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Global Asset Allocation Viewpoints
Tumultuous times

Q4 2022The financial market outlook is based on current market conditions. There is no assurance that such events or projections will occur and actual conditions may be significantly different than that shown here. The current views and opinions of Principal Global Asset Allocation are expressed

throughout and are subject to change without notice. This information is not intended to be, nor should they be relied upon in any way as a forecast or guarantee of future events regarding investments or the markets in general. Investing involves risk, including possible loss of principal.
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Key themes for 4Q 2022

A synchronized global economic downturn is underway.
The global economy has been hit by several headwinds, almost all of them leading back to higher inflation. Europe is likely already in recession, the U.S. will 

enter recession in Q2 2023, while China struggles to make recovery headway. 

Global inflation will only decline at a painfully slow pace.
Global inflation has peaked, but price pressures are proving very broad-based and sticky, particularly in the United States. Deliberate central bank action to 

create labor market slack and weaken demand is needed to lower inflation.

Global central bank tightening has further to go.
Federal Reserve (Fed) policy rates are set to hit 4.75%–5% in 2023 and stay at that level for most of the year. Other central banks are also tightening but the 

Fed is relatively more hawkish, putting upward pressure on the U.S. dollar.

Equity markets have further to slide.
Markets have faced up to the reality of central bank tightening, but now need to adjust to a slowing earnings profile. Investors should focus on segments 

of the market which benefit from low growth and the strong U.S. dollar.

Fixed income investors should seek safety and high quality.
Rising recession risk will put downward pressure on U.S. Treasury yields and spur further spread widening, thereby taking the shine off short duration, low 

quality assets. 

Challenged equity and fixed income markets create a positive backdrop for real assets.
The diversification benefits of real assets in this macro environment are particularly valuable, as are their fundamental strengths and defensive characteristics.
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Investment

themes

Higher for longer

Developed market central banks are paying the price for their late response to 

the inflation problem. Having permitted price pressures to intensify and 

permeate through the global economy, central banks’ credibility is being 

tested. They must engineer an economic slowdown in order to contain the 

inflation problem. Policy rates will go higher and must stay high if inflation is 

to sustainably return to target. This will be the first economic downturn in 

many decades where central banks continue tightening into a recession. 

The implication of higher rates for longer, the opposite environment to the one 

that had benefitted risk assets over the past decade, will tighten financial 

conditions and continue to be a large overhang for risk assets.  

Market turmoil: Time to play defense

As central banks come to combat with stubborn inflation, sharp increases in 

policy rates and the strengthening U.S. dollar will likely led to moments of 

market turmoil and financial stress. Indeed, previous rapid tightening in U.S 

monetary conditions contributed to the 1980s U.S. savings and loan crisis, 

the 1995 Peso crisis, the 1997-98 Asian financial crisis and the 2013-15 

emerging market (EM) credit crunch. As was the case before all those 

episodes, identifying which will be the next big crisis is nigh-impossible.  

As such, it will be crucial for investors to reduce exposure to vulnerable 

segments of the market. Investors should focus on high quality assets, 

seeking out area that can still deliver stable earnings even as growth weakens 

and monetary conditions become tighter— all while maintaining ample 

liquidity. 

Investing: Get Real

Traditional equity and fixed income classes will be challenged in this low 

growth, high inflationary environment. By contrast, real assets are typically 

less sensitive to inflation. They offer predictable cash flows and therefore can 

thrive in this investment landscape, providing important diversification 

benefits and inflation mitigation. 

Investors may be concerned that, like so many post-GFC and post-COVID 

winners, real asset gains are starting to run dry. Yet, structural shortages 

should ultimately support commodity returns, while infrastructure provides 

opportunities to access attractive long-term investment themes such as 

decarbonization which will likely outlast Fed tightening and recession 

concerns. 

Consider the potential risks

Liquidity crisis: As central bank rates rise and the U.S. dollar continues to 

strengthen, liquidity shortages may abound. A market dysfunction, if large 

enough, could drastically change the outlook with central banks needing to 

decide how much liquidity pain are they willing to tolerate in their bid to fight 

inflation? Financial stability or low inflation – one goal would have to be 

abandoned.  

Stubborn inflation requiring 5% plus policy rates: If higher wage growth 

becomes entrenched, the Fed may need to extend their hiking cycle and raise 

rates even beyond the 5% we anticipate. This attempt to deliberately shock 

the economy into an extended recession would raise unemployment several 

percentage points, risking a sustained and structural hit to the labor market, 

not to mention a very prolonged and difficult period of low market returns and 

high volatility. 

Playing defense

Higher for longer

Liquidity stress

Active alpha-

opportunity
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The global economy has been buffeted by a multitude of headwinds and is 
now in a synchronised downturn. While this is a considerably less urgent 
state of distress than during the 2020 COVID outbreak, the post-
pandemic inflationary world has brought significant challenges. 

The U.S. economy is decelerating under tighter financial conditions as the 
Federal Reserve raises policy rates aggressively to contain inflation—but it 
is not yet in recession. By contrast, the Euro area economy is likely already 
contracting as soaring natural gas prices create the most severe 
economic conditions in several decades. Since early-2021, European 
natural gas prices have risen almost 760%. By contrast, they have risen 
“just” 240% in the U.S. 

