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Introduction
The rapid market selloff in the fourth quarter of 2018 came
despite a year in which the U.S. economy enjoyed higher than
expected growth and corporate America produced higher than
expected earnings. These real economy positive outputs were
no match for an equity market facing slowing on both these
fronts in 2019, as a vocally hawkish U.S. Federal Reserve (“Fed”)
seemed ready to hike the Federal Funds rate, the target interest
rate for overnight lending and borrowing between banks, at a
steady quarterly pace with the hopes of normalizing policy. The
market anticipated an abrupt end to the nearly 10-year recovery
as the interest rate sensitive sectors of the economy showed
signs of distress, financial conditions tightened, and earnings
estimates began to be slashed. Multiples contracted quickly as
the S&P 500 Composite Index plummeted to its Christmas Eve
low, down nearly 20% in the space of the last three months of
the year. Early 2019 saw a ferocious rally to bring multiples back
to historical averages as investors found comfort in the stillsteady economic fundamentals and lowered multiples. And yet
despite the market gyrations of the last six months, the real
economy appears to be steady, the Fed patient, and inflation
tame. Where does this all leave investors?

Shamik Dhar
Chief Economist
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Executive Summary
The market flip-flops, but our view hasn’t changed
We start with our forecasted economic scenarios. As usual, we outline what we
consider the most likely outcomes for the world economy, focusing on plausible
stories and economic shocks. The box below summarizes our thoughts and there is
more detail on the forecasts in the Economics section.

60%

20%

10%

Central

U.S.: leader of the pack

Tail wags dog

Economies remain in a post-global
financial crisis regime. Global
growth slows but no recession.
U.S. outperforms Eurozone thanks to
robust consumer. U.S. growth around
2% vs. Eurozone around 1%. China
stimulus broadly successful – 2019
growth at 6%. Inflation expectations
anchored worldwide. Oil/commodity
prices stay firm. Fed hikes once later
this year, but terminates taper. Dollar
finishes broadly flat.

Upside scenario – U.S. economy is
closer to capacity than we think.
U.S. demand surprises to the upside
thanks to households. Strong labor
market leads to wage inflation.
Fed initially accommodates the
surprise leading to inflationary
pressure. Fed realizes it’s behind the
curve towards the end of the year,
starts to raise rates and re-taper more
quickly. Growth slows sharply in 2020
– possibly recession. Higher rates and
dollar prompt capital flight from some
emerging markets, exacerbating 2020
downturn worldwide.

Financial market-centered downturn.
Overly loose monetary policy further
boosts search for yield. Financial
stability risks rise. Small shock leads
to sharp reversal in market sentiment.
Flight from risky assets raises cost of
capital, tightens financial conditions
and hits confidence, causing real
economies worldwide to slow sharply
– a self-fulfilling prophecy. Credit
channel exacerbates real effects – fall
in corporate net worth raises concerns
about indebtedness, leveraged loans
and private equity. “Dotcom 2.0 ensues.”

This information contains projections or other forward-looking statements regarding
future events, targets or expectations, and is only current as of the date indicated.
There is no assurance that such events or expectations will be achieved, and actual
results may be significantly different from that shown here.
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Our forecasts compared with what’s
likely priced into the markets

10%

PROBABILITY*

I feel your pain
SCENARIO
China-centered global slowdown.
Stimulus fails and official Chinese
growth around 5% – in reality lower.
Knock-on effects through Asian
supply chains and trade-dependent
Europe slows sharply too. Reduction
in world trade and financial market
repercussions eventually hit U.S.
U.S. corporate earnings plummet –
40% of S&P 500 Index earnings come
from overseas. Global flight to safety
and dollar rises sharply, exacerbating
earnings loss and hitting emerging
markets hard – especially those with
large dollar funding exposure.

Probability-weighting these scenarios generates forecast
distributions for gross domestic product (“GDP”) growth that
are modest, but wide and skewed to the downside. The U.S.
growth fan charts (see pg. 24) look better than those for Europe,
while the Chinese growth outlook is skewed to the downside, in
stark contrast to the consensus. Our inflation forecasts show
less variability and are more evenly balanced around a central
tendency that is broadly flat.
Our rate forecasts contrast with those of the market, which is
pricing in a higher probability of a rate cut in the U.S. this year.
We don’t want to overemphasize the difference because we
believe the negative-to-low bond-equity correlation remains
intact. But on balance we are more sanguine than the market
seems to be about growth and inflation and our rate forecasts
are higher. Our bond yield forecasts also show more scope for
an upside (yield) surprise, and differences with the market
have increased since March. Our equity price forecasts across
all markets suggest modest positive returns from here, though
distributions remain wide (suggesting volatility and potential
buying opportunities ahead) and they are generally skewed
to the downside, in contrast to what the markets think.
*Views expressed are those of the author and do not reflect views of other
managers or the firm overall.
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Investment Conclusions
In an environment of lower growth and expected returns for
both bonds and equities, investors must be flexible in their
allocations and increasingly conscious of fundamental quality.
With the speed and magnitude of the rally to start the year, we
acknowledge the shrinking universe of cheap assets, but are
optimistic about the breadth of the rally. We still expect positive
returns for 2019, but investors may see some retracement
from this level as we push through the second quarter. Within
equities, we continue to favor the U.S. over international
developed as we expect the U.S. economy to remain on a
healthy path, but we are watching European equities for
positive catalysts as most of the bad news in Europe is likely
priced in. Emerging markets could see a nice bump later in
the year if increased stimulus is able to stabilize the
slowdown in China which could help to flatten the USD in
the second half of the year and could lessen the drawdown
risk in both Emerging Market and European equities.

Regarding the environment for income producing assets,
dovish central banks around the globe have suppressed
sovereign yields but we believe selective exposure to the
investment grade universe, particularly the BBB space*, can
still provide yield while limiting exposure to out-sized
liquidity risk. Despite these low yields and what feels like a
picked over bond universe, we think there is still value in not
only the income provided, but the continuation of a low or
negative correlation to equities. High-quality U.S. duration
may provide a measure of protection in fast-moving risk-off
environments, but we think the upside in prices is limited at
this level of yield. Keeping this in mind, other asset classes
that could act as hedges in fear-driven sell-offs are precious
metals, multi-asset alternatives and cash.

*Bond ratings reflect a rating entity’s evaluation of the issuer’s ability to pay interest and repay a principal on the bond on a timely basis. Bonds rated BBB/Baa or higher
are considered investment grade, while bonds rated BB/Ba or lower are considered speculative as to the timely payment of interest and principal. Bond ratings do not
remove risk and are subject to change.
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Section 1. Economics
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Section 1a:

Economic Scenarios
60%

Central Economic Scenario: 60% Probability

Divergent Economies; Convergent Central Banks
The defining feature of our central outlook is unchanged. We
think economies are mired in the post-global financial crisis
(GFC) regime of tepid growth, low inflation and low interest
rates. Importantly, inflation expectations are anchored and
there may be more “room to grow” in a number of developed
economies than many policy makers think. At the same time,
the “global savings glut” depresses the global real interest rate,
raising valuations and reducing expected returns on a wide
range of risky assets, including equities. In that environment,
the “search for yield” continues and the negative or low bondequity correlation remains intact from our perspective.
This view was a long way from consensus as recently as
October. Back then, markets were worried about inflation:
they were concerned the Federal Reserve (the “Fed”) and
other central banks were behind the curve and weren’t sure
that four rate hikes in the U.S. would be enough to keep a lid

U.S. 10-YEAR TREASURY AND S&P 500 SINCE OCTOBER 2018
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Stocks have tracked a V-shaped
recovery yet still remain below
prior peaks while bond prices
have rallied as global monetary
policy turned more dovish.
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on wage inflation with unemployment at 3.7%. Then, market
sentiment shifted sharply during November and December,
on the back of some poor communication from the Fed. At
first, the fear was the Fed was set on a path for rate hikes
that would destabilize a now obviously weakening economy.
But that fear mutated into outright panic with December’s
equity market sell-off, pricing in outright recession in 2019.
While the S&P 500 Index fell by 9% during December, the
U.S. 10-year bond yield fell from 3.24% in early November
to 2.68%, so the negative bond-equity price correlation
remained intact. Since then the Fed has reassessed, and
confirmed it isn’t going to raise rates any time soon. Equity
markets have recovered in 2019 and bond yields have moved
lower from sluggish global growth and cautious central
banks. The price correlation with equities has been low, so
bonds remain a good hedge on the upside too. That will likely
remain the case so long as inflation remains subdued.

