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The current environment: a sudden stop,
a promise, a souvenir and a silver lining

Joseph Little

Chief Strategist

A sudden stop

The global spread of COVID-19 and containment policies deployed to contain its spread have created

an economic “sudden stop”. A sharp recession now seems inevitable, and there are many uncertainties

about what follows. Market pricing discounts a 2008-like event, but the nature of this shock is very

different. Meanwhile, medium-term asset class returns have improved significantly.

From a macro-economic perspective, the global spread of COVID-19 has been a game-changer for the

outlook; it has created an economic “sudden stop”. In the early stages of Q1, the virus outbreak

appeared to be regional; quarantine measures were affecting local production capacity, alongside

supply-chain impacts. But the subsequent demand shock, as the virus went global, is an order of

magnitude greater. It has prompted intense uncertainty and panic around the spread of the virus,

containment measures have curtailed social interaction and placed economic activity into stasis, and

households and businesses have faced a dramatic “cash crunch”. The distressed scenario risks a

“doom loop” of further, future damage to both demand (e.g. confidence shocks) and the supply-side

(e.g. firm bankruptcies).

Figure 1: Confirmed COVID-19 cases since 1000th case, log scale

Sources: Macrobond, HSBC Global Asset Management, 31 March 2020.

Bellwether cyclical indicators, first in China, and later in Europe and the US, have begun to highlight the

dramatic economic shock. In the last two weeks, for example, US initial jobless claims have surged to

over 6.6mn, a level 10x greater than the highest seen during the financial crisis. Economists at the St

Louis Fed estimate that the “sudden stop” could push the US unemployment rate to 30%1. Meanwhile,

the French statistics agency has estimated that the French economy is currently running at only 65% of

normal activity2.

Economists are now speculating about double-digit falls in Q2 GDP across a number of advanced

economies. And for 2020 as a whole, the consensus global growth estimate has fallen to 0.5% today,

down -1.9% points from February.

Figure 2 shows the current challenge for global policy-makers as a so-called “two-curve problem”. First,

policy-makers seek to “flatten the epidemiological curve” of the virus’ spread, and to protect health

services from being overwhelmed3. But draconian containment measures impose an economic cost,

which creates a second problem: the “recession curve”.

1 https://www.stlouisfed.org/on-the-economy/2020/march/back-envelope-estimates-next-quarters-unemployment-rate
2 https://insee.fr/fr/statistiques/fichier/version-html/4471804/Point_de_conjoncture_INSEE_26mars2020_7h30.pdf
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Whatever it takes

Is this crisis another

2008?

Figure 2: The 2 curve problem

Sources: HSBC Global Asset Management, 31 March 2020. For illustrative purpose only.

Economic policy cannot fix the health crisis, but it can flatten “the recession curve”.

Over the last few weeks, policy-makers have been bold and fast. Consider the US policy response:

after the “Lehman moment” in September 2008, it took the Fed two months to cut rates to zero and

initiate QE while the US fiscal package only came in February 2009. This time round they have done all

of that - and more - in two weeks. The vast and growing “policy tracker” on the IMF’s website

demonstrates the speed and scale of global policy support4.

The current US fiscal stimulus is set to push the budget deficit out to 10% of GDP, beyond what was

seen during the financial crisis. And across the main economies, debt/GDP ratios could move out by

10-20% points. Fiscal action is also “co-ordinated”, with monetary policy-makers, who are adding rate

cuts, open-ended QE, and targeted support for financial markets and the real economy.

Altogether, this has quashed the idea, popular before the crisis, that policy-makers are “out of ammo”.

Instead, they have learned from the mistakes of the Great Depression and the financial crisis, and have

been quick to take advantage of the “policy space” provided by ultra-low inflation, oil prices, and bond

yields5.

After this fastest bear market on record, many analysts have drawn a parallel for today’s crisis from

2008. It is an important assumption, because it drives any conclusions around the shape of the

recession, the subsequent recovery, and the outlook for investment markets.

Financial markets have clearly moved to price a recession. Our implied growth indicator, which tracks a

long-short and equal volatility-weighted basket of growth-sensitive versus defensive asset classes, has

plummeted to levels not seen since 2008/9.

