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I wish all of our clients a happy and successful second
half of the year.

”Market volatility doesn’t
solely reflect investors’
risk aversion. We are
entering a new regime
characterised by more
persistent inflation and
hawkish monetary policies.”

Equity
deep dive

We are coming out of an environment dominated by
secular stagnation forces such as demographics,
technology, and some debt hangover. But we are also
entering a new regime characterised by more persistent
inflation and less dovish monetary policies. Ultimately, it
could even lead to the reintroduction of cycles.

Although this new environment of continued volatility is
indeed challenging for investors, improved valuations
support long-term investment cases. We have to remain
realistic regarding medium-term expected returns but we
do see a number of selective opportunities across most
asset classes. Short-duration credit allocations offer
appeal, particularly in certain regions. Similarly, real
assets should continue to deliver solid diversification. And
with significant structural shifts underway, thematic
allocations that effectively capture long-term
opportunities are of added relevance.

Xavier Baraton
Chief Investment Officer
Fixed income
deep dive

In our previous Strategic Forum in March, we expected
markets to continue to struggle. We did not, however,
imagine that our macro scenarios would deteriorate so
much further, leading many asset classes to perform very
negatively. This is why we termed this publication as
‘Stress Tests’. Geopolitical tensions, high inflation, and
policy tightening are indeed the main culprits for that. But
we don’t think that current market volatility solely reflects
investors’ risk aversion. We think it also captures
something more profound, something longer-term than
uncertainties associated with the current short-term,
cyclical outlook.

As we head into the second half of the year, we believe
the peak for inflation is finally close at hand, given
evidence that demand is cooling – particularly in the
overheated goods sector – and tentative signs that the
supply side of the economy is slowly improving too. That
should mean we should be shortly moving past the most
intense period of the income squeeze, which may give
some relief to markets. However, it will take some time to
get inflation back to more normal looking levels, so real
incomes will remain under pressure through much of
2022. Combined with a faster pace of policy tightening,
this means recession risks have risen. Against this
backdrop, corporate profits are a key variable to monitor.

Top of mind

Welcome to our mid-year outlook. I’m
pleased to share with you the findings of
our latest Strategic Forum – that defines
our views on the world’s economies and
markets for the months to come.
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Macro outlook and market implications

Many of the tailwinds for investment markets are now
becoming headwinds. That points to a phase of ongoing
market turbulence. Investors will need to be realistic
about return expectations, and they will be need to think
harder about diversification and portfolio resilience.

Fixed income
deep dive

Stress Test

Regime Shift

Selective Thinking

Investment markets have been
battered by adverse shocks.
There is significant uncertainty
about what happens next.

The next decade will feel very different
to the last. A new economic regime –
stubborn inflation, higher rates, more
turbulence – is coming into view.

Be selective amid macro uncertainty.
Look for peaking US inflation and
China policy support. For now, we
focus on thematic opportunities.

6

Multi-asset
deep dive

Source: HSBC Asset Management, June 2022. 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 (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.

Equity
deep dive

Looking forward, the economic regime appears to be
shifting. Adverse supply shocks look persistent – a new
multi-polar global order, a slowdown in globalisation, and
secularly-high commodity prices. Policymakers now
focus on fiscal levers as much as on interest rates and
QE. And climate policy poses ’transition risks’ for the
economic cycle, as well as promising an investment
boom in renewables over the medium term.

“The tectonic plates of the
economy are moving …
the economic regime is
changing.”

Top of mind

That creates unique uncertainty about the near-term
outlook and induces market volatility. Global stocks are
now down around 20 per cent, meeting most investors’
definition of a bear market. Bonds, rather than hedging
portfolios, have delivered large negative returns (akin to
fixed income performance in the Great Inflation of the
’70s and ’80s). And crypto assets have collapsed. The
bright spots – LatAm stocks, the US dollar, commodities
– are few and far between.

The era of what economists called ’secular stagnation’ –
ultra-low inflation and interest rates – is coming to an
end. But what follows – more persistent inflation, higher
interest rates, and more volatile economic cycles – is not
an easy environment for investors to navigate.

Macro

So far this year, the economic
system has been battered by a
series of shocks – continued supply
chain disruptions, a huge
commodity price spike, and a rapid
tightening of financial conditions.

Backdrop
Macro

End-2022 inflation > 8.0% + recession

Recession → no
policy normalisation

Inflation → restrictive
policy + deeper
recession

Value and cyclical equites struggle

Bonds hedge
Growth, quality
factors outperform

Bond hedge limited
Momentum factor and
USD outperform

Goldilocks-lite

Income squeeze moderates through H2 2022
Supply chains normalised by H1 2023
Mild confidence effects

Income squeeze eases substantially
Supply chains normalise during H2 2022
Animal spirits return

Q4 2022 inflation around 6.5-7%
Unspectacular growth (c 2.5% for 2022)
Corporate profits under pressure
Policy normalisation on autopilot

Q4 2022 inflation < 6.0%
Growth holds up (>3% for 2022)

Stocks > bonds, but defensive asset
allocation
Barbell strategy in equity factors
Focus on carry strategies in FI

Value and cyclical equity factors outperform
Laggard equities catch up (Europe, Asia)
Gradual and phased rise in bond yields, yield
curve upward sloped
USD falls, EM FX performs

Selective EM resilience amid attractive yields

Profits momentum returns
Policy normalisation flexible / Fed pause

Source: HSBC Asset Management, June 2022. 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 (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.
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That means that policymakers will continue to tighten
financial conditions in H2 2022. The two exceptions will
be China and Japan.

