
 

For Professional Clients and Institutional Investors only. 

Not for further distribution. 

This commentary provides a high level overview of the recent economic environment, and is for information purposes only. It is a marketing communication and 
does not constitute investment advice or a recommendation to any reader of this content to buy or sell investments nor should it be regarded as investment 
research. It has not been prepared in accordance with legal requirements designed to promote the independence of investment research and is not subject to 
any prohibition on dealing ahead of its dissemination. 

Mid-Year Investment Outlook 
June 2018 
 

 



 

 

1 
 

Contents 

Message from our Global CIO ............................................................................................................ 2 

Macro and multi-asset outlook ............................................................................................................ 3 

Global liquidity outlook ........................................................................................................................ 8 

Global fixed income and alternatives outlook .................................................................................... 10 

Global equities outlook ..................................................................................................................... 14 

Contributors ...................................................................................................................................... 17 

 

 

 

 



 

 

2 
 

 
 
 
 
 

 

Message from our Global CIO 

Chris Cheetham 

Global Chief Investment Officer, HSBC Global Asset Management 

Welcome to our 

2018 mid-year 

outlook 

I hope you enjoy reading our 2018 mid-year outlook. In the pages that follow we share our 

perspective on what has clearly been a difficult market environment year to date. 

In truth, part of the reason it has felt tough this year is that it has been so different from last year’s 

unsustainable Goldilocks combination of synchronised and accelerating global growth with low 

inflation and, hence, a very subdued trajectory for interest rates. In fact, it’s not really so bad this 

year, it’s just nowhere near as good as it was in 2017.  

Growth has clearly slowed in Europe and Japan, and inflation pressures have begun to build in the 

US, prompting a rise in bond yields, but the corporate sector is in good shape, globally, and there 

is no prospect of recession. Moreover, despite some cyclical inflation pressure, both inflation and 

interest rates are set to remain very low by the standards of the last fifty years.  

What does this mean for our investment strategy? As always, whatever the environment, our focus 

very much remains on market and security valuation. In essence, we continue to be constructive 

on global equities, favouring Europe, Japan and emerging markets, as well as emerging-market 

local debt, in preference to bonds in the developed world.  

In this edition of our outlook, our Global Chief Strategist and our asset-class CIOs explain how our 

analysis of the environment and our valuation-based approach have led us to these conclusions. 

 

 

Chris Cheetham 

Global CIO 
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Macro and multi-asset outlook 

Q&A with Joe Little 
Global Chief Strategist 

Can you 

summarise asset 

market 

performance  

year-to-date? 

Well, we are not in 2017 anymore. 

2017 was characterised by strong and synchronised global economic growth, low inflation, and 

supportive policy. This created an environment for strong investment market returns. But we 

have moved away from this “sweet spot” in 2018; economic trends have become more 

differentiated across economies and market volatility has returned. It all feels like a bit more of a 

“normal” environment for investors. 

2018 started as 2017 left off and we saw very strong returns across risk asset classes (in 

January many asset classes were up c.5% – the kinds of returns we would expect over a whole 

year). But a re-pricing of risk followed, and a combination of macroeconomic and political news 

have created a tougher environment for investors since then. Total returns to global equities are 

now flat over the year, and most fixed income asset classes have posted low or negative total 

returns. Commodities, especially oil, is the outlier after delivering strong returns in 2018. 

Figure 1: Asset-class performance 
 

 
 

Source: Bloomberg, HSBC Global Asset Management. All asset class returns shown as USD total returns (unhedged) 
unless stated. H - Refers to currency-hedged USD total returns. Data as of 31 May 2018. 

Past performance is not a guarantee of future performance. 

 

What have been 

the key themes 

driving this market 

action in 2018 so 

far?  

We entered 2018 with a combination of synchronised global growth, low inflation, and low 

financial market volatility. It was a true sweet spot for investment markets. But since February 

there have been four negative “waves” for financial markets.  

First, there has been a re-emergence of an inflation narrative in the market. Over the last 

decade, central bankers have underdelivered on inflation in the major economies. But faster than 

expected US inflation from February onwards seemed to startle investors, and led to a market-

wide re-pricing of inflation risk. Market participants revised their expectations higher about the 

speed of US interest rate hikes. This prompted a broad sell-off across asset classes. We called 

this the “inflection point” because of the unusual combination of market risk aversion and a 

simultaneous sell-off in bonds and equities. And the “inflection point” theme returned again in Q2 

as risk asset classes and emerging markets had to deal with a further re-pricing of the US rate 

outlook and a rapid appreciation in the US dollar. 



 

 4 
 

Second, and contrary to last year, geopolitical uncertainty – presented mainly through global 

trade concerns – impacted markets. 

This began with the March announcement of planned US tariffs on steel imports and then 

escalated with threatened retaliation on the US from China, Europe and other trading partners. 

Financial market participants were confronted with a potential “tit-for-tat” trade dispute.  

And we have seen further political tensions in Europe and Asia during the first half of 2018. To a 

certain extent, this should not surprise us. More populist forms of politics around the world 

increase the range of policy outcomes with which financial markets have to deal. But, unlike in 

2017, political issues have been an important source of volatility for asset markets in 2018. 

Third, we have seen a softening of economic growth momentum. A number of bellwether 

indicators for the economic cycle have weakened during Q1 and Q2. But the softening has not 

been uniform across regions. This marks a change of trend from last year’s “synchronised 

growth” to something slightly different.  