Our work on asset class valuation (“the risk premium framework”) shows a similar conclusion; credit

and equity risk premia have gapped higher and are at 2008 extremes, whether we measure those

against government bond yields or against our own cash rate scenarios.

Pessimism abounds. Market perceptions of growth appear to be as depressed today as they were

during the financial crisis. That is important because, going-forward, investment markets will respond to

the incoming news, contingent on the economic scenario that is already discounted.

3 For example, see this paper on the “epi curve” https://www.voxeu.org/article/testing-testing-times, Gourinchas 2020,
“Flattening the pandemic and recession curves” https://www.voxeu.org/content/mitigating-covid-economic-crisis-act-
fast-and-do-whatever-it-takes and Baldwin 2020, “Covid19 testing for testing times:
https://www.voxeu.org/article/testing-testing-times
4 https://www.imf.org/en/Topics/imf-and-covid19/Policy-Responses-to-COVID-19
5 There may be scope for policy to support the macro-economy even further. A number of economists have proposed
governments act as “buyers of last resort”, temporarily taking a much greater role in the economy to prop-up
aggregate demand - http://gabriel-zucman.eu/files/coronavirus.pdf
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Figure 3: HSBC Market Implied Growth

Sources: Bloomberg, HSBC Global Asset Management, 31 March 2020.

So what does come next? With such an unprecedented situation and so many “unknown unknowns”,

forecasting the macro-economy is even more difficult than usual.

We do know, however, that the “the sudden stop” necessarily leads to a depressed phase for the

economy, before we can begin a recovery process. The length of that depressed state is dependent on

the spread of the virus, the duration of containment measures, and the ability of policy stimulus to

support the system and halt second-round effects. On the first two, we simply don’t know what happens

next6. On the third, the outlook would clearly be a lot worse without the rapid and substantial global

policy easing.

But an important and distinguishing feature of this crisis is that the nature of the shock is very different

to 2008. Then, the financial crisis preyed on the weaknesses in the financial system; the fragility of

banks, and other vulnerabilities that had been ignored by many economists, investors and regulators. It

was an “endogenous crisis”; amplified and given momentum by a chain of adverse feedback loops7.

Contrast that with today’s “exogenous crisis”. The global spread of the virus is still shocking and can

cause significant economic damage, but it comes from an external source.

So the key question for economists becomes whether that shock can be absorbed by the macro system

and internally diffused, or whether it “endogenises” and begins to amplify. The distinction is critical;

endogenous crises create bigger drawdowns and slower recoveries. Whereas we can “bounce-back”

relatively quickly from exogenous “sudden stops”.

So far, the signs look reasonable that the exogenous shock can be absorbed, and we can look forward

to a strong recovery. First, composite measures of market stress have spiked, but not to levels

equivalent to the financial crisis (see figure 4). Second, most analysts agree that there were no obvious

GDP-level imbalances before the crisis hit, which improves system robustness. Third, the banks are in

much better shape this time around, after a phase of re-regulation and risk aversion. Fourth, higher-risk

lending is typically now done by non-bank institutions, sovereign funds and others who function with

lower leverage and create less systemic risk. Finally, there was no obvious asset price bubble pre-

crisis; in fact, many asset classes even looked reasonable valued.

6 Some more optimistic readings on the virus spread and containment measures:

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3551767 & https://medium.com/@tomaspueyo/coronavirus-the-

hammer-and-the-dance-be9337092b56 & one more pessimistic from the San Francisco Fed:

https://www.frbsf.org/economic-research/publications/working-

papers/2020/09/?utm_source=mailchimp&utm_medium=email&utm_campaign=working-papers
7 A recent essay looking at the current crisis through the “endogenous” versus “exogenous” crisis lens :

https://voxeu.org/article/coronavirus-crisis-no-2008
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Silver lining

Figure 4: Bloomberg US financial conditions

Sources: Bloomberg, HSBC Global Asset Management, 31 March 2020.

The current sharp recession is very challenging and there are many “unknown unknowns” in terms of

what happens next. But there is an important “silver lining” for investors. The abrupt market action

means that risk asset class pricing has shifted significantly. That, in turn, meaningfully improves the

strategic outlook for credits, equities, and many alternatives.

