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asset classes. 
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The past decade marked a tremendous return 
environment for most asset classes. 2019, in particular, 
was a banner year for assets with U.S. equities leading 
the pack, delivering 31.5%, and U.S. bonds returning 
8.7%, as represented by the S&P 500 and Bloomberg 
Barclays U.S. Aggregate indices. However, with asset 
valuations decidedly more expensive today, the two 
key questions asset owners are asking are how much 
further this rally has to run and how to evolve risk 
posture in policy portfolios.

While we do not think the post-crisis expansion 
is likely to end over the coming year, we do 
expect pure beta exposures to deliver lower 
returns and higher volatility than experienced 
over the past decade, and certainly in 2019.  
As a result, we think active management 
across risk factors will be increasingly 
important to returns, with a keen eye toward 
digging deeper within portfolios to uncover 
alpha opportunities. 

In particular, within equity markets, we are 
focused on potential secular disruptors (see 
the section Secular drivers: Monitor the 
disruptors), which have the ability to 
fundamentally alter the geopolitical, economic 
and business frameworks of the past. The 
asset management industry is not immune to 
these changes, and in response, PIMCO has 

made tremendous investments in our 
quantitative and analytics teams and models 
over the past several years (see the section 
Quantitative approaches to business cycle 
forecasting). We believe flexibility, quantitative 
rigor and adaptability will be key to succeeding 
in what is likely to be a lower return  
environment ahead. 

Following a bumpy 2019 for global 
macroeconomic growth, we see the clouds 
lifting in 2020. While the global health crisis 
adds uncertainty to the economic outlook, we 
believe the economic and market risks will be 
temporary. With the cycle extended and 
recession risks reduced, we favor equities over 
hard duration and generic corporate credit, and 
have started the year with a constructive view 
toward risk.
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After a long period of slowing, cyclical growth momentum is 
bottoming in response to broad central bank policy easing.  
While the current PIMCO view only foresees a modest rebound 
in economic activity, the positive rate of change in growth 
momentum is important for asset markets. The environment 
we anticipate calls for a less defensive portfolio and one that 
opportunistically seeks cyclical risk to benefit from the 
improved growth backdrop.

POLICY EASING SUPPORTS GROWTH

For most of the last two years markets have been grappling 
with the slowing growth environment representing a headwind 
for cyclical risk. In the last year this slowing culminated in a 
rising probability of recession, which resulted in a more forceful 
response from global central banks. Recently, the J.P. Morgan 
Global Manufacturing PMI, a measure of global manufacturing 
sentiment, improved in four of the last five months of 2019 and 
comes on the back of improvement in global real M1 money 
supply growth — empirically a good indicator of monetary 
policy conditions and a leading indicator of growth  
(see Figure 1).

Increasingly, the weight of evidence supports a more upbeat 
view. PIMCO’s earnings growth leading indicator has turned 
higher for the first time in almost three years. The earnings 

Source:  Bloomberg, Haver Analytics, J.P. Morgan, PIMCO as of 31 December 2019.
M1 is calculated by PIMCO as a weighted average across countries and is shown 
eight months ahead of PMI to illustrate correlation, as M1 is a leading indicator.
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Figure 1: Manufacturing and money supply indicators 
lately have risen

Setting the stage: analyzing the macro backdrop
growth cycle appears to be in a soft landing. Positive and 
complementary growth signals are coming from other 
indicators as well, including a shift in earnings revision 
sentiment, higher commodity prices, and recent steepening  
of global yield curves.

To be sure, the coronavirus outbreak has injected new risks into 
the global outlook, particularly given the importance of China to 
global growth and its integration in global supply chains. While 
we recognize this as a risk to our outlook, we believe that the 
outbreak is likely to delay rather than upend our base case view 
on a bottoming of global growth. Extrapolating similar patterns 
of viral outbreaks like Severe Acute Respiratory Syndrome 
(SARS) to today suggests that we are likely to see a recovery in 
global industrial production playing out by midyear.

EASING POLITICAL TENSIONS POSITIVE  
FOR RISK ASSETS

While the situation is far from resolved, the temperature of 
U.S.–China trade tensions has been dialed back to simmer.  
The longer-term impact of the partial “Phase 1” trade deal  
(or any further negotiations on Phase 2) is yet to be seen, but 
China’s leadership seeks to limit further growth headwinds, and 
U.S. leadership wants a good deal in an election year. The U.S.–
China trade relationship encompasses three of the disruptive 
forces we flagged at our latest Secular Forum: China, populism, 
and technology. 

