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Overview: Reality check  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

At the beginning of the year, we believed that market fears about recession were 

unwarranted and that, as contrarian investors, we should lean against growth 

pessimism by owning risk asset classes. We argued that the economic system was 

going “back to reality” but that we were only facing a “cyclical slowdown” toward 

trend growth, rather than a more severe shock. Sure, there was ongoing political 

uncertainty which could spur episodic volatility in markets. But we thought the 

outlook for beaten-up risky asset classes looked particularly good. 

Only a few months later, much has changed in investment markets. It’s time for a 

“reality check”. 

Figure 1: Asset class performance: 2018 versus 2019 so far (%, USD Total Returns) 

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019 

Past performance is no guarantee of future results. 

 

Figure 1 shows year-to-date total returns across a number of asset classes. Many 

credits, global equities and emerging markets have delivered 10%+ returns – in one 

quarter! By any standards this is an impressive performance, let alone in what many 

investors have termed “the low return world”. 

To see what happened we need to think back to developments last year. Market 

action in Q4 2018 reflected two fundamental forces. First, a more hawkish Fed which 

pushed up US real interest rates to a peak in November. Second, investor concerns 

about an abrupt fall in global aggregate demand, challenging the profits outlook and 

creating a -15% intra-month drawdown in equities during December. 

But since the start of 2019, these forces have reversed. Fed Chair Powell has 

initiated a significant “pivot” in Fed policy – moving forward guidance about interest 

rates materially lower and bringing the balance sheet back into play as a policy tool. 

Meanwhile, there are some tentative improvement in leading indicators. 

What comes next? Despite the strong total returns since the start of the year, there 

is little sign of euphoria in market psychology today. Global growth is running slightly 

below trend and we don’t expect a return to 2017’s “Goldilocks” synchronised global 

boom. But a combination of reasonable growth, low inflation, and dovish policy is 

supportive for global equities and emerging market asset classes. We are in the 

“Slow-lilocks” economy. 

The outlook for global bonds is much less positive, however. From here, our 

valuation work indicates negative inflation-adjusted future returns in long-term 

bonds. A key part of our multi-asset investment team philosophy is avoiding “big 

mistakes”. We believe we need to be underweight in global government bonds 

today. 
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The global economic environment 

 

 

 

Growth has slowed 

across all major 

economies. However, 

US growth remains 

above trend, while 

growth elsewhere is 

now below trend 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

What is a Nowcast? 
A systematic approach to 

measuring where we are in 

the economic cycle in “real-

time”. It is not a forecast. 

Our algorithm builds a 

measure of growth based 

on more than 1,000 key 

macroeconomic variables. 

 

 

 

 

 

 

 

 

 

The Slow-lilocks economy 

Our global Nowcast dropped to a little over 2% annualised in the three months to 

February, down from above 3% as recently as November and over 4% in early 2018. 

We view this as a cyclical moderation, rather than the start of a deeper downturn. 

Some of this cyclical weakness has been driven by temporary factors that could now 

begin to reverse. Importantly, the policy environment has become more supportive 

and dovish.  

Today’s combination of reasonable growth and dovish policy is very different to 

2017’s synchronised global expansion, but it is not unfriendly for risk asset classes. 

We might call it the Slow-lilocks economy. 

Figure 2: Nowcast evolution – We remain in a global cyclical slowdown 

 

Source: HSBC Global Asset Management, as at March 2019 

 

A cyclical slowdown 

The cyclical slowdown is evident across the main economic blocs (see Figure 2). 

However, a key distinction remains between the US (where growth has remained 

above trend) and the rest of the world (where growth has slipped below trend). 

While our US Nowcast has lost steam, it still points to growth of around 2.5% 

annualised in February, down from 3.5%-plus in 2018. Further moderation seems 

likely later in 2019 given that the fiscal boost is now waning, but our base case is that 

US growth stays around trend. This scenario is underpinned by robust consumer 

demand (with wage growth pushing up towards pre-crisis norms) and macro policy 

which is unlikely to turn restrictive. 