China, typically the largest contributor to global growth, continues to 
struggle against COVID-lockdowns and real estate sector weakness. 
Emerging market economies are being confronted by multi-decade highs 
in the U.S. dollar. 

A global recession may be skirted, but not without a few key economic 
regions falling victim to the severe headwinds confronting the global 
economy.   

A synchronized global economic 
downturn

Global growth is struggling under the pressure of tighter financial 
conditions and elevated energy costs, and no economic region is immune 
to these challenges.

MACRO

Europe and U.S. natural gas prices
$US / MMBtu, 2021–present 

Global manufacturing PMIs
May 2008–present
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Inflation continues to be at the heart of almost all headwinds confronting 
the global economy. In Europe, the threat of further energy price rises 
implies that the inflation peak may still be several months away. Emerging 
market price pressures have eased, but U.S. dollar strength renders their 
inflation challenges particularly difficult to conquer. 

U.S. inflation has peaked, but continues to sit near multi-decade highs, 
with price pressures proving to be very broad-based and, in many 
segments, extremely persistent. In particular, shelter will be an ongoing 
headache for the Fed for several more months. Worth a third of the 
headline CPI index and about 40% of core CPI, shelter is a sticky and 
lagging component. 

While supply bottlenecks and higher energy prices initially drove the surge 
in inflation, those pressures have now shifted to the demand and services 
side of the economy. This needs deliberate attention from the Fed if 
inflation is to move back towards more reasonable levels and avoid high 
wage expectations becoming embedded. 

With other economies sharing a similar inflation picture, further global 
monetary tightening is highly likely.  

“High inflation is sneaky hard to 
beat”

Global inflation has likely peaked, but price pressures have broadened 
into stickier segments of the economy and will only fade with determined 
central bank action. 

MACRO

Contribution to headline U.S. inflation
Year-over-year, 2015–present

PGAA GDP-weighted inflation
January 2007 – present
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Alongside strong inflation numbers, U.S. economic data has proven to be 
fairly resilient. Nowhere is this more evident than in the labor market. 
While there has been some cooling, monthly jobs growth continues to sit 
at levels historically consistent with extremely strong economic growth 
and falling unemployment.  

Employers report considerable difficulty in filling available positions. Job 
openings have only fallen modestly, and quit rates, a measure of 
employee confidence, remains very elevated. Unfortunately, this strength 
is also synonymous with wage pressures. The employment cost index, the 
Fed’s preferred measures of wages, is at a series high. 

In order to force a meaningful loosening in labor market conditions, the 
Fed will need to engineer a slowdown, delivering further sizeable rate 
hikes. Doing so will result in a  decline in job vacancies and a cooling in 
wage pressures. 

The reality, however, is that a substantial decline in job vacancies has 
never occurred without a sharp increase in unemployment. And, in U.S. 
economic history, every time there has been a 0.5% increase in the 
unemployment rate in a 12-month period, it has been accompanied by 
recession. 

U.S. labor market’s strength will 
be its downfall 

The U.S. labor market remains very strong, but this is adding to wage 
pressures. The Fed needs to engineer an economic slowdown to loosen 
conditions and relieve pressures.

Sahm rule: Unemployment and recession
12-month change in 3-month rolling average of U.S. unemployment rate, recessions are shaded, 1970–present

Labor shortages and wage costs
2001–present

MACRO
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Policy rates: Higher for longer
Implied fed funds target rate and market expectations
FOMC member projections & fed funds futures

The Fed’s current tightening cycle is the most aggressive since the early 
1980s and, with rate increases yielding few results thus far, investors need 
to brace for additional intensified hiking. Market pricing for Fed policy has 
soared, expecting rates to peak at 4.5%—almost 120 basis points (bps) 
higher than what they were anticipating at the end of July. Our own 
forecasts are more hawkish still, with rates peaking at 4.75% in Q1 2023. 

The Fed has acknowledged—and accepted—that further hikes will bring 
economic pain. As such, it will not pivot in response to rising recession risk, 
and policy rates are unlikely to be cut until end-2023 at the earliest. 

This is also one of the most aggressive global tightening episodes in 
history, with 85% of global central banks in tightening mode. Many 
developed market central banks have resorted to 75bps hikes despite 
oncoming slowdowns—a testament to the enormity of their inflation 
challenges. 

By contrast, the Bank of Japan continues to keep policy rates on hold, while 
the People’s Bank of China is stepping up its policy stimulus actions. 
However, U.S. dollar strength is making it increasingly difficult for these 
central banks to continue defending their more dovish policies. 

The Fed tightening cycle is the most aggressive since the early 1980s. 
Policy rates are set to approach 4.75% next year and are unlikely to be cut 
until end-2023 at the earliest. 

MACRO
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The uber-hawkish Fed is supercharging the U.S. dollar, pushing it to a 20-
year high. This is transmitting significant negative pressures to the rest of 
the world, and prompting global central action which is designed to resist 
currency depreciation and imported inflation—in turn increasing the risk 
of overtightening on a global scale.