Also notable regarding trade, the United States–Mexico–
Canada Agreement (USMCA) was signed with minimal changes 
from the North American Free Trade Agreement that it replaces, 
and the U.K. moved toward a “soft” Brexit outcome. Trade will 
remain a feature of market risk, but is less likely to surprise 
markets today.

Bottom line, within the last year, policymakers have removed 
two significant headwinds to the cycle – concerns over growth 
and a destabilizing trade conflict – which has set the stage for a 
more constructive 2020 outlook. Nevertheless, unforeseen 
monetary, trade, or geopolitical tensions (e.g., Iran) remain a 
prevalent risk that market participants should not write  
off completely.
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Hypothetical example for illustrative purposes only. Source: PIMCO, Haver Analytics as of 4 February 2020.
The dynamic factor model divides the business cycle into six phases. The model incorporates a set of underlying “factors” with the potential to drive economic 
growth and assumes various economic time series are realizations of these factors with varying time lags. We estimate these factors based on 750 U.S. time-series 
variables covering a wide range of phenomena, including growth and its components, inflation components, labor market data, surveys, housing statistics, banking 
data, interest rates and asset price series, and more.

Figure A: Our dynamic factor model (DFM) indicates U.S. growth will continue in 2020,  
but further out recession risk remains
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Quantitative approaches to business cycle forecasting
PIMCO has made significant investments over the years in 
technology, novel data sources, and talented teams facilitating 
the development and deployment of proprietary quantitative 
tools to support macroeconomic forecasting and other aspects 
of the broader investment process. A few examples include 
customized factor strategies, quantitative screeners to identify 
and score individual disruptive firms, equity sector relative 
value models, global business cycle trackers, and macro-driven 
optimal asset allocation algorithms.

Our asset allocation process relies on some of these 
quantitative approaches, which we use to estimate the 
economy’s position along the business cycle, the probability of 
a recession, and the corresponding implications for expected 
asset class returns (see the 2019 Asset Allocation Outlook for 
details on our model construction). 

Throughout 2019, the behavior of these U.S. models was 
characterized by the divergence between a jittery asset market 
and steadier economic undercurrents. A yield curve inversion 

brought on in part by trade-related concerns and weak surveys 
had caused estimated recession risks to spike in market-driven 
models, including our traditional probit and neural network 
recession-indicator models. On the other hand, a machine-
learning-driven dynamic factor business cycle model relying on 
a large number of primarily macroeconomic series remained 
relatively steady, only showing a modest continued maturing of 
the cycle since our last update. 

Today, after central bank accommodation and trade 
de-escalation have allowed some of the near-term recession 
risks to be priced out of the market, the time to recession in the 
U.S. may have lengthened, but the duration and stability of the 
expansion is still uncertain. The macro model’s base case is for 
the economy to resume its cyclical growth stage with 
continued expansion and maturation of the cycle, but the 
possibility of a brief recession remains, and has not been 
eliminated from most models (see Figure A). 
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Portfolio implications
After establishing our baseline view for the global economy in 
2020, the critical question remains – what does this all mean 
for portfolio construction? 

We favor a modest risk-on posture in multi-asset portfolios, 
expressed through an overweight to equities and duration close 
to flat as our starting point and adjusted from there depending 
on the balance of risk positions in the portfolio.

However, we are being selective in terms of sectors and country 
exposures and focusing on relative value opportunities within 
asset classes. Given our constructive near-term outlook, we 
believe that risk assets will continue to outperform in 2020, but 
we also recognize that asset prices are elevated and that an 
unforeseen shock could cause sentiment to reverse course. 
Prudent portfolio construction will be critical in the current 
environment, with alpha decisions likely accounting for a higher 
share of total returns and managing the downside risks 
associated with an aging expansion. 

Longer-term, we are more cautious given the reality that central 
banks have exhausted their toolkit and thus have limited 
ammunition to buffer the economy from future shocks. We are 
also starting to observe classic behavior for an aging 
expansion, such as riskier forms of borrowing in the corporate 
sector. How should one reconcile these seemingly contrasting 
shorter-term and longer-term views? In essence, while the 

current expansion has been prolonged, the expected losses in 
the next recession are likely to be higher as a consequence. 

