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Despite a challenging year in 2020, for financial markets the year has been extraordinary. The global 
pandemic was a black swan event that caused the biggest quarterly drop in global GDP and increase 
in unemployment since the Great Depression. The drawdown in equity and credit markets was one 
of the fastest on record. There were many other firsts: Oil prices temporarily became negative, 
volatility (VIX) surpassed levels observed during the depth of the global financial crisis, and already 
robust central bank balance sheets ballooned $7 trillion more.

Yet, if the market meltdown was unprecedented, so has been the recovery that followed. In short, 
nothing about 2020 was normal. We believe 2021, in contrast, will feature a slow and steady return to 
normalcy. With further advancements in COVID testing, contact tracing, and vaccine deployment 
diminishing the need for social distancing, economic growth should recover further. The 
improvement in fundamentals should bode well for risk markets and cyclical assets in particular. 

Looking back over the year, we have gone – rather abruptly – from a late cycle environment in 
December 2019 to an early cycle environment in December 2020. Back in late 2019, we were 
concerned about slowing growth, rich valuations, and high levels of corporate leverage. While almost 
no one, including us, predicted how the pandemic would unfold in different parts of the world, its 
aftermath has left the global economy in a completely different place in less than a year. As the 
global economy transitions to an early cycle phase, we expect profit growth to accelerate, although a 
high degree of uncertainty remains on the speed and strength of recovery given the opposite forces 
of slow economic activity and record monetary and fiscal stimulus. 

In 2021, we expect the global economic recovery to provide a tailwind for risk assets. We remain 
overweight equities in our multi-asset portfolios and select areas of the credit markets and have 
added exposure to more cyclically oriented sectors and regions. However, we continue to focus on 
portfolio diversification and resiliency given the path of potential outcomes remains unusually wide 
amid the unresolved health crisis.

EXECUTIVE SUMMARY

 • In 2021, we expect the early cycle recovery of the global economy to provide a tailwind for risk 
assets.

 • We remain overweight equities and have added selective exposure to more cyclically oriented 
sectors including industrials, materials, semiconductors, housing, and consumer durables. 
We continue to seek opportunities in sectors that may benefit from longer-term disruption, 
such as technology companies.

 • We see pockets of opportunity in certain segments of the credit markets. We continue to 
favor housing-related credits given strong fundamentals, along with select higher-quality 
investment grade issuers and sectors.

 • We believe it remains critical to build resilient and diversified portfolios that can withstand a 
range of economic scenarios. We see two primary risks to our positioning – lower growth and 
higher inflation – and we are focused on hedging against these.
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STATE OF THE ECONOMIC RECOVERY

The recovery appears well underway as global economic 
activity rebounded sharply during the third quarter. To be sure, 
the global economy is not out of the woods just yet and the 
trajectory of the pandemic will undoubtedly influence the speed 
of the economic recovery. Recent surges in new COVID cases 
underscore the precarious nature of the crisis, but promising 
news on the development and deployment of multiple vaccines 
could accelerate the timeline for containment. 

Economic policy is another key swing factor that could lead to 
both upside and downside surprises. Significant monetary and 
fiscal support has already been unleashed as policymakers 
were quick to respond earlier in 2020 (see Figure 1). These 
timely accommodation and liquidity injection measures, as we 
discussed in our mid-year outlook, helped calm the markets 
and catalyzed a sharp rebound in asset prices. 

We believe additional policy stimulus will be needed to support 
what is still a fragile recovery. With monetary policy constrained 
by near-zero interest rates in most of the developed world, fiscal 
policy will need to do the heavy lifting. The handoff from 
monetary to fiscal policy is well underway, and the size and the 
scope of fiscal response is bound to have critical implications 
for both the economic recovery and asset prices. 

We expect fiscal policy responses to vary markedly across 
regions and countries given different needs, capacity, and 
political appetite. In the U.S., the election results point to a 
divided government in 2021 with Republicans likely retaining 
the Senate majority, pending a runoff election in Georgia in 
early January. Whichever party controls the Senate will have a 
very thin majority, meaning compromise will still be crucial to 
passing legislation. The election outcome reduces the 
possibility of a large deal, and our expectation is that fiscal 
policy will likely focus on relatively modest COVID relief and 
infrastructure legislation. 