Income squeezes during H2 2022
Prolonged supply chain difficulties
Significant confidence shock?

Hard yards

Equity
deep dive

We believe we are now at, or close to, peak pain on
inflation. But the near-term inflation data is likely to be
very noisy and won’t decline meaningfully until much
later in the year. We are watching data on wages closely
for signs that the inflation problem is more entrenched.

Growth stalls out

Fixed income
deep dive

After the macro shocks in H1, the ’stagflation tone’ to the
economic data is set to be more persistent than
expected. Amid the income squeeze, negative wealth
effects, and shocked confidence, recession fears and
profits risks are building. However, for now global labour
markets remain robust.

Figure 1: Central and alternative scenarios

Top of mind

At the start of 2022, we called our investment outlook,
’the price of success’. We concluded that after a warpspeed recovery and strong investment returns, the
outlook was set to get a lot tougher.

The precise scenario varies by country and region. With
the global economy now at a fairly late stage of the cycle,
we are seeing more divergence between regions. For
now, the outlook seems most precarious for Europe and
for parts of EM.

“We think the near-term is
a range bound scenario
in markets. Some difficult
macro-economic news,
with much uncertainty,
countered by improved
valuations after the H1 sell off.”

Macro

Ongoing geopolitical tensions, high
inflation, and policy tightening make the
current situation incredibly challenging for
investors. Nonetheless, we think there is
scope for better market performance later
in 2022 if inflation cools, central bankers
adopt a more balanced stance, and China
policy support becomes more widely
acknowledged.

The biggest threat to the outlook remains a recession
induced by hawkish policy. That puts our current scenario
somewhere between ‘growth stalls out’ and ‘hard yards’.

Market

Hard yards, and rising recession risks
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Market implications
We continue with a cautious strategy for our house view,
reflecting the unique uncertainties at the current juncture.

Within equities, we also want to be more selective. The
’interest rate reset’ has pushed market P/Es lower, but
earnings expectations remain elevated and vulnerable to
downgrades. We continue with a focus on value and
defensives. But we remain alert to the possibility of
another style rotation, should bonds stabilise.

Against our macro scenario, incorporating inflationproofing in portfolios remains important. That implies
getting close to ’real cash flows’ in asset classes like
infrastructure and real estate equities. Meanwhile,
commodities have performed staggeringly well year-todate, but have recently softened. They can still be part of
our portfolio defence on a selective basis, but the
strategic investment case has weakened.

Figure 2: Views per asset class
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Top of mind

The downside to markets comes from the ’stagflation
tone’ in economic data and the continued hawkishness of
central bankers. But those concerns need to be balanced
against what is already in the market price. After the selloff, valuations have cheapened and sentiment is more
pessimistic. It means we have a range-bound scenario in
mind for markets in the near-term.

Our expectation is for the US dollar to weaken somewhat
in H2. But this, of course, depends on how policy and the
economic outlook evolve (see figure 1). On a 12-month
time frame, we have a positive view on Chinese stocks.

Macro

Recent market moves mean more attractive bond
valuations and the prospect of selective income
opportunities across global fixed income. This is
particularly the case in credits. Our house view favours
short-duration credit allocations, on a selective basis in
Europe and Asia.
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A potential regime shift

A phase of higher interest rates follows. Slower
globalisation reduces the pool of savings, while
investment picks up in the face of the climate emergency,
and fiscal policy steps up to take a bigger role in the
management of the macro economy.

In this new era, it will be important to have well-calibrated
expected returns. There may also be some new
opportunities. For example, for greater geographical
diversification, e.g. in Asian asset classes. And in
credits as attractive income enhancers. Real assets and
other ’new diversifiers’ can help us build resilience into
portfolios. There is also a place for conviction investing
and thematic strategies, where we can identify credible
mega-trends at reasonable prices.

Top of mind

If the last decade saw demand shocks driving economic
fluctuations, the new environment is one where supply
shocks have become more important. Several structural
themes – including de-globalisation, climate policy, and
the commodity super-cycle – have come to the fore.

That removes an important tailwind for investment
markets over the last decade. And it points to a more
volatile macro regime and turbulence in markets.
Macro

Rising interest rates and a shift to a positive stock/bond
correlation point to a macro regime in flux. The era of
’secular stagnation’, a phase of persistently weak
aggregate demand, appears to be coming to an end.

These developments have profound implications for the
multi-year investment outlook. They imply more
persistent inflation across the main economies. And
while we think inflation will gradually cool off, the new
norm is likely to be for higher inflation in the medium term.