Outside of the US, the weakness has been more pronounced. The China Nowcast, 

for example, has dropped to just below 5%. Some of this loss of momentum is likely 

to reflect the slowing pace of Chinese trend growth. Trade tensions may also have 

played a role but the bulk of the slowdown looks to have been domestic-driven 

(linked to the squeeze in credit growth during 2018). 

Developments in China also weighed on other emerging economies – and other 

advanced economies too. In the eurozone, the slowing of growth at the end of 2018 

and beginning of 2019 has been about domestic factors (i.e. a combination of weak 

export demand from UK/Turkey, disruption to the auto sector, and the ECB ending 

net asset purchases).  

The moderation in global growth means that inflation pressures remain largely 

contained. The eurozone and Japan are still battling with core inflation well below 

target. For emerging economies, core and headline rates of inflation are within the 

ranges seen in recent years. Of the major economic blocs, only the US bucks the 

trend with core inflation around the Fed’s target and wage growth rising. Even here 

though, the chances of a significant pickup of inflation in the near term seems limited. 
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Central banks have 

turned more dovish this 

year 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

We expect Eurozone 

growth to pick up once 

temporary factors fade 

 

 

Policy easing should 

support Chinese growth 

 

 

 

 

 

 

 

Dovish policy pivot supports growth  

Slower growth and muted near-term inflation pressures have led to a marked shift 

towards more dovish monetary policy across many economies. 

Given its global impact, the most significant pivot is that taken by the Fed. After 

hiking rates in December and suggesting further rate rises were likely in 2019, the 

Fed has switched course. Policymakers are no longer signalling a strong view on the 

direction of the next policy move; the Fed “dot plot” points to no rate rises this year 

and possibly only one 25bp increase in 2020. Therefore, the fed funds rate now 

looks likely to remain at the low end of economists’ estimates of “neutral” interest 

rates (the rate where policy is neither contractionary nor expansionary) for a 

prolonged period. This is growth-supportive and argues against a sharp US 

slowdown.  

In Europe, poor economic data led the ECB to announce further targeted lending 

operations (TLTROs) at its March meeting. Tellingly, this came only three months 

after the ECB ceased its net asset purchases. Moreover, the ECB now expects to 

leave policy rates unchanged until at least next year; it is quite possible policy will be 

on hold for considerably longer and there is a risk that the next move will be a further 

loosening.  

Figure 3: Dovish pivot supports global growth outlook 

 

Source: HSBC Global Asset Management, as at March 2019 

Past performance is no guarantee of future results. 

 

Arguably, the change in stance by the ECB will only have a limited impact on 

economic activity, given that risk-free rates are already exceptionally low and there is 

not much scope for the new TLTROs to compress lending margins. However, we still 

see eurozone growth picking back up towards its trend rate as some temporary 

distortions fade. In addition, wage growth now appears to be on a firm upward trend 

which, combined with the low oil price, should support household spending. 

The eurozone should also benefit if the Chinese authorities are successful in 

stabilising growth and pushing it back towards trend. In this respect, the latest credit 

figures provide room for cautious optimism, with a pick-up suggesting that the policy 

easing which began in mid-2018 is now beginning to have an impact. Combined with 

the further fiscal support measures that have been announced, this increases our 

confidence that policy easing will ultimately support Chinese growth. 

The world’s main central banks adopting a more dovish stance should mean that 

some of the weakness in global growth seen in late 2018 proves to be temporary. 

Indeed, our Leading Indicator of the Nowcast, which is based on a subset of data in 

the Nowcast that demonstrates leading properties, points to a pick-up across all the 

major developed economies and China. 

While this does not mean a return to well-above-trend global growth, a macro 

environment of reasonable growth, modest inflation and a dovish bias to policy 

implies a reasonable backdrop for corporate fundamentals.  
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Key risks to monitor 

include US inflation 

pressures and any re-

emergence of trade 

tensions 

 

 

 

 

 

Fragile equilibrium 

Our baseline scenario is one of reasonable global growth and relatively dovish 

policy, which should support risk assets. But this is a “fragile equilibrium”. There are 

a number of important risks that could lead to worse economic outcomes and inject 

volatility into markets. 