For central banks such as the Bank of Japan and People’s Bank of China, 
dollar strength is potentially compromising their intentions to keep 
monetary policy loose. For EM central banks with high dollar 
denominated debt, the greenback rally presents a difficult challenge, 
while for commodity importers, dollar strength translates into even higher 
prices. For the UK, bad domestic policy is colliding with the strong dollar 
to create an environment which will severely test the British economy. 

The dollar’s valuation now looks stretched—but the drivers of its strength 
are not yet exhausted. Once U.S. growth eventually rolls over and Fed 
policy rates finally peak, the U.S. dollar will likely weaken, alleviating 
pressures on global currencies. Yet, this process may take several more 
months, severely straining the global economy.

U.S. dollar: My currency, your 
problem

The U.S. dollar’s strength is beginning to cause real stress across the 
global economy, but U.S. dollar weakness may only come once the Fed 
stops hiking.

MACRO

Major currencies
Relative change over the past 24-months, Rebased to 100 on October 1, 2020
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Developing market and emerging market financial conditions
PGAA Financial Conditions Index (FCI), Z-score, January 2005–present

With global central banks hiking rates almost en masse this year, global 
financial conditions have already tightened considerably, creating a hostile 
backdrop for risk assets. In the U.S., September marked the third steepest 
monthly tightening in financial conditions since the early 2000s—outdone 
only by conditions during COVID and the GFC. 

The environment will only become even more unhospitable as we move into 
Q4 and additional aggressive rate hikes are introduced in a bid to control 
inflation. 

Furthermore, as the full cumulative effects of rate hikes only seep into the 
real economy with a lag, there is already a lot of tightening in the pipeline 
that will weaken growth in 2023. We expect the U.S. economy to enter 
recession in Q2 2023 as consumer and corporate sentiment deteriorate 
further and business investment turns negative. In Europe, the European 
Central Bank’s (ECB) hawkish resolve, coupled with a cost of living crisis, 
creates the perfect breeding ground for an imminent recession. In China, 
stimulus measures should help ensure a stabilization of growth, but at a 
depressed level that will test its key trading partners. Emerging markets will 
struggle through the U.S. dollar strength, with inflation and rising interest 
rates challenging their economies. 

Financial conditions: Still further to 
tighten

Tightening financial conditions have created a hostile backdrop for risk 
assets, which only become more inhospitable as recessionary conditions 
become widespread.

MACRO
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Equity returns and valuations
LTM returns and % times cheaper, MSCI indices

High inflation, and now a hawkish stance from central banks, challenged 
the initially extended valuations of  global equities going into 2022. As a 
result, equity markets have lost ground for a third consecutive quarter, 
with indices down anywhere from 15% to 25% across the world. However, 
Q3 2022 itself was marked by considerable volatility, with a sharp rally 
through the early part of the quarter as markets questioned the Fed’s 
tightening resolve. 

U.S. equities only reverted to their downward trend towards the end of 
August as Fed comments reasserted their hawkish slant, but with such 
ferocity that valuations cheapened significantly. The result is that the U.S. 
has now been cheaper 69% of the time. Valuations in both Europe and 
much of the EM complex are flashing green—they have rarely been more 
attractive than they are today. 

Just as over the past decade expensive valuations did not present any 
obstacles on the way up, cheap valuations do not necessarily present any 
obstacles on the way down. Looking beyond the next few years however, 
and once markets have troughed, valuations are instructive and will 
provide guidance as to where the best opportunities lie.

Global valuations: Not appetizing 
enough

Source: FactSet, Bloomberg, MSCI, Principal Global Asset Allocation. LTM (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. EAFE is Europe, Australasia, Far East. See disclosures for 
index descriptions. Data as of September 30, 2022.Tighter financial conditions have impacted global equity markets and 

valuations have cheapened, although movement in Q3 was minimal. 

INDEX

LTM return (%) % time cheaper

MSCI USA

-17.6% 69%

MSCI USA: CAP-STRUCTURE

LARGE -17.3% 72%

MID -19.7% 10%

SMALL -20.9% 7%

MSCI USA: STYLE

VALUE -9.9% 33%

GROWTH -25.7% 84%

MSCI ALL COUNTRY WORLD

-20.7% 40%

MSCI EAFE

-25.1% 14%

MSCI EUROPE

-24.8% 17%

MSCI EMERGING MARKETS

-28.1% 6%

MSCI UK

-14.2% 6%

MSCI GERMANY

-37.1% 4%

MSCI JAPAN

-29.3% 19%

MSCI CHINA

-35.4% 34%

MSCI INDIA

-9.9% 75%

MSCI BRAZIL

4.3% 1%

EQUITIES
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2022 is proving to be a typical echo of other bear markets in history, 
characterized by hopeful, yet humbling, temporary market rallies within a 
longer downtrend. 

Bear markets are characterized by a persistent downward trend, 
exhibiting lower highs and lower lows within that downtrend. Bear market 
rallies are temporary countertrends, usually off lower lows, during such 
secular declines. This year has seen five such bear market rallies, with the 
most recent, lasting from mid-June to mid-August, prompting the S&P 
500 index to gain almost 14% in total return terms. Ultimately though, as 
is typical during bear market rallies, weakening fundamentals have 
prevailed, causing equity markets to slide once more. Indeed, the S&P 
500 ended up posting its worst September in two decades. 