Figure 3: De-globalisation, de-carbonisation and more state activism push up long-term rates
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Source: HSBC Asset Management, KOF Swiss Economic Institute, Bloomberg, IMF, June 2022. 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 (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.
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End of hyper-globalisation
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Inflation has surprised to the upside so far in 2022, as a
series of supply-side shocks (Ukraine, China zero-Covid
policy, supply chains) have combined with a backdrop of
ongoing robust demand (strong labour markets, healthy
household balance sheets, and the release of pent-up
demand as the service sector reopens following
lockdowns).

This year has been characterised by consistent growth
downgrades and inflation upgrades as supply-side
shocks have dominated. We think this dynamic may
continue over the coming months in the wake of China’s
Covid lockdowns, which are likely to have delayed the
expected improvement in global supply chains, and the
continued march higher in oil prices. The combination of
higher than expected headline inflation through mid-2022
and central bank policy tightening implies a larger
squeeze on household real incomes.

We are probably close to ’peak pain’ on inflation in most
economies. Price pressures should moderate later in 2022
amid base effects and cooler demand (especially for
consumer goods) as real incomes are squeezed and
financial conditions tighten.

Figure 1: US labour markets and recessions

16
14

Full-year growth rates for 2022 will understate the degree
of slowdown, particularly in Europe. The consensus GDP
figures for the eurozone and UK (2.6 and 3.7 per cent,
respectively) are consistent with near-stagnation from Q2
onwards. Expectations for the US (2.6 per cent) imply
more ’actual’ growth in the remainder of 2022.

12

A near-term US recession remains unlikely given the
country’s status as a major energy producer, a stillstrong labour market and healthy household balance
sheets. However, an increasingly hawkish Fed means the
risk has increased. In Europe, near-term recession risk is
more pronounced given dependence on Russian energy
supplies, a larger real income squeeze and rapidly
widening peripheral government bond spreads.

4
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Shaded bars denote US recessions

0
1950 1958 1966 1974 1982 1990 1998 2006 2014 2022
US unemployment rate (%)
Source: Macrobond, HSBC Asset Management, May 2022.
Past performance is no guarantee of future returns

Source: HSBC Asset Management, June 2022. 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 (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.
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Even amid some better news, such as the tentative signs
that supply chain pressures are easing, headline inflation is
likely to end the year at uncomfortably high levels (i.e. 6.57.5 per cent). Hardly surprising, then, that we expect
policymakers to keep sounding hawkish.

In China, 2022 growth is likely to struggle to reach
authorities’ target of ’about 5.5 per cent’, placing it well
below the recent years’ average of just below 7 per cent.

Equity
deep dive

However, the ’cooling off’ period is likely to take some
time. We don’t think US core CPI inflation drops much
below 6 per cent by year end and not below 4 per cent until
Q2 2023. As we go into 2023, wages are set to become the
most important component of price pressures. We have to
watch this area to be sure that price pressures are not
becoming entrenched.

The UK has additional headwinds from a more impeded
labour supply and the impact of an October energy price
cap increase that could see inflation push above 10 per
cent; a recession there seems the most likely outcome.

Fixed income
deep dive

What about the broader economy?

Top of mind

What’s the outlook on inflation?
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What about emerging markets?

In order to overcome its inflation problem, the US Federal
Reserve needs to push the policy rate into restrictive
territory to dampen demand. The Fed’s aim is to deliver a
’soft-ish’ landing over the coming years. While a ’soft-ish’
landing remains the most likely scenario over a 6-12
months horizon, avoiding a recession beyond that presents
some significant challenges, given the Fed is now
tightening policy rapidly and intends to push the funds rate
above neutral in the second half of this year with further
tightening next year. The Fed’s latest projections show that
it expects to raise the funds rate to 3.00-3.50 per cent by
end 2022 and onto 3.50-4.00 per cent in 2023.

Despite the market sell-off, analyst earnings expectations have
risen since the start of the year. Profits expectations in January
were probably conservative, but the trend is surprising. Profits
risks are building as we head into the second half.

EMs face a set of reinforcing threats from the abrupt
tightening of US financial conditions, the cost of living
crisis, and the slowdown in China. That’s lead to a
difficult dynamic for many EMs, which we have
christened the ’doom loop’ (see figure 3).

Figure 2: Market exposure to value/cyclical sectors

EPS growth (%)

The most credible pathway to market recovery is through
a change on the policy side – China re-opening and
stimulus or a ’Fed pause’. For now we remain cautious
and selective in our asset allocation approach. But we will
be watching these issues very closely.
Figure 3: Downside risk of EM ‘doom loop’
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Source: Bloomberg, HSBC AM, May 2022.
Past performance is no guarantee of future returns

Source: HSBC AM, May 2022. For illustrative purpose only.

Source: HSBC Asset Management, June 2022. 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 (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.
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This ’trigger point’ can be seen through the lens of the
unemployment rate; if it rises by 0.3-0.5 percentage point
over a 6-12 month period, it then typically goes on to rise
by far more as a recession sets in. The now-rapid pace of
policy tightening makes it more difficult for the Fed to
manage the slowdown without the economy hitting this
trigger point during 2023. Any path to a ’soft-ish’ landing
beyond mid-2023 would involve the Fed failing to deliver
some of the tightening embedded in its June projections.