One of the most important risks, in our view, is the potential for stronger-than-

expected inflation. This is not because we see a sharp rise in consumer prices as 

likely, but because inflation risks are largely absent from the market narrative. 

Inflation may not have to pick up by much in order to challenge current market 

pricing. Arguably such a scenario is more probable in the US than elsewhere, but 

stronger US inflation would have important global ramifications. 

If the Fed were to begin raising rates again, even gradually, it could lead to renewed 

USD strength and volatility in emerging markets. Such a dynamic was particularly 

damaging to markets in 2018. 

Trade tensions also remain an important potential source of volatility. Recent 

developments between the US and China have been more positive, which is likely to 

have been one factor supporting risk assets year-to-date. However, the trade dispute 

is a symptom of deeper underlying tensions between the two superpowers, so 

problems could re-emerge. Moreover, if President Trump feels he has chalked up a 

win against China on trade, he may feel emboldened to push for a renegotiated 

relationship with the eurozone. 

More widely, the eurozone faces a number of political challenges that require careful 

managing, such as Brexit, the sustainability of Italian public finances and fending off 

populist parties in the EU Parliamentary elections in May. Adding to concerns is the 

fact that the eurozone faces these challenges with limited policy flexibility under the 

existing framework. Against this backdrop, there is a risk that the current “pervasive” 

uncertainty has a larger-than-expected impact on the economy, because people 

doubt the ability of policy to offset any negative developments.     

Figure 4: Key risks to monitor 

 

Source: HSBC Global Asset Management, as at March 2019 
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The market narrative 

 

 

A structured way to track market sentiment 

One approach we use to understand what the market is discounting is to monitor market narratives. As multi-asset investors, 

we believe it to be important to understand market narratives and their dynamics. Topics or risks that are front of mind are 

often already reflected in current pricing, so more news about them may have a limited impact on prices. On the other hand, 

topics that the market is neglecting might impact prices significantly since they will be “shocking” for investors.  

Data science provides the tools to deal with Big Data and unstructured text. We use Natural Language Processing and 

Machine Learning tools to analyse over 20,000 financial news articles and build a network map of what is “top of mind”.  

 

Market narrative map as of end-February 2019 

 

 

 

Source: HSBC Global Asset Management and Quid, as at March 2019 

 

What are the key current themes in the market? 

 

 The Fed’s “dovish” stance has been front of mind alongside with Brexit news. Both themes have dominated the financial 

media  

 Political concerns on trade, Italy, and US domestic politics are high, but not very influential to the overall network 

 Trade tensions continue to influence stories about China 

 There is no investor focus on inflation 

 Recession worries and concerns about corporate profits (a top-of-mind theme last December) have fallen significantly 
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Measuring market-implied risk premia 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The pecking order of asset classes 

 The chart below shows the expected risk premium (the excess return over cash) in USD terms for a range of asset classes 

in our investment universe. These are plotted against adjusted historic data on volatility as a proxy for risk. 

 Broadly speaking, asset classes towards the top of the wedge appear to be attractively valued and offer attractive returns 

relative to their risk. Asset classes towards the bottom indicate unattractive valuations. 

 Equity returns and emerging market assets are shown in unhedged terms, unless labelled with (H). Developed fixed 

income asset classes are shown in hedged currency terms. 

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019. Global Fixed Income assets are shown hedged to USD. Local EM debt, Equity 

and Alternatives assets are shown unhedged.  

Any forecast, projection or target contained in this document is indicative only and is not guaranteed in any way.  
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The risk premium framework 

 We have developed a systematic and 

integrated framework for assessing 

asset-class attractiveness across the 

entire opportunity set 

 Starting with a scenario for cash rates, 

we add to each asset class our estimates 

of the market-implied reward of bearing 

specific asset- class risk (e.g. risk 

premium) 

 This build-up of cash rates plus risk 

premia produce our measure of expected 

returns (e.g. asset-class valuation) 

 Risk premia change over time, so we 

need to frequently update our market-

implied reward for taking risk 

 

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019. 
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Global bonds 

 

 

 

Developed market 

bonds offer poor 

prospective returns 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

Inflation is a neglected 

risk, particularly in the 

US 

 

 

 

 

 

Portfolio resilience in 

other forms of fixed 

income is key 

 

 

 

Negative bond risk premium 

Developed market government bonds look expensive today with negative bond risk 

premia across the majority of markets (Figure 5). This low level of long-term bond 

risk premia is especially significant when compared to historical levels.  