Data as of March 22, 2019. Source: Bloomberg.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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Trade concerns will play their part –
but they’re not the whole story

J.P.Morgan Global Manufacturing PMI™ is a composite index produced by
JPMorgan and Markit in association with ISM and IFPSM Purchasing Managers
Index (PMI). A level above 50 indicates expansion and below 50 indicates
contraction. The CPB World Export Volume Index measures the movement of
merchandise trade leaving a country.
 irectly, most recent estimates show that for the U.S. economy, the short-run
D
effects of tariffs are not negligible (studies do not take into account the longrun considerations of the effect of tariffs on uncertainty and investments) “
[…]The cumulative deadweight welfare cost (reduction in real income) from the
U.S. tariffs to be around $6.9 billion during the first 11 months of 2018, with
an additional cost of $12.3 billion to domestic consumers and importers in the
form of tariff revenue transferred to the government. […] We find that the full
incidence of the tariff falls on domestic consumers, with a reduction in U.S.
real income of $1.4 billion per month by the end of 2018. The trade war also
caused dramatic adjustments in international supply chains, as approximately
$165 billion dollars of trade ($136 billion of imports and $29 billion of exports)
is lost or redirected in order to avoid the tariffs.” Source: Centre for Economic
Policy Research; The Impact of the 2018 Trade War on U.S. Prices and Welfare,
March 2, 2019.

1

GLOBAL MANUFACTURING PMI AND WORLD EXPORT GROWTH
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Trade uncertainty and a slowing
global economy, largely driven
by China, are contributing to
weaker manufacturing and
trade activity.

Markets are currently focused on the minutiae of
trade negotiations between the U.S. and China. Global
manufacturing and trade have been slowing sharply for a few
months. Trade conflict between the U.S. and China explains
some of that – both directly and indirectly via confidence1
– but both those giant economies have been slowing
independently for different reasons. In our central scenario
the world economy slows this year, without slipping into
recession – but the main contribution comes from domestic
demand, not the impact of tariffs on international trade.
Overall, we see global GDP growth in the central scenario
of around 3%, with global trade slowing to 3.7% from 3.9%,
according to the World Trade Organization (WTO).

JPM Global Mfg. PMI

The bottom line is these market gyrations were predicting
slowing fundamentals but overdone in our view. Our central
scenario has slow but stable growth in the U.S., a degree
of divergence between the U.S. and the rest of the world,
particularly Europe, and rising concerns about China.
But we see no economic Armageddon and no inflation
problem, and in that situation extreme panics represent
a buying opportunity. While the year-to-date recovery in
equity markets means expected returns for the rest of 2019
have fallen back again, negative surprises such as worsethan-expected growth in other regions of the world means
underlying volatility may well rise, in which case there may
be more buying opportunities this year.

JPM Global Mfg. PMI (LHS)
CPB World Export Volume Index (% y/y, 3-mth. ma, RHS)

CPB Netherlands Bureau for Economic Policy Analysis. Data as of March 2019 for
PMI and January 2019 for world exports. Source: Bloomberg.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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The major economies slow, but for different reasons;
the U.S. diverges again
The U.S. is slowing, both because the impact of 2018 fiscal
stimulus is fading and financial conditions tightened
towards the end of last year. On the other hand, household
finances remain strong, real wage growth is picking up,
the unemployment rate is low and voluntary quit rates are
high. In our central scenario, 2019 and 2020 see household
consumption becoming the mainstay of U.S. growth again,
which keeps the U.S. economy out of recession, but causes
the trade deficit to widen again, exacerbating trade tensions.
Overall, the U.S. economy expands at around 2% in 2019 in
this scenario. The dollar remains broadly flat against major
currencies over the course of the year – caught between
two countervailing forces. On the one hand, U.S. monetary

The positive boost
from fiscal stimulus
has faded and tighter
financial conditions
have been a deterrent
to growth.

U.S. GDP GROWTH CONTRIBUTION FROM FISCAL POLICY AND
FINANCIAL CONDITIONS
Effects on Real GDP Growth, 3-Quarter
Centered Moving Average, %

policy – though looser than previously expected, is likely
to be tighter than policy in the Eurozone and China and we
see the possibility of yields moving upwards. The European
Central Bank (ECB) has recently bowed to worsening economic
conditions and put off rate increases leading to pressure on
the euro. As a result, we see the U.S. dollar (USD) stable to
firmer against major currencies for the first half of the year. On
the other hand, partial resolution of the tariff war will alleviate
some of the pressure on the dollar to rise. And to the extent
that China stimulus is successful in stabilizing growth in the
second half of the year, we would expect the USD to soften
from elevated levels.
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Data as of March 8, 2019. *Assumes Goldman Sachs Financial Conditions Index
remains constant at March 8 close. Source: Goldman Sachs. The GS Financial
Conditions Index is used as a proxy to measure financial conditions; using a
weighted average of riskless interest rates, the exchange rate, equity valuations,
and credit spreads.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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Real wages and income
are strengthening and
should provide further
support to an already
healthy U.S. consumer.

U.S. households’
financial strength
should be a key driver
to growth.

U.S. HOUSEHOLD EARNINGS GROWTH – REAL WAGES
AND DISPOSABLE INCOME
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The U.S. labor market
continues to tighten.

U.S. LABOR MARKET – UNEMPLOYMENT AND QUIT RATE (%)
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Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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China has been slowing for some time too, largely because
monetary policy tightened from 2017 onwards and Chinese
policymakers were focused on slowing credit growth in their bid
to rebalance the economy away from state-owned enterprise
(SOE) led investment, towards household consumption. They
were partially successful – consumer spending has been the
largest contributor to GDP growth over the last several years
but it still remains near the lower end of its range as a share
of GDP. Things may have gone too far, though – indicators
started to turn down in early 2018, and by Q3 it was clear
the authorities would have to turn the taps on again.
The Chinese authorities have been cautious to date, but we
expect them to ease further in the central view – cutting the
reserve requirement ratio (RRR) and supplying more liquidity
to interbank markets. The question is how successful that
easing is likely to be. Many economists point to the 2015-16

experience where, faced with a rapidly-slowing economy and
rising market fears of a “hard landing,” the Chinese eased
monetary policy sharply and returned to a policy of state-led,
directed investment to keep the (official) growth rate above
6%. This time, in our central scenario, the Chinese authorities
are successful again but not as successful as in 2015-16. The
economy picks up to 6% growth or above in the second half of
2019, but unofficially the running rate will be well below that.
The reason is, this time the authorities are trying to hit two
targets with just one instrument. They will cut interest rates
to stimulate the economy, but they will also cut rates to cajole
the commercial banking sector to lend more to private sector
enterprises (who have borne the brunt of the slowdown as
shadow banks have been squeezed). This attempt to merge
monetary policy objectives with financial stability mitigates the
power of the stimulus in the central scenario.

The Chinese authorities continue to
cut RRR and supply more liquidity to
interbank markets.

China struggles to stabilize its
declining investment growth.
CHINA FIXED ASSET INVESTMENT

The reserve ratio is the percentage of deposits that banks must hold onto in
reserves, rather than lend out or invest. This is a requirement determined by the
country’s central bank. Monthly data as of February 28, 2019. Source: Bloomberg.
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Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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The Eurozone looks set to disappoint again in 2019. Much
of the cautious optimism about the Eurozone in 2018
turns out to have been misjudged, since it remains overly
dependent on non-European Union (“EU”) trade for growth,
as opposed to EU internal domestic demand. Germany runs
the largest current account surplus in the world, and it
widened during the period in which peripheral economies
were having to adjust post crisis. The better performance
of peripheral economies from 2014-18 was strongly related
to exports outside the EU. As a result, a retreat in global
trading conditions hits the Eurozone harder than most and,
in our central scenario, the region struggles to register 1%
growth this year. Italy moved into recession in the second half
of 2018 and stays there through the first half of 2019, and
Germany flirts with it. Performance for the first half of the
year will also depend on how Brexit turns out (see below).

GERMANY TRADE BALANCE

Cumulative Trade Balance (sum of trailing
12 months, euro billions)
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Monthly data as of January 2019. Source: Bloomberg.