That points to a risk of a profits recession heading into
H2, even if the economy is able to deliver a soft landing.
And this is an important dimension to watch for stocks.

The key question is: what can short-circuit that vicious
cycle? Valuations have already cheapened considerably,
but we need a macro catalyst.

Fixed income
deep dive

Our analysis of recent cycles suggests the policy rate does
not need to rise too far above neutral to bring about
slowdown. We and the Fed view the neutral rate as being
around 2.50 per cent. In the US, slowdowns have a
tendency to morph into recessions because the economy
does not appear able to grow at a below-trend pace for any
sustained period of time; there seems to be a ’stall speed’
or ’trigger point’ that, once hit, means the economy lapses
into recession.

A measure of US corporate profits from the national
accounts is already slowing. And nominal GDP is past its
peak this cycle. Meanwhile, cost pressures and supply
chain disruptions weigh on the outlook for margins.

Top of mind

What about corporate earnings?

Macro

Challenges to a US ’soft-ish’ landing
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Bottom-up credit migration and default study
Macro

IG US corporate bonds (C0A0)
IG Euro corporate bonds (ER00)
IG GBP corporate bonds (UR00)
IG Asia corporate bonds (JACI)
IG EM (USD) corporate bonds (CEMBIB)

HY
HY
HY
HY

US corporate bonds (H0A0)
Euro corporate bonds (HE00)
Asia corporate bonds (JACI HY)
EM (USD) corporate bonds (CEMBI HY)

Fallen angels
Number of
Index
issuers
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Figure 2: Cash to debt ratios
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Source: HSBC AM, ICE and JPM indices, May 2022.
Any forecast, projection or target where provided is indicative only and
not guaranteed in any way. HSBC Asset Management accepts no liability
for any failure to meet such forecast, projection or target.

Balance sheet metrics and leverage ratios are benign in
Europe, but tail risks are intensifying. Expected fallen
angels and default rates show low dispersion around the
average, although some sectors stand out due to
idiosyncratic single-issuer factors in relatively small peer
groups. Our forecast for defaults is in line with the
proportion of bonds now trading at distressed levels.
Fundamentals have recovered from the pandemic to a
large extent.

Equity
deep dive

We already see a plateauing Europe and a likely
meaningful deterioration in EM and Asia, although the
US may still experience a marginally positive outcome in
the next 12 months. The fallen angel count in western
markets should be low and limited to mostly smaller
players and those in sectors that have not yet fully
recovered from the pandemic, such as leisure. Asia,
meanwhile, is vulnerable to India’s sovereign
downgrade risk, which may still see its rating relegated
to high yield territory.

Figure 1: Estimated fallen angels and default rates

Focus on Europe

Fixed income
deep dive

While ratings drift improved in the last twelve months,
with upgrades outnumbering downgrades, we expect to
see a slowing and eventual reversal of this trend. This
scenario arises from the pressure on margins resulting
from the emergence of three risk factors: slower GDP
growth, persistent inflation and rising funding costs.
Most sectors are negatively impacted by at least two of
those factors.

We expect defaults to remain below the average longterm historical average, with high yield companies
beginning the cycle in good condition. Not only did a lot
of opportunistic restructuring take place during the
pandemic, but most companies increased debt duration
and prefunded in the period of historically low yields,
pushing the maturing wall to 2024/25. The very short
cycle means that the credit market did not move
decisively into a high-leverage late cycle phase, giving
investors more protection than usual. Asia will continue to
experience the fallout from the China real estate funding
crisis, although with that sector already trading at very
distressed levels, actual credit losses from this point
forward should be limited.

Top of mind

“Default rates globally
should remain below
historical averages over the
next twelve months but we
need to be alert to the risks
of an earnings recession.”

The current situation for US credit fundamentals is
similarly benign to that in Europe, with perhaps an even
better starting point. Fallen angel and default probabilities
are low over the next twelve months, with low dispersion
across sectors implying that default and downgrade risks
are mostly idiosyncratic to individual companies. This
again is partly due to the short credit cycle and the clean
out of weak credits during the pandemic. There has also
been a considerable improvement in the US high yield
energy sector, which should contribute less to the default
rate than in previous cycles as shale producers swing into
strong profitability as a consequence of the high oil price.

Net leverage levels are relatively high across the credit
spectrum, although in the investment grade market much of
this is down to large, very highly rated companies and
special situations such as airplane manufacturers with their
obvious vulnerability to the pandemic in the past years.
Mitigating this to a very great extent is the high interest
coverage, supported by strong profitability and low interest
costs, which were locked in and termed out when bond
yields were low and spreads tight. This phenomenon also
reduces rollover risk, with low levels of maturity in both high
yield bonds and leveraged loans until 2025, with no
problematic anomalies at the industry level.
In aggregate, US firms are less exposed to Ukraine and
China, while also enjoying plentiful domestic energy supply.
Figure 4: Maturity profile
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Figure 3: Last twelve months default rate
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Our overall central medium-term forecasts for both
investment grade and high yield spreads are reasonably
optimistic, however, with technical tightening pressure on
euro corporate bonds versus sovereigns after the
termination of the ECB’s asset purchase programmes,
and significant spread widening having already taken
place. We therefore expect some modest tightening from
current levels in the next twelve months.

