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For more than a decade, investors have enjoyed supportive financial conditions. The Federal Reserve (Fed) has
provided clear forward guidance, their balance sheet has expanded, and interest rates have remained low. For
businesses, this has been an era of easy money for new projects, expansion, and mergers and acquisitions (M&A). For
everyday individuals, rates on mortgages and personal loans have been attractive, boosting home prices and debt
levels. Allin all, this has driven a long period of steady economic growth and healthy returns.

However, with the Fed now raising policy rates, inflation at multi-decade highs, and renewed geopolitical risks,
investors will need to adjust to tighter financial conditions. Not only could this affect economic growth rates as the
cost of borrowing rises, but it could also directly impact market valuations. If (or when) this occurs, there will be less
room for error and a greater need for investment discipline in the years to come.

Changing winds

While investing is never easy, the reality is that investors,
consumers, and businesses have benefited from significant
monetary tailwinds over the past few decades. Since 1990,
the 10-year Treasury yield has fallen from as high as 9% to
as low as 0.5% and has averaged only 2.25% since 2009.
The Fed has kept policy rates low by historical standards
over these years, especially the periods of zero-interest
rate policy from 2008 to 2015, and 2020 through to the
March 2022 Federal Open Market Committee (FOMC)
meeting. Even then, when the Fed did raise rates, it did so
in a slow and steady fashion, easing investors into the
tighter regime.

These financial conditions have greatly supported equity
and fixed income valuations across cycles. Except during
the initial pandemic lockdowns, broad equity valuations
have been rising steadily, from a price-to-earnings ratio as
low as 9.5x during the global financial crisis to a vertigo-
inducing 19x today. For much of the last cycle, rising
valuations helped to boost stock prices, providing investors
with healthy returns. From 2009 to 2021, the S&P 500
experienced double-digit returns 10 out of 13 years and
was in the red only once. Of course, financial conditions
and interest rates were not the only drivers of these
returns, but they certainly didn’t hurt.

After an influx pandemic-induced supportive policy, financial conditions are rapidly coming back to earth
PGAA Financial Conditions Index (FCI), Z-score, January 2010 - present
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Similarly, fixed income experienced a strong decade, also rising 10 of the past 13 years. Not only did ever-lower interest
rates boost bond prices, but this lower-for-longer environment forced investors to “reach for yield” which supported areas
such as high yield bonds and emerging market debt. Even when bonds faced rising interest rates, these periods tended to

be short-lived.

The Fed has begun raising rates—the first time since 2018

Federal funds rate since 2004 and FOMC projections
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Fed liftoff

This environment, however, is poised to change. With
inflation running at a 40-year high, inflation expectations at
their highest level in 17 years, labor markets at maximum
employment, and rapidly driving fears of a wage/price
spiral, the Fed is desperately behind the inflation curve and
needs to slam the monetary brakes. In fact, except for 1980,
inflation has never been so high at the point of Fed lift-off
as it is today—and in the 1980 episode, the Fed raised policy
rates by 600 basis points in the first year alone.

Consider that, going into the pandemic, the federal funds
rate had been progressively cut from 2.25% to 1.5%, before
being slashed to zero as COVID hit the global economy.

Fed officials expect seven total rate hikes in 2022

Data as of March 16, 2022.

It would take the Fed six hikes to take the fed funds rate
back to its pre-pandemic level—and that’s before even
considering the additional price pressures facing the United
States economy today. Pre-pandemic annual Consumer
Price Index (CPI) inflation was near 2.4%, broadly in-line with
the Fed’s target and less than a third of the current level.

As such, the Fed’s hike in March is just the first in a line of
back-to-back rate increases this year. The Fed’s own dot plot
depicts a further six hikes over the remainder of the year
(coincidentally taking the Fed Funds rate back to just above
its pre-pandemic level), followed by further increases in
2023. We are at the beginning stages of a long monetary
tightening journey.
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In addition to policy rates, the Fed will soon begin shrinking
its balance sheet after it expanded to nearly $9 trillion in
response to the pandemic. During the aftermath of the
2008 financial crisis, the Fed’s balance sheet reached $4.5
trillion before the tapering process. Before this, total asset
levels had been below $1 trillion. Thus, the Fed’s balance
sheet “run off” will drain liquidity, likely serving to raise
rates across the yield curve and tighten financial conditions
even further.

Of course, much can happen between now and then to
alter policy expectations—in particular, the conflict in
Europe. Many investors are concerned that elevated
energy and food prices will soon begin to weigh heavily on
consumer sentiment and wallets, prompting a meaningful
slowdown in economic growth. This is certainly a risk and
one that increases as the duration and intensity of the
conflict extends. But, with inflation sitting at 7.9% and
threatening to move higher because of the surge in
commodity prices, only a looming recession would compel
the Fed to halt monetary tightening. Unfortunately, by not
addressing inflation earlier, the Fed now needs to prioritize
price stability—even in the face of softening growth and
geopolitically-driven market turmoil.

Less room to maneuver

The Fed’s policy changes could bring about headwinds for
global markets, asset classes, and sectors, as the rising tide
that has lifted all boats over the past decade is removed.

Without easy financial conditions, earnings growth will be
key to risk returns. When economic growth is robust and
financial conditions are loose, the market can comfortably
grow into lofty multiples. In the future, however, tighter
conditions may make it more difficult to satisfy high
expectations.

Market valuations have steadily risen over the past decade
S&P 500 forward price-to-earnings ratio, next-twelve-months, January 1985 - present
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There will be more dispersion, more winners and losers
and, as the margin of error shrinks, investors may need to
be more disciplined, selective, and thoughtful in their
approach.