Over the last six months, the largest change has been in 10-year US treasuries, 

where yield compression has shifted the future excess return over cash from 

positive in October to significantly negative today. Across the board, long-term 

global bond valuations look unattractive for asset allocators. With poor valuations, 

the investment case for owning bonds hinges on two factors: first, the development 

of a much worse macro backdrop, and second, diversification benefits. 

Figure 5: 10-year bond risk premia (future excess returns over cash) 

 

Source: HSBC Global Asset Management and DMS Database, as at March 2019.  

Any forecast, projection or target contained in this document is indicative only and 

is not guaranteed in any way. 

 

Inflation is a neglected risk 

Currently, the macro backdrop is less bond-friendly than at previous junctures. As 

above, we think inflation is a “neglected risk”, particularly in the US. 

Meanwhile, bonds may no longer be effective diversifiers. Last year’s equity market 

sell-offs in January and October were accompanied by poor bond returns. Looking 

forward, we cannot assume that bond-equity correlations will be negative (as they 

have been typically over the last 20 years). We think it would require a severe 

recession or a bear market in equities to get bonds to rally from here. This leaves us 

underweight government bonds in our multi-asset portfolios. 

 

Opportunities for portfolio resilience 

We continue to look towards other flavours of fixed income to improve our multi-

asset portfolios’ resilience. Short-duration USTs offer high carry-to-volatility ratios 

and what we think is a respectable income yield – without the embedded duration 

risk of long-dated bonds. 

Inflation linked bonds (ILBs) continue to look attractive in Europe. Whilst the outlook 

for inflation in the eurozone remains benign in the near term, we are being offered 

good odds for holding ILBs versus nominal government bonds. In the US, break-

evens are now closer to fair value following their strong performance in 2019 amid a 

rebound in oil prices and a pick-up in risk appetite. 

We think Italian government bonds offer attractive carry and roll-down in the five 

year segment of the curve. Italian political risks cannot however be ignored, and 

debt sustainability continues to be a potential sticking point for markets. 
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Global credits  

 

 

Credit valuations point to 

a neutral asset allocation 

stance 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Credit macro 

fundamentals still look 

good 

 

Reasonable credit risk premium means we stay neutral 

Global credit markets have had a strong start to the year, with significant spread 

compression in global high-yield (HY) and investment-grade (IG) markets. But this 

strong performance comes at the expense of lower prospective returns today 

(although relative returns versus government bonds still show an improvement 

versus six months ago). 

The main challenge for multi-asset investors allocating to credit comes from the 

implicit exposure to negative bond risk premia, in the US, from the long duration of 

US IG credit, and in Europe, because of deeply negative bond risk premia across the 

Euro bond curve (Figure 6). Credit risk premia are relatively neutrally-placed 

compared to history and to our sense of fair value. With momentum supportive, we 

remain neutral overall in global credits. 

Figure 6: Return decomposition of selected asset classes 

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019.  

Past performance is no guarantee of future results.  

 

Credit cycle view 

We think corporate fundamentals still look good. Interest coverage ratios are not a 

concern today, whilst developed markets’ profit margins are healthy without looking 

too stretched. The total stock of debt outstanding is a longer-term worry, particularly 

if interest rates were to rise meaningfully from today, but refinancing risks remain low 

due to longer average maturities across most markets. Defaults within HY markets 

are predicted to rise marginally in 2019 (Figure 7), although only back towards their 

historical average levels. This scenario is already factored into our models.  

Figure 7: Moody’s historic and forecasted HY default rates  

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019. 

Default and credit loss rates evolve over time, and past rates are no guarantee of 

future rates. Any forecast, projection or target contained in this document is 

indicative only and is not guaranteed in any way. 
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Global equities 

 

Global equities continue 

to be the best asset 

class to take risk 

 

 

 

 

 

 

 

Corporate fundamentals 

look decent 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 

 

 

 

Regionally, we find UK 

equities very attractively 

valued 

Equity risk premium 

Global equity markets have performed strongly in Q1 2019 after a weak end to 

2018. The rebound has been rapid, but does not signal a euphoria in market 

psychology. In the market, the fear of losing money still dominates the fear of 

missing out. 