And the periphery has been increasingly
reliant on trade with non-EU countries.
PERIPHERAL EUROZONE COUNTRIES AGGREGATE TRADE
BALANCE WITH NON-EUROPEAN UNION COUNTRIES
Cumulative trailing 12-Month Trade Balance With
Non-EU Countries (euro billions)

The German trade surplus
has widened.
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Peripheral Eurozone countries include Spain, Portugal, Italy, Ireland, and Greece.
Monthly data through January 2019. Source: Bloomberg.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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Brexit Update
There are only three possible outcomes with Brexit: the
UK leaves with a deal; it leaves with no deal; or it remains
in the EU. For much of the past two years, since the UK
parliament voted in February 2017 to trigger Article 50, the
legislative default position has been “no deal.” However, if
the UK and EU were unable to agree a deal – both the terms
of withdrawal and the future economic relationship – the
UK would have left without a deal on March 29th 2019 and
continued to trade with the EU on World Trade Organisation
(WTO) terms.
Having voted to trigger Article 50 by a large majority (by
498 votes to 114), Parliament has grappled with the rapid
approach of the date. There are, broadly speaking, three
factions in Parliament, each corresponding to one of the
three possible outcomes. The political events at the end of
Q1 2019 seem to suggest there is no parliamentary majority
for any of them. The two wings, the hard “Brexiteers” and the
diehard “remainers,” have sufficient numbers to frustrate
any of the compromise deals offered – including Prime
Minister May’s, which she negotiated with the EU over the
past eighteen months, which now is apparently dead.
With a Parliament majority against “no deal,” much of its
recent business has been focused on how to reverse the
February 2017 vote without revoking the Article 50 process
itself. The broader political ramifications of parliament
taking this approach are yet to be seen.
At the end of Q1, 2019, it still isn’t clear where the UK
will end up. There is a strong expectation that exit will be
delayed, but this also depends on the EU being willing to
grant an extension. That offer may come with exceptional
requirements which would be hard for the UK Government
to adhere. A general election to try to resolve the situation
in Parliament is not unlikely.

UK’s political and economic uncertainty has impacted
both economic and market performance. Sterling takes
the brunt of market uncertainty, showing high volatility
as probabilities swing daily between the three different
possible outcomes. UK real business investment fell
throughout 2018 and is now only modestly higher in Q1
2019 than it was in Q2 2016. There has been a surge in
stockbuilding in the run up to March 29th, but most of that
was likely imported goods therefore it will unlikely have
a large impact on GDP. UK’s net trade improved following
sterling’s post-referendum decline, but has deteriorated
since early 2018 as the currency strengthened and global
trade weakened. All things considered, household spending,
employment and consumer confidence have all held up
relatively well.
At the moment, markets are pricing in a long extension
and eventually either a very soft Brexit or no Brexit at all.
A soft Brexit, or no Brexit at all, would minimize short-term
disruptions although the political and economic backlash
from frustrated “Brexiteers” might be severe. Being part
of a customs union brings long-term costs and benefits:
it promotes trade between union members, but also
discourages trade with those outside the union, even more
efficient producers. The net impact over longer time-periods
in a fast-changing world, however, is still hard to gauge.
The possibility a hard Brexit – by accident or design – has
not disappeared entirely, as much depends on the progress
of negotiations between the major UK political parties and
the attitude of the EU-27. Our position remains that even a
hard Brexit will not be as economically damaging as some
claim, especially in the long run. The level of short-term
disruption depends heavily on how badly animal spirits are
hit, and less on the impact from increased trading costs
with the EU which would be relatively small (approximately
½ to 1% of GDP).
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Other economies and emerging markets
In our central scenario, Japan will remain in ultra-easing
mode – the template for what we believe is to come for
many Western economies. The first country to make the
demographic transition is now the oldest and its citizens
have accumulated vast savings, which are only now starting
to run down. We expect the current account surplus to fall
as that happens, but in the central scenario, aggregate
demand remains weak and interest rates at zero for the
foreseeable future. Massive quantitative easing has brought
some benefits – inflation is now firmly in positive territory
(if still well below target) but real interest rates are unlikely
to be low enough to stimulate a major spending spree.
While the market sees insignificant growth in 2019, we see
risks skewed to the downside due to China’s slowdown and
Japan’s consumption tax hike later this year.
The UK’s short-term prospects are dominated by Brexit,
of course (see box) – the extent of GDP growth in Q2 and
Q3 probably depends on the form of Brexit we get. Further
out, we think it’s more of a wash. Having said that, the UK
economy has exhibited real strengths even as there are
obvious hits to the economy from Brexit, including negligible
investment and confidence in the past few quarters. The
labor market is the strongest in 45 years, similar to the U.S.,
and real wages are rising again.
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Emerging markets (“EM”) are interesting. A trade war
threatened to disrupt supply chains throughout Asia, while
the prospect of rising U.S. interest rates and a higher dollar
prompted some capital flight in 2018. All these pressures
have diminished in recent months, however, and there
are some early indications of cyclical recovery, such as
strengthening activity indicators, lower exchange rate
volatility and higher risk appetite, as well as corrections in
external imbalances of laggard countries of 2018. Emerging
market equities and debt have responded favorably. The key
question is whether all the good news is priced in: in our
central scenario, we expect EMs to hold up well as a group,
and idiosyncratic risk in some of the problematic countries
seems to have diminished. Overall, as outlined in our central
scenario, thanks to easier global financial conditions
translating into looser policies in EMs, stabilizing Chinese
growth in H2 2019, and an overall stable USD, 2019 looks
set to be a good year for EMs as a whole. A pickup in global
growth and trade would be the final ammunition needed to
make 2019 a positive year for EMs.

As always, keep in mind that EM is not a monolithic asset class
and the watchword remains discrimination/active selection,
since the landscape is likely to be much more varied and the
returns to good selection greater. Fundamental resilience is
a must-have for strategic allocations, and provides a buffer
against future global liquidity squeezes. On a regional basis,
Emerging Asia is dependent and would benefit the most from
a stabilization of Chinese growth and the renminbi in H2
2019. Countries likely to benefit the most from China’s ability
to place itself on a firm footing will be the ones that are
integrated with global supply chains, such as South Korea,
Taiwan, Thailand, Malaysia, Vietnam, and the Philippines.
Additionally, as larger economies such as India and Indonesia
achieve political stability following their upcoming elections,
financial and macro discipline in these countries may ensue,
helping firm the region’s outlook. Latin America (“LatAm”),
thanks to its high exposure to the commodity cycle, should
see improved growth in 2019; but keep in mind that the
region’s overall outlook is driven by its two largest economies,
Brazil and Mexico, which have seen declining electoral
uncertainty but still-elevated economic policy uncertainty.
Finally, Europe, Middle East and Africa (EMEA) EMs are at
the mercy of improving external demand, and would see a
synchronized growth pickup vis-à-vis developed economies
and China if our central scenario materializes.
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Emerging markets
manufacturing PMIs
outperformed developed
markets (DM) for the first time
since 2013.

Trade war threatens
to disrupt supply
chains in a variety
of countries, most
notably Emerging Asia.

EMERGING MARKET AND DEVELOPED MARKET
MANUFACTURING PMIs
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Apart from a few
problematic countries,
EMs appear overall
resilient to a future
tightening of global
liquidity.
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Alternative Economic Scenarios
The central scenario is our single most likely, or modal, outcome, but we think there are significant
risks to it. Below, we describe the three economic scenarios that could most plausibly derail it.

20%
U.S. Leader of the Pack: 20% Probability
The upside scenario assumes the U.S. economy is about to exit
from the post-financial crisis regime. Not only does growth
surprise on the upside thanks to a strong consumer, but output
is close to potential, so stronger demand translates into
inflationary pressure as well. Both wage and price inflation
start to pick up and inflation expectations start to rise. The
Fed, having initially accommodated the rise in inflationary
pressure, is eventually forced to raise interest rates more
rapidly and changes its communication strategy accordingly.
Growth in the rest of the world holds up strongly too: trade
conflict is resolved with a U.S.-China deal, Chinese efforts
to stimulate the economy are successful, Europe’s downturn
stabilizes and reverses, and the revival of world trade means

Although interest-rate expectations rise, initially they do
so in a measured and controlled manner (thanks in part to
Fed communication). So, at first, the tightening of monetary
conditions is not large or sharp enough to tip the economy
into outright recession. That remains a risk, of course, which
rises as the forecast horizon increases, but this upside
scenario is fundamentally a fairly benign one for risk assets
in 2019. This is because, although monetary policy is tighter
than previously expected, the adjustment is gradual and,
crucially, the equilibrium real interest rate remains low. The

Based on Congressional
Budget Office (CBO)
estimates, resource slack
was eliminated in Q2 2018
and the current GDP is
exceeding its potential
by the largest percentage
since 2000 with the
potential to lead to
higher inflation.