Fourth came a surge in the US dollar on the back of diverging growth and inflation trends. The 

dollar rally started in Q2 and has been a headwind for emerging-market performance. Investors 

have worried that higher US yields and dollar strength would destabilise emerging-market 

economies, like in the 2013 “taper tantrum”.  

 

Can you expand 

on the global 

growth outlook?  

Our preferred way to think about where we are in the economic cycle is our “big data” Nowcast 

which tracks economic activity for all the major advanced and emerging economies. We look at 

over 1,200 different economic time series to help us monitor how growth trends are faring in real-

time. 

What does the Nowcast tell us today? Well, the latest signal is that global economic activity has 

eased somewhat since the end of 2017, but the economy is still growing at a reasonable pace, 

above 3.5%. Importantly, there is no imminent danger of a recession. 

Even so, we have seen some softening of growth and a loss of momentum. Part of this is the 

way of the business cycle. After a phase of very good growth, a period of consolidation is normal. 

But where we had “synchronised growth” in 2017, there is a degree of cyclical variation today. 

In the US, growth remains good and looks balanced. And the current pace of growth is well 

ahead of what most economists would regard as normal. The outlook for the rest of 2018 looks 

good too; with the US fiscal stimulus supporting growth through H2.  

Meanwhile, the growth outlook has slipped in Europe and Japan. We don’t think this is yet a big 

problem for investment markets, but we are watching the data closely for any signs of further 

deterioration. A lot of the recent weakness seems linked to temporary factors; the cold winter in 

northern Europe, and the variable timing of Lunar New Year and Easter (which is not properly 

accounted for in the economic statistics). But part of the weakness in Europe also reflects a 

reversion to the mean. At the same time, the UK continues to look like a chronic growth laggard 

this cycle. Activity now seems to be running just above 1%, the lowest pace of growth since 

2012. 

For the time being, emerging-market growth trends appear more resilient. Many emerging 

markets still remain in something like a Goldilocks sweet spot – good growth, few capacity 

constraints, and low inflation. Our Nowcast signal for emerging-markets ex-China is running 

around 4%, in line with 2017. Rising commodity prices support Brazil and Russia as they recover 

from recession. Crucially, China growth has held up well despite the ongoing efforts around 

deleveraging. Our China Nowcast still indicates above 6% underlying growth. However, with 

economic growth in developed markets looking to have peaked, upside to emerging-market 

growth now appears capped. 

On balance, then, there’s been a slight softening in overall economic activity. But global growth 

still looks pretty robust. And there’s no recession signal in the data at the moment. For investors, 

this means that we continue to see strong corporate fundamentals – MSCI data shows global 

profits growth running above 7%, and global default rates are still falling (from 5% at the end of 

2016 to 3% now according to Moody’s, who estimates defaults will be at their lowest level in 10 

years by the end of 2018). 
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Figure 2: World Nowcast 
 

 
 

Source: MSCI, HSBC Global Asset Management. Data as of June 2018. 

 

And what about 

global inflation 

trends?  

Inflation trends are even more globally divergent. As we predicted, we now have faster inflation 

in North America. But this plays against soft inflation trends in Europe and Japan and versus 

sustained dis-inflation across emerging economies.  

In the US, cyclical inflation is now a fact, not just a forecast. Underlying inflation is now 1.8% 

versus its 2017 average of 1.5%. What’s more, leading indicators, such as producer prices or the 

Federal Reserve’s (Fed) underlying inflation gauge (a big data measure), point to further inflation 

pressures in H2. And our “bottom up” model indicates US inflation is set to rise gradually over the 

next 18 months (linked to idiosyncratic factors unwinding and the robust growth trends). The 

effect of the US fiscal stimulus is also likely to support this trend and could mean that we see 

some overheating as we move into 2019 (Figure 3).  

While there is (finally) sustained inflation in the US, the trends in Europe and Japan are still 

lacklustre. For these economies, escaping from “the low inflation trap” is proving structurally 

difficult. 

Perhaps somewhat contrary to recent market events, we think the inflation trends in most 

emerging economies remain very benign. The weighted average of emerging-market inflation is 

making new cyclical lows. Brazil, Russia and South Africa are all seeing falling inflation. Low 

inflation looks set to persist; many emerging-market economies remain in the Goldilocks “sweet 

spot”. 

Figure 3: Six-month change in core CPI 
 

 
 

Source: Bloomberg. Data as of end April 2018. 
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What does this 

combination of 

good growth and 

slightly faster 

inflation imply for 

the policy outlook?  

Globally, we have seen a slight deterioration in the growth-inflation mix versus the start of 2017. 

But we think it’s the divergence on the inflation side that really matters for the policy outlook.  

Faster inflation in the US keeps the Fed on track to raise rates, gradually. We think this means a 

hiking pace of around one rate rise per quarter. It’s still a “slow and low” tightening cycle. The 

Fed is not quite on policy auto-pilot, but we think it will take a decent amount of new news to shift 

them from this policy path. At this point, the bond market pretty much fully discounts this 

scenario, with the principal risk coming from a fiscal-stimulus-led overheating. 