Importantly, investors should recognize that timing markets is 
an incredibly challenging endeavor, even for the most capable 
professional investors.  Rather than focusing on a single path, 
investors should consider the probabilities of potential future 
outcomes to construct a portfolio designed to outperform in 
expectation, and that also offers sufficient downside resiliency. 
The optimal portfolio depends on the investment horizon and 
target holding period, as business cycle phases (and hence 
asset class return distributions) will transition over time (see 
Figure 2). For example, corporate credit historically has 
outperformed in mid-expansion, but typically lagged during the 
later phases of an expansion, during which equities continued 
to do well. Even with contained recession risks, over a longer-
term holding horizon we can see the importance of maintaining 
a portfolio hedge of U.S. Treasuries and mortgage-backed 
securities (MBS). 

As our business cycle models suggest, the economy is 
currently in the second phase of the economic expansion, 
which continues to argue for a risk-on stance within portfolios.  
Investors should be mindful, however, of changes to portfolio 
composition as the expansion ages into the final third, and 
consider layering portfolio hedges accordingly.

Source: PIMCO as of 4 February 2020   
Table shows realized asset class Sharpe ratios by business cycle phase (1980–2019), and weighted-average ratios based on probability distributions. U.S. Equities are S&P 
500 Index. U.S. Treasuries are Bloomberg Barclays U.S. Treasury Total Return Unhedged USD Index. U.S. MBS are Bloomberg Barclays U.S. MBS Total Return Value Unhedged 
USD Index. U.S. Credit is Bloomberg Barclays U.S. Corporate Total Return Value Unhedged USD Index. Commodities are S&P GSCI Index.

Figure 2: Asset class performance (shown via Sharpe ratio) tends to vary along the business cycle, with equities 
outperforming credit in late-stage expansions

Asset class Expansion 1T Expansion 2T Expansion 3T Recession 1T Recession 2T Recession 3T Current 1 yr out 2 yr out
U.S. Equities 0.63 0.63 0.41 -1.33 -0.62 1.51 0.56 0.27 0.40

U.S. Treasuries 0.57 0.22 0.01 -0.03 2.01 0.59 0.21 0.32 0.51

U.S. MBS 0.69 0.29 -0.14 -0.17 2.27 1.60 0.22 0.33 0.62

U.S. Credit 1.43 0.52 -0.22 -1.28 2.01 3.63 0.44 0.36 0.83

Commodities -0.01 -0.15 0.17 0.62 -1.96 0.63 -0.02 -0.10 -0.29
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Though global equity valuations appear rich in absolute 
terms, they are less so when normalized for cost of 
capital. Macroeconomic stability and a rebound in 
earnings growth support our constructive view on 
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the U.S. and Japan in the developed world and believe 
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exposed sectors. 
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Globally, markets are priced for low neutral rates and low 
term premium. Both factors make the asset class less 
attractive, though we believe it continues to serve as an 
important portfolio hedge against risk-off events. Despite 
the valuation headwind, the probability of major central 
banks hiking rates appears low as muted inflation lingers. 
We favor U.S. duration given its defensive characteristics  
as well as the absolute yield advantage versus other 
developed markets. 

We are modestly overweight credit overall given our 
selective, yet risk-on portfolio posture. We emphasize 
caution on generic nonfinancial corporate credit risk, but 
we also see value in select areas given the bifurcation in 
credit markets. We continue to favor agency and non-
agency mortgage-backed securities (MBS), which we 
believe offer an attractive valuation, a reasonable carry, and 
an attractive liquidity profile relative to other spread assets. 

We expect inflation to remain subdued in 2020 and for 
that reason are underweight real assets broadly. However, 
consistent with our selective approach, inflation risk does 
appear underpriced in some asset classes. For this 
reason, as we view real assets as a portfolio diversifier 
and an effective tail risk hedge against rising inflation, we 
expect to maintain a modest allocation to attractively 
valued opportunities, such as U.S. Treasury Inflation-
Protected Securities (TIPS).

We have a nuanced view on currencies, and expect alpha 
opportunities to emerge outside of the majors. We are 
close to neutral on the U.S. dollar versus other majors, but 
do prefer modest long positions in the Japanese yen, which 
offers “safe-haven” properties and which our valuation 
models find cheap. With the trade-weighted U.S. dollar at 
multi-decade highs, valuations and carry support higher-
yielding EM currencies, such as the Brazilian real and 
Mexican peso.