U.S. OUTPUT GAP
8
6
U.S. Output as a % of Potential

trade-dependent regions like the Eurozone and Southeast Asia
surprise to the upside too. This is a story of two halves however
– with 2019 looking stronger and safer than 2020.
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savings glut persists in this scenario too and that keeps
long-term real rates around 1%. Thanks to stronger growth
and a real discount rate that remains low, equities make
progress in 2019, though much of that comes early, before
rate expectations have fully adjusted. Likewise, bond markets
don’t fall out of bed, but they do start to correct from the
second half of 2019 onwards.
Things could look quite different in 2020, however, especially
if the rate expectations adjustment is relatively rapid around
the end of 2019. As the yield curve inverts further, the economy
starts to weaken and corporate earnings growth slows. If
inflation nevertheless remains above target – because the
output gap is positive and unemployment remains below its
natural rate – the Fed cannot compensate by easing monetary
policy and short-dated bonds sell off. The upshot is, at some

There is an international dimension to this too. Chinese
growth is strong in 2019 and 2020 because stimulus works,
but looser monetary conditions in China than the U.S. causes
both dollar/yuan and dollar funding costs to rise. In this
scenario, some EM assets look vulnerable to “the reversal of
the carry trade”. We could see a repeat of the “taper tantrum”
with capital flows out of emerging markets, large rises in
EM yields and losses on some EM equities. That adjustment
could be made worse if the rise in dollar/yuan triggers
another round of trade tensions. Even in this scenario,
however, much of this would be more likely to happen in
2020 than in 2019.

When compared to official
estimates of the natural
unemployment rate, the
current labor market is
historically tight.
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point in 2020, there is a sharp de-rating of risky assets – equity
valuations fall as discount rates rise, while credit spreads
widen sharply.

Quarterly data as of Q4 2018. Three-month moving average used for current
unemployment rate. Source: Bloomberg.
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future performance of any Dreyfus product.
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10%

In this scenario, frothy conditions become a risk to financial
stability. Despite a fundamental backdrop that continues to
weaken, credit spreads are already currently very tight and
default expectations are modest. Multiples on leveraged
buyout transactions are elevated and investor protection in
the leveraged loan market is weak. Underpriced risk means
it doesn’t take much to launch fear into the market.
A shock to sentiment – perhaps if trade talks fail or
growth slows more than estimated – causes risky assets
to sell off sharply. A generalized flight from risk ensues,
causing financial conditions to tighten significantly. Tighter
financial conditions expose previously unanticipated credit
vulnerabilities, particularly in high yield and leveraged loans,
as debt serviceability is not as strong as currently estimated.
Stress in corporate debt exacerbates the downturn –
working through a “credit channel” like the one that emerged
during the dotcom recession of 2001. Some high-level
blowups remind investors of the excesses the search for
yield produced over the past decade. The sell-off begins in
the lowest quality and most leveraged components of credit,
i.e., the biggest beneficiaries of the “search for yield,” and
spills into other “risky” areas like investment-grade credit
and equities. Some weaker investments fail: equity and
mezzanine collateralized loan obligation (CLO) tranches take
big hits and prominent private equity firms suffer losses
– the more so if funding costs start to rise as a result of a
liquidity squeeze. Ultimately though, this remains a dotcom
2.0 rather than a GFC 2.0, because the bulk of losses is
borne by equity holders on the buy side as opposed to overleveraged banks that need to be bailed out by the taxpayer,
thus limiting the extent and duration of the downturn.
With a change in risk appetite, investors pull capital from
emerging markets which are also struggling to cope with
already-slowing growth. In short, the market takes a rapid
U-turn and the selling pressure becomes a self-fulfilling
prophecy leading to a slowdown in the economy.

U.S. AND EUROPEAN LOANS – % OF ISSUANCE COVENANT-LITE
90
Covenant-Lite % of Total Loan Issuance

In our second scenario, financial markets are at the center of
a synchronized downturn. Initially, buoyant risk markets move
ever higher as central banks remain handcuffed. Irrational
exuberance causes most risks (U.S.-China trade deal,
ineffective Chinese stimulus, tariffs on European autos, Brexit,
slowing Eurozone growth, credit stress, shift in Fed guidance)
to remain underpriced. With global yields remaining subdued,
investors continue to search for yield and allocate capital
up the risk curve. In this scenario, investor complacency and
sidelined central banks lead to asset-price bubbles. Risk-on
behavior uncouples further from generally negative macro
data and signals a more sentiment-driven market.

Investor protection has
declined since the crisis.
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Default rates are low and
expectations remain modest.
U.S. AND EUROPEAN LEVERAGED LOAN DEFAULT RATES
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Credit conditions would likely tighten
significantly in the downside scenario
triggered by a financial market-led sell-off.

Multiples on LBOs have gradually
risen and are historically elevated.
U.S. AND EUROPEAN LEVERAGED BUYOUT TRANSACTION MULTIPLES

US BAA CREDIT YIELDS – ESTIMATES ACROSS SCENARIOS
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Institutional investors, not banks,
have the biggest exposure.
GLOBAL LEVERAGED LOANS* – ESTIMATED HOLDINGS
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10%
I Feel Your Pain: 10% Probability
Finally, the third scenario is also a negative one in which
global growth continues to decelerate thanks to a worsening
fundamental backdrop – notably in China.
In this scenario, China slows sharply and by more than
expected; its stimulus turns out to be ineffective in reviving
the slowing economy. Trade is part of the story, but only
a small part. Chinese exports to the U.S. are around $500
billion, so a 25% tariff on all exports would cost around $125
billion, or just over 1% of GDP. Ultimately, that cost will be
borne by U.S. consumers, but in the short run export volumes
could fall back, adding to slowdown concerns.
But in this scenario, the domestic slowdown is the bigger
issue and reflects extensive over-tightening during H1
2018 in the form of tightened financial regulation, credit,
fiscal policy, continued housing policy restrictions, and the
exchange-rate appreciation which have led to domestic
demand weakness. The economy is slowing more quickly
than the official data suggest and stimulus proves
inadequate to offset that slowdown.
Why? Because both the scale and economic impact of
easy stimulus are much smaller than in previous easing
cycles. Having overtightened in H1 2018 and kept a neutral
policy stance in H2 2018, the monetary policy easing which
essentially only started in 2019 is both weak in scale
(compared to recent prior easing cycles of 2012/2013
and 2015/2016) and behind schedule.
Moreover, this time the authorities are trying to achieve two
objectives with essentially one instrument, monetary policy.
They are keen not to exacerbate financial stability issues,
so are encouraging commercial banks to lend to privatesector organizations while keeping a lid on shadow banks
and lending to state-owned enterprises (SOEs).

2

In this scenario, the dual target weakens the transmission
mechanism from monetary policy easing to credit growth
rebound and private sector borrowing remains moribund –
because demand is low, not for lack of supply of funds.
Since the transition mechanism between benchmark interest
rates and financial market rates is also not as fluid as in
the rest of the world (there are segmented interest rates in
the financial system, and there is no truly market-oriented
interest rate transmission mechanism in place), the People’s
Bank of China (PBOC) struggles to provide enough stimulus.
Fiscal policy is less powerful in this scenario too: fiscal
multipliers have weakened thanks to the decline in number of
productive projects, overcapacity, reduced capital allocation
and caps on local government borrowing.
As for the rest of the world economy, emerging markets are
hit hard by the Chinese deterioration. With Chinese growth
declining below 6%, emerging Asia struggles, causing the
more fragile countries like Taiwan, Thailand, Malaysia,
Vietnam, and the Philippines that are dependent on Chinese
demand to take hits to their current accounts and move
into recession. Even larger economies, such as India, South
Korea, Indonesia, and Brazil would suffer in this scenario.2
Europe, being overly dependent on global demand, feels the
pain too. The U.S. finally begins to import global weakness
as businesses cut back on investment, halt hiring, and begin
to hunker down to survive the external weakness. Earnings
estimates resume their downward trajectory as 40% of S&P
500 revenues come from overseas. The USD strengthens with
a global flight to safety, exacerbating capital flight out of
emerging markets with large dollar-denominated debts.

 verall, estimates show that a decline of 2% in China’s domestic demand growth for two years would lower global GDP growth by more than 0.6% in the first year
O
(taking into account higher uncertainty, rising cost of capital and risk premia in financial markets), with countries such as Japan, commodity-producing economies,
and other economies in East Asia hurting the most (OECD March 2019 estimations).
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Chinese monetary policy easing is
weaker compared to the previous
easing cycle of 2015-2016.