Meanwhile, in Europe and Japan, inflation is just not sticky enough to warrant a reversal of 

monetary easing yet. The European Central Bank (ECB) is likely to extend asset purchases 

beyond September. The Bank of England seems to have limited appetite for any more rate hikes 

in 2018 (unless the data makes an unexpected turnaround). And in Japan, the “yield curve 

control” policy remains in place, even as the Bank of Japan (BOJ) pace of bond buying continues 

to decline. 

And we see “policy divergence” in emerging economies too. In China, the focus is on reducing 

leverage while supporting domestic demand (the recent reserve requirement rate implies a 

fading tightening bias), while limited inflation pressures mean that other emerging economies are 

not under pressure to follow the Fed higher (Russia and Brazil actually have room to cut). Of 

course, some parts of emerging markets face less favourable inflation dynamics (Turkey and 

Argentina). 

 

What about the 

US dollar? What’s 

the outlook? 

As I described earlier, we’ve had an abrupt appreciation of the US dollar at the end of H1 which 

has prompted a “wave” of risk aversion across emerging markets. In previous outlooks, we 

argued that dollar strength was a likely consequence of more US cyclical inflation beginning to 

emerge. This has happened, but what comes next?  

If we map currency moves to fundamentals, the recent phases of dollar weakness (like 2017 and 

January 2018) coincide with periods of synchronised global growth. However, when there has 

been a bit more economic divergence (like since February 2018), the dollar has outperformed. 

We believe that economic divergence is going to continue through H2 and while the market has 

significantly re-priced US interest rate risk during H1 2018, the “policy divergence” theme can 

persist. This means that some further dollar strength is still likely from here, although at a less 

abrupt pace than what we have seen since mid-April. What’s more, if anything goes wrong with 

the growth outlook or with inflation, we think the dollar could benefit. And this means that the US 

dollar continues to have some quite nice hedging properties for multi-asset investors. 

 

What does all of 

this mean for our 

multi-asset views 

across our global 

platform?  

Investor perceptions of inflation risk have moved quite a lot since the start of the year. The 

market now has a confidence about reflation similar to what we saw during the “Trump bump” at 

the end of 2016.  

Even though we believe in a gradual amount of cyclical inflation (in the US), the longer-term 

structural environment points to a low inflation global economy. We are still in a secular regime of 

“price stability”. 

In many government bond markets, the reward (risk premium) for taking duration risk remains 

heavily negative. Even without a smoking gun for an imminent inflation shock in Europe or 

Japan, asset classes like Bunds, Gilts or JGBs seem unattractive. This part of the market still 

looks priced for recession, deflation, and QE infinity – not for today’s economic situation.  

But US Treasury bonds are in a bit of a different place. After a big re-pricing of interest rate 

expectations over the last nine months, the risk premium in US Treasuries is now positive. The 

short end of the curve yields more than the dividend yield on US equities, which has not 

happened in the last 10 years. And the combination of low structural inflation trends and the rest 

of the world being mired in the low-inflation trap seems as if it could even exert some downward 

pressure on US bond yields. We need to be wary and alert for the overheating risk, so focusing 

on shorter-term maturities makes sense for now. But, for the first time in a while, we think parts of 

the Treasury curve look “safe” for investors and also offer attractive risk-reward. 

On the growth side, market expectations have softened since the start of the year. We think part 

of the moderation in global growth is transitory, but part is the natural way of the business cycle. 

At this stage, it is hard to be very confident about a renewed burst of global economic 

momentum. But economic activity still looks robust, and recession probability is low. So we think 

it makes sense to “back” growth in multi-asset portfolios. Given the maturing of the economic 

cycle, we need to be a bit more careful about the price we pay to do this. 

In credits, for example, the outlook for global default rates is impressively low. Credit spreads 

have widened a bit since the beginning of the year, which has made asset classes like global 
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high yield a bit more attractive in valuation terms. But we still don’t think the market is paying us 

enough to take significant credit risk on a tactical basis. 

Much better, we believe, to focus on exposing multi-asset portfolios to growth in parts of 

developed equity markets and emerging markets. Here, risk premia and risk-adjusted returns are 

higher than in credits. The outlook for corporate profits is complicated by the effects of higher oil 

prices and any further moderation in growth. But for now, corporate health and earnings data 

remain strong. Equity valuations in Europe and in Japan look relatively low and implicitly discount 

disappointment on profits, which may not materialise. 

Finally, after market weakness in Q2, emerging-market asset classes (equities and local-

currency debt) seem very interesting from a tactical perspective. Many of the economies are still 

in a growth-inflation “sweet spot”. It’s not uniform good news across emerging markets, so we 

need to be thoughtful and granular where possible. But asset class and currency valuations have 

gotten more attractive again. Emerging markets are bound to be sensitive to abrupt phases of 

dollar strength, but this is not an everyday occurrence and a lot of re-pricing about the US rate 

outlook has now taken place. For medium-term investors, we think emerging-market asset 

classes do look attractive. 

Figures 4 & 5: Discounted economic series since 2015 

 

     
 

Source: Bloomberg, HSBC Global Asset Management. Data as of June 2018. 

 

What are the key 

risks to this 

outlook? And how 

do you protect 

portfolios versus 

these risks? 

Faster inflation (in the US) and rising protectionism are the two key risks to the system at this 

point. 