Asset class views
Here is how we are positioning asset allocation portfolios in light  
of our outlook for the global economy and markets.
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Asset class views for multi-asset portfolios
EQUITIES

Global recession risks have diminished as global growth 
momentum is picking up along with monetary easing. Global 
equity valuations appear rich in absolute terms, but less so when 
normalized for cost of capital. Therefore, earnings growth 
remains an important variable, and we are constructive on global 
earnings growth for 2020. Earnings are also a key factor in the 
relative return profile of equities versus sovereign bond rates.

Given more policy support and macro data stability, we are 
shifting to a less defensive posture on equities in our multi-
asset portfolios relative to the past couple of years, and we 
believe markets now offer attractive entry points into high 
quality, cyclically exposed sectors that currently trade with a 
relative valuation discount. 

Source: FactSet, PIMCO as of 31 January 2020.
The chart shows S&P 500 year-over-year (y/y) trailing earnings growth (with consensus forecast) versus the y/y performance 
differential between U.S. cyclical industry groups and U.S. defensive industry groups. Historically, when the profit growth 
cycle turns up, it is common to see outperformance of cyclical groups versus defensive groups and supports our opinion to 
add cyclical risk to portfolios in 2020. Cyclicals and defensives are based on S&P 500 industry groups and are equal-weighted 
in each category. Cyclicals include autos and auto components, banks, capital goods, consumer durables and apparel, 
diversified financials, energy, media, materials, semis and semi equipment, and transportation. Defensives include utilities, 
telecom services, food and staples retail, food/beverage/tobacco, household and personal products, pharma and biotech, 
healthcare equipment and services.
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Figure 3: Historically, profit growth cycles have driven cyclical group relative performance

We like U.S. industrials, where we expect to see relative 
valuation expansion as global growth momentum improves. 
Again, earnings growth trajectory is an important driver for 
relative outperformance of cyclical stocks versus defensives 
(see Figure 3). We also like more cyclically exposed regions with 
a valuation anchor, like Germany and Japan. We are also 
modestly constructive on emerging market equities, which 
have lagged and are poised to benefit from improvement in 
manufacturing and global trade activity. 

Along with the more cyclically exposed, high quality sectors and 
regions, we continue to favor alternative risk premia strategies 
like volatility sales and exposures to quality and value factors.
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Source: Bloomberg, PIMCO as of 31 December 2019.
Chart shows yields of government bonds for U.S., U.K., Japan and Germany for maturities up to 30 years, with U.S. rates offering 
the highest yield.
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Figure 4: U.S. rates offer a yield advantage vs. other developed nations

RATES

We are neutral on duration. Globally, markets are priced for low 
neutral rates and low term premium: Both factors make the 
asset class less attractive in absolute terms, though we 
continue to view it as an important portfolio hedge against 
major risk-off events and growth that disappoints our 
expectations. Despite the valuation headwind, the probability of 
major central banks hiking rates appears low as they await 
inflation to reach target, a trend that has surprised sovereign 
bond markets to the downside. 

In multi-asset portfolios, we continue to see U.S. duration as 
more attractive than the rest of the world (see Figure 4). We 
believe the U.S. market has a higher potential for capital  
gains in the event the market again prices in a more  
recessionary scenario. 

We continue to view the U.K. rates market as one of the richest 
among global developed economies. The Conservative Party 
victory in December’s election means we could likely see fiscal 
easing over the cyclical horizon, which should further put 
pressure on yields. 

Looking at yield curves, we favor curve steepening positons in 
the U.S. This view is driven by valuations but also our belief that 
the front end will remain anchored over the cyclical horizon 
while we see potential for higher inflation expectations to be 
priced in further out the curve. Curve steepening positions 
should also have risk mitigation properties given the rise in U.S. 
government deficit and debt and the possibility that, over time, 
markets will demand more term premium in the event of further 
deterioration in the fiscal outlook.
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Source: PIMCO, J.P. Morgan, Bloomberg Barclays as of 30 September 2019. 
Net leverage represented by J.P. Morgan investment grade universe. OAS represented by Bloomberg Barclays U.S. Credit Index OAS
Chart shows leverage has increased, and the spread above U.S. Treasuries has declined for U.S. credit in the three years ending 
September 2019.