The current prolonged drawdown, initially spurred by lower valuations and 
extended by the surge in bond yields, is also a market that is yet to 
grapple with the potentially severe risks to the wider economy and 
corporate earnings.

While stocks have sold-off in 2022, aggregate earnings estimates, so far, 
have barely budged. The economic backdrop, however, points to earnings 
weakness ahead.

Equity market slide: 
Stage one

The summer rally was reminiscent of previous bear markets whereby 
equities experience sharp, but temporary, gains. Fundamentals ultimately 
reasserted themselves, guiding markets lower. 

EQUITIES

Bear market rallies
S&P 500 Index level, December 2021–present
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Source: Standard & Poor’s, Bloomberg, 
Principal Asset Management. 
Data as of September 30, 2022.

Annotations highlight percent gain from the beginning to end of each 

bear market rally

Market performance and earnings expectations
Index level, earnings-per-share forecast,1990–present

Source: Bloomberg, 
Principal Asset Management. 
Data as of September 30, 2022.
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Equity market slide: 
Stage two

Equity markets may be more realistic about the Fed outlook, but are yet to 
fully appreciate downward earnings risk, indicating further losses ahead. 

Source:  Refinitiv, 
Clearnomics, Principal Global 
Asset Allocation.  Data as of 
March 31, 2022.

EQUITIES

Risks embedded in earnings growth estimates remain underappreciated 
in the second half of 2022 and into 2023. Market complacency has been 
largely driven by a very significant upgrade of energy earnings, which only 
occupies a 4.2% sector weighting within the S&P 500 but has skewed 
the view of aggregate earnings estimates.

The reality is that gross margins are under threat, not just from tightening 
financial conditions and hawkish banks, but also weakened consumer 
confidence. Consumers, who are already feeling the pinch from inflation, 
are becoming more price sensitive. As a result, retailers are likely to 
discount prices to win market share, while also struggling with higher 
wage and material costs. 

So far, earnings estimates don’t incorporate these abundant risks, but 
such top-line contractions would likely permeate to margin pressures, 
eventually negatively impacting corporate earnings.

Importantly though, the equity drawdown may not extend the full length 
of the earnings slowdown. Previous cycles have shown that equity 
markets typically trough before earnings growth hits its lows, with peak 
Fed funds typically presenting the first flagpost. 

Consumer sentiment and sales margins
University of Michigan Consumer Sentiment Index, Russell 1000 trailing 12-months gross margin, 1995–present
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Source: University of Michigan, FTSE 
Russell, Bloomberg, 
Principal Asset Management. 
Data as of September 30, 2022.

Peak-trough drawdowns greater than 10%
S&P 500 Index, earnings-per-share, 1965–present

Source: Bloomberg, 
Principal Asset Management. 
Data as of September 30, 2022.
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Large-caps will likely continue underperforming mid-cap equities. From 
a valuation perspective, while large-caps are still expensive, mid-cap 
valuations have fallen meaningfully below their historical averages. 
Large-caps will also be challenged by their global revenue exposure. 
Although the U.S. economy is slowing rapidly, the outlook is worse for 
Europe and large parts of EM, particularly given the strength of the U.S. 
dollar. By contrast, mid-caps tend to be more domestically focused. 

Small-caps remain the most challenged by the economic outlook. Not 
only will they struggle to pass on higher costs, so will suffer greater 
margin pressures than either mid or large caps, but they will face the 
greatest debt servicing challenges as growth declines. 

With regards to styles, value outperformance may persist a bit longer. 
Rising real yields should play well for value’s lower duration, lower 
valuations, and higher dividend yields. However, this may switch as 
recession comes into view and yields decline. Growth earnings tend to 
be more resilient than value earnings during a downturn.

U.S. mid-caps benefit from 
domestic exposure

Mid-cap outperformance should persist given its more attractive 
valuations and greater domestic revenue exposure. In terms of styles, 
value can continue to outperform until growth starts to deteriorate 
sharply. 

Source: Federal Reserve, U.S. 
Treasury, S&P Dow Jones 
Indices, Bloomberg, Principal 
Asset Management. 
Data as of September 30, 
2022.

EQUITIES

Valuation composite
MSCI U.S. indices, comprised of 60% price-to-earnings, 20% price-to-book and 20% dividend yield, 2006–present

Source: Factset, Principal Asset 
Management. Composite valuations are 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 September 30, 2022.

Real yields and value versus growth
2003–present
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Investors have become extremely bearish about Europe. Certainly, the 
fundamentals for the Euro area economy appear deeply concerning. With 
natural gas prices extremely elevated and threats of energy rationing 
hanging over the continent if this winter proves very severe, consumer and 
business confidence have plunged. Fiscal stimulus measures will offset 
some of the negative impact from elevated energy prices, but not enough 
to avoid recession. 

Yet, despite the economic concerns, earnings estimates have been 
persistently revised higher this year, supported by the weakening euro as 
it lifts the earnings of companies with significant exposure outside 
Europe. Earnings are likely to be downgraded as the Euro area economy 
weakens, but the euro should take out some of the sting. 

With valuations near historic lows, there is a meaningful cushion to 
absorb negative developments on the earnings front. Indeed, at these 
valuations, investors should avoid moving to an underweight position, 
even despite the recessionary outlook and the uncertainty associated with 
geopolitical risk. 