Focus on the US

Macro

It is when we look at the risks, however, that we become
cautious about the fundamental outlook. At the end of
2021, there was already significant concern around
inflation, the end of pandemic support measures and
more shareholder-friendly actions. These risks have
intensified this year, while others have been added in the
form of further supply chain constraints from both the
war in Ukraine and the economic slowdown in China.
These factors probably impact Europe more than any
other region due to its interconnectedness, its proximity
to the warzone and its dependence on external energy
supply. The structure of the euro credit market,
characterized by a higher weighting to banks, means that
there is a skew towards BBB in investment grade and BB
in high yield – given that subordinated bank bonds have a
high representation in these cohorts. This may provide
resilience in modestly stressed economic conditions, but
may prove much more challenging in a severe downturn
tail risk scenario.
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Source: BofA Global Research, May 2022.
Source: BofA Global Research, May 2022.
Past performance is not a guarantee of future performance.
Any forecast, projection or target where provided is indicative only and not guaranteed in any way. HSBC Asset Management accepts no liability for
any failure to meet such forecast, projection or target.
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Source: Source: J.P. Morgan, Bloomberg Finance L.P., CapitalIQ, as of
December 2021.
Any forecast, projection or target where provided is indicative only and
not guaranteed in any way. HSBC Asset Management accepts no liability
for any failure to meet such forecast, projection or target.
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Average fundamentals across emerging market
corporates are healthy, with lower net leverage than
developed markets, minimal rollover risk and abundant
liquidity. Forecasts for fallen angels and defaults are
skewed somewhat by the Ukraine situation, the China
real estate funding crisis and the India sovereign
downgrade risk (note that Russia has now fallen out of
indices and does not figure in our calculations).

Although the current widening pressure is unlikely to
abate in the coming months amidst an environment of
inflation and rate uncertainty, the high quality of emerging
market corporates should allow some significant
tightening closer to the peak of the interest rate cycle,
since the underlying fundamentals of these credits are
inconsistent with the spreads being traded now. The
unwinding of the China real estate crisis, together with
the likely greater emphasis on sustainable issuance,
should make for more stable and diversified conditions in
the Asia credit market.

3.5x

Fixed income
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Focus on emerging markets

The forecast for default rate by par value is relatively high at
4.3 per cent, but when calculated as a proportion of market
value, it falls to 2.8 per cent. This largely reflects the distress
in the China real estate bond market, which is already
discounting significant default risk. Heightened sovereign
and quasi sovereign default risk in Asia is driven in the case
of the former by the frontier countries of Sri Lanka and
Pakistan, and in the latter by Chinese Local Government
Financing Vehicles, some of which will struggle to generate
enough revenue in a slowing Chinese economy.

Figures 5: Global IG net leverage comparison

Top of mind

We therefore have modestly bearish forecasts for US
investment grade and high yield spreads in the coming 312 months, where we believe that the downside
economic risks are yet to be fully discounted, and some
fundamentals (e.g. net leverage) have a vulnerable
starting point. The low dispersion of yields between more
cyclical and less cyclical names implies opportunities in
positioning for more challenging economic conditions.

Meanwhile, some sectors are quite small, which means
that an idiosyncratic factor can have disproportionate
impact on forecasts for such sectors. Overall, the forecast
for fallen angels in dollar credit of emerging market
corporates comes out to about 5.9 per cent, but this
includes a conservative forecast that the India sovereign,
under pressure from pandemic-induced budget deficits,
will be downgraded to high yield. In fact, Moody’s has
moved India back to ’stable’ from ’negative’, so a
downgrade now seems less likely, but Fitch has kept its
negative outlook.

Macro

Some of the tail risk is consequently less severe than in
Europe, but the overall macro conjuncture makes us wary
of an earnings recession in the medium term. With the
possibility of the Fed having to lean down hard on
aggregate demand in order to control inflation, the risk is
not that a large number of borrowers will struggle to
make interest payments, but that it will lead to an
earnings shock much sooner than expected and shorten
the window of recovery for industries trying to earn their
way out of the Covid hangover. Even in modest previous
slowdowns, where real GDP has dropped below 1.5 per
cent, the outcome has often been a significant drop in
earnings growth.
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In terms of investment style, value provides a higher
margin of safety and favourable sector exposure (energy,
financials). In fact, value stocks have historically
outperformed growth stocks during rate-hiking cycles
(Figure 1). On the other hand, quality stocks’ pricing
power can help defend against margin erosion, and may
outperform in a weaker growth scenario.