Recently, market valuations have fallen in reaction to the
Fed and geopolitics. However, they remain near their
highest levels since the dot-com boom. This is especially
true among growth and tech stocks which performed
extremely well during the post-pandemic recovery. For
example, while the price-to-book for the Russell Growth
index has fallen, it is still 6.5 multiple points higher than
that of the Russell Value index.

The flip side of strong stock returns over the past decade
has been that volatility has been relatively benign. With the
Fed using its balance sheet to create indiscriminately easy
financial conditions for the past ten years, the S&P 500 has
experienced few pullbacks. Consider that, except for 2018,
when trade wars were a concern and 2020, during the
pandemic, the S&P 500 averaged just two 5% pullbacks a
year. However, the last decade is the exception, not the
rule. Historically, there have been an average of four to five
market pullbacks of 5% or worse each year—a scenario
that investors will likely need to reacquaint themselves
with.

That said, markets typically recovered from these
pullbacks within a few weeks or months. Furthermore,
equities typically struggle in the first few months of Fed
tightening but, after the initial period of digestion, they
refocus on corporate profit and earnings dynamics and
resume their (admittedly bumpier) upward trend. Thus,
tighter conditions in no way imply that the business cycle
cannot continue at a healthy pace, but investors will need
to be more careful and thoughtful in the years ahead.

Latest
18.6x

Source: Clearnomics, Standard
& Poor’s, Refinitiv, Principal

1990 1995 2000 2005

2010

Global Investors.

2015 2020 Data as of March 17, 2022.

Principal Global Insights | 3



Q
S
£

")
%
3,

A
N

2 S
b S
9075 51D

For Public Distribution in the U.S. For Institutional, Professional, Qualified and/or Wholesale Investor Use

Only in other Permitted Jurisdictions as defined by local laws and regulations.

Post liftoff investing

22 MARCH 18, 2022

What can investors do to prepare?

First, a focus on the Quality factor can help to mitigate risk
by focusing on companies with attractive attributes and
fundamentals. Historically, Quality factors performed well
during periods of slowing growth and worsening market
conditions, since they typically represent companies with
stronger balance sheets, cash flow generation, profitability,
and more reasonable valuations. Furthermore, in this
period of elevated inflation, there will be greater pressure
on margins, and pricing power will become a particularly
valuable distinguishing feature of companies.

Second, the transition to tighter financial conditions may
benefit U.S. companies over those in Europe. U.S.-based
companies should be better positioned to absorb and
manage higher interest rates, while continuing to maintain
margins despite softer economic growth. Europe’s heavy
dependence on energy imports—particularly from
Russia—implies that food price and goods inflation will be
more sensitive to the conflict. Additionally, expect that
financial conditions will likely tighten more in Europe,
weighing heavily on the European economy and
investment performance.

Past-the-peak investing means that investors can no longer
rely on easy financial conditions, or accommodative Fed
policy. Without the tailwinds of near-zero policy rates,
profit margins, balance sheet strength, pricing power and
secular growth dynamics will once again dictate market
trends. Earnings growth in particular will be key to
investment gains.

In this new but once-familiar environment, investors will
need to brace for more volatility, adopt a more analytical
approach, and be sufficiently nimble to take advantage of
opportunities as they arise. Central banks are taking a back
seat; now it’s time for investors to do the hard work.
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Risk considerations

Investing involves risk, including possible loss of principal. Past performance is no guarantee of future results.

Important Information

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

This material may contain ‘forward-looking’ information that is not purely historical in nature and may include, among other things,
projectionsand 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 wouldbe contrary to local law or regulation.

This document is intended for use in:

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

. Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin DO2 K156, Ireland. Principal Global Investors
(EV) Limited is regulated by the Central Bank of Ireland. In Europe, this document is directed exclusively at Professional Clients and
Eligible Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID). The contents of the document
have been approved by the relevant entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited
(“PGIE”) or Principal Global Investors (EU) Limited (“PGI EU”) will not benefit from the protections offered by the rules and
regulations of the Financial Conduct Authority or the Central Bank of Ireland, including those enacted under MiFID II. Further,
where clients do contract with PGIE or PGI EU, PGIE or PGI EU may delegate management authority to affiliates that are not
authorized and regulated within Europe and in any such case, the client may not benefit from all protections offered by the rules
and regulations of the Financial Conduct Authority ,or the Central Bank of Ireland.

. United Kingdom by Principal Global Investors (Europe) Limited, Level 1,1 Wood Street, London, EC2V 7 JB, registered in England,
No.03819986, whichis authorized and regulated by the Financial Conduct Authority ("FCA").
. United Arab Emirates by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and

authorized by theDubai Financial Services Authority as a representative office and is delivered on an individual basis to the
recipient and should not be passed on or otherwise distributed by the recipient to any other person or organization.

. Singapore by Principal Global Investors (Singapore)Limited (ACRA Reg. No. 199603735H), which is regulated by the Monetary
Authority ofSingapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act 2001.
This advertisement or publication has not been reviewed by the Monetary Authority of Singapore.

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

This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH.

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

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

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

Insurance products and plan administrative services provided through Principal Life Insurance Co. Principal Funds, Inc. is distributed
by PrincipalFunds Distributor, Inc. Securities are offered through Principal Securities, Inc., 800-547-7754, Member SIPC and/or
independent broker/dealers. Principal Life, Principal Funds Distributor, Inc., and Principal Securities are members of the Principal
Financial Group®, Des Moines, IA50392.

© 2022 Principal Financial Services, Inc. Principal®, Principal Financial Group®, and Principal and the logomark design are
registered trademarksof Principal Financial Services, Inc.,a Principal Financial Group company, in the United States and are
trademarks and services marks of PrincipalFinancial Services, Inc.,in various countries around the world. Principal Global Investors
leads global asset management at Principal®.
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