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The United States Federal Reserve (Fed) is faced with continued challenges as 
it seeks to manage both the cyclical and structural economic fallout from the 
pandemic and move beyond its ultra-accommodative policies. Fed Chair Jerome 
Powell indicated at the most recent Federal Open Market Committee (FOMC) 
meeting a desire to shift away from the central bank’s bond purchases by the middle 
of 2022, suggesting an end to quantitative easing in the near future. For investors, the 
shift toward policy normalization indicates a slightly more challenging environment 
ahead and therefore a need for more selective portfolio allocation.
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Tapering is becoming a more 
likely reality.

The Fed is likely to start tapering asset purchases 
before year-end and complete it by mid-2022 – Fed 
Chair Jerome Powell offered the timeline for tapering 
at the September FOMC meeting.  Speculation 
remains about when policy rates will rise, which the 
Fed has tied to further considerable progress on its 
maximum employment goal. Of course, the timing of 
rate liftoff could be delayed if there’s a resurgence of 
virus variants or a severe economic slowdown, but it’s 
fair to assume that the beginning of tapering may be 
a sign that rate hikes are not as far off as some have 
expected. 

Labor supply continues to be 
impacted by a variety of factors. 

Although there may be an increase in labor supply as 
unemployment benefits expire and children return 
to in-person schooling, the breakdown of returning 
workers and recovering participation rates shows that 
retirements have increased by more than would be 
expected from normal aging patterns. This may be 
a sign that there are structural issues impacting the 
labor supply. The fact that labor participation could 
remain depressed should be a point of concern for 
the Fed, and Chair Powell has recently acknowledged 
that further progress toward its labor market goal 
is required before they can consider fed funds rate 
increases. The Fed will be looking to see progress by 
early next year, with less emphasis on payroll numbers 
and more focus on participation. 
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Uncertainty around inflation 
expectations remains.

Inflation continues to be a point of concern for 
many, even as long-term inflation expectations stay 
anchored around the 2% level. Policymakers and 
investors generally agree that once supply chain 
issues are resolved, inflation pressures should ease. 
However, if transitory shocks are prolonged or 
repeated, inflation expectations will become de-
anchored, and broad-based inflation will become 
more persistent. Policymakers are also concerned 
about wage inflation, particularly as commentary 
from CEOs suggest higher wages are posing a threat 
to company margins. So far, the U.S. employment cost 
index and the Fed’s favored Atlanta Wage Growth 
Tracker point to little evidence of wage increases that 
might portend unwelcome inflation, and productivity 
gains through the pandemic suggest that the effect of 
restricted labor on costs has not been too troublesome.

If inflation does prove to be more persistent and 
economic activity starts to struggle under the weight 
of higher prices, the Fed will face a tough dilemma: 
Raise rates to fight inflation and inadvertently hurt 
activity when it’s already struggling, or restart asset 
purchases to insulate activity, but inadvertently boost 
inflation further. This trade-off would be unfamiliar 
territory for many investors, and that uncertainty 
would be disruptive for risk assets. 

Rate liftoff and the reaction of 
the bond markets.

Chair Powell has made the point that there’s no 
mechanical link between the timing of tapering and 
the timing of liftoff. Interestingly, yields had stayed very 
low in recent months despite tapering being just a few 
months away. While this was potentially a sign of the 
Fed’s communication success, factors such as the Delta 
outbreak, slowing economic growth, and slower treasury 
issuance, combined with easy global liquidity conditions 
and the permanent presence of the U.S. significant 
savings glut, are contributing to the low yields.

The most recent “dot plot,” which measures 
policymakers’ expectations for where interest rates 
are heading, projected the federal funds rate to be 
1.75% by the end of 2024, indicating three rate hikes 
in 2023 and another three in 2024. After a kneejerk 
rally, U.S. treasurys have recently sold off sharply as 
investors digest that the Fed is finally taking steps 
towards policy normalization. 

Federal debt levels can be 
managed, for now.