Faster inflation is something that we have worried about as a key risk which has now 

materialised in H1 2018. The re-pricing of interest-rate risk in February and the correlated 

drawdown of bonds and equities is a nightmare scenario for multi-asset fund managers. Is a 

further US inflation and rate shock possible? It is, given the risk of overheating in the US. 

Consequently, we need to watch the incoming inflation data closely as we move into the second 

half of the year. Such a shock would require a further re-pricing of risk across asset classes, with 

emerging markets vulnerable to capital market outflows. But large-scale revisions to the market’s 

view of inflation aren’t everyday events. And we think the combination of a significant re-pricing 

of US rates having just occurred, plus the sustained and low inflation in Europe and Japan, 

mitigates this risk somewhat – at least for now.  

We think it is possible to see a continuation of trade tensions between the US and China (and 

others). This is likely to spark bouts of episodic volatility and cause anxiety for investors (with 

some emerging markets potentially vulnerable). But we see the situation as more of a “trade 

bazaar” – a lengthy negotiation between commercial groups – rather than something that’s going 

to escalate into a “trade war”. Nor does the feared scenario of a “reverse globalisation” look that 

likely to us at this point. Of course, we need to be vigilant and be ready to change our view but, 

at present, we don’t expect protectionism to derail global growth. 

Ultimately, the critical defence strategy for asset allocators is to regularly review portfolio 

allocations in a disciplined and structured way. We need to watch these risks closely and adjust 

portfolios accordingly. Understanding how the market is priced today and where the risks lie to 

that scenario is the first step. 
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Global liquidity outlook 

Q&A with Jonathan Curry 

Global CIO Liquidity, CIO USA 

Can you give us 

an overview of 

liquidity markets 

in the first half of 

2018? 

Three areas impacted liquidity markets in the first half of the year: short-term interest-rate 

markets, widening spreads between LIBOR rates and the overnight indexed swap rate, and 

trends in money market fund (‘MMF’) Assets under Management (AUM) flows. 

On short-term interest rates, the US dollar and euro markets saw a continuation of last year’s 

trends, with the Federal Open Market Committee (FOMC) continuing its plan to gradually 

normalise the Federal Funds rate. In the eurozone, as expected, the ECB maintained the level 

of monetary easing, and the ECB repo rate and deposit facility rates remained unchanged. 

Where the money markets experienced some unexpected volatility in the first half of the year 

was in the sterling money market. In a context of the ongoing Brexit overhang, lower growth 

and higher inflation than in other developed-market economies, the Monetary Policy Committee 

(MPC) delivered mixed messages. Ahead of the May MPC meeting, the market moved from an 

over 80% probability of a 0.25% rate hike to no change in the base rate within the space of a 

couple of months. The UK short-term interest rate market has been volatile, more because of 

MPC view changes than economic data.  

The second area which impacted money markets in H1 was a widening of LIBOR rates versus 

the overnight indexed swap rate, primarily in US dollar and sterling markets. In the US, the 

spread began to rise in late 2017, peaking at close to 0.60% in early April before coming down 

slightly, but remains high. Our interpretation is that this volatility stemmed from concerns about 

the impact of the repatriation of US multinationals’ cash in the context of US tax reform. 

Depending on estimates, US multinationals’ offshore holdings represent between USD2 and 

USD3.5 trillion, and there was a concern that, with repatriation, significant amounts would be 

withdrawn from money markets and short-term credit.  

However, the spread widening created opportunities in two ways. First, it brought back into the 

market some issuers who hadn’t issued in some time. Second, from a spread perspective, it 

created an attractive opportunity for investors to take longer money market exposures. 

The sterling market saw a similar phenomenon, although the widening was not as large, and 

investors benefitted from the same opportunities. This was largely a knock-on effect of events 

on the US dollar market, which however did not impact euro markets, where there was little 

widening of the spread.  

Figure 6: USD 3-month LIBOR-OIS spread  
 

 
 

Source: Bloomberg, data as of 1 June 2018. 

Past performance is not a guarantee of future performance. 

 

The third key area so far this year has been the AUM trend across our three major currencies. 

After being largely flat in H2 last year, the US dollar market saw a rise in AUMs in the first four 

months of 2018, peaking above USD300 trillion in January, and finished April up year-on-year. 

In contrast, euro and sterling assets peaked in December and were both down year-on-year at 
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the end of April. Euro AAA-rated MMFs saw the largest redemptions to date in 2018 with AUM 

falling by 14% year-to-date to the end of April. This fall is exaggerated by the spike in assets 

seen in December last year and, on a longer-term trend, is closer to a 5% fall in AUM (source: 

IMMFA). 

 

What is your 

outlook for money 

markets for the 

rest of the year? 

On short-term interest rates, we expect to see more of the same. In the US, we think the 

economic backdrop should continue to be positive, and that inflation, while remaining under 

control, should see some increase (if only because of base effects – particularly from the large 

fall in telephony service prices falling out of the year-on-year numbers). Whilst we don’t think 

inflation is concerning per se, we expect the Fed to remain on its normalisation path of around a 

0.25% hike per quarter, and we will continue to manage our weighted average maturities 

shorter accordingly. 

In the euro market, we do not expect short-term interest rates to rise before next year, or the 

ECB to change its accommodative monetary policy stance. We expect continued low volatility 

and negative rates in the eurozone for the rest of 2018. 

