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A good slowdown

Equity market reaction

China

Technology sector

Asset class views

IInn  tthhiiss  aarrttiiccllee:: 22002255  aanndd  eexxppeecctt  ppoolliiccyy  rraattee  ccuuttss  ttoo  bbeeggiinn  oonnllyy  iinn  tthhee  ffoouurrtthh  qquuaarrtteerr..  OOuurr  vviieeww  iiss  tthhaa

ssoofftt  llaannddiinngg  bbyy  tthhee  UUSS  eeccoonnoommyy  iiss  ssttiillll  lliikkeellyy  aanndd  tthhaatt  ggrroowwtthh  wwiillll  rreemmaaiinn  aabboovvee  ttrree

tthhrroouugghh  22002255..   

One might have thought that four years after the start of the pandemic, investors might

have some confidence in the outlook for economic growth and inflation. Unfortunately, 

is not the case.

The long series of mostly upside surprises to inflation from 2020 to 2022 was followed b

more predictable (and falling) inflation last year, leading to a strong consensus view for

economic ‘soft landing’ in the US.

The start of 2024, however, has seen three months in a row of higher-than-expected

inflation (see Exhibit 1).

Given the persistence of inflation, the question then became whether it would be

accompanied by robust growth — raising the risk of a newly overheating economy — or

slower growth and a potentially stagflationary outlook.

February retail sales and March non-farm payrolls supported the first scenario, and

expectations for the number of times the US Federal Reserve (Fed) would cut policy rate


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this year fell to close to zero. Benchmark US 10-year Treasury yields rose to 4.7%.

Subsequent data, however, has pointed to unexpectedly slower growth beginning with U

GDP (1.6% versus 2.2% forecast), followed by purchasing manager indices (1-3 points b

forecast for the Institute of Supply Management series, and levels below 50, indicating

contraction), and finally private, non-farm payrolls, which came in 60 000 jobs (seasona

adjusted) below consensus estimates. 

AA  ggoooodd  sslloowwddoowwnn

This slowdown is encouraging, insofar as inflation is unlikely to decelerate without it. H

quickly that happens, and how far the slowdown needs to go, is the key worry for inves

Our view is that the soft landing has not been aborted, only delayed, and that growth w

remain above the long-run trend rate of 1.8% through next year.

While monthly core inflation has been high, the year-on-year change in the personal

consumption expenditures index (PCE), the measure favoured by the Fed, is still declinin

and currently stands at 2.8%. The Fed’s forecast for the end of the year is 2.6%.

We do still anticipate the Fed will cut rates by the end of the year, with more to follow i

2025. Markets currently place around a 50% probability of a cut as soon as September.

Treasury yields have fallen back towards 4.4%.

The Fed itself seemed to endorse the view that a soft landing was still in sight. At the m

recent press conference, Fed Chair Powell pushed back against the idea that the bank m

need to increase policy rates, pointing out that they are already restrictive and sufficien

high to do the job.

EEqquuiittyy  mmaarrkkeett  rreeaaccttiioonn

The increase in interest rates (particularly real yields) that we had seen until recently h

had the predictable effect of weighing on equity market prices, particularly growth stoc

the NASDAQ 100 is 1.3% off its peak from late March (as of 7 May 2024).

Given the size of the increase in yields, however, one might have expected a bigger decr
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in equity prices. What has sustained the market has been a good earnings season, both 

US and European equities.

The NASDAQ 100 was expected to see a double-digit year-on-year increase in earnings f

the first quarter, while a decline was foreseen for the Russell Value index. Earnings for

companies in the MSCI Europe index were also forecast to drop. The results so far have

been better. Earnings surprises have been 6-9%, when a typical quarter sees results onl

3-4% higher than forecast (see Exhibit 2).

Assuming the policy rate expectations (and real yields) do not move much higher, earnin

should remain the primary driver of equity indices. And if the slowdown in economic gr

does not go too far, earnings should continue to rise.

CChhiinnaa

Data for China has shown ongoing resilient growth, supported by demand for the count

exports and holiday-related travel activity. These positive factors are being offset, howe

by the drag from weak property investment. The Chinese government is aware of the ris
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and we anticipate policy support will be stepped up in the coming months. Fiscal suppo

likely to be the key tool, and this may be used sooner rather than later.

Already since the ‘two session’ conference in March, equity markets have staged an

impressive rally; the MSCI China index has outperformed global equities by 14% since th

end of March.

A recovery in valuations has been the primary driver. Prior to the rally, the relative forw

price-earnings ratio of the MSCI China index versus developed market equities had falle

two standard deviations below average; it has now recovered to 1.3x, still leaving a lot 

scope for a further revaluation of the market.

Earnings expectations, however, have not (yet) played much of a role. Over the last year

forward earnings per share (EPS) estimates for companies in the MSCI China have not

changed, in contrast to those in most other major market indices (see Exhibit 3). To the

degree that foreign investor sentiment on China is beginning to recover (or at least not

weaken further), valuations could (partially) normalise, but eventually earnings will nee

take over as the motor for price appreciation.

TTeecchhnnoollooggyy  sseeccttoorr
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The increase in earnings expectations for the NASDAQ 100 index shown in Exhibit 3 refl

the immediate impact of increased investment in the semiconductor industry thanks to

US CHIPS Act, spending on artificial intelligence (AI) model development, and anticipate

earnings from AI as companies learn how to use the technology to increase revenues an

reduce costs.