Although equities have become more expensive this year, they remain the best 

investment opportunity compared to other asset classes, in our view.  

In developed-market (DM) equities, the equity risk premium versus bonds is over 

4% (and significantly higher than the average of the last five years). What’s more, 

the mix of reasonable growth, no recession, and dovish policy would seem to favour 

asset classes like global equities and emerging markets.  

 

Corporate profits 

During 2018, global earnings growth slowed, from more than 20% in 2017, to 

around 15%. The current cyclical slowdown in the macro backdrop suggests that 

this downward trend will continue this year, with many analysts expecting margin 

pressures and slow revenue growth to impact global profits.  

However, an earnings recession seems unlikely to us. In an environment of mid-

single-digit earnings growth that has been largely discounted by analysts, the hurdle 

to an upward surprise versus expectations is now lower than it was going into Q4 

2018. 

Overall, we are not overly excited about corporate fundamentals, but we also do not 

think the outlook is that bad. Fundamentals look decent, and the bar for positive 

surprises has moved lower. We believe an environment of reasonable growth with 

policy support helping to reduce the risk of an imminent recession is a reasonable 

backdrop for risk assets to perform. 

Figure 8: Forward EPS Growth 

 

Source: HSBC Global Asset Management and IBES, as at March 2019.  

Past performance is no guarantee of future results.  

 

Regional view 

Across markets, the US has become more expensive versus the rest of the world, a 

trend we have been witnessing since 2014. This valuation differential remains, even 

after adjusting for index sector compositions, and indicates that the market is taking 

a strong view on the growth and profits prospects in developed economies outside 

of the US. This is an important signal to monitor. 

We think UK equities are looking attractive today. Ongoing Brexit uncertainty has led 

investors to steer clear of UK assets, but we think valuations are attractive; dividend 

yields are approaching 5%. 
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Emerging markets 

 

“Two dollars” 

 

 

 

 

 

 

 

EM assets offer 

attractive risk-adjusted 

returns  

 

 

 

 

Global macro trends 

are a key part of the 

EM outlook 

 

 

 

 

 

 

 

 

 

 

 

 

 

The principal risk 

remains another abrupt 

dollar appreciation 

 

 

 

Emerging markets and “two dollars” 

Emerging market (EM) assets have outperformed their developed market counterparts over 

the last six months. Whilst growth concerns and tightening monetary policy caused weak 

DM asset performance in Q4 2018, emerging markets were quietly staging a recovery from 

struggles earlier in 2018.  

This EM rally has continued into 2019, particularly in FX and equity markets. While the US 

dollar has been a little stronger compared to major currencies, it has been weaker versus 

the major EMs, which has given EM risky asset classes breathing space to perform. In our 

Outlook 2019 paper, we called this segmented US dollar action the “two dollars” system. 

 

EM asset classes and macro outlook 

Meanwhile, EM local-currency bonds continue to look attractive to us from a valuation and 

macro perspective (Figure 9). We measure a prospective Sharpe ratio of above 0.3 for this 

asset class in USD terms. Even after strengthening, EM currencies continue to look 

undervalued in general and we think bond yields above 6% offer an appealing carry. 

In the credit space, hard-currency EM debt ($EMD) is beginning to look a little expensive in 

our views. The challenge – again – is the long duration and negative bond risk premium. 

Asian HY is shorter-duration and offers higher risk-adjusted returns.  

In equities, we think EM valuations are slightly more attractive than their developed market 

counterparts. At this point – and after the market action we’ve seen year-to-date – future 

returns are as much about macro and FX momentum as valuations. 

In China, after the stimulus measures there is tentative evidence that the growth outlook is 

stabilising. Any good news on the US-China trade tensions would obviously help – global 

trade data slipped materially at the end of the year. This remains a key issue to watch. More 

generally, a backdrop of a dovish Fed and decent global growth should be reasonably 

supportive for EMs – especially since current valuations still provide room to perform. 

