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What is the state of 

affairs? 

The health crisis caused by the worldwide coronavirus pandemic has kept uncertainty at centre-stage 

of the macro environment. As we have argued, investors are in an “Age of Uncertainty”. 

The outbreak of COVID-19 is set to deliver a harsh economic setback. What initially began in China as 

a localised shock with negative repercussion for the global supply chain, has now become a global 

pandemic and health crisis. We assume that it will cause a “sudden stop” in economic activity. And, 

even though policy makers are acting pre-emptively, a global recession is now our base case.  

At the same time, there is a “silver lining”. After the market sell-off, risk asset classes have become 

significantly cheaper (and many were not expensive to start with). For long-horizon investors, that 

improvement in valuations – and future market returns – is very important.  

Market turbulence could mean that asset allocators should just wait for a drop in valuation before 

rebalancing their portfolios toward risky asset classes. But that also presents an obvious challenge: 

finding the right timing. As investors, we need to find a way to bring together long-term and short-term 

views. More than ever, exploring the portfolio efficiency benefits of a wider range of asset classes is a 

must. We call this “smart diversification”. 

In this paper, we outline the current economic situation and the consequential questions asset 

allocators should be asking themselves to be well-equipped to navigate this troubling context as best 

as possible. 
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Joseph Little 

Chief Strategist 

What do you expect 

moving forward? 

The outbreak of COVID-19 is set to deliver a harsh economic setback. Our baseline scenario, as of 19 

March, assumes a “sudden stop” in economic activity. What initially began in China as a localised 

shock with negative repercussions for the global supply chain, has now become a global pandemic 

and a health crisis. For the economy, it dramatically inerrupts global business, household, and other 

economic activity around the world. 

That means that we anticipate a further, abrupt deterioration in economic activity due to the global 

spread of the virus and, significantly, due to the more stringent containment measures that have been 

put in place by authorities across the globe. These containment measures aimed at what 

epidimeologists call “flattening the curve”, should supress the speed of the virus and allow healthcare 

systems to cope better. But they come at a cost to the macro-economy, and to corporate 

fundamentals. Already in China, we see a very sharp deterioration in manufacturing and service sector 

activity. We are now beginning to see similar patterns beginning in the leading economic indicators in 

Europe and the US. COVID-19 represents a very significant global supply and demand shock to the 

economy. 

Taken together, that means that a sharp, global recession is the most likely scenario now. The best 

recent parallel for today may be the c. -10% quarterly GDP drawdown in Taiwan in the aftermath of the 

2003 SARS epidemic. However, today’s “sudden stop” is both much greater than this, and global in its 

nature. Such a large, abrupt decline in economic acivity naturally puts the financial and social systems 

under extreme stress.  

Financial markets have moved toward crisis and recession-pricing. The key question for investors now 

becomes around the depth and the duration of the slowdown. Four factors feed into that assessment. 

First, the future spread of the virus; especially whether it slows down as the weather improves in 

Europe and elsewhere, as academic studies suggest it might. Second, the nature, length, and 

effectiveness of the containment policies (particularly linked to the strategy that authorities follow). 

Third, financial market behaviour, especially contagion and liquidity problems, and how they in turn 

reflexively feedback into the economic outlook. Fourth, the size of spill-over effects for global labour 

markets (a key metric to understand the severity of the recession). 

The good news is that economic policy-makers have already acted quickly, and will continue to act. 

Fixing the initial shock of the health crisis is outside the scope of what economic policy-making can do. 

But it is essential that the health crisis doesn’t become an economic crisis too. Across the world, we 

have already seen more monetary easing, innovative targeted financing measures for the business 

sector and banks and, in many economies, these are being co-ordinated with broad fiscal policy 

stimulus. The idea is to stop further damage to financial markets and labour markets, to mitigate the 

so-called “second round effects, and to reduce the length and depth of the economic downturn. Such 

an economic policy then creates time to fix the health crisis. Crucially, a combination of low inflation 

and ultra-low bond yields provides policy-makers with plenty of firepower and space in which to act. 

Depending on how the economic dimensions evolve from here, western societies may need the 

government to play an even bigger role in economic activity for a short while. Governments may need 

to temporarily become “buyers of last resort” to support aggregate demand and offset some of the 

economic and social costs associated with the crisis. The outlook remains very uncertain. 