Figure 1: Value outperforms during hiking cycles
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Leadership has come from defensives in global equities so
far this year. As investors have worried more about the
economy, cyclical parts of the stock market have fared
badly. A big question amid current ‘unique uncertainty’ is
whether the macro situation remains tense enough to
sustain that. We think there is some value in cyclicals now.
And some parts of the market, like global small caps, look
really cheap to us. Catalysts could unleash that value, but
for now we are still a bit cautious. The key message from
our perspective is to be wary about being too bearish and
backing defensive sectors too much.

The pronounced sell-off in tech has clearly been linked to
rising bond yields. So a more symmetric outlook for bond

yields (especially in the US), suggests there is now an
opportunity to be a bit more balanced on tech and growth
parts of the market.
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Catalysts could change current themes

Given how much markets have sold off, P/Es have derated substantially since the start of the year. This has
taken place amid resilient earnings expectations. On the
ground, and despite the macro noise and challenges with
inventory management through the pandemic restart,
sales and earnings fundamentals still look good. If those
earnings expectations can hold firm – a big if given the
threat of margin squeezes – then there is a good
foundation for equity performance.

Top of mind

Global equities are down around
20 per cent so far this year. This
downbeat performance reflects a
myriad of risk factors currently
weighing on the market – inflation,
geopolitical tensions, and Covid
lockdowns in China. All these contribute
to a worsening growth outlook that is
less supportive of global equities in the
short-term. However, attractive risk
premia and margin buffers support a
long-term case for equities.
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Even though US GDP contracted in Q1 2022, private
demand is continuing to show robust growth. As long as
inflation peaks very shortly as expected, there will be less
pressure on consumer spending, which could then
remain a growth driver for the remainder of 2022.
Relatively speaking, earnings may be more resilient in the
US given that the market is less directly impacted by the
Ukraine conflict. That, along with valuations having
returned to pre-pandemic levels, forms a favourable case
for US equities.

Broadly, emerging markets will likely be more volatile
given their higher sensitivity to commodity prices.
Although there is value in emerging market stocks relative
to their developed market counterparts, investors must be
wary of inflationary and liquidity-tightening risks. It might
be best to wait for calmer waters before doing any
bottom fishing.

“Earnings may be more
resilient in the US.”

Taking a closer look at China as the biggest component of
EM equities, continuing Covid lockdowns and a slowing
property market will weigh on the economy and hence
company earnings for the near future. Also, due to strict
Covid restrictions, the transmission mechanisms of

supportive monetary policy might be less effective. That
said, the central government has repeatedly reassured the
market that it will not be economical with fiscal
measures, such as tax cuts and infrastructure spending,
to support the economy. They have also recently relaxed
regulations on the tech and property sectors.
This, along with cheap valuations of Chinese stocks
should bode well for the long term. Growth stocks could
also make a comeback if policy support is sufficient to
raise demand. Another potential bright spot is China’s
willingness to reach a resolution with the US on
transparency issues surrounding ADR-listings.
Figure 3: Rising credit impulse a tailwind for China and broader
EM equities
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MSCI EM 12m total return (%, rhs)
Source: Bloomberg, HSBC Asset Management, June 2022.
Past performance is no guarantee of future returns. Any forecast,
projection or target where provided is indicative only and not guaranteed
in any way. HSBC Asset Management accepts no liability for any failure to
meet such forecast, projection or target.
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Policy remains supportive in Japan, although the macro
outlook is vulnerable to high energy prices. Investors
should also be wary that a weak yen is squeezing profit
margins, boosting import prices, and suppressing
domestic consumption.

40
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Eurozone stocks have cheapened a lot year to date.
However, caution is warranted until the economic outlook
is more settled and the stagflation tone fully integrated
into the price, especially given that stocks in the region
are more cyclical in nature relative to the US. For the
remainder of the year, earnings might also be at risk due
to the region being relatively more exposed to the
economic consequences of the Ukraine conflict.

30
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Figure 2: EMs more exposed than DMs to food/energy inflation
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Emerging markets

Macro

Developed markets

Focusing on long term themes

Figure 4: Dynamic emerging markets
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Such companies operating in Africa and capturing this sea
change are less exposed to today’s global growth and
inflation challenges for a multitude of reasons.

Such opportunities are not exclusive to Sub-Saharan Africa.
The evolving make-up of public companies in emerging
markets is reflected in the steady rise in IPOs across
continents. As more innovative companies develop and
come to market in the emerging world, it hastens a
transition from the dominance of ’old economy’ industries.

The IMF projects economic growth in Africa, the Middle
East and Asia next year to be roughly double that of both
the US and Europe. Long term development in these
regions around major themes such as green energy
infrastructure, development of the middle class or access
to healthcare will have major implications to local
industries and companies. These opportunities can offer
long term respite to look through a turbulent market such
as today’s.
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Under this context, Africa is making rapid gains towards a
digital financial system. The region makes up a large
portion of the roughly 2 billion unbanked consumers
globally because most consumers continue to operate
outside of the traditional banking system. Instead, it is
mobile network operators and technology companies
accelerating digital and financial inclusion – key drivers of
economic growth.

Importantly, long term growth themes such as this are not
part of the attention grabbing variety that have already
garnered high multiples. Multiples are more akin to value
stocks, and listings are far away from Nasdaq and the tech
trade swings that come with it.

