
point to a somewhat limited geographic scope of
distribution, meaning that EMs also face the greatest
barriers to getting inoculated. Beyond producer
countries such as Russia (and China), many emerging
countries have been unable to secure sizeable deals
that will rapidly give them access to a successful
vaccine, extending the normalization of activity
late into 2021.
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Back to life
Investors should expect some aspects of the postCOVID world to be different. Stretched valuations
for many companies suggests market leadership
is ripe for a rotation. Indeed, having outperformed
for the last decade, growth stocks are indisputably
expensive, rendering them vulnerable to a reversal
in performance.

heal. As economies battle the winter virus wave and
with successful vaccine distribution still some months
away, investors will continue gravitating to the strong
balance sheets and positive cash flows of mega cap
technology - although future gains are likely to be
muted compared to recent quarters. A mega cap
technology rally and value rally can co-exist.

Greater visibility to a stronger growth path and
COVID normalization will be supportive of a gradual
rotation to value stocks, cyclical sectors and small
caps – essentially, companies with an increased
sensitivity to what will likely be a strident economic
recovery. With most global central banks set to
continue pinning rates close to zero, upward pressure
will emerge at the longer end of the yield curve – a
much-longed-for result for value stocks. Regional
markets that have struggled most with COVID-19
may take longer to recover, but they also stand
to gain meaningfully from the eventual vaccine
rollout (EXHIBIT 3).

Global markets have embraced the vaccine narrative.
While valuations indicate there is still scope for ample
gains in beaten down sectors, styles, and markets, the
economic scars inflicted by the pandemic suggest
that distinguishing between good and bad companies
will be even more imperative in 2021. We believe
that investors who are selective and focus on quality
should continue to be rewarded for their efforts.

“

As with any investment decision, investors should
proceed with caution. COVID-19 has left deep scars
and it will take time for the global economy to fully

“

We believe that investors who
are selective and focus on quality
should continue to be rewarded
for their efforts.

Valuation dislocations suggest ample investment opportunities remain
Exhibit 3: Global Market Valuations
Forward price-to-earnings ratio, January 1, 2003 - October 31, 2020
Current
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Source: Bloomberg, MSCI, Principal Global Asset Allocation. Data as of October 31, 2020.
U.S. = MSCI USA Index, U.S. Growth = MSCI USA Growth Index, U.S. Value = MSCI USA Value Index, Europe = MSCI Europe Index, EM = MSCI
Emerging Markets Index, Asia ex-Japan = MSCI AC Asia ex-Japan Index, China = MSCI China Index
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Will the debt burden us in 2021?
Federal and corporate debt levels tower over the economy,
but shouldn’t hamper risk assets in 2021

Where does this debt reside?
Since the end of 2007 in the U.S., the bulk of the debt
expansion was in federal (↑223%) and corporate
(↑68%), both of which zoomed up faster than
nominal GDP (↑47%). In contrast, both household
(↑13%) and state and local government (↑12%)
debt saw very modest increases, causing their levels
to decline relative to GDP. Overall, households
have been gun-shy about borrowing post-GFC, and
are in better shape after an extended period of
deleveraging.

A tale of two debt burdens
While the absolute levels of debt between developed
markets (DM) and emerging markets (EM) are starkly
different, both have seen their debt burdens nearly
double since 2008. DM debt-to-GDP is poised to hit
its highest level since World War II, and EMs are
also on the same path, relative to their own history
(EXHIBIT 4).
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With global indebtedness touching new highs in
the wake of the pandemic, what are the risks and
opportunities as investors head into 2021?

Exhibit 4: Global debt buildup
Debt as a percentage of GDP

2008 –

The easy financial conditions spurred by the GFC
facilitated vast levels of borrowing at the sovereign
and corporate levels. Debt mountains grew higher,
aided by aggressive central bank and government
stimulus measures designed to promote economic
growth. Then, the massive shocks of the COVID-19
pandemic and the fiscal/monetary response it rightly
elicited added to the existing piles of debt in 2020.