The current recession, coupled with “unknown unknowns” about how things will now develop, means 

that it makes sense for investors to be cautious in the near-term, at least while volatility is so high in 

investment markets. 

But there is a silver lining for investors. After the sell-off, future investment returns have improved 

significantly, and that has happened over a very short period of time. For long-run investors, that 

means cheaper valuations across a whole range of risky asset classes. What’s more, financial markets 

discount a pessimistic scenario today; if policy measures are deployed rapidly enough and have the 

desired effect, it could be that some of that investor pessimism is mis-placed. So, while the current 

environment remains very difficult and worrying, and the near-term outlook is “unusually uncertain”, the 

strategic opportunity is beginning to look very attractive. 
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Jean-Charles Bertrand 

Global CIO Multi-Asset 

Can we see the other 

side of this bear 

market? 

As asset allocators, we always have to consider the long-term view while navigating near-term 

opportunities and risks. Within the bear market we have now entered, risk assets have clearly become 

more attractive than they were at the start of the year, when risk premiums were relatively 

compressed.  

Nonetheless, it is important to understand the nature of the bear market we are in. Bear markets can 

be structural, cyclical or event driven. From a valuation perspective, event-driven bear markets 

typically rebound before reaching a 30% to 40% decline, historically. However, structural bear markets 

have seen larger losses – up to 50%.  

The current one is event driven, which can be seen as good news because event-driven bear markets 

have a tendency to be shorter. As such, we are nearing the point where investors begin looking for a 

bottom and buying opportunities. However, we need to be cautious.  

Event-driven bear markets can turn into cyclical ones. This is certainly possible if the current 

stoppages across economies create an economic shock that extends far enough in scope and 

duration. Additionally, while risk assets are now more attractive than they were from a valuation 

perspective, we are coming from a relatively expensive starting point, in our view.  

To provide more confidence in any expected turnaround in markets, we need to see more progress 

from governments’ efforts to stem the rate of increase in infection rates for COVID-19, with progression 

towards declining rates. We expect more stringent measures are likely required to make this happen. 

As of now, a significant number of weeks will be needed before we can arrive at this point and for 

economies to get back to normal. 

In the meantime, there is a risk of capitulation. To date, investor allocations have remained resilient. 

Capitulation, with investors exiting equities and other risk assets, can drive current market declines 

even further, regardless of the real impact of the current situation on corporate fundamentals. We 

expect more volatility in the near-term in response to news flow.  

How are you 

positioning portfolios 

in the current climate?

With all of the above in mind, we maintain a pro-risk view from a long-term, strategic perspective, but 

are tactically very cautious. Given near-term risks, during the last two weeks of February, we reduced 

our exposure to credit spreads and limited equity exposure in our risk-profiled portfolios. In more 

flexible portfolios, we also reinforced our allocation to more defensive asset classes – such as gold 

and Dollar/Yen blocs currencies. We think it is important to look at appropriate timing to take risk. 

While opportunities may be developing, right now may be too soon, with excessive downside risk. 

Regionally, we have a slight preference for the US and emerging markets, particularly in Asia. Asian 

markets appear to be closer towards potential economic recovery with COVID-19 infection rates now 

flattening or declining, and business activity could start to progressively return. Our US preference is 

based on US assets being slightly more defensive than European assets. 

Beyond the progression of the coronavirus itself and relevant containment measures, we need to 

consider other signs for a potential rebound moving forward.  

A very simple – but pragmatic – approach would be to look at the equity risk premium. This is the 

difference between the earnings yield and long-term treasury yield. This premium reached roughly 8% 

during the Global Financial Crisis. Today, we are at roughly 7%. 

Outside of fundamental considerations there are a myriad of factors related to the COVID-19 itself that 

could support markets moving forward, such as an advancement in treatments. The fact of the matter 

is that we very much remain in an age of uncertainty, with worries that are often bigger than the value 

of our investments.  
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Global Strategy Team 

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 risk premium. This build-up of cash rates plus risk premia produce 

our measure of expected returns (e.g. asset-class valuation). 

Source: HSBC Global Asset Management. For illustrative purpose only.