In the UK, the second half of the year should see a muted economic backdrop and below-trend 

growth. Meanwhile, the impact on inflation of sterling depreciation post-Brexit should begin to 

wane. Combined with mixed messaging from the MPC, it is a challenging backdrop to predict 

the trajectory of short-term rates over the rest of the year. Markets are pricing in no further 

change in the base rate in 2018. 

 

What key 

investment 

opportunities do 

you see? 

The parts of the credit markets in which we operate for our money market funds have 

presented an opportunity throughout 2018, and we expect this to continue over the rest of the 

year. Within our defined investable credit universe, which is weighted to the banking sector due 

to the beta of supply in the money markets, credit fundamentals remain strong. In addition, 

some issuers are returning to the money markets, and these new issues present an opportunity 

for investors to diversify and make new investments at attractive levels. 

In terms of strategy, we therefore are looking to maximise the weighted-average life to take 

advantage of any curve steepness, and the US dollar and sterling spread-widening stemming 

from US cash repatriation has added to this opportunity set. Whilst spreads are down from 

earlier highs, they remain at elevated levels, which we see as a positive for the rest of 2018. 

 

And what are the 

key risks to this 

outlook? 

Globally, a key risk is that of an inflation shock in one or more major developed economies. In 

line with our house views shared by the other authors of this paper, we think that economic 

overheating in the US and faster than expected inflation, forcing the Fed to raise rates more 

steeply than we – and even they – anticipate, would impact front-end money-market interest 

rates as well as official rates, and is thus a major risk for money markets.  

We also monitor secondary risks, one of which is a global economic slowdown with an 

escalation of US-China trade tensions, and another is an increase in geopolitical tensions in 

various parts of the world. Both create risks for front-end short-term interest rates. 

 

Finally, can you 

give us an update 

on reforms likely 

to impact liquidity 

markets over the 

coming months? 

The main regulatory focus in 2018 revolves around the European MMF regulation. Fund 

providers, investors and regulators are in the thick of the implementation as we write.  

This piece of regulation is unlikely to have the same impact as US regulation did on US MMFs, 

when we saw a significant shift out of prime credit MMFs and into government and treasury 

MMFs. This is not the outcome we expect in Europe. However, as with UCITS generally, the 

European MMF regulation will impact investors almost everywhere around the world excepting 

the USA, so it will be quite broad. The good news is that it will not cause a fundamental shift out 

of prime credit MMFs, as European regulators have followed a different approach from their 

counterparts in the US. 

Prime credit MMFs by far dominate the MMF industry in Europe and, while they will no longer 

have constant NAVs, we expect most investors to switch to the new prime Low-Volatility NAV 

funds (LVNAV), which wasn’t an option in the US package of reforms. Therefore, from the 

investor standpoint we expect a muted impact, although investors must ensure they understand 

the effects of the reform and seek any approvals they will require in advance of implementation, 

in Q4 for our and many industry peers’ MMFs. On the asset manager side, implementation will 

be the main focus in the second half of 2018 to get funds ready for conversion before the 

regulation comes into force in January 2019. 

 



 

 

10 
 

 
 

 

Global fixed income and alternatives 

outlook 

Q&A with Xavier Baraton 

Global CIO Fixed Income, Alternatives and Real Assets; CIO North America 

Let’s start with 

fixed income. 

How has the 

environment 

impacted fixed 

income assets 

so far in 2018? 

This year, we have reached an inflection point where, after several years of extreme liquidity, we 

are now heading toward monetary policy normalisation. Reversing the trend is taking us into 

somewhat uncharted territory, leading to renewed volatility and uncertainty.  

In particular, spreads have been impacted by the two most influential economies for bond 

markets, namely the US and Germany, where full employment and steadily rising or normalising 

inflation have opened the door to interest rate rises. 

Despite the Fed’s consistent communication that normalisation will remain gradual and data-

dependent, there is a growing narrative among market participants that inflation may force the 

monetary institution to increase the pace of tightening. Accordingly, the US curve flattened over 

the last six months with the US 2-year treasury yield breaching the 2.5% bar.  

Meanwhile, anticipations of slower normalisation led to a more muted shift in interest-rate 

expectations in the eurozone (c. +20bps for German rates), whilst political events in Italy 

created volatility. 

In credit markets, we’ve seen some spread expansion, linked to the weakening in bond markets. 

This has impacted investment-grade credit, primarily in the US (subject to the largest outflows). 

Protected by stable fundamentals and a carry buffer, high-yield and emerging-market debt were 

initially more resilient, but the latter then saw a significant sell-off in May, with a volatility spike in 

emerging-market currencies in particular (Figure 7).  

In April the US dollar started to regain strength against developed and emerging-market 

currencies after 18 months of depreciation. It has appreciated by around 5% year-to-date, which 

we expect represents most of the gains we will see this year (Figure 8). 

 

Figure 7: Fixed income yields (%) 
 

 
 

Source: Bloomberg. Data as of 31 May 2018. 

 
Past performance is not a guarantee of future performance. 
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Figure 8: Recent USD strength – DXY index (%) 

 
 

Source: Bloomberg. Data as of 31 May 2018. 
 

Past performance is not a guarantee of future performance. 
 

Looking to the 

second half of the 

year, what is your 

outlook on 

government bonds 

(rates)? 

Our core scenario for bonds is not radically pessimistic for the rest of the year. 