In Europe, we expect fiscal policy to remain stimulative versus 
pre-pandemic, though governments are expected to let many of 
the discretionary COVID-related measures roll off in 2021. Note 
this is very different from the procyclical austerity-oriented 
policy adopted in the euro area following the 2008–2009 and 
2011–2012 recessions. Recovery Fund payments should also 
provide some boost next year, especially across the euro area 
periphery and Eastern Europe.

In Japan, fiscal policy will likely remain accommodative, and we 
expect additional stimulus of approximately 3% of GDP 
equivalent discretionary spending to focus on service sector/
public investment over a 15-month budget (January 2021 to 
March 2022). In a downside scenario, additional fiscal stimulus 
could be enacted to support growth.

Our global base case expectation is that economic recovery is 
poised to continue in 2021 and will gain strength once vaccines 
are broadly deployed and the world starts to return to normal 
social distancing. However, PIMCO expects it to be a “long 
climb” with hiccups along the way (as we discussed in a June 
2020 blog post), and it could take up to two years to reach 
pre-COVID levels of global output. The two key swing factors 
– virus containment and fiscal policy support – will greatly 
influence the recovery process. 

Figure 1: Fiscal policy support measures have been 
substantial vs. size of several major economies

Source: PIMCO, governments and central banks as of 30 November 2020. Chart 
shows 2020 fiscal measures as a percentage of each country or region’s gross 
domestic product.
Note: Figures are forecasts for 2020, and include both announced and expected 
policies. Discretionary measures include direct payments to individuals and 
businesses, loan forgiveness, increased healthcare spending, and tax cuts. 
Liquidity provisions include loan guarantees, forbearance, tax delays, and  
new loans.
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Asset allocation themes for 2021
In our mid-year asset allocation outlook, we observed that 
despite the massive shock to the real economy, valuations of 
risk assets appeared close to fair after taking into account the 
impact of lower discount rates and extraordinary policy 
support. Moreover, we advocated a modest risk-on posture in 
multi-asset portfolios with emphasis on higher-quality, resilient 
sectors given a wide range of potential outcomes. This 
continues to be a key theme in our multi-asset portfolios given 
near-term uncertainties and ongoing secular disruptions (see 
our Secular Outlook, “Escalating Disruption”). 

With the U.S. election behind us and positive developments on 
the vaccine front, we are beginning to position multi-asset 
portfolios to benefit from a cyclical recovery. Of course, scaling 
of positions needs to be approached with caution as economic 
conditions could worsen if virus containment efforts are not as 
successful as hoped for, or the timeline for mass availability of 
vaccines gets pushed out. 

EQUITY VERSUS CREDIT

As business activity picks up in 2021, we anticipate a strong 
rebound in corporate profits (see Figure 2). Increased earnings 
growth is positive for both equities and credit, but it provides a 
more significant tailwind for equity markets. This is why, 
historically, equity markets have generated higher risk-adjusted 
returns during the early stages of a business cycle. 

Given the macro backdrop, we believe that equity valuations are 
cheap versus corporate credit. One way to measure this is via 
the relative spread between the earnings yield on equities and 
the spread on corporate bonds. The earnings yield should 
generally trade at a premium versus credit spreads: Equity 
investments are more sensitive to earnings volatility and 
therefore investors should be compensated for the risk that 
earnings could decline. The current earnings yield spread, for 
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Figure 2: Increasing business activity is generally a 
positive sign for corporate profit growth

Source: MSCI, FactSet estimates, Bloomberg, and PIMCO calculations  
as of 31 October 2020
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both U.S. and global equities, is close to the average level over 
the past five years. However, with earnings growth poised to 
accelerate as the global recovery continues, equities look more 
attractive than credit in this environment. 

While we expect global growth to rebound in 2021, we also 
expect that developed market central banks will be gradual in 
their response to the improving macro backdrop. Earlier this fall 
the U.S. Federal Reserve completed a review of its policy 
framework, and concluded that the unemployment rate alone 
will no longer be a sufficient driver to raise interest rates. Going 
forward, the Fed will also require inflation to be at or above the 
2% inflation target in order to raise rates. (For details, please 
read our blog post on the Fed’s monetary policy framework.) 
The Fed’s commitment to overshoot its inflation target is 
supportive for equities, which look attractive given what is likely 
to be an extended period of negative or low real yields.

https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/global-markets/asset-allocation-outlook/building-resiliency-amid-uncertainty
https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/secular-outlook/escalating-disruption-2020
https://blog.pimco.com/en/2020/08/monetary-policy-framework-the-fed-says-what-but-needs-help-on-how
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EQUITY THEMES