Figure 9: EM vs DM asset prospective Sharpe ratios 

 

Source: HSBC Global Asset Management and Bloomberg, as at March 2019.  

Any forecast, projection or target contained in this document is indicative only and is not 

guaranteed in any way. 

 

What could go wrong with our EM view? 

The “dollar shock” episodes in 2018 caused significant pain for EMs, particularly those with 

weak external balances. For now the policy pivot is toward dovishness and patience, but we 

need to be wary of any change of policy language and tone as we move through 2019 – 

especially if our scenario of no global recession proves right. 

The global trade cycle continues to send weak signals too. The outlook here remains very 

uncertain. But EM ex-Asia have shown more resilience lately and the data has not 

deteriorated as much as in 2016’s “phantom recession” – even if market sentiment has. 

-0,2

-0,1

0

0,1

0,2

0,3

0,4

DM
Gov't

Local
EMD

US IG US HY $EMD EM
Corp

Asia
HY

DM
Equity

EM
Equity



 
 
 
 

 

For professional investors only. Not for further distribution                                                                                                                                                              12                                                                                                                                                                                                                                                                                                           
 

Multi-asset house views 

Asset Class  View Comments 

A
g

g
re

g
a

te
s

 

Global DM 

bonds 
  

Low prospective returns and the scope for an upside surprise in the inflation picture (versus market 

expectations) changes the risk properties of bonds. We are UW 

Global Credit  
Corporate and macro fundamentals still look good but prospective returns have compressed. 

The credit risk premium still looks reasonable, but current pricing penalises duration exposure 

(bond risk premium is negative). We are Neutral, with a cautious outlook  

Global Equities   
Despite some compression in the equity risk premium during 2019, equities still look attractive to us 

versus today’s opportunity set. The mix of reasonable growth, no recession, and dovish policy favours 

global equities and emerging markets 

EM asset 

classes 
  EM asset classes benefit from a combination of attractive valuations, a dovish Fed, and residual 

growth/recession worries after a tough 2018. We stay OW 

B
o

n
d

s
 

US   Recession and rate cuts are priced in. Inflation risks are neglected. We think valuations (in the belly 

and long end) are not as attractive as they were last year. We stay UW 

Europe   We continue to measure a very negative risk premium in European bonds. Investors are having to pay 

a high price for safety  

Local currency 

EM bonds 
  Most EM bonds offer us high prospective returns and a margin of safety: high real interest rates, 

positive bond premia, and attractively-priced currencies 

C
re

d
it

s
 

DM Credit  
Credit spreads have compressed and duration risk remains a drag on prospective returns. IG credits 

look expensive to us. We prefer to take growth risk through equities 

Asia Credit  
Valuations look neutral overall but prospective risk-adjusted returns look attractive in some segments. 

We like Asia HY 

Hard Currency 

EM bonds 
 

Hard-currency EM debt is beginning to look a little expensive to us (mainly because of long US 

duration). Other parts of the opportunity-set look preferable  

E
q

u
it

ie
s

 

Developed 

Markets 
  

Growth perceptions have recovered from 2018’s sell-off. But stretched valuations in DM fixed income 

force us out of global bonds and into equities. A combination of decent growth and dovish policy 

creates a benign backdrop for global equities 

Emerging 

Markets 
  We find attractive valuations in EM equity and currency markets, combined with improving market 

sentiment and macro-economic momentum 

Asia  

(Inc. Japan) 
  We think pan-Asia equity offers us high risk-adjusted returns, and reasonable earnings growth in an 

environment where risks are well-known 

O
th

e
r 

US dollar  
In our opinion, there are “two dollar” exchange rates. Dollar versus majors is likely to be range-bound. 

Dollar versus EM is at a low valuation extreme 

Commodities  
Economically-sensitive commodities could benefit from our relatively benign macro outlook, but we 

prefer to deploy active risk in other asset classes 

Index-linked 

bonds 
  Inflation is an under-priced but high-impact risk. We prefer global linkers to nominals – but we are very 

wary of over-extending duration 

 

 Underweight       Neutral       Overweight 
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