Emerging and developed markets have seen their
indebtedness nearly double since 2008

2007

The Global Financial Crisis of 2008-09 (GFC) had
market participants vowing that more debt was not
the solution to solving for sustainable growth. A
decade later, however, that is exactly the course we
have taken.

Source: Bloomberg, International Monetary Fund, Principal
Global Asset Allocation. 2020 data is forecasted. Data as of
October 31, 2020.

The U.S. and China, the top two drivers of the global
economy, have adopted debt-funded growth models.
In China’s case, total debt-to-GDP jumped from 139%
of GDP in 2007 to 300% in 2019, with corporate debt
rising from 101% to 205%.
In both markets, low interest rates over the past
decade led to vast borrowing. Furthering this
expansion in the U.S. was financial engineering
employed by corporations issuing debt to fund
shareholder distributions. On the other hand, in
China, debt accumulation was propelled by the stateowned banking system to achieve macroeconomic
goals. Today, while debt build-up continues almost
unabated in America, a recent policy U-turn in
China has been partly successful in reining in their
ballooning debt levels.
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Debt: A deferred wall of worry

Yields stay pinned to ultra-low levels
Exhibit 6: Cost of borrowing in the U.S.
Borrowing costs near all-time lows cushion high debt levels
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Monetary apron strings are unlikely to be cut
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Major central banks played a significant role in the
build-up of debt through zero/negative interest rates,
aggressive forward guidance, balance sheet expansion
and direct funding of corporate assets (EXHIBIT 5).
We expect the Federal Reserve, European Central
Bank and the Bank of Japan to continue absorbing
significant amounts of sovereign and private debt to
mitigate future market stress. The “fear” of undoing
all the good work since the pandemic should keep
them very dovish at least through 2021.

15% –

G3 balance sheets are significant and rising
Exhibit 5: Projected G3 balance sheets as a percentage
of combined GDP
Federal Reserve, European Central Bank and Bank of Japan
balance sheets
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Source: Bloomberg, Principal Global Asset Allocation. 2020 data is
forecasted. Data as of October 31, 2020.

Inflation is undershooting and debt is soaring
The real cost of large-scale debt monetization and
economic overstimulation is inflation, which has been
consistently falling short of policy targets. While
we expect it to recover in 2021, it will be far from
levels that force a policy U-turn. Keep in mind that
recovering inflation will be positive for the corporate
sector, helping topline growth and assuaging
default fears.
Low interest rates mean a lighter lift for borrowers
High borrowing costs are an anathema to debt
funded entities, often creating pre-conditions for
defaults. However, current borrowing costs are
rather low, both nominally and after adjusting for
inflation, which offers a stable outlook for spread
products in 2021 (EXHIBIT 6).
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Rising debt is not a free lunch, but we believe the side
effects of too much debt accumulation are unlikely to
be visible in 2021.

Source: Bloomberg, Principal Global Asset Allocation.
U.S. High Yield = Bloomberg Barclays U.S. Corporate High Yield Index.
Data as of October 31, 2020.

There isn’t a liquidity crunch in sight
There is ample liquidity in the system and stress
points are not imminent. Investment-grade, high-yield
and emerging market borrowers issued substantial
amounts of debt in 2020 despite the pandemic and
may have even pre-funded some of their needs.
Extremely accommodative borrowing costs and
abundant liquidity will keep them well-funded
through 2021.
A favorable environment for global carry-trades
We anticipate that extremely accommodative credit
conditions, recovering inflation and higher growth
due to optimism over the COVID recovery will drive
capital flows into emerging markets. Thawing crossborder flows bode well for EM, as they are dependent
on cross-border carry trades to fund growth.