The recovery in activity and ongoing improvement in corporate 
profits should be supportive for a rebound in cyclically sensitive 
assets (see Figure 3), which have meaningfully lagged market 
leaders like big tech since the market bottom in March. We 
actively seek opportunities to capitalize on this theme, but we 
remain highly selective on where we obtain the desired cyclical 
exposure. The global manufacturing recovery should bolster 
sectors such as industrials, materials, and semiconductors. 
Focused fiscal stimulus efforts and healing in the labor market 
should aid personal savings and consumption, benefiting the 
housing and consumer durables sectors. However, we remain 
cautious on transportation and hospitality, which could face 
earnings challenges for several years. From a regional 
perspective, we expect cyclically oriented equities – such as in 
Japan and select emerging markets – to benefit as the 
recovery continues in 2021 (see Figure 4). 

In addition to increasing our exposure to cyclical risk, we 
continue to seek opportunities in sectors that may benefit from 
longer-term disruption, as we expect significant investment and 
higher demand in these areas over the next several years. 
These sectors include technology companies, which are 
supported by strong fundamentals and stand to benefit further 
from secular trends accelerated by COVID. The U.S. and China 
remain dominant players in the global technology sector, and 
therefore remain a focus, but we are also looking to take 
advantage of themes playing out in other regions, such as 
green energy in Europe and automation in Japan.   

CREDIT THEMES

Credit spreads have tightened meaningfully since March  
and April, and while we believe credit is less attractive than 
equities on a relative basis, we see pockets of opportunity in 
certain segments. 

Figure 4: Industry composition by region: Japan and EM 
have the highest cyclicality

Region
Industry group U.S. Europe U.K. Japan EM China
Cyclicals 36% 48% 42% 55% 53% 28%

Defensive 28% 38% 40% 30% 17% 17%

Other 36% 14% 18% 15% 30% 55%

Source: MSCI ACWI world index as of 30 November 2020

Figure 3: Cyclical sectors tend to outperform in the early 
stages of a recovery

Source: MSCI, FactSet estimates, and PIMCO calculations as of 31 October 2020
Cyclicals: autos, banks, capital goods, consumer durables, diversified financials, 
energy, materials, media, semiconductors, transportation.
Defensives: utilities, telecom services, food and staples retailing, food/beverage/
tobacco, household products, pharma and biotech, and healthcare equipment  
and services.

MSCI ACWI world earnings growth, y/y
MSCI ACWI world cyclicals/defensives, y/y
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Within corporate credit, sectors are recovering at different 
paces depending on how the pandemic affected them. We are 
cautious on high yield credit, especially in areas that might face 
funding needs in the second COVID wave, but we see value in 
higher-quality investment grade issuers and sectors. We 
continue to favor housing-related   credits (mainly in the U.S.) 
given strong fundamentals: The housing market has been 
resilient through the COVID shock, as initial conditions were 
strong with low leverage and healthy consumer balance sheets, 
and the sector has benefited from low interest rates, loss 
mitigation policies, and tight inventories. U.S. mortgage bonds 
continue to price in some uncertainty about future delinquency 
and forbearance effects, and non-agency mortgage-backed 
securities did not receive any explicit Fed support, so we are 
finding attractively priced opportunities in these areas. In 
emerging market credit, we see attractive opportunities but 
prefer to take exposure in more liquid instruments.  

Overall within our multi-asset portfolios, we favor a modest 
overweight to risk assets – both equities and credit. Valuations 
appear rich on an absolute basis, but low interest rates, policy 
support, and profit growth improvement should be supportive 
over the cyclical horizon. Additionally, the low yield environment 
could act as a tailwind for risk assets through increased 
demand from investors who face a tough choice between 
increasing risk and reducing their return objectives.  

KEY RISKS, AND DIVERSIFIERS

While we are positioning to benefit from a cyclical recovery, it 
remains critical to build portfolios that can withstand a range of 
economic scenarios. The major near-term risk is that virus 
containment efforts hinder the economic recovery. If cases 
continue to surge, governments could face tough choices 
about reinstituting or extending lockdown measures. 
Furthermore, while progress on the development of a vaccine 
has been heralded, the timeline for mass production and 
distribution remains unknown.