In the US, we expect inflation and economic momentum to continue putting upward pressure on 

rates. Accordingly, we have revised our year-end yield-target to 3.25% for ten-year Treasuries, 

with an upper-end of the range at 3.5%. At this current level, we do not see much room for 

further flattening. 

In addition, ten-year US Treasury yields broke through the 3.05% level in May. This is an 

important technical level indicating that, in contrast to other developed-market bonds, US term 

premia have recovered. In our view, premia at the short end of the curve, e.g. two-year US 

Treasuries, have already reached fair value. 

In Europe, the euro’s recent depreciation is supportive of growth, giving the ECB greater latitude 

to end its asset purchasing programme towards the end of the year or in 2019. We also think 

the ECB’s board will gradually adopt a more orthodox stance to preserve the consistency of its 

policy when a perhaps slightly more hawkish new governor succeeds Mario Draghi next year. 

We expect Bunds to continue shifting in parallel with the belly of the European curve, albeit 

while looking more vulnerable. On the periphery, Spanish yields are close to their historical lows 

and thereby unattractive, whereas we think the recent widening in Italian spreads over Bunds 

could open up buying opportunities. 

Elsewhere, we expect Japanese ten-year yields to remain stable, as inflation pressures are too 

weak to induce the BOJ to reduce its easing bias. We also think UK rates should show 

resilience as inflationary pressures ease and the economy decelerates, whilst other developed 

markets posting stronger economic growth, such as Australia or Canada, should largely follow 

US rates. 

 

What are your 

views on 

corporate bonds 

(credit)? 

The accumulation of positive economic factors supported spread compression at the start of 

the year. Given the exceptional nature of the economic environment until then, we think this 

was a low watermark for the current credit cycle. From there, planets were no longer aligned 

and spreads started to widen with steadily rising inflation and negative technicals. In particular, 

the repatriation of US cash in the wake of US tax reform created some concern and caused 

US investment-grade spreads to widen.  

Spreads are now offering better value, although we expect to see some further spill-over 

effects, with slightly higher spreads by year-end in US investment-grade. Indeed, whilst credit 

quality is stable, high leverage levels indicate vulnerabilities in some sectors. 

In contrast, high-yield has been resilient, with more sideways trends and slightly more 

favourable technicals. Whilst we expect wider spreads at year-end, the expansion should 

remain measured and current yields should provide a buffer to total returns. 

European credit markets remain robust, but spreads are artificially low due to the ECB’s 

Corporate Sector Purchase Programme (CSPP). As a result, and because of much lower yield 

buffers, we are at the lower end of our beta ranges on European credit. 
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And on emerging 

market debt? 

Until April, emerging markets were resilient to both US interest-rate rises and volatility. Looking 

ahead, geopolitical risk and US rates will affect volatility but, without dismissing either, we 

believe emerging-market debt will continue to show lower sensitivity to external, developed-

market-led factors.  

Fundamentals remain solid and essentially unaffected by the recent US dollar strength, 

despite a mechanical depreciation in currencies. Vulnerabilities are very idiosyncratic (e.g. 

Argentina, Venezuela or Turkey), and we think the region’s relatively high leverage should limit 

the risk of macro exuberance and inflationary pressures. Therefore, after maintaining a low 

beta over the start of the year, we have now increased our exposure to emerging-market debt. 

In hard-currency emerging-market debt, we think spreads could widen slightly further, but the 

strong fundamentals create opportunities. We remain selective and maintain our betas at or 

just above 1, though we are more constructive for the second half of 2018, when spreads 

should stabilise. 

Technicals supporting further US dollar appreciation are slowly fading, also uncovering 

opportunities in local-currency debt. Yields have been resilient and continue to offer an 

attractive pick-up compared to developed-market bonds. There are no worrying signs of 

inflation and, whilst we might see some near-term depreciation, overall we believe currencies 

are nearing equilibrium levels. 

 

What are the key 

opportunities you 

see in fixed 

income for the rest 

of this year? 

We continue to prefer local-currency emerging-market debt and higher-yielding segments such 

as US high-yield and emerging-market debt. In the current environment, we also like asset-

backed securities, which deliver illiquidity and complexity premia coupled with strong 

diversification. Given the greater uncertainty on rates, we also believe that total return 

strategies present opportunities. 

Finally, green finance and environmental, social and governance (ESG) issues are emerging 

as a secular shift, supported by investors and regulators alike. This is creating opportunities 

we want to seize, and risks we want to mitigate. In our view, it is not currently expensive to 

adjust allocations more significantly into sustainable assets, whereas we think ESG-related 

risks, climate change notably, will be increasingly priced in, eventually penalising investors. 

 

And what are the 

key risks to this 

outlook? 

In line with our macro views developed above by Joseph Little, the key risk to our outlook is 

that of an inflation shock. Our core scenario is that, for now, cyclical growth has overcome 

secular stagnation forces – long-term deleveraging, demographics, and environmental change. 

Yet those forces are still at play and are capping the economy’s long-term growth potential. 

Should they recede further however, inflationary pressures would grow, forcing the Fed to 

increase its pace of tightening, with a higher risk of overshooting. 

Other key risks we see are heightened geopolitical tensions, combined or leading to trade 

barriers. The most adverse scenario would be one where a lower growth potential coincides 

with more pronounced monetary tightening. 

You are also CIO 

for Alternatives. 

What is your 

analysis of the 

environment for 

these investments 

so far this year? 