Implications for investors
While risks such as premature policy tightening,
delays in distributing COVID vaccines or new geopolitical challenges could upend the economic
recovery and the debt outlook, we remain optimistic
for 2021. It’s important to be thoughtful about
allocating smartly to and within debt products.
Staying diversified and selecting the right active
manager is the key for success as idiosyncratic
stress at both the sovereign and corporate levels
could emerge. Indeed, scaling the debt mountain
isn’t impossible, but requires a well-calibrated,
measured approach.
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Opportunities in emerging markets
Invest beyond the U.S. for higher growth potential
U.S. risk assets have enjoyed a banner decade,
propelled by central bank stimulus, solid economic
growth and their heavy weighting in technology.
As we emerge out of another crisis (COVID-19),
investors need to evaluate if now is the time for
the favorable demographics and increased selfsufficiency of emerging market economies to
take the lead during the next decade. Will U.S. risk
assets continue to rule, or can a case be made for
other regions to narrow the gap?

Demographics: a structural positive
For years, investors have been told about the
shifting demographics that make investing in
emerging markets particularly attractive. We
believe that trend remains intact. Emerging
economies lead developed ones on population
growth and have broadly younger populations.
Both factors typically imply higher potential for
growth and higher valuations.

Ushering in a new EM economy
From a deeply cyclical make up comprising
banks, energy and materials, the market cap
of emerging markets has evolved significantly.
Information technology, consumer discretionary,
communication services and health care sectors
comprised 52% of the MSCI Emerging Markets
Index (as of June 30, 2020), compared to 28% at
the end of 2007. Gaming giant Tencent Holdings,
e-commerce leader Alibaba Group and search
engine Baidu Inc., as well as companies like
Samsung Electronics lead the EM complex,
rivalling the tech giants of the U.S.
As a reminder, not all emerging markets are
created equal and today, Asia dominates. Asian
EM nations are not just creating tailwinds
for themselves by adopting sophisticated
policymaking frameworks, they offer diversity, a
rising middle class and stronger political systems
than other EM nations. China is considered the
most noteworthy, and from a structural standpoint

Shifting demographics bolster potential for
emerging market investment
Exhibit 7: Principal Global Asset Allocation
demographic rankings
Lower score implies better growth potential from
demographic factors.
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Source: World Bank, Principal Global Asset Allocation.
Data as of December 31, 2018.

it is warranted. With about 420 million people,
China’s middle class eclipses the entire U.S.
population. What’s more, as China has moved up the
value chain, with employers responding to the wage
pressures of an ever-more-skilled manufacturing
base, other economies, such as Vietnam and
Thailand, have gained a stronger foothold in the
supply chain relocation theme.
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This trend of rising economic importance is not new.
Emerging economies now constitute close to 60%
of global GDP, adjusted for purchasing power
(EXHIBIT 8). China alone will account for 19.8%
of the world economy, and India 7.4%. The United
States, in contrast, is projected to shrink to 15.3%,
having started 1980 at 21.4%.
Emerging economies are a larger share of global
GDP than developed economies
Exhibit 8: Global GDP based on purchasing power
Percent, 1980 - 2023

Emerging markets have attractive equity
valuations
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stretched than developed markets, particularly U.S.
equities. In countries such as Mexico, Hong Kong,
Indonesia and Singapore, strong cyclical prospects
are colliding with relatively attractive valuations. In
Brazil, equity valuations cheapened as the country
was ravaged by COVID-19, so a vaccine roll-out could
do wonders for its investment prospects. Others,
such as India and China, offer a good opportunity to
build a strategic exposure in countries with long-term
growth potential.
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Exhibit 9: Price-to-earnings and price-to-book ratios
MSCI Emerging Markets vs. MSCI AC World, 3-month avg,
December 31, 2003 – October 31, 2020
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Navigating EMs, post-pandemic
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More attractive equity valuations
Not only has economic performance between
developed and emerging markets diverged, but
valuations have as well. Although investors today
are finding many equity valuations stretched, from
a relative standpoint, emerging markets are less
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For most of the globe this year, COVID-19 has
posed significant economic challenges. Yet, despite
lacking the financial muscle of developed markets,
many emerging countries in Asia have limited the
pandemic-related economic damage by loosening
the link between mobility and the virus. In fact, China,
South Korea, Taiwan and Hong Kong all managed to
reopen their economies ahead of developed market
peers. Having therefore endured limited economic
scarring, an impressive growth performance beckons
for these countries next year. For others that have
been ravaged by COVID-19, a successfully distributed
vaccine would offer the prospect of a strong
recovery in 2021.