European valuations confront weak 
fundamentals

Europe is entering recession and uncertainty surrounds the outlook. Yet, 
with valuations extremely attractive, investors should avoid moving to an 
underweight position.

EQUITIES

Source: Factset, Bloomberg. Principal 
Asset Management. 
Data as of September 30, 2022.

European valuations and PMIs
MSCI Europe, 2008–present

Valuation comprises average z-score of PE 
TTM & NTM, PB, PCE & DY. 
Source: Factset, Bloomberg, Principal Asset 
Management. 
Data as of September 30, 2022.

European earnings and EUR/USD
MSCI Europe earnings-per-share growth, euro-to-U.S. dollar, September 2021–present
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China’s equity market still faces multiple macro headwinds. COVID 
restrictions continue to weigh on confidence and domestic demand, 
while the much-battered housing market is having more profound 
impacts.  

The PBoC has been cutting interest rates targeted at supporting the 
housing market. However, the risk of further renminbi depreciation 
and associated capital outflows, has meant that the magnitude of the 
stimulus has been quite modest relative to the desperation of the 
economic situation. What’s more, with credit demand still 
constrained by ongoing COVID uncertainty, the effectiveness of PBoC
policy cuts has been muted. The property market remains subdued, 
with wide reaching effects. 

Not only has it led to plunging property investment and handicapped 
infrastructure investment but, as land sales are an important revenue 
source for local government, local government fiscal stimulus has 
been curtailed, further weighing on the recovery. The credit impulse is 
unlikely to match that of previous cycles, limiting any equity market 
gains.

China struggles to make economic 
headway

China’s equity market may struggle to gain ground until the battered 
housing market stabilizes, enabling policy stimulus to feed through to the 
wider economy and market.

EQUITIES

Source: Bloomberg, 
Principal Asset Management. 
Data as of September 30, 2022.

China Credit Impulse Index and new commercial residential construction price movement
Index level, China 70 cities newly built commercial residential buildings prices YoY average, 2005–present

People’s Bank of China rate cuts since 2019
By rate cut type

Source: People’s Bank of China, 
Bloomberg, Principal Asset 
Management. 
Data as of September 30, 2022.
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Bond markets are alert to the Fed’s increasingly hawkish tune and 
suffered a very sharp rout during September. 10-year Treasury yields 
almost hit 4% in September—the highest since 2010—before dropping 
back to around 3.8% at the end of the quarter. Two-year Treasury yields, 
which are particularly sensitive to the Fed policy outlook, rose above 4% 
for the first time since 2007. Not only does this mean that the 2s10s 
curve is deeply inverted and therefore signalling recession, the spike in 
yields has upended the TINA dynamic (“there is no alternative” to 
equities).

Indeed, when interest rates were sitting below 1%, as they were after the 
Great Financial Crisis and after the 2020 pandemic, it made perfect 
sense for investors to allocate to equity markets. Dividend yields 
significantly exceeded Treasury yields. 

But this year, after several Fed interest-rate increases, Treasury yields 
have soared above equity dividend yields. With the market narrative now 
shifting from inflation to recession, and post the sharp repricing higher in 
yields, bonds look relatively more attractive. The TINA argument to own 
equities is increasingly challenged. 

Bond markets bear the brunt of Fed 
hawkishness

Bond yields have soared to their highest levels since before the GFC as 
markets re-priced Fed expectations, upending the TINA argument.

FIXED INCOME

Source: Clearnomics, Federal Reserve, 
Principal Asset Management. 
Data as of September 30, 2022.

Interest rates
10-year and 2-year U.S. Treasury yields, 2010–present
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For now, with the market still digesting the reality of the Fed’s policy 
intentions, and economic growth broadly resilient, U.S Treasury yields 
may remain elevated.  

Looking forward, however, rising recession risk, coupled with expectations 
for eventual Fed policy rate cuts as inflation pressures fade, should push 
the overall Treasury yield curve lower, but particularly the long-end. U.S. 
Treasurys are usually a good place to hide out while economic risks 
increase. 

Also within core fixed income, agency securitized debt presents a 
compelling opportunity for investors that are seeking risk mitigation. It is 
true that the MBS market has underperformed so far this year, but this 
was largely due to a challenging technical landscape and concerns that 
the Fed’s quantitative tightening would imply active MBS sales. 

This underperformance now means that agency MBS valuations are 
particularly attractive, while the possibility of active Fed sales have been 
all but dismissed by Chair Powell, unwinding some of the risks. Crucially 
too, agency MBS has historically shown a greater ability to withstand 
deteriorating growth than other credit segments.  

Searching for a good hiding place

Treasurys should perform well as recession approaches. Securitized debt 
typically show a greater ability to withstand weakening growth  than other 
credit segments

FIXED INCOME

Investment grade minus agency mortgage-backed securities spread
Option-adjusted-spread, 2003–present
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Source: Citigroup, Federal Reserve, 

Principal Asset Management. The 

Citi Economic Surprise Index is a 
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which economic data is beating or 

missing estimates. 

Data as of September 30, 2022
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Investment grade credit spreads likely face significant further widening as 
economic growth weakens. 