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. After the rally in global government bonds, the bond risk premium has 

turned markedly negative. Investors are being asked to pay a very high price for traditional safety 

asset classes. EM bonds, in particular local EM debt and USD Asia high yield corporate bonds, are 

priced relatively attractively. Elsewhere in credits, the risk premia are broadly in-line with our sense of 

fair value. Meanwhile, global equities are offering attractive-looking risk premia, especially if we 

compare those market-implied risk premia versus global bonds. In some parts of the equity space, 

valuations appear outright cheap (e.g. UK equities).  

Source: HSBC Global Asset Management and Bloomberg, as at March 2020. Global Fixed Income assets are shown hedged to USD. Local EM debt, Equity and 
Alternatives assets are shown unhedged in USD.  
Any forecast, projection or target contained in this document is indicative only and is not guaranteed in any way.
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Our latest strategic and tactical House Views 
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Global equities 
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Recent market performance has materially 

increased prospective returns - our measure 
of the global equity risk premium (excess 
return over cash) is very attractive. 

A much looser global policy setting means 
there is scope for a recovery in risk assets 
once global economic conditions stabilise. 
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Volatility is high and a global recession now 

seems probable on the back of the COVID-
19 pandemic. 

Global corporate earnings growth is 
expected to significantly deteriorate.  

US Corporate earnings have been 

outperforming other regions. 

The Fed has more room than other central 
banks to ease policy.  

N
e

u
tr

a
l The risk of a US recession has significantly 

increased. Corporate earnings are likely to 
come under significant pressure and defaults 
will increase.  

Eurozone The European Central Bank has been 

proactive in supporting bank lending to the 
real economy and increasing asset 
purchases. N

e
u

tr
a

l Monetary policy support is constrained 

relative to other countries. There are political 
hurdles to meaningful fiscal support in the 
Eurozone.  

The Eurozone and Japan’s export-
dependent and globally-integrated 

manufacturing hubs makes them vulnerable 
to a weaker global growth environment. 

Japan Japanese authorities have implemented 

policy easing, including a sizeable fiscal 
stimulus package and liquidity 
measures/asset purchases by the Bank of 

Japan. 
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Emerging markets Emerging market equities tend to outperform 
on the back of Chinese stimulus. We 

continue to prefer Asian markets to other 
equity markets. 
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Emerging markets have more policy space to 
help stabilise economic conditions relative to 

developed markets. 

Fed policy easing and lower oil prices is 
significant tailwind to many EM, particularly 

in Asia. Nevertheless, we acknowledge lower 
oil prices is a major headwind to EM petro-
economies.  

Developed market 

government bonds 

U
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t Prospective returns look very low and the 

market is already pricing in a very 
pessimistic growth scenario. 

U
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t At current valuations, it is uncertain if this 

asset class can act as a reliable portfolio 
diversifier. 

We prefer other diversifiers. 

Global investment 
grade (IG) 
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t Corporate fundamentals are beginning to 

come under pressure and valuations are 
relatively unattractive.  
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Rising spreads already reflect increasing 
risks of a global recession and deterioration 
in earnings. 

However, downside risk continues to be high 
as downgrades and defaults pick up. We 
recommend a defensive positioning within 

credits, looking for higher quality issuers, and 
avoiding impacted sectors. 

Global high-yield (HY) 

O
v
e
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e
ig

h
t Recent spreads movements have increased 

the credit risk premium to a level that 

supports a move to overweight. We continue 
to prefer Asia credits to DM. 

Source: HSBC Global Asset Management and Bloomberg, as at March 2020.  
Any forecast, projection or target contained in this document is indicative only and is not guaranteed in any way.
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Jean-Charles Bertrand 

Global CIO Multi-Asset 

Trend following 
strategies 

In the current market context, asset allocators are questioning how to look for more stability in their 

portfolios without sacrificing returns going forward in an eventual market rebound. With interest rates 

having been brought back to near-zero levels, this challenges returns on fixed income assets moving 

forward. Prospective returns on government bonds are especially low after the recent flight to safety. 

As such, asset allocators should be looking beyond the traditional ‘safe havens’ in order to deliver true 

portfolio diversification that can maximise risk-adjusted returns. We refer to this as ‘smart 

diversification’.    

Alternatives should always be part of the consideration set when building a diversified portfolio, due to 

their unique investment characteristics. However, alternatives themselves are not homogenous, and 

some include particular drawbacks such as high costs, lack of liquidity or relatively high correlations to 

equities.  