P/B

Source: FactSet, Principal Global Asset Allocation. P/B = price-tobook. P/E = price-to-earnings. Data as of October 31, 2020.

The story is more than just EM equities
Amidst the global low rate environment, the search
for yield has been a central theme to fixed income
investing. Compared to developed markets, where
the heavy hand of central bank purchases has driven
yields to near record lows, emerging market bonds
offer yield potential, both in nominal and real terms.
Admittedly, there are concerns about the build-up of
government debt in EM countries as well. However,
EM debt levels are meaningfully below those of
developed markets and certainly manageable in an
environment of extremely easy financial conditions.
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EM currencies are a big attraction

Potential risks on the EM horizon

The U.S. dollar tends to be a nexus for emerging
markets, and the dollar path is fundamental to
a strong EM story. After years of appreciation,
the dollar appears somewhat richly valued and
vulnerable to weakness in 2021, while emerging
market currencies have become less expensive.
More attractive valuations, combined with improved
growth prospects may turn the tide towards EM
currencies. Importantly, for foreign investors, it offers
the prospect of currency gains on top of strong
equity returns and higher yields.

Despite all the reasons to be optimistic about
emerging markets, there’s no denying there are still
risks, with their dependence on foreign capital flows
a particular vulnerability. A premature tightening
in global monetary policy and dollar strength, for
example, would negate the strong investment case
for EM, sending capital flows in reverse. Tighter fiscal
policy could weigh on global demand for EM goods
as well, risking the economic recovery we anticipate,
while disappointment on the vaccine distribution
front would also be a key threat.

Currencies provide opportunity for further gains in EM investments
Exhibit 10: Real effective exchange rates
Level, January 1, 1995 – October 31, 2020
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Source: Bloomberg, Principal Global Asset Allocation. Real effective exchange rates using Producer Price Indices. Data as October 31, 2020.

Implications for investors
With opportunities across U.S. equities and debt
currently expensive, emerging markets play a key
role in offering attractively valued growth and
diversification for portfolios. Driven by positive
demographic trends and the impending cyclical
growth recovery, an active position in EM should
be considered a critical component to achieving an
investor’s long-term goals.

Our studies show that the potential to enhance return
through an active management style is far greater
within EMs as compared to DMs. Therefore, looking
ahead in EM, active management will be critical
to exploiting opportunities, mitigating risks, and
assisting investors in accessing the intricate nuances
of each particular emerging market.
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The 60/40 portfolio is alive and well
The stalwart strategy holds appeal through 2021
For decades, conventional investing wisdom has suggested that a portfolio composed of
approximately 60% equities and 40% fixed income (known as a “60/40 portfolio”) was the best
way to achieve a strong overall balance between generating returns and managing risk. Of
late, many have tried to argue the opposite, expressing that the 60/40 was no longer a viable
solution. In our view, the 60/40 portfolio is alive and well as we head into 2021.

Is 60/40 still effective?
The 60/40 certainly has been effective over the past decade. Since 2010, no asset class with
lower volatility achieved better returns, and it’s not particularly close (EXHIBIT 11). Broadly,
equity asset classes have been more volatile, though only a few have delivered higher returns.
So, what’s changing to disrupt the long-term momentum behind the 60/40?