Figure 5: Anatomy of the crisis

Sources: HSBC Global Asset Management, April 2020.
Any views expressed were held at the time of preparation and are subject to change without notice. While any

forecast, projection or target where provided is indicative only and not guaranteed in any way. HSBC Global

Asset Management accepts no liability for any failure to meet such forecast, projection or target.
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Lessons from bear market history

Joseph Little Pierre Dongo Soria

Chief Strategist Strategist

Benchmarking bear

markets

In this article, we look at some historical data on global equity bear markets. We distinguish between

“exogenous” and “endogenous” bear markets, depending on the nature of the shock. We argue that the

current crisis is an exogenous shock. But we need to monitor closely for signs of “crisis

endogenisation”.

To start with, we wanted to understand what a “normal” bear market looks like. Figure 1 shows long run

data for a range of global bear markets, including the US and Asia.

Historic bear market drawdowns average around -40% (the maximum peak-to-trough move), with

market lows reached around 1.5-2 years after the peak. Typically, recoveries (defined as the time taken

to get back to pre-bear market levels) tend to take around twice as long as the drawdown phase.

The data shows a fairly wide range of outcomes around those norms. But if those norms hold and if we

have seen the market lows already in this crisis (the fastest bear market on record), we could –

statistically speaking – expect to see a rapid equity market recovery over the next six months.

Figure 1: Average equity drawdown, peak to trough and recovery length since 1925

Source: GFD, HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

However, not all bear markets are alike. Linked to the academic research, we distinguish between two

distinct types of bear markets – “endogenous” and “exogenous”1.

Endogenous bear markets are created within the macro system, and then amplified through it. They can

initially be driven by structural imbalances (like the GFC), or asset bubbles (such as dot-com), but the

key feature is the presence of amplification, momentum, and adverse feedback loops2.

1 This distinction reflects the work of Danielsson and Hyun Shin in 2002 in their paper “Endogenous Risk”
2 https://voxeu.org/article/modelling-financial-turmoil-through-endogenous-risk. As Danielsson writes, “Rather like a

tropical storm over a warm sea, they gain more energy as they develop. As financial conditions worsen, the willingness

of market participants to bear risk seemingly evaporates and liquidly evaporates. They curtail their exposures and

generally attempt to take on a more prudent, conservative stance”.
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The sum of the endogenous shock is larger than its parts, as described by Prof Jon Danielsson in his

2002 research: “If the shock is likely to affect the actions of other market participants, the system-wide

impact of the shock may be much larger in practice than the initial shock”.

Meanwhile, exogenous bear markets can also be damaging, but they are typically caused by specific

shocks (e.g. an oil shock, or virus pandemic). Because they don’t come from within the macro or

financial system, they don’t create the same pattern of self-reinforcement. Consequently, the shock

can’t feed on itself, and can be absorbed.

Theory suggests that we should expect bear markets created from exogenous shocks to have smaller

drawdowns and faster recoveries than endogenous ones (see figure 3).

Figure 3: Characteristics of types of bear markets

Source: HSBC Global Asset Management, 31 March 2020.

Using US data since 1872, we classified each bear market as “endogenous” or “exogenous” (figure 4).
True enough, drawdowns for endogenous bear markets have, on average, been significantly deeper
with longer recovery times. They also have had a larger impact on corporate profits.

Figure 4: Exogenous and endogenous US bear markets since 1872

From End Drawdown
Length

(months)
Recovery
(months)

Type Recession
Real

earnings

Jun-1872 Jun-1877 -47% 61 32 En Y -10%

Jul-1881 Aug-1896 -42% 182 52 Ex Y -26%
Oct-1902 Oct-1903 -29% 12 17 Ex Y -4%
Oct-1906 Nov-1907 -38% 13 21 Ex N -12%
Jan-1910 Aug-1921 -39% 141 41 Ex Y -66%
Sep-1929 Jun-1932 -86% 33 272 En Y -58%
Aug-1956 Oct-1957 -22% 15 11 Ex N 35%
Dec-1961 Jun-1962 -28% 7 14 Ex N 8%
Feb-1966 Oct-1966 -22% 8 7 Ex N 2%
Dec-1968 May-1970 -36% 18 22 Ex Y -11%
Jan-1973 Oct-1974 -48% 21 70 En Y 15%
Dec-1980 Aug-1982 -27% 21 3 Ex Y -18%
Aug-1987 Dec-1987 -34% 3 20 Ex N 13%
Jul-1990 Oct-1990 -20% 3 4 Ex Y -1%
Mar-2000 Oct-2002 -49% 31 56 En Y -46%
Oct-2007 Mar-2009 -57% 17 49 En Y -91%
Sep-2018 Dec-2018 -20% 3 4 Ex N 2%
Feb-2020 Mar-2020 -32% 1