Figure 5: Corporate credit provides less compensation for a higher level of risk

Net leverage (LHS) OAS (RHS)

2.6x

2.5x

2.4x

2.3x

2.2x

2.1x

Spread

Le
ve

rag
e

Ne
t l

ev
er

ag
e

Option-adjusted spread (bps)

135

130

125

120

115

110

105

100

95
Sept 2016 Sept 2019

CREDIT

Our Cyclical Outlook calls for a nuanced view on credit. In U.S. 
investment grade markets, while leverage is stable, it remains 
elevated versus its long-term average, and the risks may not be 
adequately reflected in the spreads offered (see Figure 5). We 
continue to emphasize caution on generic nonfinancial 
corporate credit risk, but we also see value in select areas given 
the bifurcation in credit markets. 

Market technicals remain supportive as the increase in low- 
and negative-yielding debt globally should drive demand for 
income-producing assets such as U.S. credit.

Valuations, or investment grade spreads, continue to price in 
low risk of a U.S. recession in the near term, in line with 
PIMCO’s economic forecast. However, we continue to monitor 
the potential disruptors in the market (discussed above). 

Within credit, we emphasize bottom-up alpha and relative  
value opportunities to drive returns. We like names with  
robust fundamentals and with short-dated and  
default-remote characteristics. 

We continue to focus on U.S. domestic credits with pricing 
power and high barriers to entry while avoiding secularly 
challenged credits and subsectors exposed to margin 
headwinds. We continue to like non-agency mortgages as 
offering relatively attractive valuation and a more defensive 
source of credit and carry and better technicals than generic 
corporate credit exposure. We also like agency MBS, which we 
believe offer attractive valuation, reasonable carry, and an 
attractive liquidity profile in comparison with other spread 
assets. We also favor opportunistically selling credit volatility in 
order to extract volatility risk premium.
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REAL ASSETS

We continue to see value in U.S. Treasury Inflation-Protected 
Securities (TIPS) as an attractively valued hedge against 
unexpected upside U.S. inflation. While our baseline forecast for 
inflation in the U.S. is relatively benign, we believe medium-term 
upside risks outweigh downside risks given somewhat resurgent 
wages and potential for future expansionary fiscal policy. 

Additionally, we expect a higher tolerance from the Fed and 
other central banks to allow for inflation overshoots given years 
of below-target levels. 

Against this backdrop, U.S. breakeven inflation rates are pricing 
in inflation well below the Fed’s target and historical realized 
levels (see Figure 6). We therefore expect to be overweight U.S. 
TIPS in multi-asset portfolios on a breakeven basis and look for 
relative value opportunities in other inflation-linked bond 
markets. For example, we continue to favor pairing this 
overweight to U.S. breakevens versus short exposure to U.K. 
inflation expectations, which appear rich on the back of Brexit 
risk premium and structural pension buying.

Source: Bloomberg, PIMCO as of 31 December 2019
Chart shows U.S. breakeven inflation rates are pricing in inflation well below the Fed’s target.
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Source: Bloomberg, PIMCO as of 31 December 2019. Real carry calculated as 
three-month-forward implied carry (annualized) adjusted for inflation expectations. 
Average currency return represented by total returns versus the USD.
Chart plots average currency returns against average real carry, showing several 
emerging market currencies as high for both.
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Figure 7: Currency returns tend to follow real carry
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The U.S.–China Phase I trade deal along with improving global 
liquidity and growth impulse should support EM currencies. A 
benign Fed outlook serves to anchor core rates at low levels. 

Fundamentally, with the trade-weighted U.S. dollar at multi-
decade highs, valuations and carry also support higher-yielding 
EM currencies (see Figure 7). We favor a diversified basket 
including the Indonesian rupiah, Russian ruble, Brazilian real, 
and Mexican peso, funded in U.S. dollars and the euro. 

As U.S. growth momentum converges toward G-10 peers, we 
expect modest dollar weakness, though this will likely be 
mitigated by relatively high U.S. Treasury yields and a stable 

current account. Therefore, we are broadly neutral on the U.S. 
dollar versus other G-10 currencies. 

In our multi-asset portfolios, we prefer long positions in the 
Japanese yen, which our valuation models find is cheap. Given 
our view that front-end rates in the U.S. will be anchored on the 
cyclical horizon, the yen should be supported versus the dollar. 
Finally, the yen offers “safe-haven” properties and should hedge 
some of the cyclical exposures in the portfolio. 

We also see further upside for the British pound given the 
outcome of the U.K. election, though outperformance will 
require domestic macro improvements as well as the ongoing 
reduction of Brexit-related policy uncertainty.