Banks are raising credit standards, suggesting increased vigilance by 
credit underwriters as the economic outlook deteriorates. This is a signal of 
rising risk aversion which will likely flow through to wider credit spreads. At 
the same time, higher policy rates and real yields have bolstered the 
investment proposition of U.S. Treasurys, reducing the attractiveness of IG. 

High yield has been relatively resilient, likely supported by its exposure to 
the energy sector. However, with recession approaching, and quantitative 
tightening now underway, high yield spreads are not sufficiently 
compensating for the growth and liquidity risks. 

As the Fed withdraws liquidity from the bond markets, it will likely become 
increasingly challenging for corporates to roll-over debts. Tightening 
financial conditions will not only impact the real economy, leading to 
higher defaults, but market liquidity will also be challenged. With both 
credit and liquidity risk rising, HY spreads are likely to widen further. 

Credit spreads are still bracing for 
a full unwind

Both IG and HY face widening spreads as the economic outlook and 
market liquidity deteriorate. We are underweight both credit segments.

FIXED INCOME

U.S. high yield spreads and dollar liquidity
Option-adjusted-spread, 2003–present
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Source: Federal Reserve, 
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Principal Asset Management. 

Data as of September 30, 2022
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Despite responding proactively to the global inflation surge with early 
monetary tightening, many emerging market central banks are still being 
forced to raise rates in order to protect themselves against further U.S. 
dollar strength. This backdrop is taking its toll on the EM complex. 

Inevitably, there will be a large disparity among emerging markets 
depending on their U.S. dollar currency reserves, export growth, and USD-
denominated debt levels. 

Larger energy exporting emerging markets, such as Brazil, with strong 
export growth and plentiful currency reserves are proving more resilient. 
On the other hand, energy importing emerging markets with limited 
currency reserves are stressed and may eventually require IMF support as 
conditions become more challenging. 

Despite the additional risks, local currency emerging market debt yields 
are only a few basis points higher than U.S. Treasury yields. While in some 
cases this may be partially explained by strong fundamentals, EM spreads 
would likely have to widen further to sufficiently offset the higher risks 
they pose. 

King Dollar to prolong the pain in EM 
debt

The strong U.S. dollar is presenting a significant headwind to EM 
countries. Equally, once the greenback peaks and starts to weaken, this 
will be a strong tailwind for EM. 

Source: JP Morgan, Intercontinental Exchange (ICE), Principal Asset Management. Data as of September 30, 2022.

FIXED INCOME

U.S. dollar versus emerging market debt
U.S. dollar index level, JP Morgan emerging markets bond index versus U.S. dollar, 2018–present
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The environment has become more challenging over the last quarter as 
central banks around the world raise rates to fight inflation. Fixed income 
securities including preferred and capital securities have had a 
challenging time. Yet the asset class is in a favorable spot of price, yield, 
quality, and structure.

Price: Preferred securities are trading below par and are now offering 
attractive valuations.

Yield: They demonstrate relatively competitive yields, even compared to 
lower quality fixed income assets.

Quality: Typically investment grade preferred securities, so default rates 
are lower than high yield.

Structure: Offer “fixed to floating,” “fixed to variable” rate structures 
which may help a long-term investor as rates rise. 

What’s more, although financials would certainly be impacted during a 
downturn, U.S. banks and consumer focused lenders are in strong health 
and should remain resilient over the coming challenging months.

Preferred securities: In a favorable 
position

With fixed income, preferred securities are our favoured asset. Not only 
are yields relatively attractive, but the structure can be ideal in the current 
environment 

FIXED INCOME
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While inflation has prompted both stocks and bonds to experience 
historic drawdowns during 2022, commodities have rallied sharply. Since 
the start of 2022, natural gas is up 81%, brent crude up 26%, and iron-
ore up 11%. The commodity complex, especially energy, has been the 
stand-out strategy to mitigate inflation.  

Recently, however, global economic strength has faded rapidly, driving 
markets to become increasingly fearful of recession, resulting in lower 
commodity prices. 

This pain should only be temporary. Although demand may be weakening, 
it remains firmly above supply. Limited capital expenditure in fossil fuels 
capacity, coupled with geopolitical tensions, means structural supply 
deficits that are supportive of commodity prices. The supply response 
from oil refiners has been muted, suggesting a decrease in the price 
elasticity of oil supply and, as such, supply will likely remain scarce in the 
years ahead. 

By contrast, the equity beta component of global natural resources may 
result in more downside if the weakening economic backdrop continues 
to weigh on commodities.

Commodity prices: Short-term 
relief, long-term pain

Commodity prices may come under downward pressure in the near-term 
as recession fears mount. However, structural supply shortages will likely 
prevent prices from falling too far, and will drive them higher in the 
medium-term.

ALTERNATIVES

Commodities component sub-indices
Index level, 2020–present
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Our continued constructive views on alternatives convey not only their 
diversification benefits in this macro environment, but also their 
fundamental strengths and defensive characteristics.

Infrastructure investments are one of the few asset classes that may 
outperform in the current slowing growth, high inflation environment. 

As demand for critical services is less sensitive to inflation, owners of 
certain infrastructure assets can sustain and increase prices without 
significantly impacting demand, offering potentially resilient returns 
through periods of higher inflation. Listed infrastructure has historically 
delivered meaningfully higher returns than global equities during periods 
of higher inflation. 