We believe high quality duration (government bonds) will 
continue to be a reliable source of diversification against a 
growth shock despite yields at historically low levels. U.S. 
Treasuries have more room to rally than most developed 
market government bonds and are likely to remain the flight-to-
quality asset of choice, so we remain overweight in our multi-
asset portfolios. We also favor select emerging market 
government bonds, including Peru and China, which offer yield 
advantage and have tended to perform well during risk-off 
events, as another portfolio diversifier (see Figure 5).

Another potential risk is an inflation surprise. Our expectation is 
that inflation globally will remain subdued in the near term as 
the effects of the pandemic – weaker consumer demand, lower 
energy prices, and higher unemployment – keep the price of 
goods in check. However, large fiscal injections, climbing 

Figure 5: Higher-quality emerging market (EM) duration has 
provided diversification during equity sell-offs

Equity sell-off 
period

Global 
equities

10-year U.S. 
Treasuries

High  
quality EM 
local debt

Sept '08 - Feb '09 -44.0% 7.6% 15.5%

May '11 - Sep '11 -20.5% 9.4% 8.1%

Oct '18 - Dec '18 -12.8% 3.4% 4.1%

Feb '20 - Mar '20 -20.5% 5.6% 4.3%

Average Return -24.4% 6.5% 8.0%

Source: Bloomberg and PIMCO as of 30 November 2020. Global equities are 
represented by the MSCI ACWI Index. High quality emerging market local debt is 
represented by Hungary, Singapore, Poland, Czech Republic, Israel, South Korea, 
Thailand, China, Chile, and Malaysia. The issuing countries are rated investment 
grade by at least one of S&P, Moody’s or Fitch.
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government debt, and accommodative central banks could 
lead to higher inflation in a post-COVID world (see Figure 6). 
While the future monetary and fiscal policy mix will be a critical 
factor in determining the longer-term path of inflation, we 
believe the risks are skewed to the upside. 

This dynamic has led to attractive valuations for many inflation-
linked assets, and we believe it is a good time to add inflation 
hedges to multi-asset portfolios. We are focused on assets that 
can serve as both an inflation hedge and a diversifier in a 
scenario of weakening economic conditions. This includes 
inflation-linked bonds, which offer a direct inflation hedge but 
also benefit if real rates fall. We also believe gold provides a 
good store of value over the long term with a low correlation to 
traditional risk assets. (We discuss gold valuations in this 
recent blog post.) We are avoiding more growth-sensitive real 
assets – such as energy commodities – given our expectations 
for a gradual economic recovery with meaningful downside 
risks and low or negative real yields for years to come.

FINAL THOUGHTS

As communities and investors alike eagerly anticipate the end 
of a historic year, many are hoping for calmer waters ahead in 
2021. At PIMCO, we expect the global economic recovery to 
continue in 2021. Our base case is that the pace of the recovery 
will be gradual, but the trajectory of the pandemic and the 
magnitude of additional policy support for fragile economies 
have the potential to stall or accelerate the recovery. 

In this environment, we are expressing a risk-on view in multi-
asset portfolios with a preference for equities over other risk 
assets. We have increased exposure to cyclically oriented 

sectors and regions that have potential to benefit as economic 
activity picks up, while continuing to focus on industries where 
technological advancements are likely to lead to disruption over 
the secular horizon. 

We see two primary risks to our positioning – lower growth and 
higher inflation – and we are focused on hedging against these. 
We believe traditional fixed income should continue to provide a 
reliable source of diversification against a growth shock, but 
low rates and the risk of an inflation shock necessitate 
broadening the menu of diversifiers.    

We believe investors should consider building portfolios that 
can benefit from smoother waters in 2021, but also should 
embed sufficient diversification to be able to withstand the 
choppy patches that may arise. 

Figure 6: Long-term inflation expectations for U.S., Japan, 
and euro area

Source: Bloomberg as of 30 November 2020. U.S. inflation expectations based 
on 5-year breakeven inflation; European inflation based on 5-year/5-year inflation 
swap; Japan inflation based on 5-year/5-year inflation swap.
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https://blog.pimco.com/en/2020/08/gold-still-shines-bright
https://blog.pimco.com/en/2020/08/gold-still-shines-bright
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Asset class views for multi-asset portfolios 
Here is a summary of how we are positioning multi-asset allocation 
portfolios in light of our global economic outlook.