Endogenous Bear Market -58% 33 96 100% -38%
Exogenous Bear Market -30% 35 18 50% -7%

Source: GFD, Shiller Database, HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

Examples
 1998 Asia crisis
 2008 GFC
 2001 Dot-com bubble

Examples
 2015 China market crash
 1990 US recession and oil price shock
 2003 SARS outbreak
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Time to reach
market bottom
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Can the coronavirus

shock endogenise?

Nor is this just a US story. Across global equity markets since the 1980s, there is a clear distinction

between the return profile of endogenous and exogenous bear markets (figure 5).

Figure 5: Endogenous and exogenous bear markets for MSCI ACWI (since 1988)

Source: Bloomberg, HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

It is clear that the coronavirus shock is “exogenous”3, but there is a risk that it “endogenises” in the

macro system and, in turn, creates a deeper market drawdown and longer recovery time. The question

is: are there enough systemic weaknesses for the shock to prey on?

This time around the centre of the crisis is the real economy, not the financial sector. In any case, the

most vulnerable parts of the financial sector are in much better shape than they were in 2008 (as we

discuss above). Nor are composite measures of financial conditions as stressed as they were in 2008,

although the longer stresses persist, the greater the risk of crisis momentum developing.

Instead the greatest risk of “crisis endogenisation” comes from the economy; specifically, whether a

phase of short-run macro damage can impact and impede longer run growth dynamics. Economists

know this phenomenon as “hysteresis”, which typically plays out in labour markets or in global trade.

The textbook example is that after a period of high cyclical unemployment, the economy’s natural

unemployment rate also moves higher, and compromises medium-term growth.

Today’s real economy problem needs a policy response that is focussed on supporting business and

households. And the good news is that is the approach many countries have already begun to take4.

This policy response should help to offset the hysteresis risk, especially if the growth cycle does begin

to improve rapidly in the second half of 2020. But it is also likely that some damage to the supply-side

has already occurred. Global trade, for example, has tanked and trade patterns are likely to be

recalibrated post-crisis. Moreover, there could be important regional effects; at least historically, the

European economy has been vulnerable to persistent economic scarring following recessions.

For now, we continue to view the coronavirus shock as an exogenous event, with a capacity for a

rebound in growth-sensitive asset classes. But the risk around “crisis endogenisation” needs to be

monitored closely.

3 For example, see https://voxeu.org/article/coronavirus-crisis-no-2008
4 For example, the UK government is paying 80% of the salary of employees to avoid them being laid off
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The perfect hedge

Benjamin Arnold

Quantitative Analyst

Investors have long been searching for the miracle asset class to protect their portfolios in a downturn

whilst still providing returns over the long run. In a recent paper, Harvey et al (2019) consider a number

of different hedging methods available to an investor to protect their portfolio1. In this piece, we

investigate the performance of such hedges historically, and how they have behaved ’out of sample’ in

the recent COVID-19 crisis.

Figure 1: Hedging strategies

Name Strategy

Gold Buy and hold gold

Treasuries Hold long positions in US Treasuries

Put Options Buying and rolling one-month S&P 500 put options

CHF+JPY Buy safe haven currencies: 50/50 split of Swiss franc and Japanese yen

Quality Buy high quality companies, sell poor quality companies

Momentum Buy winners, sell losers

Source: HSBC Global Asset Management, 31 March 2020.

Assuming we cannot time market drawdowns, there are two key dimensions to consider when selecting

a tail hedging strategy:

1. the reliability of the hedge during a market sell off and

2. the longer term performance – i.e. does the hedge add any value in ‘normal’ times.

The relationship between these two factors is the crux of the allocation problem when it comes to tail

hedging. We stylise this below using data based on the historical performance of each strategy since

1987.

Figure 2: reliability of hedging vs. long term performance

Source: HSBC Global Asset Management, 31 March 2020.