11AS SE T ALLOCATION OUTLOOK  •  FEB 2020



Secular Drivers: Monitor the Disruptors
As we look out over the next decade, we believe technological 
innovation will be a critical disruptor, changing traditional 
business models and creating clear-cut winners and losers 
within industry sectors. Disruption is always at work in the 
global economy, but there are certainly periods of acceleration. 
We believe we are encountering such a period that will play out 
over the next three to five years.

Disruptions tend to materially affect asset valuations, and 
recent examples abound, including shale oil technology and 
energy companies, the retail industry’s shift to online sales 
(which also affects certain segments of commercial real 
estate), and negative interest rates and regulation affecting 
bank valuations in Europe. 

What is clear is that disruption is at odds with the mean-
reversion on which many investors rely. When disruption is at 
work, it usually has profound adverse effects on the disrupted 
and substantial benefits for the disruptors with very few 
prospects of returning to the old paradigm. As a result, these 
factors need to be taken into account when assessing the true 
value of any company, and in the same vein, recessions or 
recoveries might play out differently than in the past.

PIMCO sees six major secular themes at work, and when 
selecting our equity and credit investments we have to look at 
them through these lenses. The six secular disruptors are the 
rise of China as a superpower and its rivalry with the U.S., the 
rise of populism, shifting demographics (aging populations and 
also the emergence of influential millennials), technological 
evolutions and revolutions that may be critical to economic 
dominance, growing vulnerabilities in financial markets, and 
finally climate change.

HOW CAN INVESTORS POSITION PORTFOLIOS TO 
NAVIGATE THESE DISRUPTIONS?

To offer one example, at PIMCO our equity exposure has 
become much more targeted and specific in the last two years: 
We have been increasingly wary of standard factor definitions, 
as we believe these disruptions are having a profound impact 
on the true value of businesses. 

We focus on countries that our analysis finds are best 
positioned to succeed amid disruption and to provide a positive 
environment, and within these countries we seek to identify 
companies that will thrive while actively avoiding those that are 
negatively disrupted. 

We have found that one effective and efficient approach is to 
focus on cash flow generation and balance sheet quality, as we 
believe these offer clear evidence of whether a company is 
thriving or disrupted. They don’t paint a complete picture of a 
potential investment, but they help us narrow down and rank 
companies before we dig deeper. This modified standard 
valuation method helps us build baskets of companies that we 
estimate combine cheaper adjusted valuation and higher 
quality (see Figure 8). 

To offer some current and concrete examples, this equity 
valuation method has led us to overweight exposure to the U.S., 
China, and Japan, while Europe and many emerging markets 
seem more disrupted. Looking to sectors, our equity baskets 
have favored healthcare, biotech, and technology (especially 
when linked to 5G).

MACRO/TOP-DOWN
Risk of disruption coming from:

• Climate change
• China
• Demographics
• Technology
• Populism
• Financial markets

For illustrative purposes only. Source: PIMCO

Figure 8: Build baskets of high quality stocks as the cycle extends

SYSTEMATIC FILTER
Quantitative screen to rank stocks:

• Net cash on  
balance sheet

• Consistency of  
cash flow

• Price to adjusted balance sheet

MICRO/BOTTOM-UP
• Analysts’ insights
• ESG considerations
• Trading characteristics
• Implementation

TARGET/EMPHASIZE
• U.S.: Tech/healthcare/biotech
• Japan: Tech/pharma/robotics/ 

manufacturing

AVOID/HEDGE
• Global: Value
• Europe: Insurers
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Conclusion
The time to global recession has increased and the much-feared recession 
seems to have been pushed yet again by supportive politics and policies as 
shown by our array of recession models.

This is therefore a time to maintain risk levels in our multi-asset portfolios, 
but the broad asset rally of 2019 leaves us with valuations across asset 
classes that warrant some rotations. In particular, equities should be 
the favored instrument to express risk, as credit looks richer, and within 
equities a tilt toward more cyclical regions and sectors outside the U.S. 
is also warranted in moderation. While doing so, an important attention 
to disruption will be necessary, as cycles rhyme rather than repeat, and 
all cyclicals are unlikely to be equal. Generation of carry within portfolios 
should be exploited more through foreign exchange (FX) which is more 
liquid and away from generic corporate credit. Finally, when it comes to 
risk diversifiers, government duration in the U.S. dollar block remains an 
adequate instrument, but its effectiveness is likely to be limited by overall 
low levels of interest rates. As a result, portfolio construction and flexibility 
will be key in facing the potential risks that 2020 may bring.