Furthermore, infrastructure investments typically have predictable cash 
flows associated with the long-lived assets, with historically attractive 
yield. 

They also offer exposure to the global theme of de-carbonization, which 
presents a multi-decade tailwind for utilities and renewable infrastructure 
companies.

Infrastructure typically shines 
during high inflation 

Challenged equity and fixed income markets, coupled with stubbornly 
high inflation have created a positive backdrop for listed Infrastructure. 

ALTERNATIVES

Listed infrastructure performance compared to global equity and bond markets
Rebased to 0% at June 1, 2021

Source: Bloomberg, Principal Asset Management. Infrastructure represented by the FTSE Global Core Infrastructure 50/50 Total Return Index in USD, Global equities represented by the MSCI ACWI Gross Total Return 
USD Index, Global bonds represented by the Bloomberg Global Aggregate Index. Data as of September 30, 2022.
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Typically, as economic growth weakens, defensive sectors outperform. 
REITs, a traditionally defensive, low volatile sector would usually perform 
well in the current low growth, high volatility environment. 

However, REITs are also a very rate sensitive sector, with a high negative 
correlation to real bond yields and have struggled in the rising rate 
environment, underperforming other defensive sectors throughout the 
year. 

With central banks continuing to tighten policy, and inflation easing over 
the coming months as growth deteriorates, real yields are likely to rise 
further. REITs will come under further pressure, exacerbated by the 
incremental weakness in the housing market. 

In addition, REITs valuations have dividend yields which are below 10-
year U.S. Treasury yields. For investors who are seeking investment 
income, REITs are hardly a compelling investment case. 

REITs still struggling with rising 
real yields

The rising real rate environment is particularly difficult for REITs given it is 
a very rate sensitive sector, and implies further declines are likely. 

REITs and real yields
Year-over year percent change, 2002–present 
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Source: Bloomberg, Principal Asset Management. Data as of September 30, 2022.
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Investors may struggle to find clear opportunities in the current 
environment. With inflation high and likely to decline only very gradually, 
investors should primarily seek assets with high return correlation to 
inflation. 

At the same time, with economic conditions becoming increasingly more 
difficult, investors ought to have some exposure to low volatility assets. 
Assets in the north-west quadrant—low volatility and high inflation 
correlation assets—meet this requirement. 

• Core real estate and private infrastructure may provide mitigation 
against elevated inflation. 

• Treasury inflation protected securities (TIPS) also work as an 
inflation-resilient diversifier. 

At the same time, although returns from commodities and listed 
infrastructure may be volatile, they historically outperform in inflationary 
environments, and can help diversify equity exposure. Ultimately, holding 
a diversified basket of high inflation correlated assets, some low and 
some high volatility, may provide inflation mitigation. 

An environment made for real 
asset outperformance

Investing in the current environment is very challenging. Investors may 
primarily want to preserve portfolios against still-elevated inflation, while 
also seeking to reduce volatility where possible.

Major asset class inflation sensitivity
Correlation to 12-month rolling CPI, volatility is annualized, 2003–present

Source: Bloomberg, Principal Asset Management. Calculations based on monthly returns since 2003 and in USD-terms. Data as of September 30, 2022.
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Viewpoints reflect a 12-month horizon. 

indicates a change in preference from the previous quarter (light blue) to the current 

quarter (darker blue).

Asset allocation
Investment Preference

Less < <  Neutral  > > More

Equities

Fixed income

Alternatives

Equities

U.S.

Developed ex-U.S.

Emerging Markets

Fixed income
Government and Related

Corporates – IG and HY

Emerging Markets

Alternatives 
Cash

Real Assets

Remaining slightly cautious given expectations for decelerating growth

Equities:

We have moved towards a marginal underweight equities position, but we will remain nimble in our positioning in order to respond to 

changing market conditions. We have retained a preference for the U.S. over other developed markets (DM) given its relative market 

resilience to geopolitical conflict and fundamental economic strength. We have tactically maintained our overall EM exposure driven by 

still-supportive China’s policy shift.

Fixed income:

With growth remaining challenged, we continue to hold a slight defensive position within fixed income by adding to treasuries and 

government related securities. Emerging Market debt continues to be at a slight underweight given contagion risks from geopolitical 

conflict and potential impact from slowing growth. As rates have increased, our duration positioning remains neutral, and we look for 

opportunities to add duration if yields increase. 

Alternatives:

Within alternatives, we have slightly increased our exposure to listed infrastructure given its defensive nature on stable cash flows and 

inflation hedging characteristics.  We maintain a neutral stance on real estate.↑

Source: Principal Global Asset Allocation. Alternatives asset class include class include REITs, international real estate, MLPs, listed infrastructure, 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 September 30, 2022.

INVESTMENT IMPLICATIONS

↑

↑
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G L O B A L  A S S E T  A L L O C A T I O N  V I E W P O I N T SBloomberg Commodity Spot Index measures the price movements of commodities included in the Bloomberg CI and select subindexes. It does not account for the effects of rolling futures contracts or the costs associated with holding physical commodities and is quoted in USD.