EM Exports which are closely
linked to China demand have
deteriorated, passing through
to broad EM equity returns.

CHINA MONETARY CONDITIONS INDEX

EM EXPORT GROWTH, CHINA IMPORT GROWTH, AND MSCI EM
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South Africa, Thailand,
and Malaysia have their
stock markets most
linked to their exports.

EM EQUITIES CORRELATION WITH EXPORT GROWTH
1.0
0.8
0.6
0.4
0.2

Philippines

Brazil

Indonesia

Turkey

Mexico

Russia

China

South Korea

India

Malaysia

Thailand

South Africa

0.0

Data as of March 12, 2019. Source: TS Lombard.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.

-30

24 I Quarterly Outlook Q2.2019

Section 1b:

Forecasts

Growth
Our growth forecasts across the major economies point to a slowdown this year, though
probably not a recession. In the U.S., the central bands of our forecast distribution suggest
growth around 2% in 2019, with the balance of probabilities fairly even. Thereafter we see some
scope for a small pickup in 2020/21, though the severity of our downside scenarios means
the probability of moving into recession picks up then, with a greater than 10% chance of the
annual growth rate dipping below zero (which would be a pretty severe recession). In the euro
area (not shown), we think growth also slows this year, to around 1% in the central bands, but
the risk of quarterly growth dipping negative is higher, simply because the underlying growth
rate is lower. We also see growth slowing in China over the course of the forecast period, though
the shape of the fan chart also points to a significant boost from policy loosening towards the
end of the year. The balance of risks is lightly skewed to the downside, partly because one of
our main concerns is a China-centric global slowdown.

The two solid lines show the modal (central) and mean (probability-weighted average) forecasts. The darker bands towards the center of the fan chart
show the more likely outcomes, while the lighter bands show progressively less likely outcomes covering 90% of the forecast distribution. The width of
the fan chart shows the level of uncertainty, while the fact the bands below the central forecast are wider than those above shows the balance of risks
lies to the downside.
U.S. GDP GROWTH FORECASTS
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Interest Rates
Our rate forecasts incorporate a substantial change in mood since the last quarter. The Fed
has signaled it is on pause and it will take a significant shock, along the lines of one of our
scenarios to change its current stance. Accordingly, our fan chart for federal funds is pretty flat
throughout the forecast period, though the central bands do allow for one rate hike towards
the end of this year. The balance of probabilities lies slightly to the downside – in line with what
we believe markets are pricing in. This is because both our downside scenarios involve quite
significant cuts in rates, larger than the rises we see in the upside, inflationary scenario. We
think this captures not just the impact of fundamental risks, but also the asymmetric nature of
the Fed’s reaction function. Other economies look similar – the ECB looks unlikely to raise rates
any time in the next couple of years, though the very fact it is already near or at the lower bound
imparts an upwards skew to the distribution of its rate outcomes.
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Bond Yields
Our bond yield forecasts are similarly subdued. With not a huge amount of action on rates and
a stable term premium, the central bands of the U.S. 10-year forecast point to a very gradual
upward drift in yields. The level of uncertainty is lower than usual – as indicated by the relative
narrowness of the fan chart relative to yield history. The balance of risks is shifted slightly to
the downside – as with rates – though the probability of yields moving significantly below
2.50% is relatively low in our view. Even though one of our scenarios – tail wags dog – has
quite a sharp fall in yields built in, it only carries a 10% probability, which isn’t large enough to
impart a large skew to the distribution. More interesting perhaps is the U.S.-Germany bond
spread projection, which points to a gradual widening over the course of the forecast period –
reflecting fundamentally the relative performance of the U.S. and Eurozone economies.
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Equity Prices
Our equity price forecasts suggest modest but positive price returns in the central bands.
Forecast uncertainty is at normal levels but the balance of risks is skewed slightly to the
downside. That reflects a particularly nasty outcome in our financial meltdown scenario which,
even though a low likelihood, sees severe losses on equities. The skew gets larger the longer
the horizon, because by 2021 even in the “upside” scenario, the combination of higher rates
thanks to emerging inflation and low growth mean low equity returns. Overall, this points to
a cautiously positive outlook for equities, though not a “gung-ho” approach. Equities globally
follow a similar pattern, though the risk-reward trade-off looks less appealing in higher beta
markets like certain emerging Asia countries. The same is true for cyclicals and financials,
both of which are particularly vulnerable in more than one of our scenarios.

S&P FOUR-QTR PRICE RETURN ACROSS SCENARIOS
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Section 2. Capital Markets
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Section 2a:

What Is Priced In?
Summary
In this section, we compare market expectations with our
forecasts. The rapid and downward shift in the market’s
expectations for rate hikes by the Fed in 2019 has stabilized
after moving from two to zero in Q4 2018. Currently, we find
that the market is pricing in a higher probability of a U.S. rate
cut in 2019, as well as an early end to tapering in 2019. The
ECB is expected to hold policy steady until mid-2020 and the
market is pricing in further monetary easing in China.
It appears equity markets are pricing in a U.S.-China trade
deal as shown by the chart on page 39. In credit, markets are
expecting default rates to remain low and spreads to remain
tight, indicating little concern over the end of the cycle and
stress in the corporate sector. We believe the current modest
level of inflation and interest-rate expectations, following the

rapid adjustment since Q4 2018, is broadly consistent with our
central scenario of a slowing global economy in 2019 and there
still being “room to grow” without generating inflation.
That said, there is an emerging difference between what the
market expects and what our probability-weighted forecasts
say. This is most obvious from our U.S. interest-rate fan chart
(pg. 25). Our central scenario allows for at most one rate hike
in 2019 by the Fed and rates move up more significantly in
the upside scenario, but the risk is skewed slightly to the
downside, which is more in line with current market pricing
as a result of potential cuts in our two downside scenarios.
Similarly, our probability-weighted forecasts imply a less
benign balance of risks for both equity and bond returns
than current market pricing seems to suggest.
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Interest Rates
In light of slowing global growth and subdued inflationary
pressures, interest-rate expectations have shifted lower
globally as the majority of central banks have halted plans
for further tightening over the near term. The move is broadly
consistent with a market that has moved from putting more
weight on the upside scenario back in October/November
towards one that’s closer to our central scenario while also
acknowledging a higher potential for the downside scenario
led by China. The shift has been driven by expectations of a
Fed pause. Outside the U.S., where growth has been notably
weaker, further easing is being priced in by the Bank of
Japan (BOJ) and the markets expect the ECB to hold off on
normalizing policy well into the future.

A Fed pause appears fully priced in – a big
change since Q4.
CURRENT IMPLIED POLICY CURVES FOR THE U.S.

Markets expect Draghi to leave the ECB
without having raised rates.
CURRENT IMPLIED POLICY CURVES FOR EUROPE
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The market expects central bank
policy to remain dovish.

MARKET IMPLIED CENTRAL BANK INTEREST RATE 1-YEAR FORWARDS (%)
U.S.