Alternatives have performed positively so far this year, as they continued to benefit from 

investors’ search for yield and diversification.  

Private or infrastructure debt segments’ premia over interest rates have compressed further 

while, by contrast, public bonds were more volatile. Real-estate yields were similarly well 

behaved, although showing greater discrepancy across geographies and asset types, and 

private equity delivered solid returns compared to listed stocks. However, these asset classes 

continue to be well supported by a robust macroeconomic environment, but valuations and the 

progressive end of quantitative easing now require us to be more selective, both by segment 

and geography. 

On real estate, despite a developed-market-bond sell-off in some markets and rising yields in 

the US, property yields maintain a reasonable spread in many markets, particularly in Europe. 

However, a closer look at recent performance reveals contrasting results influenced by a few 

long-term trends in the real economy, such as the increasing penetration rate of internet 

retailing. 

In private equity, global fundraising activity remained strong in Q1, with 157 funds closing on 

USD117 billion in commitments, matched by 423 announced private equity acquisitions valued 

at USD101 billion. In parallel, firms announced 226 exits valued at USD57 billion, down 26% 

year-on-year (Source: EY, PE Capital Briefing, April 2018). 
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Meanwhile, hedge funds have posted positive returns across the board so far this year, and 

should continue to benefit from the recent increase in volatility on financial markets. In our view, 

relative value strategies seem to be particularly suited to the current environment.  

 

What key risks 

and opportunities 

do you see for 

alternatives in the 

second half of 

2018? 

After risk-premium compression and positive returns across financial markets in 2017, renewed 

volatility has been a clear detractor for traditional asset classes so far in 2018. The market 

environment has now turned away from synchronised growth and low inflation, and toward 

greater economic divergence. This should continue to generate greater volatility and 

discrepancy, with idiosyncratic risks on the rise.  

Such an environment should continue to benefit hedge funds, but diversification of exposures is 

required to mitigate more erratic market movements. In directional segments such as loans, 

infrastructure debt, private equity and real estate, greater attention must be paid to credit 

selection and geographic allocations as valuations are becoming less attractive in some 

markets. 

For example, in real estate, the current environment should be supportive for rental growth, 

although policy normalisation and the upward pressure on interest rates in the US and Europe 

mean that investors need to be disciplined on valuations and selective on geographies and 

segments, particularly as property yields are at or close to historic lows. 

Figure 9: Office property yields in selected markets 
 

 
 

Source: Real Capital Analytics, IPD, Green Street Advisers, CBRE, data as of end March 2018. 
 

Past performance is not a guarantee of future performance. 
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Global equities outlook 

Q&A with Bill Maldonado 

Global CIO Equities, CIO Asia Pacific 

Can you give us 

an overview of 

global equity 

markets so far 

this year? 

 

Last year’s “Goldilocks” scenario, characterised by synchronised global growth, low inflation and 

low rates across much of the developed and developing world, was very positive for risk assets 

in general, and equities in particular. Yet despite their strong run in 2017, global equities 

remained cheap at the beginning of this year, and the pick-up in corporate earnings growth 

showed little sign of abating, providing a solid backdrop for the asset class.  

As expected, however, some of these supportive external factors have changed since the start 

of the year. Global growth has moderated somewhat, and inflation and interest rates have 

picked up slightly, creating a “less than Goldilocks” macro environment compared with last year. 

Meanwhile, volatility has become a key preoccupation for many global investors amidst rising 

geopolitical uncertainties – trade tensions in particular – involving some of the world’s largest 

economies. Another factor that has weighed on investor sentiment is the stronger US dollar, 

although we believe further gains are now somewhat capped, particularly against a number of 

emerging market currencies. Consequently, after a promising start to 2018, the performance of 

equities has been lacklustre in recent months.  

The good news is that the other catalysts for equity markets are still in place. Valuations remain 

relatively attractive for emerging market equities and some late-cycle markets such as Japan 

and Europe (on a currency-hedged basis for the latter two). Moreover, current valuations have 

not factored in any significant earnings growth in the short term, whilst we expect the cyclical 

pick-up in corporate profitability to persist over the medium term, continuing the trend that 

began last year. In our view, this means equities in many major markets remain relatively 

inexpensive, and backed by solid fundamentals. This allows us to have a positive outlook on the 

asset class for the rest of 2018. 

 

What are some of 

the key investment 

opportunities you 

see in the second 

half of 2018? 

 

Despite increased market noise, our primary focus remains on identifying companies which are 

attractively valued for their given level of sustainable profitability. Following this disciplined 

approach, we see some very attractive companies in Europe, Japan and select emerging 

markets, particularly in Asia. We don’t expect these companies’ fundamentals to be materially 

affected by most of the external factors currently preoccupying the markets so, for long-term 

investors like us, market moves that improve these companies’ valuations are a buying 

opportunity. Oil prices are the only notable exception, as their increase will have a measurable 

impact on economies and companies. However, the effects of rising oil prices can vary vastly, 

particularly among emerging markets, which reinforces the importance of being selective when 

analysing emerging-market opportunities. 

Figure 10: Asia ex Japan equities still trading at an attractive discount vs. US 
 

 
 

Source: Credit Suisse, MSCI data as of May 2018.  
 