Bloomberg EM Hard Currency Aggregate Index is a hard currency Emerging Markets debt benchmark that includes USD denominated debt from sovereign, quasi-sovereign, and corporate EM issuers.

Bloomberg 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 Index also includes Eurodollar, Euro-Yen, and 144A Index-eligible securities and debt from other local currency markets not tracked by regional aggregate benchmarks

Bloomberg U.S. Aggregate Bond Index is the most widely followed broad market U.S. bond index. It measures the investment grade, US dollar-denominated, fixed-rate taxable bond market.

Bloomberg 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 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 U.S. and non-U.S. corporations.

Bloomberg U.S. Floating Rate Note < 5 Years Index consists of debt instruments that pay a variable coupon rate, a majority of which are based on the 3-month SOFR, with a fixed spread.

Bloomberg U.S. Mortgage Backed Securities (MBS) Index tracks fixed-rate agency mortgage backed pass- through securities guaranteed by Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC).

Bloomberg U.S. Municipal Index covers the USD-denominated long-term tax-exempt bond market. The index has four main sectors: state and local general obligation bonds, revenue bonds, insured bonds and prerefunded bonds.

Bloomberg 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.

Bloomberg U.S. Treasury Inflation Protected Securities (TIPS) Index is composed of inflation-protected U.S. Treasury bonds, commonly known as “TIPS”. TIPS are securities issued by the U.S. Treasury that are designed to provide inflation protection to investors. 

FTSE Global Core Infrastructure 50/50 Total Return Index comprises securities in developed countries which provide exposure to core infrastructure businesses, namely transportation, energy and telecommunications, as defined by FTSE's International Benchmark Classification.

ICE BofA Contingent Capital Index tracks the performance of all contingent capital debt publicly issued in the major domestic and eurobond markets, including investment grade and sub investment grade issues.

ICE BofA Emerging Markets Corporate Plus Index, which tracks the performance of US dollar (USD) and Euro denominated emerging markets non-sovereign debt publicly issued within the major domestic and Eurobond markets.

ICE BofA U.S. All Capital Securities (i0cs) index of preferred securities represents investment grade and below investment grade instruments in both the retail $25par market and the institutional $1,000par market.

ICE BofA U.S. Corporate Index tracks the performance of U.S. dollar denominated investment grade rated corporate debt publicly issued in the U.S. domestic market.

ICE BofA U.S. High Yield Index tracks the performance of U.S. dollar denominated below investment grade rated corporate debt publicly issued in the U.S. domestic market.

JP Morgan EMBI Global Diversified Index is an unmanaged, market-capitalization weighted, total-return index tracking the traded market for U.S.-dollar-denominated Brady bonds, Eurobonds, traded loans, and local market debt instruments issued by sovereign and quasi-sovereign entities.

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 AC Asia Pacific Index captures large and mid cap representation across 5 Developed Markets countries and 9 Emerging Markets countries in the Asia Pacific region.

MSCI ACWI Index includes large and mid cap stocks across developed and emerging market countries. 

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, Australasia, 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 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 U.S. 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 U.S. market.

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

MSCI USA Quality Index aims to capture the performance of quality growth stocks by identifying stocks with high quality scores based on three main fundamental variables: high return on equity (ROE), stable year-over-year earnings growth and low financial leverage. The MSCI Quality Indexes complement existing 

MSCI Factor Indexes and can provide an effective diversification role in a portfolio of factor strategies.

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

MSCI USA Value Index captures large and mid cap U.S. 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.

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. I ndividuals cannot invest directly in an index.

INDEX DESCRIPTIONS
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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. Potential investors should be aware of the risks inherent 

to owning andinvesting in real estate, including value fluctuations, capital market pricing volatility, liquidity risks, leverage, credit risk, occupancy risk and legal risk. Non-investment grade securities offer a potentially higher yield but carry a greater degree of risk. Risks of preferred securities differ from 

risks inherent in other investments. In particular, in a bankruptcy preferred securities are senior to common stock but subordinate to other corporate debt. Emergingmarket debt may be subject to heightened default and liquidity risk. Risk is magnified in emerging markets, which may lack established

legal, political, business, or social structures to support securities markets. Small and mid-cap stocks may have additional risks including greater price volatility. Treasury inflation-protected securities (TIPS) are a type of Treasury security issued by the U.S. government. TIPS are indexed to inflation in 

order to help investors from a decline in the purchasing power of their money. As inflation rises, rather than their yield increasing, TIPS instead adjust in price (principal amount) in order to maintain their real value. Inflation and other economic cycles and conditions are difficult to predict and there Is no 

guarantee that any inflation mitigation/protection strategy will be successful. 

From RAKBANK

This document has been prepared by Principal Global Investors for informational purposes only. The contents of the document should not be construed as an advice on legal, financial or regulatory issues. No person should rely on the contents of this document without first obtaining independent advice 

from qualified professionals. The National Bank of Ras Al Khaimah (P.S.C), its employees and consultants expressly disclaim all liability and responsibility to any person who reads this document in respect of anything done or omitted to be done by such person in reliance, whether wholly or partially, 

upon the contents of this document and shall not be responsible for the results of any actions taken on the basis of information provided in this document or for any error in or omission in this document.

From Principal 

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 sourcesbelieved 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.