Among the potential risks we see on the horizon, the U.S. elections,  
EU-U.K. trade negotiations, a resurgence of inflation forcing central banks’ 
hands, renewed geopolitical tensions, or the credit cycle loom large in an 
environment where expected returns are capped by valuations. Therefore, 
bottom-up research and ideation are now clear focuses for us in 2020.

The authors would like to thank Bill Smith, Emmanuel Sharef,  
and Rahul Devgon for their contributions to this paper.
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Past performance is not a guarantee or a reliable indicator of future results.
Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. 
The value of most bonds and bond strategies are impacted by changes in interest rates. Bonds and bond strategies with 
longer durations tend to be more sensitive and volatile than those with shorter durations; bond prices generally fall as interest 
rates rise, and low interest rate environments increase this risk. Reductions in bond counterparty capacity may contribute to 
decreased market liquidity and increased price volatility. Bond investments may be worth more or less than the original cost 
when redeemed. Sovereign securities are generally backed by the issuing government. Obligations of U.S. government agencies 
and authorities are supported by varying degrees, but are generally not backed by the full faith of the U.S. government. Portfolios 
that invest in such securities are not guaranteed and will fluctuate in value. Inflation-linked bonds (ILBs) issued by a government are 
fixed income securities whose principal value is periodically adjusted according to the rate of inflation; ILBs decline in value when real 
interest rates rise. Treasury Inflation-Protected Securities (TIPS) are ILBs issued by the U.S. government. Equities may decline in value 
due to both real and perceived general market, economic and industry conditions. Mortgage- and asset-backed securities may be sensitive 
to changes in interest rates, subject to early repayment risk, and while generally supported by a government, government-agency or private 
guarantor, there is no assurance that the guarantor will meet its obligations. Investing in foreign-denominated and/or -domiciled securities 
may involve heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in emerging markets. Currency 
rates may fluctuate significantly over short periods of time and may reduce the returns of a portfolio. Commodities contain heightened risk, including 
market, political, regulatory and natural conditions, and may not be suitable for all investors. Diversification does not ensure against loss.  
Management risk is the risk that the investment techniques and risk analyses applied by an investment manager will not produce the desired results, and 
that certain policies or developments may affect the investment techniques available to the manger in connection with managing the strategy.
There is no guarantee that these investment strategies will work under all market conditions or are suitable for all investors and each investor should evaluate 
their ability to invest long-term, especially during periods of downturn in the market. Investors should consult their investment professional prior to making an 
investment decision.
Forecasts, estimates and certain information contained herein are based upon proprietary research and should not be interpreted as investment advice, as 
an offer or solicitation, nor as the purchase or sale of any financial instrument. Forecasts and estimates have certain inherent limitations, and unlike an actual 
performance record, do not reflect actual trading, liquidity constraints, fees, and/or other costs. In addition, references to future results should not be construed as an 
estimate or promise of results that a client portfolio may achieve.
The terms “cheap” and “rich” as used herein generally refer to a security or asset class that is deemed to be substantially under- or overpriced compared to both its historical 
average as well as to the investment manager’s future expectations. There is no guarantee of future results or that a security’s valuation will ensure a profit or protect against  
a loss.
A “safe haven” currency is a currency perceived to be low risk due to the stability of the issuing government and the strength of the underlying economy. All investments contain 
risk and may lose value.
Alpha is a measure of performance on a risk-adjusted basis calculated by comparing the volatility (price risk) of a portfolio vs. its risk-adjusted performance to a benchmark 
index; the excess return relative to the benchmark is alpha. Beta is a measure of price sensitivity to market movements. Market beta is 1. M1 is the money supply that is 
composed of physical currency and coin, demand deposits, travelers’ checks, other checkable deposits, and negotiable order of withdrawal (NOW) accounts. The Sharpe Ratio 
measures the risk-adjusted performance. The risk-free rate is subtracted from the rate of return for a portfolio and the result is divided by the standard deviation of the  
portfolio returns.
This material contains the opinions of the manager and such opinions are subject to change without notice. This material has been distributed for informational purposes only 