UK
1.10

0.70

Jul 18

Aug 18

Sep 18

Oct 18

Nov 18

Dec 18

Jan 19

Feb 19

Mar 19

Jul 18

Sep 18

Oct 18

Nov 18

Dec 18

Jan 19

Feb 19

Mar 19

Jun 18
Jun 18

Aug 18

Apr 18

May 18

Apr 18

May 18

0.65

0.00

Mar 19

Feb 19

Jan 19

Dec 18

Nov 18

Oct 18

Sep 18

Jul 18

Aug 18

Jun 18

Apr 18

May 18

Mar 18

Feb 18

-0.30

-0.02
-0.04
-0.06
-0.08
-0.10
-0.12

Jan 18

JPY 1-mth. OIS 1-yr. forward (%)

-0.25

Jan 18

EUR EONIA 1-mth. 1-yr. forward swap (%)

0.75

JAPAN

-0.20

-0.35

0.80

Mar 18

EUROZONE

0.85

0.60

Mar 19

Feb 19

Jan 19

Dec 18

Nov 18

Oct 18

Sep 18

Jul 18

Aug 18

Jun 18

Apr 18

May 18

Mar 18

1.7

Feb 18

1.9

0.90

Mar 18

2.1

0.95

Feb 18

2.3

1.00

Feb 18

2.5

1.05

Jan 18

GBP SONIA 1-mth. 1-yr. forward swap (%)

2.7

Jan 18

U.S. 1-mth. OIS 1-yr. forward (%)

2.9

OIS: overnight indexed swap. SONIA: Sterling overnight index average rate. EONIA: Euro overnight index average rate. Data as of March 22, 2019. Source: Bloomberg.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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Government Bonds
Falling interest-rate expectations are also apparent in
sovereign fixed income markets. In general, forward curves
in the U.S. have shifted downwards and steepened since
October 2018, though the current U.S. two-to-five year spread
turned negative in December and remains so while the
3-month to 10-year curve went negative in March. Real yields
in the U.S. also have remained modest and weakened year
to date after surpassing 1.0% for the first time since 2011 in
December, while in the Eurozone real yields continue to sit in
negative territory and have shifted even lower in 2019. Like
the market, we expect real yields to remain suppressed as a
result of the global savings glut. These moves reflect growing
concern about the prospects for global growth, as well as the
change in central bank communication. The question is, have
these moves gone too far?

U.S. TREASURY CURVE: 1-YEAR FORWARDS (%) VS. CURRENT

U.S. Treasury Curve: 1-Year Forwards (%)

3.4
3.2
3.0
2.8
2.6

As with rates, the movements we’ve seen since Q4 are
consistent with the market shifting its concerns from an
outlook that was closer to our upside scenario, towards one
that is more consistent with our central view, with some
probability of our downside priced in too. That said, our
forecasts for rates and bond yields (pg. 26) suggest a higher
probability of curves shifting up and steepening a touch from
here, particularly in the U.S. Similarly, our forecasts suggest
more scope for U.S. Treasury-German Bund spreads to widen
than markets are currently expecting.

From current levels, the
market is expecting the
short end to move slightly
lower and the longer end
to stay mostly unchanged
with a slight upward bias,
leading to a steepening of
the yield curve.
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Takeaway: The 2s-5s and
3-mth.-10-year curve have
inverted in 2019.
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Market estimate of German government bond yields in one-year forward at each
date. Source: Bloomberg.
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The market sees rates
moving only slightly
higher in Germany.
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Real yields are unchanged
in Germany but are near
historical lows and have
fallen year to date in the
U.S.
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Inflation
One reason we believe rates are bounded is that inflation
targets remain credible and expectations are anchored.
After a sharp move lower in Q4 2018, U.S. long-term inflation
expectations have stabilized and moved higher year to date
but still remain below prior peaks. U.S. 2-year break-evens
also descended rapidly in the final two months of 2018 as the
market moved to pricing a higher probability of our downside
scenarios, but have followed a V-shaped recovery in 2019
and are just below the highest over the last several years,
indicating a market that has shifted closer towards our central
scenario. While the market has moved closer to our inflation
forecast, our estimates still remain more optimistic. In the
Eurozone, long-term inflation expectations continued to fall
in 2019 and remain below target, reflecting the region’s weak

U.S. AND EUROZONE LONGER-TERM INFLATION EXPECTATIONS
(%) – MARKET ESTIMATES
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medium-to-longer-term growth prospects. German 2-year
break-evens descended into deflation territory in late
2018 through February but have subsequently moved sharply
higher as the ECB turned more dovish, supporting the nearterm growth outlook.

Future inflation is
expected to remain low.
Estimates have declined
further year to date in
the Eurozone and gained
in the U.S.
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Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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As policy turned move dovish, near-term
inflation estimates have improved while longerterm forecasts have generally lagged and
remain low, particularly in the Eurozone.
SHORT- AND LONGER-TERM INFLATION EXPECTATIONS (%)
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Corporate Profits

Equities

Markets are expecting lower earnings growth in developed
countries, a trend which gathered steam in the fourth quarter
of 2018 and the first quarter of 2019 as S&P 500 estimates
have been nearly cut in half year to date to 4.2%. We think
this is consistent with our central view in which GDP growth
slows in a number of countries, but we do not see an outright
recession. Globally, we expect limited upside to earnings
expectations unless the market sees positive signals from
China stimulus.

Implied S&P 500 volatility, as measured by the VIX, surged
headed into 2019 and climbed to near multi-year peaks as
recessionary fears escalated and the Fed showed no sign
of changing its tightening plan. S&P 500 skew, a measure
of the implied tail risk for the distribution of returns with a
higher value indicating higher tail risk, reached an all-time
high before the market corrected in Q4 2018, reinforcing
the extent of the market’s concerns. Led by a dovish shift
by the Fed, the subsequent move down in rate expectations
has substantially reduced the market’s perception of
volatility and the downside skew. Skew has remained
within a range year to date but is currently at the lower end
of the last several years and VIX volatility has continued
to march lower. The year to date movement in the implied
tail risk (SKEW) and volatility (VIX) suggest a market
that has become too complacent when compared to our
forecasts. We see modest positive returns from here, yet
the distribution of outcomes is wide and is skewed to the
downside, in contrast to the market.

The downward revision in U.S. earnings
growth estimates has accelerated but
could stabilize in the second half as growth
stabilizes per our central scenario.
CONSENSUS U.S. AND EUROPE 2019 EARNINGS GROWTH
ESTIMATES
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While longer-term valuation measures, such as Shiller’s
cyclically-adjusted price-to-earnings ratio, show
historically elevated valuations and thus imply lower
future returns, lower real discount rates means equilibrium
equity valuations are higher than in the past. The central
scenario is one in which valuations remain elevated largely
because real discount rates remain low – we are still in the
post-financial crisis and savings glut world. By contrast,
valuations fall sharply in both our upside and financial
market crash scenarios – and there’s not much evidence
of markets pricing those kinds of risk in.
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Implied volatility is back below its historical
average after a sharp spike higher in Q4 2018.
S&P 500 VIX LONG TERM VIEW

S&P 500 VIX SHORT TERM VIEW
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The market’s perception of implied tail risk in future returns
reached historical highs in Q4 but has retraced significantly
and remained largely unchanged year to date.
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Longer-term valuations remain elevated
and a concern but pressure from valuations
in the near term have moderated.

Current valuation levels imply lower
returns compared to prior gains
realized post-crisis.

U.S. EQUITY VALUATIONS – SHORT AND LONG TERM PRICE TO
EARNINGS PEs
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Section 2b:

Market Sentiment
The rapid market selloff in the fourth quarter of 2018 came
despite a year in which the U.S. economy enjoyed higher than
expected growth and corporate America produced higherthan-expected earnings. These real economy positive outputs
were no match for an equity market facing slowing on both
these fronts in 2019, as a vocally-hawkish Fed seemed ready
to hike the federal funds rate at a steady quarterly pace with
the hopes of normalizing policy. The market anticipated an
abrupt end to the nearly 10-year recovery as the interest ratesensitive sectors of the economy showed signs of distress and
earnings estimates began to be slashed. Multiples contracted
quickly as the S&P 500 Composite Index plummeted to its
Christmas Eve low, down nearly 20% in the space of the last
three months of the year. By the end of 2018, the market was
trading at multiples not seen since 2013, as it anticipated a
Fed-induced recession within the next 12 months.