Past performance is not an indication of future performance. 
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We believe consumption is a key investment theme across markets, supported by global growth 

– which remains decent – and ongoing pick-up in demand. In our view, this creates 

opportunities which extend beyond traditional consumer sector companies. In China, for 

example, e-commerce, technology, travel and tourism, and pharmaceuticals are all benefitting 

from the prevalent trend of consumption shifts toward higher-end products and services. 

Asia is the key force driving global consumption growth, as a combination of rising incomes and 

technological innovation spurs spending in markets across the region. Asia is also seeing 

healthy growth in corporate profits across sectors and markets beyond consumption. As an 

illustration, whilst South Korea is one of the more developed markets in the region, thereby 

posting somewhat lower GDP growth, its corporate earnings are nonetheless forecast to grow 

by 13% in 2018. Meanwhile, alongside relatively high GDP growth, developing markets such as 

India and China are experiencing a surge in earnings growth (15% to 19% according to 

Bloomberg and MSCI data).  

In addition to offering exposure to higher earnings growth than most regions, we also find that 

Asia ex-Japan equities remain substantially cheaper than other equity markets (Figure 10). 

 

What are your 

views on the recent 

MSCI inclusion of 

Chinese equities? 

The inclusion of onshore Chinese equities to the world’s most tracked MSCI equity benchmarks 

(starting with a 2.5% inclusion factor) has been one of the most significant events on equity 

markets this year. Foreign ownership of onshore Chinese equities is currently very low (Figure 

11), but we expect this to change. According to market estimates, the initial inclusion should 

trigger flows of approximately USD20 billion into the onshore equity market, so its immediate 

impact will be negligible – China’s onshore equity market capitalisation is USD6 trillion dollars, 

with an average daily turnover of USD44 billion. However, the eventual full inclusion of these 

stocks would increase their representation in the MSCI Emerging Markets Index to around 17%, 

attracting several hundred billions in flows into the onshore market. Many analysts are 

optimistic, with some suggesting that the amount of foreign-owned China A-shares could rise to 

USD300 billion as the weighting gradually rises in coming years.  

Figure 11: Foreign ownership of onshore China equities lags that of other major markets 
 

 
 

Source: CEIC data as of May 2018. 

 

Emerging markets 

have been very 

volatile this year. 

As an equity 

investor, what is 

your view? How 

does Asia stand 

out in this 

environment? 

Since the beginning of the second quarter, emerging market equities have sold off sharply, in 

reaction to higher yields in the US and the rally in oil prices, which piled more pressure on large 

net oil importers such as Turkey, India, and the Philippines. Despite the recent selloff, there are 

a number of reasons for us to maintain our positive view on emerging-market equities, 

particularly with valuations looking more attractive after the correction.  

Looking at emerging markets – such as Brazil, Mexico, Russia or South Africa – a number of 

idiosyncratic risks need to be considered. However, it is worth noting that growth trends remain 

robust in most of these countries, whilst macroeconomic fundamentals have significantly 

improved in recent years, which has reinforced the ability of emerging markets to weather 

external shocks. Historically, emerging market equities have shown greater volatility than their 

developed market counterparts for a variety of reasons including higher dependence on global 

fund flows, geopolitical uncertainities, lower market liquidity, inefficient financial infrastructure 

and potential for policy missteps. But we believe that such volatility gives rise to more frequent 

and often compelling mispricing opportunities for investors. However, diverging economic and 

political regimes and risks across the emerging-market universe mean that being selective is 

key to investing in emerging-market equities. 
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It’s worth emphasising here that the term “emerging markets” in fact covers a huge diversity of 

markets and economies. Asia has a very distinct set of challenges, policies and opportunities 

from, for example, Latin American markets. Similarly, within Asia there are vast differences 

between the economic and market drivers for various developed and developing countries. But 

despite a more challenging global environment, emerging markets in Asia are not showing signs 

of major macro imbalances or financial excesses, barring pockets of vulnerability in a few 

countries. External deficits, fiscal shortfalls and inflation have reduced since the 2013 ‘taper 

tantrum’. 

Our medium-term constructive view on Asia’s macro environment is reinforced by healthy 

fundamentals, adequate FX reserves, policy firepower and positive reform prospects in many 

countries in the region. These factors also create a supportive environment for Asian equities 

vis-à-vis their peers in other emerging markets, in addition to their relatively more attractive 

valuations and higher potential earnings growth. 

 

What are the key 

risks to your 

central scenario? 

 

US-China trade tensions will likely continue to be an overhang, as we expect a protracted 

period of complex negotiations before any sort of resolution can be reached. We don’t anticipate 

these tensions to escalate to the point of derailing global growth, and the actual impact of any 

potential tariffs or bans may not be significant. Yet investors are closely following developments, 

and tensions will continue weighing on market sentiment.  

Although it is not our central scenario, the key risk to our outlook stems from the recent 

inflationary pressures. Beyond rising US inflation, a few emerging markets such as India have 

begun to feel similar pressures amidst a sharp increase in oil prices and, after largely ignoring 

them last year, investors have started to factor an inflation pick-up into their market 

expectations. The main risk associated with faster than expected inflation is the higher potential 

for policy errors, as Joseph Little discussed earlier. Major central banks have fared well so far, 

staying the course without any major missteps or policy interference, but there is always a risk 

that they will fall behind the curve, or become more assertive than required if inflation picks up 

more meaningfully, and we remain mindful of these risks. 
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