We favor a moderate risk-on posture in multi-asset portfolios as we 
expect the global economic recovery to continue in 2021. Efforts toward 
resolution of the health crisis and additional policy support measures 
have the potential to deliver both upside and downside surprises. 
Therefore, we are seeking to balance the portfolio against two primary 
risks: lower-than-expected growth and higher-than-expected inflation. 

OVERALL RISK

RATES
Despite low yields, we are modestly overweight duration 
as a diversifier to our risk-on positioning in equities and 
credit. The U.S. remains attractive on a relative basis 
versus other developed markets given the yield 
advantage. We are also modestly overweight select, 
high quality emerging market government bonds that 
may perform well during risk-off events.

U.S.

Europe

Japan

Emerging markets

Under Neutral Over

OVER

EQUITIES
We are overweight equities given expectations that 
corporate earnings will rebound in 2021 and interest rates 
will remain low. We favor U.S. equity markets given higher 
profitability and growth characteristics, and are 
constructive on Japan and select emerging markets, 
which should benefit from a cyclical recovery. 

U.S.

Europe

Japan

Emerging markets

Under Neutral Over

OVER

OVER
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Financial professionals: For further portfolio construction guidance, PIMCO offers fixed income and multi-asset model 
portfolios. These models are allocated according to our forward-looking views, use active PIMCO building blocks,  

and are supported by our proprietary risk analytics infrastructure. To learn more, visit pimco.com/models.

Despite significant spread tightening over the last 
several months, select credit sectors remain attractive. 
Within corporate credit, we are focused on higher-
quality investment grade issuers, but remain cautious 
on high yield as default concerns linger. We continue  
to favor housing-related credits given strong 
fundamentals and are seeing attractive  
opportunities in emerging market credit.

CREDIT

Securitized

Investment grade

High yield

Emerging markets

Under Neutral Over

OVER

While inflation should remain subdued in the short term, 
large fiscal injections, climbing government debt, and 
accommodative central banks could lead to higher 
inflation over the longer term. We are constructive on 
inflation-linked bonds, which offer a direct inflation 
hedge and may help diversify portfolios in a weaker 
economy, and gold, which tends to maintain low 
correlations to traditional risk assets. 

REAL ASSETS

Inflation-linked bonds

Commodities

REITs

Gold

Under Neutral Over

OVER

After a substantial multiyear rally, the U.S. dollar 
appears rich versus other alternative “safe haven” 
currencies such as the euro and yen, which have 
become increasingly attractive. We are also modestly 
overweight select EM currencies.

CURRENCIES

USD

Euro

Yen

Emerging markets

Under Neutral Over

OVER

2021 could continue to see record taxable muni supply 
if the federal tax-exempt status of advance refunding 
bonds is not restored. We expect to see modest 
downgrade pressure amid cuts to healthcare and 
education but believe defaults for high quality munis will 
remain low. We see compelling values in longer-duration 
issues and lower-rated portions of the municipal market 
that can withstand a slow economic recovery. 

MUNICIPALS

Investment grade

High yield

Taxable munis

Under Neutral Over

OVER

https://www.pimco.com/en-us/resources/tools-and-programs/models
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Past performance is not a guarantee or a reliable indicator of future results.
All investments contain risk and may lose value. 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. Income from municipal bonds is exempt from federal income tax and may be subject to state and local taxes and at times the alternative minimum tax. 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. 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. REITs are subject to risk, such as poor performance by the manager, adverse changes 
to tax laws or failure to qualify for tax-free pass-through of income. High yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that 
invest in them may be subject to greater levels of credit and liquidity risk than portfolios that do not. 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.  
The credit quality of a particular security or group of securities does not ensure the stability or safety of an overall portfolio. 
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 appropriate 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.
Correlation is a statistical measure of how two securities move in relation to each other. Duration is the measure of a bond’s price sensitivity to interest rates and is 
expressed in years. 
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 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. 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.
For financial professionals: The implementation of, or reliance on, a model portfolio allocation is left to your discretion. PIMCO is not responsible for determining 
the securities to be purchased, held and sold for a client’s account(s), nor is PIMCO responsible for determining the suitability or appropriateness of a model portfolio 
allocation or any securities included therein for any of your clients. PIMCO does not place trade orders for any of the your clients’ account(s). Information and other 
marketing materials provided to you by PIMCO concerning a model portfolio allocation - including holdings, performance and other characteristics - may not be indicative 
of a client’s actual experience from an account managed in accordance with the model portfolio allocation.