The Fed heard the market’s pain. In early January 2019, the Fed
signaled that it would be “patient” with future rate hikes as it
wanted to the see the impact of the previous hikes on the U.S.
economy, noting that it takes about 12 months for the effects
to be fully felt. With inflation expectations low and with signs
of a U.S. slowdown in the interest-rate sectors of the U.S.
economy, the Fed signaled that it had enough concerns of a
U.S. deceleration and a global slowdown to wait and see.
The market heard what it needed to hear – a Fed on pause –
and decisively reversed course, even as U.S. data (aside from
the labor market) and earnings continued to soften. The signal
from the Fed was that even should the economy produce
stronger data, the Fed would be on pause during 2019.
From December 24, 2018, the forward 12-month multiple
on the S&P 500 went from 13.5x earnings to 16.3x in just six
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weeks (source: Factset), and the Fed futures market went to
expecting a potential rate cut in 2019, at the end of March.
It is very clear that the Fed tightening in the face of slowing
growth was the source of market weakness at the end of
2018 and a Fed at bay is also the source of support in 2019.
Investors extrapolated that as long as the Fed is on hold, risk
assets should do well as evidenced by Q1’s performance – the
strongest quarterly return since 2010 for stocks.
So, where does this leave investors at the end of the first
quarter? The equity market has had its best year-to-date
performance through March in 21 years and is trading close
to the September 2018 highs. Bonds have rallied as well,
inflation is tame, and U.S. high-yield credit spreads have
tightened approximately 160 bps in the first three months
of the year. The commodity complex has firmed and is on an
upward trajectory, implying expectations of strengthening
demand and growth. Despite this, earnings estimates have
been halved since December 31, global yields are moribund,

RELATIVE PERFORMANCE OF S&P 500 COMPANIES WITH MOST
CHINESE REVENUE EXPOSURE VS. THE S&P 500
160

and the first-quarter GDP is likely to disappoint. China and
Europe continue to decelerate and the USD, despite a dovish
Fed, has firmed as a safe haven. Negatively-yielding debt*
has grown to $10 trillion, a level not seen since 2016. How
should investors put all these disparate pieces together?
In this environment of higher volatility, slowing growth
and end-of-cycle concerns, market performance is more
susceptible to policy mistakes. Going forward, a cautious
pace of monetary policy tightening, more effective China
stimulus, and a U.S.-China trade agreement are at the top of
our mind for supporting further returns both in the U.S. and
globally. Additionally, returns will be dependent on stabilizing
2019 earnings growth estimates, which are presently at
4.1%1 but down from 10.1% in October for the S&P 500, WTI
oil holding above $50, stabilization of the European economy,
and a soft landing of the U.S. economy, which continues to
outperform the rest of the world but at a slower pace.

The market appears to
have already priced in a
trade deal with China.
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Risk-on Sentiment
The rapid downdraft in December set the stage for early
2019’s voracious rally which has confounded most historical
comparisons. While V-shaped rallies off of cyclical lows are
historically rare, the current one certainly qualifies for that
and is consistent with other V-shaped rallies, which tend
to occur when there is no looming recession. In the past,
when the market has moved above the 200-day moving
average, it has gone on to appreciate over 6 and 12 months.
Nevertheless, we believe that the recent stall at the 28002850 level for the S&P is a logical pause for reassessment. If
there is some consolidation we would expect to see the 200day moving average at 2750 hold as we are in a fundamentally
bullish pattern. As we unpack some of the bullish indicators,
the first item of note is that the breadth of the recovery has
been remarkably strong, and not focused on one particular
sector. The S&P performance in mid-2018 was led by largecap tech, which quickly grew to 25% of the of the market
cap-weighted index. In contrast, the 2019 price action has
really been broad-based, as the equal-weighted index has
actually outperformed the market cap weighted index (14.3%
vs. 13.1% in the first quarter)1. This gives a healthy tone to the

S&P 500 Performance by Credit Rating YTD 2019

Earnings and Multiples
Markets are expecting lower earnings growth in developed
countries, a trend that continued in the first quarter. Once
again, we think this is consistent with our central view in which
GDP growth slows in a number of countries, but we do not
see an outright recession. Earnings have moved downward
and the 2019 earnings growth rate is now running at 4.1%2,
down markedly even from the beginning of January when
earnings estimates were at 8%. Even in the face of a 50% drop
in earnings estimates, much of which is back-end loaded for
the year, markets have marched upward as the multiple has
expanded to the 5-year average of 16.4x earnings3. In large part
this multiple expansion is due to the wait-and-see attitude
of the Fed as investors no longer fear a policy mistake which

16.7
15.4

16%
14%
12%

Whereas the BBB-rated equities led the market down in the
fourth quarter, the risk-on sentiment of the current market is
evidenced by the BBB equities performing in line with higher
rated corporates.

BBBs recovered losses
incurred during Q4 2018.
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future performance of any Dreyfus product.
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could drive the U.S. economy and possibly the global economy
into recession. Nevertheless, with earnings estimates moving
south, we think present valuations are healthy, and it will
take a policy response – a movement to soften quantitative
tightening (QT), a trade deal with China, a successful China
stimulus, backing off from tariffs on European autos, to
stabilize earnings and increase the multiple.
In particular, the global weakness puts a strain on U.S.
corporate earnings as roughly 40% of S&P 500 revenue comes
from overseas1. With the USD 8% higher the first quarter
than one year ago2, those companies dependent on overseas
revenue are doubly pressured from both the fundamental side
and the foreign-exchange side.

Betting on Further QE Rather Than
Fearing QT
As global growth has clearly decelerated in the last several
months and inflation has softened, central banks are
handcuffed in their tightening plans. Worldwide markets acted
as the canary in the coalmine in the fourth quarter, anticipating
the global deceleration. As if on cue, central banks have
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While easier monetary policy is helpful for risk assets, these
monetary indicators reflect fundamental vulnerabilities.
We do see risks skewed to the downside as markets are
currently pricing a higher probability of a rate cut in 2019, a
trade deal with China, no tariffs slapped on European autos,
a managed China slowdown, and a relatively benign Brexit
divorce. V-shaped recoveries after severe market sell-offs are
historically rare, and while we believe the lows are in for this
cycle, we would expect some further testing of the uptrend. In
this inflection point in the U.S. and global growth cycle, policy
is critical to stabilizing markets and can easily derail them.

S&P 500 companies with
revenues tied to overseas
are projected to suffer the
most in Q1 2019.

S&P 500 EARNINGS AND REVENUE GROWTH
ESTIMATES: Q1 2019
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recently signaled a reversal/slowdown in their tightening plans
and possible expansion of monetary policy. The Fed is likely to
end the balance-sheet runoff sooner than expected and leave
the total amount of assets higher than originally anticipated,
somewhere near the $3.6-3.7 trillion level, while it looks to be
in no hurry to raise rates. The ECB has recently signaled that it
would not raise rates at all in 2019 and investors are expecting
more liquidity injected into the banking system through
long-term refinancing operations (LTROs). China has recently
reversed its tightening to pump liquidity into the economy in an
effort to turn around the consumer and manufacturing sector.
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 ource: S&P Dow Jones Indices, as of December 31, 2017 (the most recent
S
calendar year data available).
Source: Bloomberg, as of March 31, 2019.

Data as of March 26, 2019. Source: FactSet.

Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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Section 3.
Investment Conclusions
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Investment Rationale and Risks
March 2019
EQUITIES

U.S. Equities

 ower rate expectations and the breadth of the rally so far in 2019 provide a supportive backdrop
L
for U.S. equities, although the magnitude of returns YTD is above what our central scenario would
suggest. At this level, there is increased risk of retracement and consolidation as we move through
the year, even with the Fed on hold. We still expect positive returns for calendar year 2019, and
expect the upward trend to continue, but not at the current rate of appreciation.

U.S. Small Caps

We expect to see a boost to small caps from increased mergers and acquisitions throughout the
year. Although small caps led the rally for the first two months of the year, they have lagged in
March. Nonetheless, we believe that domestically-focused companies, which tend to be small
caps, remain the safer asset class as the global slowdown is challenging overseas earnings.

U.S. Large Caps

In a world of slowing global growth, with elevated policy risks, we believe equities with highquality fundamentals should withstand market consolidation best. More specifically, we expect
consumer-driven or cyclical sectors such as Consumer Discretionary, IT, Health Care, Financials
and Industrials to hold up well as long as the U.S. economy remains on a healthy path.

European Equities

Much of the bad news (Europe growth, trade war, etc.) in Europe is likely already priced in. Economic
surprise indices and leading indicators are ticking upwards (i.e., signs of second derivative
improvement). Once the ECB expands long-term refinancing operations, we see support for
European banks, but keep in mind those banks that are highly exposed to supply chains, China,
and Southeast Asia. Those sectors that were beaten up the most (such as the banks and autos) can
be monitored closely for improvement as, for instance, European banks have been turning for the
better since the ECB meeting.

