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The Fixed Income Strategy Group of Principal Global Fixed Income uses a Dynamic Risk Score to provide consistent communication of
our market outlook. The Dynamic Risk Score is a 10-point scale where a score of 1 represents the worst risk-taking environment and a
score of 10 represents the best risk-taking environment. Investment teams use this score to guide investment decisions and adjust the
level of risk in portfolios as market conditions change.

Dynamic Risk Score
The Fixed Income Strategy Group raised the Dynamic Risk
Score from a 6 to a 7, reflecting:




Improved valuations, with investment grade spreads 20-25 basis points
(bps) wider since June/July
Volatility decreasing since mid-October is positive for spread valuations
Positive spread seasonal factors through the end of the year

Current Market View
We believe that in the current risk-taking environment, risk product is likely to outperform U.S. Treasury securities over the next
three to six months driven by tighter spreads and excess carry.








Credit spreads offer better value. Credit spreads have widened from mid-year tights with high yield widening 100 bps,
emerging markets widening 45 bps, and investment grade widening 20-25 bps. We continue to expect positive economic
growth and near-term corporate earnings to support spreads.
The end of quantitative easing signals change. As the Federal Open Market Committee (FOMC) completes its securities
purchases, net supply of Treasurys and agency mortgage-backed securities (MBS) is expected to increase through the end of
the year with less demand pressure. Recent Federal Reserve statements have trended more hawkish than market expectations
and the likelihood of language changes in December has increased.
Increased activity from global central banks. The bank of Japan has instituted an additional round of quantitative easing and
the European Central Bank continues to communicate an increasing desire to ease monetary policy. Geopolitical and headline
risks also continue to soften as tensions ease and fears subside.
We expect the U.S. economy to continue recovering as the year progresses. U.S. payrolls have been strong this year averaging
224,000 per month. Inflation has ticked up off the lows seen earlier this year.

MARKET WATCH
The following are three potential market catalysts to watch for that could cause volatility to move higher and negatively impact
spreads.
1.

2.

3.

Profit Margins. Profit margins have remained historically high since the recovery began, due to limited hiring, limited
business expansion, and historically low interest rates. However, if companies misjudge earnings and begin to hire and
expand too aggressively, this may reduce profit margins.
Inflation. We forecast a 25-bps increase in core inflation, with a corresponding mild increase in 10-year interest rates of
50-75 bps. If inflation begins to increase more substantially, interest rates will become more volatile than we
anticipated, potentially causing investor outflows and subsequent spread widening.
Risk Appetite. In a period of low volatility and tightening spreads, investors may reach for return-increasing risks
beyond an acceptable level. The increased risk would only be realized with an increase in volatility and could cause
more dramatic risk reduction, exacerbating any spread widening.
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