“Sub-Saharan Africa is an
example where long
term themes are fairly
ambivalent to global
growth and inflation
concerns.”

Top of mind

Due to market failures the region has some of the biggest
investment deficits in key areas of its economy (power,
infrastructure, financial services) but boasts a young, tech
savvy population with massive potential to leapfrog the
development curve. PC penetration rates, for instance, are
sone of the lowest in the world, but mobile phone
penetration is high and rising. This direct transition to the
digital age via mobile phones has resulted in Sub-Saharan
Africa leading the globe in mobile money accounts –
enabling sending, receiving and storage of money via
mobile phones.

For starters, earnings growth drivers are domestic in nature.
With purely domestic operations, a rising dollar has little
impact. There are no worker shortages given a rapidly growing
working age population (average age on the continent is 19).
And lastly, mobile network operators and related companies
are able to pass on higher costs to their customers.

Macro

With caution needed in the near-term as we wait for the
dust to settle in corporate earnings, it is important to take a
longer term view. There are ’off the beaten track’ segments
of emerging markets where one can look to tune out the
global growth and inflation concerns depressing capital
market returns. Sub-Saharan Africa is an example where
long term themes are fairly ambivalent to such concerns.
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To the contrary, the transition away from fossil fuels will
require heavy use of key metals and minerals to build out
renewable energy solutions.

Figure 1: Capital expenditure in energy versus oil consumption
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Addressing these shortages is more complicated than it
has been historically. Capital expenditure in energy, for
instance, is lagging levels that would typically be seen
amidst rising oil prices. Oil producers have little incentive
to tap new supplies given much of the world has
committed to transitioning away from fossil fuel
consumption. Furthermore, greater difficulty in accessing
new oil sources means even more spending is needed to
initiate a project, compounding the issue. Thus, in the

Similarly, capital expenditure in materials extraction is
yet to pick up meaningfully. While industrial metals
prices have risen 75 per cent in the last two years,
CapEx is at roughly the same level. The fact that we’ve
already mined what was easiest to extract from the
ground is a contributing factor – again, more difficult
extraction processes mean more CapEx is needed to start
a new project. However, unlike the long-term picture
with oil, materials demand will certainly not fall away.
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One contributor is that in recent years capital has flowed
heavily into technology, with the appeal of better
prospects and higher return on investment. A lack of
investment in physical assets has now caught up with us
– we lack cheap energy to power economies, metals for
manufacturing, fertilizers to grow crops, and
consequently, even enough food in some places.

“Several structural themes
including de-globalisation,
climate policy, and the
commodity super-cycle
have come to the fore.”

absence of a recession and accompanying slowdown in
demand, oil prices are likely to remain elevated.

Top of mind

A principle of a functioning economy is
that where there is demand, capital
will flow to generate sufficient supply.
However, a regime shift will make
achieving this equilibrium a challenge
for many markets going forward, with
substantial portfolio implications.

Figure 2: Demand for critical energy transition metals (Ratios,
2030s average consumption relative to 2010s average)
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Source: IMF World Economic Outlook (October 2021). Any forecast,
projection or target where provided is indicative only and not guaranteed
in any way. HSBC Asset Management accepts no liability for any failure to
meet such forecast, projection or target.

Even a partial loss of this power source would add more
strain to energy grids. This could ultimately lead to
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difficult choices – powering economic activity or enabling
water consumption by citizens and farmers. China, which
accounts for a fifth of the global population, but only
possesses seven per cent of its fresh water, could face a
similar dilemma on a larger scale. Hydroelectricity
accounts for roughly 18 per cent of electricity in China.

“China accounts for a fifth
of the global population,
but only possesses seven
per cent of its fresh water.”
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Figure 2 shows the increase in demand to come for key
metals and minerals if net-zero ambitions are to be
achieved by 2050 – an average five-fold increase in
demand in the 2030s versus the last decade.
Exponentially higher demand for lithium has led electric
vehicle manufacturers to become vocal in encouraging
mining companies to ramp up extraction of the vital
battery input – lithium prices have already risen 5-fold in a
year. Of course, vehicle manufacturers are fighting

Unfortunately, the US is not immune to growing water
shortages. The Colorado river’s 1,500 mile stretch is a key
source of water for several western states, including
Arizona where several semiconductor manufacturing
projects have been announced. The nearby Imperial
Valley of California has some of the most prolific farmland
in the US, providing a major source of winter fruits and
vegetables. Yet this land would be desert without artificial
irrigation supplied by the Colorado river, whose volume is
dwindling. And the falling levels of Lake Mead and Lake
Powell, which the river supplies, place their ability to
generate hydroelectric power at risk.

3700
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Climate policy, deglobalisation and
knock-on effects

Taiwan, home to most of the world’s semiconductor
manufacturing, has experienced some of its most severe
droughts as climates have shifted of late. Last year
industrial water users were asked to reduce water
consumption by more than a tenth. Continued reliance on
one country and the resilience of its natural resources
would clearly jeopardise supply chains over the long run.