EM Core Equities

We think a trade deal between the U.S. and China is being priced in by markets. As outlined in our
central scenario, we think China will be able to stabilize its slowing demand during the second half
of 2019, helping EM Asia in particular. The risk to the outlook is outlined in our alternative scenario
(“I Feel Your Pain”); i.e, the market may be setting itself up for a disappointment as it is currently
pricing in China’s stimulus to be ultimately effective in halting the slowdown. As always, keep in
mind that EM is not a monolithic asset class and the watchword remains discrimination, since the
landscape is likely to be much more varied and the returns to good selection greater. Fundamental
resilience is a must-have for strategic allocations in our view, and provides a potential buffer
against future global liquidity squeezes. On a regional basis, we think that emerging Asia, which is
most leveraged to China stimulus, may offer long-term attractive opportunities (Vietnam, Malaysia,
and Thailand may benefit from reconfiguration in supply chains). Also LatAm, thanks to its high
exposure to the commodity cycle, should see improved growth in 2019; but at the same time the
region’s overall outlook is driven by its two largest economies, Brazil and Mexico, which have seen
declining electoral uncertainty but still-elevated economic policy uncertainty.
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BONDS

Sovereign Debt

Given the dovish narrative from the Fed and the ECB, we feel less concerned about duration risk
and interest-rate volatility. We believe owning duration now serves a very important purpose in
broadly diversified portfolios. The negative or low bond/equity correlation should remain intact.

Global Credit (IG)

Select parts of the investment grade credit universe still provide a decent yield in our view,
particularly in the somewhat feared BBB space. Generally, we do not subscribe to the crossover
and interest coverage fears of BBB credits (the risk of falling below investment grade as rates rise)
and still see attractive opportunities from strong issuers, particularly as the rally in the investment
grade space has been led by higher-quality credits.

High Yield (HY) and
Leveraged Loans

Spreads on HY corporates and bank loans have recovered YTD and overall, we think the more
accommodative monetary policy stance of the Fed and the ECB will help keep credit spreads
in check. Keep in mind that bottom-up fundamental analysis may reveal credits on review for
upgrade into the IG space and for the first time since the global financial crisis, the amount of BB
debt on review for upgrade to IG is larger than the amount of BBB debt on review for downgrade
to HY. The risk to the outlook for HY is outlined in our alternative scenario (“Tail Wags Dog”) where
a shock to sentiment leads to a sharp tightening in financial conditions, leading to a sell-off in
lower quality and most leveraged components of credit. As for the loan market, technicals remain
challenging with increased retail outflows for the last 17 weeks, and increase in issuance over the
last year (i.e., too much supply and not enough demand).

EM Hard Currency
Debt (Corporates +
Sovereign)

Overall we favor EM USD debt. External sovereign debt valuations currently look attractive,
corporates seem less so (but they are supported by strong technicals and lower net issuance). The
risk to the outlook for EM USD debt, as outlined in our alternative scenarios (adding up to 40% in
probability), would be any significant rise in U.S. rates, sudden stops and significant carry trade
reversals, as well as a major global growth slowdown. The general philosophy for any EM asset
class applies here as well: discrimination between countries/issuers and continuous monitoring of
the fundamental outlook for issuers.

EM Local Currency
Debt

Real local rates are attractive in EMs compared to DMs in our view, as inflation expectations are
actually lower for most EMs. Major developed markets central banks’ accommodative monetary
policies will likely be supportive for emerging market capital flows and may help local economies
with high real yields (Brazil, Indonesia, Mexico, and China). Also, some EM FX volatility has
subsided recently thanks to greater interest-rate stability. Still, keep in mind that FX exposure is
a material risk (on top of the typical volatility of the underlying bond, there is exposure to currency
volatility) particularly in a risk-off environment, if the Fed hikes and local sovereigns become
vulnerable to changes in DM rates/curves, capital outflows.

FX

U.S. Dollar and
Global FX

Our central scenario suggests that the USD index stays broadly flat against major currencies. EM
FX volatility has declined YTD. Carry trade returns are lower when using the USD as the funding
currency, yet switching to the euro as a funding currency may prove profitable given rates could
potentially stay low for longer there.

ALTERNATIVES

Alternatives

We believe alternative strategies are good sources of alpha in a world of low returns and looming
downside risks. We see value in locked-up capital and assets which are not correlated to bonds
and equities.
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U.S. equity valuations may not be
a hindrance to appreciation but
are also no longer supportive.

European equities appear cheap
relative to long-term average.

S&P 500 12-MONTH FORWARD PE

EUROPE STOXX 600 12-MONTH FORWARD PE
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EM local rates
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Past performance is not indicative of future results. Charts are provided for illustrative purposes and are not indicative of the past or
future performance of any Dreyfus product.
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All investments involve risk, including the possible loss of principal. No investment strategy or risk management technique can
guarantee returns or eliminate risk in any market environment.
Important Disclosures:
RISKS
All investments involve risk, including loss of principal. Equities are subject to market, market sector, market liquidity, issuer, and
investment style risks, to varying degrees. Bonds are subject to interest-rate, credit, liquidity, call and market risks, to varying
degrees. Generally, all other factors being equal, bond prices are inversely related to interest-rate changes and rate increases can
cause price declines. Commodities contain heightened risk, including market, political, regulatory, and natural conditions, and
may not be suitable for all investors. High yield bonds involve increased credit and liquidity risk than higher-rated bonds and are
considered speculative in terms of the issuer’s ability to pay interest and repay principal on a timely basis. Investing in foreign
denominated and/or domiciled securities involves special risks, including changes in currency exchange rates, political, economic,
and social instability, limited company information, differing auditing and legal standards, and less market liquidity. These risks
generally are greater with emerging market countries. Small and midsized company stocks tend to be more volatile and less liquid
than larger company stocks as these companies are less established and have more volatile earnings histories. Currencies are
can decline in value relative to a local currency, or, in the case of hedged positions, the local currency will decline relative to the
currency being hedged. These risks may increase volatility.
INDEX DEFINITIONS
U.S. Consumer Prices (CPI) Index measure of prices paid by consumers for a market basket of consumer goods and services. The
yearly (or monthly) growth rate represents the inflation rate. The 10Y U.S. Treasuries Average Yield of a range of Treasury securities
all adjusted to the equivalent of a ten-year maturity. The Bloomberg Barclays 3-6 Month U.S. Treasury Bill Index is designed to
measure the performance of U.S. Treasury bills maturing in 3 to 6 months. The Bloomberg Barclays Global Aggregate Index is
designed to provide a broad-based measure of the global investment-grade fixed income markets. The CBOE VIX Index (VIX) is
an indicator of the implied volatility of S&P 500 Index as calculated by the Chicago Board Options Exchange (CBOE). The Majors
Dollar Index (USD Index) measures the value of the U.S. dollar relative to a basket of currencies of the U.S.’s most significant
trading partners including the euro, Japanese yen, Canadian dollar, British pound, Swedish krona, and Swiss franc. The MSCI EM
Index tracks the total return performance of emerging market equities. Purchasing Managers Index (PMI) is an economic indicator
derived from monthly surveys of private sector companies. A level above 50 indicates expansion compared to the prior month
and below 50 contraction. The S&P 500 Composite Index (S&P 500) is designed to track the performance of the largest 500 U.S.
companies. The “Shiller CAPE” measures the Cyclically Adjusted Price-Earnings ratio based on the S&P 500 inflation-adjusted
price divided by average earnings from the previous 10 years. Europe STOXX 600 Index represents the performance of 600 large,
mid and small capitalization companies across 18 countries in the European Union.
STATISTICAL TERMS
Beta, or beta coefficient, of an investment indicates whether an investment is more or less volatile than the general market. Beta
less than 1 indicates the investment is less volatile than the market, while a beta greater than 1 indicates the investment is more
volatile than the market. Alpha is a measure of risk-adjusted performance that compares an investment’s return to that of its
benchmark. Skewness in statistics represents an imbalance and an asymmetry from the mean of a data distribution. In a normal
data distribution with a symmetrical bell curve, the mean and median are the same. Probability-weighted mean is similar to an
ordinary arithmetic mean, except that instead of each of the data points contributing equally to the final average, data points are
weighted by the statistical probability for a particular scenario outcome. Drawdowns measure an investment’s peak-to-trough
performance decline. Duration is a measure of a bond’s interest-rate sensitivity, expressed in years. The higher the number, the
greater the potential for volatility as interest rates change. An output gap is an indicator of the difference between the actual
output of an economy and the maximum potential output of the economy expressed as a percentage of gross domestic product
(GDP). A country’s output gap may be either positive or negative.
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