This increase has not been limited to the ‘Magnificent 7’ stocks. Forward earnings

expectations have risen by 18% over the last year for the index excluding the Mag 7. Wh

forecasts in our view are unlikely to continue rising at the same rate from now on (thou

there is no sign yet of a deceleration), they will nonetheless likely outpace those for oth

parts of the market (as represented by the Russell Value index), or those of other count

Alongside this positive earnings outlook, valuations are reasonable, especially now that

prices have fallen slightly while earnings expectations have continued to rise. The forwa

price- earnings ratio for the NASDAQ 100 today is one of the least expensive major mark

(see Exhibit 4).

As we have already seen this year, were inflation to again come in stronger than expect

and policy rate forecasts to rise, valuations and prices would fall back, but the positive

earnings trend should eventually reassert itself.

AAsssseett  ccllaassss  vviieewwss
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Recent changes

MULTI-ASSET

FIXED INCOME

GGooiinngg  lloonngg  JJaappaanneessee  eeqquuiittiieess, where both fundamentals and valuations are appealin
Japan stands out as the only area where expected earnings have increased as the ma
has rallied, preserving a 15% forward price-earnings (P/E) and 50% forward price-bo
(P/B) discount to global stocks.

•

Implementing a modest ttaaccttiiccaall  lloonngg  ttoo  ddoommeessttiicc  CChhiinnaa, where valuations are extre
depressed and where triggers for unlocking this value – in the form of policy support
incipient manufacturing recovery – are increasingly present.

•

CClloossuurree  ooff  oouurr  EEuurrooppeeaann  eeqquuiittyy  sshhoorrtt, where bad news may be baked into current p
and expectations, and economic data is increasingly surprising positively. Germany is
outlier. With a more constructive bottom-up picture following last year’s earnings
recession, we turn neutral. We also closed our relative-value trade – long UK, short
Europe – as part of this.

•

RReedduucciinngg  oouurr  lloonngg  UUSS  TTIIPPSS  eexxppoossuurree: on strong rallies, and as the growth-inflation
narrative shifts.

•

As a result, we are now mmiillddllyy  oovveerrwweeiigghhtt  sseelleecctt  eeqquuiittiieess (by around 2%), but with 
duration remaining our largest risk position. Risk taking remains in the second quinti
relative to the maximum.

•

RRaattee  ccuuttss  aarree  oonn  tthhee  aaggeennddaa in 2024 in the US and within eurozone, but central ban
have tried to push back the presumption of an imminent cut in key rates. We do expe
June to be the start the first round of cuts.

•

Following the recent increase in rates, we increased our eexxppoossuurree  ttoowwaarrddss  dduurraattiioonn
an overweight. We do prefer euro duration versus the US duration. We still prefer the
years segment that could benefit from this context.

•

We expect the ccuurrvvee  ttoo  sstteeeeppeenn as cuts emerge at a time where supply may put
additional pressure on the long end.

•
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EQUITIES

Disclaimer

Please note that articles may contain technical language. For this reason, they may not be suita
readers without professional investment experience. Any views expressed here are those of the 
as of the date of publication, are based on available information, and are subject to change with
notice. Individual portfolio management teams may hold different views and may take different
investment decisions for different clients. This document does not constitute investment advice
value of investments and the income they generate may go down as well as up and it is possible
investors will not recover their initial outlay. Past performance is no guarantee for future return
Investing in emerging markets, or specialised or restricted sectors is likely to be subject to a hig
than-average volatility due to a high degree of concentration, greater uncertainty because less
information is available, there is less liquidity or due to greater sensitivity to changes in market
conditions (social, political and economic conditions). Some emerging markets offer less securit
the majority of international developed markets. For this reason, services for portfolio transacti
liquidation and conservation on behalf of funds invested in emerging markets may carry greate

With low growth in Europe, high-yield spreads appear stretched to us and we do con
eemmeerrggiinngg  mmaarrkkeett  ddeebbttss  iinn  hhaarrdd  ccuurrrreennccyy  ttoo  bbee  mmoorree  rreessiilliieenntt

•

We have a ccoonnssttrruuccttiivvee  vviieeww  oonn  gglloobbaall  eeqquuiittiieess for 2024 underpinned by strong
fundamentals with:

•

Earnings recovery: eeaarrnniinnggss  ggrroowwtthh  iiss  sseett  ttoo  rreessuummee in 2024 with consensus seeing
double digit earnings growth in the US market. This comes after near 0% growth in 2
and importantly, more sectors are seeing a pick-up in EPS grow from 2023 leading to
broadening of leadership. Indeed, the post COVID years have been characterised by d
synchronisation between goods and services. We saw stark divergences in various en
markets with, for instance, a healthy recovery in air travel while rail volumes were s
depressed owing in part to inventory normalisation in goods.

•

SSttrroonnggeerr  eeccoonnoommiicc  ggrroowwtthh: US GDP growth has been surprising to the upside with t
Fed recently revising its forecasts for 2024.

•

This very much looks like aa  ggoollddiilloocckkss  sscceennaarriioo for equities but note that while reces
risk has been reduced, geopolitical risk remains elevated. As such, we have been
marginally adding to beta in our portfolio: it is now slightly higher than one. We are
adding to small and mid-cap stocks, which should benefit from better economic
prospects. Regionally, we prefer the US and Japan where earnings growth is stronger.

•
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