With the Biden Administration’s infrastructure plan 
and the potential for tax hikes in the foreseeable 
future, the fiscal state of governments is becoming 
increasingly relevant for investors. The U.S. has a lot 
of so-called “fiscal space” because of its borrowing 
capacity, depth of financial markets, and economic 
strength. With the low-rate environment and real 
interest rates on government debt being negative, 
public spending can be easily rationalized. However, 
at some point, the interest payments on U.S. debt will 
become a more significant chunk of the government’s 
budget, and tough choices will have to be made to 
service the debt load. In the near term, however, 
with interest rates so low, interest payments are 
manageable but something to keep an eye on. 

The recent boon in home prices 
is different from the runup to 
the GFC.

While the prolonged spike in home prices might feel 
similar to what was experienced in 2004–2007, it’s 
different in at least two ways:

• First, the quality of the mortgages underlying the 
purchases is much higher, the mortgage industry 
is healthier, and the banks are stronger and better 
capitalized. 

• Second, and more fundamental to the market 
itself, there’s been a significant shift in the types 
of housing people want.
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For example, when people determined that they could 
work from home during the pandemic, the demand 
for housing in the suburbs surged. However, as the 
inventory of unsold and available housing is very low 
(a compounding problem of both a demographics 
shift and new home construction slowing during the 
pandemic), many homebuyers are forced into bidding 
wars, driving prices higher. The Fed is paying close 
attention to housing prices—it’s part of their mandate 
to worry about financial stability—but this is a very 
different phenomenon than what transpired before 
the Global Financial Crisis.

The Evergrande crisis is not 
China’s Lehman moment.

Some headlines have compared Evergrande to 
Lehman Brothers, but there are very few parallels, 
other than a big company that is in financial trouble. 
China has much more control over its financial system 
than the U.S. and is closely monitoring the Evergrande 
situation—and more broadly the real estate markets 
in China—which are an important part of their 
economy. However, since they are a state capitalist 
system, China can intervene quickly to take action 
against large market movements. 

Policymakers face a moral hazard dilemma: They want 
to punish reckless speculative behavior, but they’re very 
sensitive to the need to avoid the wider financial and 

economic risks posed by a collapse of Evergrande. As a 
result, the Chinese government will likely negotiate with 
stakeholders to take some loss, but not enough for a 
disorderly exit, preventing it from becoming a systemic 
issue. If regulators can break the self-reinforcing 
feedback loops between developers and banks, the 
channels of financial risk will not spiral out of control. 

Implications for investors.

With the inflation goal fully met, the Federal 
Reserve is finally turning its attention to policy 
normalization. Given that market-based measures of 
inflation expectations are still anchored and other 
measurements suggest a limited threat of wage 
inflation, rate hikes are likely a long way off. 

While this should be a source of comfort for investors, 
concerns are growing that inflation will be more 
persistent than expected and higher prices will 
eventually weigh on economic activity. Angst over 
how the Fed might respond to such a dilemma has 
contributed to both the recent bond market sell-off 
and to equity market weakness. Add in the Chinese 
government facing its own policy dilemma, and 
market risks are perhaps greater than they have 
been since last year. Against the current backdrop, 
managers with the ability to be more selective, more 
focused on quality and certainly, more nimble, should 
be in high demand.
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Risk considerations
Investing involves risk, including possible loss of principal. Fixed-
income investments are subject to interest rate risk; as interest 
rates rise their value will decline. Past performance is no guarantee 
of future results. International and global investing involves greater 
risks such as currency fluctuations, political/social instability and 
differing accounting standards.

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 recommendat ion 
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.
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 D02 K156, Ireland. Principal Global 
Investors (EU) Limited is regulated by 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, which is authorised and regulated by the 
Financial Conduct Authority (“FCA”). 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 Arab Emirates by Principal Global Investors LLC, a 
branch registered in the Dubai International Financial Centre 
and authorized by the Dubai 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 
(ACRAReg.No.199603735H), which is regulated by the Monetary 
Authority of Singapore and is directed exclusively at institutional 
investors as defined by the Securities and Futures Act (Chapter 
289). 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 and is 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 Principal Funds 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, IA 50392.
© 2021 Principal Financial Services, Inc. Principal®, Principal 
Financial Group®, and Principal and the logomark design are 
registered trademarks of Principal Financial Services, Inc., a 
Principal Financial Group company, in the United States and are 
trademarks and services marks of Principal Financial Services, Inc., 
in various countries around the world. Principal Global Investors 
leads global asset management at Principal®.
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