The all-weather 60/40 has been remarkably efficient and effective
Exhibit 11: Annualized return vs. annualized risk of key indices
Percent, January 1, 2010 – October 31, 2020
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Source: Bloomberg, Principal Global Asset Allocation. Data as of October 31, 2020.
Index performance information reflects no deduction for fees, expenses, or taxes. Indices are unmanaged and individuals cannot
invest directly in an index.
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High valuations don’t preclude investment success next year
Across investable asset classes, everything is
expensive on an absolute level. The MSCI World Index
is almost two standard deviations expensive (as of
October 31, 2020), which indicates that equities have
been cheaper roughly 95% of the time. The yield-toworst of the Bloomberg Barclay’s U.S. Aggregate Bond
Index, (i.e., the lowest-possible yield on a bond that
fulfills its contract terms without defaulting) has been
cheaper 98% of the time (as of October 31, 2020).
That said, “richness” does not tell you a lot about the
next twelve months, and a tactical approach can
readily acknowledge the relative attractiveness of
stocks over bonds with smarter positioning.

• Both the 60 and the 40 look expensive on an
absolute basis, but the 60 looks inexpensive
relative to the 40. In fact, using an historical
valuation composite measure, U.S. equities have
been this inexpensive relative to U.S. Treasuries
just 1% of the time.
On a relative basis, the relationship between stocks
and bonds hasn’t really changed over the past
decade, so any absolute expensiveness does not
discredit the 60/40 model. Equities continue to look
more attractive compared to fixed income, so an
overweighting to equities remains sensible.

• High valuations don’t preclude continued
performance. While informative in the long-term,
high prices typically carry little information about
the next twelve months.

Equities are currently offering a yield premium to fixed income
Exhibit 12: Earnings yield premium by country
MSCI indices, October 31, 2020
Earnings
yield (E/P)

Bond yield

Earnings
yield premium

% of
time higher

U.S.

3.9

0.9

3.0

41%

Germany

1.8

-0.6

2.4

83%

France

2.1

-0.3

2.4

75%

China

4.9

3.2

1.7

89%

Japan

3.7

0

3.7

63%

Too early to call an end to the
secular bond bull market
Disappointment is often the gap between
reality and expectations. Rates are indeed
very low, and smart investors should reduce
expectations from their rate-sensitive
strategies. That being said, 2021 offers
a range of potential outcomes, if the
macroeconomic environment were to either
improve or worsen, relative to expectations
(EXHIBIT 13). While the bias is toward higher
rates, there’s ample room above the zero
bound for bonds to deliver upside in the
event of a growth disappointment.

Earnings Yield is trailing 12-month
Earnings yield (reciprocal of PE) for each
MSCI Index.
U.S. = MSCI USA Index, Germany = MSCI
Germany Index, France = MSCI France
Index, China = MSCI China Index, Japan =
MSCI Japan Index.
Source: Bloomberg, Principal Global Asset
Allocation. Data as of October 31, 2020.

There is ample room for bonds to deliver upside
Exhibit 13: U.S. Treasury yield curve
Current, upside, and downside risk scenarios
3.0% –
2.5% –

Downside

2.0% –
1.5% –

Current
Oct. 31, 2020

1.0% –

Upside

0.5% –
0.0%
2y 3y 5y 7y

10y

20y

30y

Projected upside and downside ranges based on historical data from
November 30, 1995.
Source: Bloomberg, Principal Global Asset Allocation. Data as of October
31, 2020.
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In our view, investors do not need to limit themselves
to treasuries or traditional bonds. Global credit
markets are a rich, diverse space of offerings that
can augment fixed income returns with less rate
exposure. Investment grade corporates, preferred
securities, and potentially, emerging markets bonds,
are liquid, inexpensive enhancements to a 40%
allocation that improve the risk/reward profile.

It is not a forgone conclusion that 2021 begins
a period of sustained derailment of the negative
correlation of stock and bond returns. The “free
lunch” that’s powered the 60/40’s decade-long run
of success may yet deliver another year of efficiency
enhancement. Plus, increased credit exposure within
the 40 is a way to gain equity correlation, and a way
to diversify interest rate risk across a portfolio.

There’s a path to higher rates in 2021, but there are
also paths to flat- and lower-rates. Remember the role
of the 40% in the balanced strategy: it exists to both
generate income and reduce volatility. The former,
income generation, can be managed with diversified
credit exposure within the 40%. The latter, stability,
remains a key feature of treasuries and mortgages,
which could prove their value again in 2021 in the
event of growth disappointments.