and should not be considered as investment advice or a recommendation of any particular security, strategy or investment product. It is not possible to invest directly in an 
unmanaged index. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. 
PIMCO as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Individual investors should contact their own 
financial professional to determine the most appropriate investment options for their financial situation. This is not an offer to any person in any jurisdiction where unlawful 
or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and 
Exchange Commission. | PIMCO Europe Ltd (Company No. 2604517) and PIMCO Europe Ltd - Italy (Company No. 07533910969) are authorised and regulated by the Financial 
Conduct Authority (12 Endeavour Square, London E20 1JN) in the UK. The Italy branch is additionally regulated by the Commissione Nazionale per le Società e la Borsa 
(CONSOB) in accordance with Article 27 of the Italian Consolidated Financial Act. PIMCO Europe Ltd services are available only to professional clients as defined in the Financial 
Conduct Authority’s Handbook and are not available to individual investors, who should not rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, 
Seidlstr. 24-24a, 80335 Munich, Germany), PIMCO Deutschland GmbH Italian Branch (Company No. 10005170963) and PIMCO Deutschland GmbH Spanish Branch (N.I.F. 
W2765338E) are authorised and regulated by the German Federal Financial Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in 
accordance with Section 32 of the German Banking Act (KWG). The Italian Branch and Spanish Branch are additionally supervised by the Commissione Nazionale per le Società 
e la Borsa (CONSOB) in accordance with Article 27 of the Italian Consolidated Financial Act and the Comisión Nacional del Mercado de Valores (CNMV) in accordance with 
obligations stipulated in articles 168 and  203  to 224, as well as obligations contained in Tile V, Section I of the Law on the Securities Market (LSM) and in articles 111, 114 
and 117 of Royal Decree 217/2008, respectively. The services provided by PIMCO Deutschland GmbH are available only to professional clients as defined in Section 67 
para. 2 German Securities Trading Act (WpHG). They are not available to individual investors, who should not rely on this communication. | PIMCO (Schweiz) GmbH 
(registered in Switzerland, Company No. CH-020.4.038.582-2), Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. The services provided by 
PIMCO (Schweiz) GmbH are not available to individual investors, who should not rely on this communication but contact their financial adviser. | PIMCO Asia Pte 
Ltd (Registration No. 199804652K) is regulated by the Monetary Authority of Singapore as a holder of a capital markets services licence and an exempt financial 
adviser. The asset management services and investment products are not available to persons where provision of such services and products is unauthorised. | 
PIMCO Asia Limited is licensed by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities under the Securities and Futures Ordinance. 
The asset management services and investment products are not available to persons where provision of such services and products is unauthorised. | 
PIMCO Australia Pty Ltd ABN 54 084 280 508, AFSL 246862. This publication has been prepared without taking into account the objectives, financial 
situation or needs of investors. Before making an investment decision, investors should obtain professional advice and consider whether the information 
contained herein is appropriate having regard to their objectives, financial situation and needs. | PIMCO Japan Ltd, Financial Instruments Business 
Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No. 382. PIMCO Japan Ltd is a member of Japan 
Investment Advisers Association and The Investment Trusts Association, Japan. All investments contain risk. There is no guarantee that the 
principal amount of the investment will be preserved, or that a certain return will be realized; the investment could suffer a loss. All profits and 
losses incur to the investor. The amounts, maximum amounts and calculation methodologies of each type of fee and expense and their total 
amounts will vary depending on the investment strategy, the status of investment performance, period of management and outstanding 
balance of assets and thus such fees and expenses cannot be set forth herein. | PIMCO Taiwan Limited is managed and operated 
independently. The reference number of business license of the company approved by the competent authority is (107) FSC SICE Reg. 
No.001. 40F., No.68, Sec. 5, Zhongxiao E. Rd., Xinyi Dist., Taipei City 110, Taiwan (R.O.C.), Tel: +886 2 8729-5500. | PIMCO Canada Corp. 
(199 Bay Street, Suite 2050, Commerce Court Station, P.O. Box 363, Toronto, ON, M5L 1G2) services and products may only be available 
in certain provinces or territories of Canada and only through dealers authorized for that purpose. | PIMCO Latin America Av. 
Brigadeiro Faria Lima 3477, Torre A, 5° andar São Paulo, Brazil 04538-133. | No part of this material may be reproduced in any form, 
or referred to in any other publication, without express written permission. PIMCO is a trademark of Allianz Asset Management of 
America L.P. in the United States and throughout the world. ©2020, PIMCO.

67003

CM
R2

02
0-

02
05

-4
37

32
2

pimco.com
blog.pimco.com