An allocation to liquid alternatives can broadly avoid these drawbacks and help deliver the desired 

smart diversification. In particular, trend following and style factor strategies have demonstrated their 

ability to produce de-correlated returns to traditional asset classes, offering particular value over long 

periods of market turbulence. Nevertheless, sudden and sharp market shocks, followed by solid 

rebounds in a brief period of time – ‘V’-shaped recovery scenario – are more difficult for these 

strategies to absorb, as illustrated by the chart below. 

Performance of SG Trend Index and Global Equities over last 2 decades

Source: HSBC Global Asset Management, Bloomberg, as at 18 March 2020. For illustrative purposes only. Past 

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

Any characteristic shared by a group of assets that consistently explains the assets' returns, relative to 

the return of the asset class – e.g. Value, Momentum, etc. – can be referred to as a style factor. Trend 

following strategies typically focus on the Momentum factor.  
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Multi-asset style 
factors 

Multi-asset style factor strategies aim to capture a wider set of factors and gain exposure to these via 

long and short positions in traditional asset classes. The long-short nature and different sources of 

returns minimise correlations to traditional asset classes. 

Source: Deutsche Bank AG, 2019, based on premia in “Thematic Report: A New Asset Allocation Paradigm”. Based 

on performance gross of fees and transaction costs. “Turbulent” times include the Asian Financial Crisis, the Russian 

Debt Default, LTCM fallout, the Dot-Com bubble burst, 9/11, and the Great Financial Crisis. Other periods in the past 

two decades are ‘normal’. For illustrative purposes only. Past performance should not be seen as an 

indication of future returns.

Our multi-asset style factor strategy is exposed to 3 style factors: Carry, Momentum and Value; each 

implemented across the main equity, bond and currency markets. It aims to offer diversification across 

styles and asset classes: within a specific asset class, correlations across styles are low – likewise, for 

a given style, correlations across asset classes are low. Combining long and short positions, the 

strategy has no structural exposure to any asset class and is hence weakly correlated to traditional 

balanced portfolios. We notably use this strategy within our traditional multi-asset solutions to increase 

their resilience. 

The current market turbulence has illustrated the importance of maintaining a portfolio of assets that 

are lowly correlated in both good times and bad. This will help deliver more stability in portfolio values 

across market cycles – leaving investors with one less thing to worry about amidst a world of 

uncertainty. 

Asset class Risk premia
Correlation with equity in 

‘normal’ markets
Correlation with equity in 

‘turbulent’ markets

Equity

Carry 0.1 0.3

Momentum -0.3 -0.4

Value 0.2 0.3

Bonds

Carry -0.1 -0.3

Momentum 0 -0.2

Value 0.2 0.2

Commodities

Carry -0.1 -0.1

Momentum 0.1 0

Value 0.1 -0.1

Currency (G10)

Carry 0.4 0.6

Momentum 0.1 -0.4

Value 0 0
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The long-term 

approach 

We are all being inundated with scary news messages and images of previously thriving city streets 

that now appear more like movie production sets after the actors and film crews have gone home. 

Although the concepts of ‘social distancing’ and ‘self-isolation’ driving these scenes may seem drastic 

to some, they are necessary to preserve an effectively functioning health care system, as illustrated in 

the below graphic. 

Source: VOX CEPR Policy Portal – “It’s not exponential: An economist’s view of the epidemiological curve”. Richard 

Baldwin, Professor of International Economics at The Graduate Institute, Geneva; Founder & Editor-in-Chief of 

VoxEU.org; ex-President of CEPR. For illustrative purposes only.

Nobody can predict how quickly everyday life across countries will return to normal, or what the 

ultimate impacts will be across economies. This uncertainty is part of what drives fear in times of crisis 

and can drive investment markets out of line with their underlying fundamentals.  

History has shown, however, that financial markets persevere through near-term challenges and tend 

to benefit those with a long-term approach. It is important to maintain a focus on long-term objectives 

and plan accordingly for what the investment climate will look like on the other side of this storm.  

While navigating near-term opportunities and risks, an emphasis on smart diversification is vital. This 

can allow asset allocators to achieve resilience in portfolios that cushions the impact of short-term 

turbulence, while delivering objectives over the long-term. 
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