60/40 remains relevant in 2021
The 60/40 portfolio is not dead. In fact, a 60/40
portfolio delivered a 10% compound annual return
over the last 10 years, with more return than the
many fixed income indices and less volatility than
the equity indices. As equities drove efficient growth
and fixed income provided income and stability, the
diversified 60/40 portfolio delivered what it was
supposed to: a smoother ride for investors. In the year
ahead, core U.S. equity and fixed income markets can
extend the prolonged run of efficient performance
for this reliable investment strategy.

While long-term interest rates are low, they are
not yet at zero and therefore investors shouldn’t
be in a rush to overhaul core bond portfolios. Not
surprisingly, trailing 3 month- and 1 year-correlations
show that 60 to 40 correlations remain negative and
have been higher on several occasions in the recent
past (EXHIBIT 14).

“

The diversified 60/40 portfolio
delivered what it was supposed
to: a smoother ride for investors.

“

The long-term negative correlation of
stocks and bonds isn’t breaking down

Consistent negative correlations sustain the benefit of 60/40 diversification
Exhibit 14: Total return correlation
S&P 500 vs. U.S. Aggregate Index, January 4, 2010 – November 4, 2020
0.4 –
0.2 –
0.0 –
3-month
1-year

-0.2 –
-0.4 –

2020 –

2019 –

2018 –

2017 –

2016 –

2015 –

2014 –

2013 –

2012 –

2011 –

2010 –

2009 –

2008 –

2007 –

2006 –

2005 –

2004 –

2003 –

2002 –

2001 –

2000 –

1999 –

1998 –

1997 –

1995

-0.8

1996 –

-0.6 –

Source: Bloomberg, Principal Global Asset Allocation. Data as of November 4, 2020.
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Global asset allocation viewpoints
Biased towards risk assets, both cyclical and secular
Asset Allocation
Heading into 2021, we remain constructive
on risk assets. We are overweight equities and
underweight risk-reducing alternatives. Within
fixed income, specifically sovereigns, we are
underweight given a very low return potential.

Equities
Our long-standing preference for U.S.
large cap and technology stays, though
we have been allocating more to
cyclical exposures like small-caps and
emerging markets. We shifted Japan to
an overweight to play cyclicality within
developed markets. Our preference for
onshore China is toned down given recent
market disappointments and possible
changes to the regulatory regime for large
tech companies.

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)

Fixed income
We remain biased towards higher volatility
spread assets. Our preference is expressed
through overweights to high yield, EM
credit, and preferred securities where
spreads should compress more than in
investment grade corporates.

Alternatives
We added a tactical preference for return
enhancing assets while moving risk
reducing alternatives to max underweight.
Real assets remain our preferred tactical
call to participate in cyclical recovery.

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, multialternatives, 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 November 30, 2020.
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Principal Global Asset Allocation Capital Market Expectations
As of October 31, 2020
The core investment process of Principal Global Asset Allocation is built on a strategic asset allocation approach
that requires generating long-term (10-year) estimates of risk and return across a range of investible asset
classes. Capital Market Expectations (CMEs) are these long-term risk and return expectations, factoring in both
fundamentals and current market valuations. Updated on a quarterly basis, the CMEs are calculated to reflect our
best estimate of where global markets are headed over the long-run, and are an integral part of our investment
analysis and portfolio construction process.