There is an obvious trade-off between adding long run value and protecting drawdowns. This is entirely

as we expect; investors are paid premiums for taking risk, and it is this ‘covariance with bad times’ that

is rewarded over the long run2.

1 Harvey, C., Hoyle, E., Rattray, S., Sargaison, M., Taylor, D. and O. Van Hemert (2019). “The Best of Strategies for

the Worst of Times: Can Portfolios be Crisis Proofed?” The Journal of Portfolio Management July 2019, 45 (5) 7-28
2 Cochrane, J. (2005). “Asset Pricing”, Princeton University Press
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Crisis event study

To assess just how reliable these strategies are as a hedge, we consider the major drawdown periods

of the S&P 500 and the corresponding performance of each strategy detailed in the table below.

Figure 3: Reliability of hedging strategies
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S&P 500 7.1 -33.2 -19.9 -19.3 -48.9 -56.8 -16.0 -19.4 -19.8 -29.2

Gold 4.0 5.0 6.8 -6.4 15.6 25.0 4.7 6.0 5.1 -7.8

Treasuries 5.8 -4.4 0.3 3.1 24.5 15.5 4.4 8.5 2.5 2.0

Put Options -9.6 31.5 9.9 13.6 29.6 34.8 14.4 13.7 15.4 26.8

Quality 5.4 0.3 8.5 9.4 96.6 59.6 6.8 23.2 7.9 11.8

Momentum 8.3 N/A N/A -5.4 38.9 14.4 -1.4 -5.5 -11.5 -19.3

CHF/Yen -0.2 1.1 12.0 0.9 -3.6 8.4 4.0 0.6 -1.3 2.2

Annualised Return: 01/01/1987 to 18/03/2020, Black Monday: 25/08/87 to 19/10/87, Gulf War 16/07/90 to 11/10/90,

Asian Crisis 17/07/98 to 31/08/98, Tech Buble: 01/09/00 to 09/10/02, Financial Crisis: 09/10/2007 to 09/03/09, Euro

Crisis 1: 23/04/10 to 02/07/10, Euro Crisis 2: 29/04/11 to 03/10/11, 2018Q4: 20/09/18 to 24/12/18, CCOVID-19:

19/02/20 to 18/03/20.

Source: HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

We then take the average of each strategy’s daily returns for two years prior to the start date and two

years after for the events outlined above. They are all rebased at 0 for the event start date and the

compounded returns to either side of this are shown below:

Figure 4: Performance of hedging strategies

Source: Bloomberg, HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

In a market downturn, most strategies offer some reasonable portfolio protection. Best placed are put

options, however their long run performance means that unless you have the ability to time downturns,

they will significantly detract from long run portfolio performance.

Traditional safe havens such as currencies, gold and treasuries have all performed well historically. The

challenge today for treasuries and currencies is that a low yield environment means they are unlikely to

offer the same long run returns in future, whilst the long run return to gold is hard to predict.

Momentum has been unreliable historically. Quality however looks a promising candidate for portfolios;

it is the only strategy to offer positive returns in each of the drawdown periods listed above.
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Performance through the COVID-19 crisis

The velocity of the COVID-19 sell off has caught many portfolios off guard. Below we look at how these

assets have performed so far within this environment.

Figure 5: Hedging strategies through the COVID-19 crisis

Source: Bloomberg, HSBC Global Asset Management, 31 March 2020.

Past performance should not be seen as an indication of future returns.

Unsurprisingly, put options have been the greatest outperformer. Quality has been a consistent

performer, returning almost 12%. There are fears about it being expensive but with this ‘flight to quality’

behaviour, perhaps this is justified.

Momentum has struggled due to the speed of the sell-off, whilst gold and treasuries have been

unreliable due to liquidity crunches.

Hedging our conclusion

From our analysis, it appears the quality factor might just be the most appropriate hedge based on its

long run performance and consistent positive performance during market crises. Safe havens also

warrant interest, especially considering the ease of implementation. But perhaps the most remarkable

conclusion and hedge strategy we find is patience. Indeed, based on the event chart above, on average

– after just two years, doing nothing but holding onto your equities sees the performance catch up to

almost every other strategy post crisis. Could it really be that the best hedge is to in fact do nothing?
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