1300
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Energy transition sectors

Leading chip manufacturers have accelerated spending to
develop new fabrication facilities over the coming years.
However, it is again natural resource limitations which
may pose longer-term hurdles. The largest new projects
announced are concentrated in the US, which is a notable
change related to US government reshoring efforts, along
with the fact that semiconductor manufacturing requires
significant amounts of electricity and water.

Figure 3: Water levels in Lake Mead and Lake Powell (feet)
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4

against much broader challenges to supply chains which
rely on many of the materials to the left, along with other
inputs in short supply such as semiconductors.

Macro

'off the chart' 26-fold increase
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Looking ahead

Figure 4: Bonds have lost their hedging characteristic
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2012

Accordingly, alternatives should become a more regular
fixture across the range of portfolio risk profiles. Beyond
real assets such as infrastructure and commodities,
hedge funds and other strategies where the source of
returns differ from traditional markets offer valuable
diversification in this new market regime.

Equity
deep dive

Given the dynamics going forward, portfolios should
clearly have exposure to relevant real assets. In addition
to return potential, these assets will continue to offer
resilience amidst the more persistent inflation that comes
with an economy of shortages.
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Higher inflation and thus higher interest rates are part of a
regime shift that has flipped the bond/equity correlation
picture (figure 4). We discussed the potential for this
previously in our year-end outlook, with the outcome
being that a simple portfolio mix of stocks and bonds will
no longer meet investor requirements for diversification.

Indexed total returns (log scale)

75
2011

Portfolio implications
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The shift towards deglobalisation and reshoring will
require adjustments to inputs along the supply chain,
which will take time. And investment in the plumbing

A more active state, through a combination of legislation
and fiscal spending aligned to environmental and social
goals, will help mobilise the needed investment. Yet the
scale of investment needed to achieve climate ambitions,
enable reshoring, etc., is massive. The aforementioned
supply chain interdependencies mean bottlenecks will
continue to ebb and flow. Outsized demand for finite
resources ultimately means more persistent inflation than
recent history.

“Investment in the
plumbing of the global
economy – commodities,
energy, water, and power
grids – will need to catch
up from years of
underinvestment.”

Macro

Increasing wind and solar investment is an obvious
answer for electricity production, but limitations on their
pace of expansion include the need for in-demand metals
highlighted previously. Other solutions are needed, which
for some countries may be more nuclear energy –
particularly if countries such as the US are serious about
reshoring manufacturing.

of the global economy – commodities, energy,
water, and power grids – will need to catch up from
years of underinvestment.
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For Professional Clients and intermediaries within
countries and territories set out below; and for
Institutional Investors and Financial Advisors in Canada
and the US. This document should not be distributed to or
relied upon by Retail clients/investors.
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HSBC Asset Management is the brand name for the asset
management business of HSBC Group, which includes the
investment activities provided through our local regulated
entities. HSBC Asset Management is a group of companies in
many countries and territories throughout the world that are
engaged in investment advisory and fund management
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The value of investments and the income from them can
go down as well as up and investors may not get back the
amount originally invested. The capital invested in the
fund can increase or decrease and is not guaranteed. The
performance figures contained in this document relate to
past performance, which should not be seen as an
indication of future returns. Future returns will depend,
inter alia, on market conditions, fund manager’s skill, fund
risk level and fees. Where overseas investments are held
the rate of currency exchange may cause the value of
such investments to go down as well as up. Investments
in emerging markets are by their nature higher risk and
potentially more volatile than those inherent in some
established markets. Economies in Emerging Markets
generally are heavily dependent upon international trade
and, accordingly, have been and may continue to be
affected adversely by trade barriers, exchange controls,
managed adjustments in relative currency values and
other protectionist measures imposed or negotiated by
the countries and territories with which they trade. These
economies also have been and may continue to be
affected adversely by economic conditions in the
countries and territories in which they trade. Mutual fund
investments are subject to market risks, read all scheme
related documents carefully.

risks and uncertainties. Actual results may differ materially from
those described in such forward-looking statements as a result
of various factors. We do not undertake any obligation to update
the forward-looking statements contained herein, or to update
the reasons why actual results could differ from those projected
in the forward-looking statements. This document has no
contractual value and is not by any means intended as a
solicitation, nor a recommendation for the purchase or sale of
any financial instrument in any jurisdiction in which such an offer
is not lawful. The views and opinions expressed herein are those
of HSBC Asset Management at the time of preparation, and are
subject to change at any time. These views may not necessarily
indicate current portfolios' composition. Individual portfolios
managed by HSBC Asset Management primarily reflect
individual clients' objectives, risk preferences, time horizon, and
market liquidity. Foreign and emerging markets. Investments in
foreign markets involve risks such as currency rate fluctuations,
potential differences in accounting and taxation policies, as well
as possible political, economic, and market risks. These risks are
heightened for investments in emerging markets which are also
subject to greater illiquidity and volatility than developed foreign
markets. This commentary 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. This document is not
contractually binding nor are we required to provide this to you
by any legislative provision.
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