Asset class

Market index

Realized 10-yr
Annual Return
U.S.$ (%)

Expected 10-yr
Annual Return
U.S.$ (%)

Expected
Risk (%)

0.6%

0.5%

0%

Fixed Income
Cash

BB Barc U.S. Tr Bills: 1-3 Months

U.S. Treasuries

BB Barc U.S. Treasury

3.1%

0.7%

4%

TIPS

BB Barc U.S. Treasury Inflation Notes

3.2%

1.3%

5%

Global Govt Bonds

BB Barc Global Treasury

1.6%

1.0%

6%

U.S. Aggregate Bonds

BB Barc U.S. Agg

3.6%

1.4%

3%

Global Aggregate Bonds

BB Barc Global-Aggregate

2.2%

1.3%

5%

U.S. Investment Grade Corporate

BB Barc U.S. Corporate

5.1%

1.9%

6%

Global Investment Grade Corporate

BB Barc Global Aggregate – Corporates

3.8%

1.7%

7%

U.S. Commercial Mortgage-backed securities

BB Barc CMBS Investment Grade

4.4%

2.0%

7%

Preferred Securities

ICE BofA U.S. Capital Securities Index

6.8%

3.7%

10%

U.S. High Yield Corporate

BB Barc U.S. High Yield 2% Issr Cap

6.2%

3.9%

9%

Global High Yield Corporate

BB Barc Global High Yield

5.6%

4.1%

10%

Emerging Market Bonds

JPM EMBI Global Diversified

5.2%

4.6%

9%

U.S. Leveraged Loans

S&P Leveraged Loan 100

3.8%

4.5%

8%

S&P 500

13.0%

5.6%

16%

U.S. Mid Cap

S&P MidCap 400

10.4%

6.2%

19%

U.S. Small Cap

Russell 2000 Index

9.6%

6.5%

21%

U.S. Growth

Russell 2000 Growth

12.0%

6.6%

21%

U.S. Value

Russell 2000 Value

7.1%

6.5%

21%

Equities
U.S. Large Cap

Ex-U.S. Developed Markets

MSCI EAFE Index

3.8%

5.8%

17%

Emerging Markets

MSCI Emerging Markets

2.4%

6.6%

21%

Europe

MSCI EU

3.2%

6.10%

18%

Japan

MSCI Japan

5.8%

4.8%

14%

Offshore China

MSCI China

6.7%

6.8%

24%

India

MSCI India

1.6%

6.9%

27%

Korea

MSCI Korea

4.4%

6.8%

24%

Taiwan

MSCI Taiwan

9.2%

6.1%

21%

Brazil

MSCI Brazil

-6.6%

7.8%

35%

Mexico

MSCI Mexico

-3.2%

6.5%

24%

FTSE NAREIT U.S. REITs

8.3%

6.9%

21%

Alternatives
U.S. Reits
Global Developed Market Reits

FTSE EPRA/NAREIT Developed

4.0%

8.5%

19%

Core Global Infrastructure

FTSE GLOBAL CORE Infrastructure Index

8.6%

7.9%

12%

For more information about the Principal Global Asset Allocation Capital Market Expectations disclosures and methodology, please see
back page. Source: Bloomberg, FactSet, Principal Global Asset Allocation. Realized returns are from November 1, 2010 - October 31, 2020.
Data as of October 31, 2020.
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Principal Global Asset Allocation Capital Market Expectations
The Principal Global Asset Allocation (PGAA) Capital Market Estimates (CMEs) are
provided for informational purposes only and does not constitute investment
advice, a recommendation or an offer or solicitation to purchase or sell any
securities to any person in any jurisdiction in which an offer, solicitation,
purchase or sale would be unlawful under the securities laws of such jurisdiction.
This paper may contain “forward-looking” information that is not purely
historical in nature. Such forward-looking information may include, among other
things, projections and forecasts regarding potential future events that may
occur (collectively, “Projections”). There is no assurance, guarantee,
representation, or warranty being made as to the accuracy of any Projections.
Nothing contained herein may be relied upon as a guarantee, promise, forecast,
or a representation as to future performance. The opinions and predictions
expressed are subject to change without prior notice.
The outputs of the assumptions are provided for illustration purposes only and
are subject to significant limitations. “Expected” return estimates are subject to
uncertainty and error. Expected returns for each asset class can be conditional on
economic scenarios; in the event a particular scenario comes to pass, actual
returns could be significantly higher or lower than forecasted. Because of the
inherent limitations of all models, potential investors should not rely exclusively
on the model when making an investment decision. The model cannot account
for the impact that economic, market, and other factors may have on the
implementation and ongoing management of an actual investment portfolio.
Unlike actual portfolio outcomes, the model outcomes do not reflect actual
trading, liquidity constraints, fees, expenses, taxes and other factors that could
impact future returns. Asset allocation/diversification does not guarantee
investment returns & does not eliminate the risk of loss. Investing involves risk.
Risk considerations
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 & legal risk.
Important information
Index performance information reflects no deduction for fees, expenses, or taxes.
Indices are unmanaged and individuals cannot invest directly in an index. 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 are commendation 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 dataprovided. This material may contain
‘forward-looking’ information that is not purely historical in nature and may
include, among other things, projections andforecasts. 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 document has been prepared for
professional use and is not intended for distribution to or useby any person or
entity in any jurisdiction or country where such distribution oruse would be
contrary to local law or regulation. Retail customers should seekinvestment
guidance from Investment Advisors before making investmentdecisons.

© 2020 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 Grou p company. Principal
Global Investors is the asset management arm of the Principal Financial Group.
Principal Global Asset Allocation is a specialized investment managementgroup
within Principal Global Investors.
Ahli United Bank B.S.C.
Bahrain: Certain of the information discussed herein has been obtained from
sources that Ahli United Bank B.S.C. deems to be reliable but Ahli United Bank
B.S.C. makes no representations about the accuracy, completeness or timeliness
of any information prepared by a third party and assumes no liability for the
reliance thereon. The opinions and predictions expressed herein is subject to
change without prior notice and has not been prepared by or with the
involvement of Ahli United Bank B.S.C.; however, Ahli United Bank B.S.C. does
not independently verify or guarantee its accuracy or validity and 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 Ahli United
Bank B.S.C. or its affiliates has recommended a specific security for any client
account. Subject to any contrary provisions of applicable law, Ahli United Bank
B.S.C. 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.
IMPORTANT – If you are in any doubt about the contents of this document you
should seek independent professional advice. AUB will not act and has not
acted as your legal, tax, regulatory accounting or investment advisor or owe
any fiduciary duties to you in connection with this, and/or any related
transaction and no reliance may be placed on AUB for investment
advice
or recommendations and/or solicitation of any sort.
Remember that all investments carry varying levels of risk and that the value
of your investment may go up or down depending on market movements.
Investment Products are not considered Deposits and therefore not covered by
the Kingdom of Bahrain’s Deposit Protection Scheme. Investors should ensure
they understand the risks of investing and read the terms and conditions
carefully. If the investor has a complaint about the Bank or any part of the
service offered he may in the first instance make a complaint to the
Relationship Manager and if he or she fails to resolve the matter then it
should be referred to the Customer Complaints Officer contactable at the
Bank on +973 17 58 6113 or write to the Customer Complaints Officer or refer
to a simple and easy-to-use guide on customer complaints procedures
available at Ahli United Bank B.S.C., Building 2495, Road 2832, Al-Seef District
428, PO Box 2424, Manama, Kingdom of Bahrain / www.ahliunited.com/
bh.
Dubai International Financial Center: Ahli United Bank B.S.C. (DIFC Branch) is
an entity duly authorised and regulated by Dubai Financial Services Authority
(“DFSA”) with its registered office at 1402 Al Fattan Currency House Tower 2
DIFC, Dubai, UAE. This document is being distributed for general information
only. It does not constitute research material, independent research, an offer,
recommendation or solicitation to enter into any transaction or adopt any
hedging, trading or investment strategy, in relation to any securities or other
financial instruments. It does not take into account the specific investment
objectives, financial situation or particular needs of any particular person or
class of persons and it has not been prepared for any particular person or class
of persons. Please note that Ahli United Bank B.S.C. (DIFC Branch) offers
financial products or services only to persons qualifying as Professional Clients
or Market Counterparties under the DFSA rulebook. This information may not
be relied upon or distributed to Retail Clients.
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