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#2. How to spice it up in a dull market Global

Fixed income investors must be wondering, once again, how they can generate
decent single-digit returns when there is next to no yield available. But developed
bond markets need not be as dull as they first appear. Things can be spiced up: the
key is to know when to focus on duration, credit and FX.

As is so often the case in financial markets, patience is crucial in taking advantage of
the opportunities. But it means setting up in advance with strong convictions,
preserving some dry powder, and being prepared to think outside of the normal silos.

Mr Market, with his perfect hindsight, knew exactly what to do at the start of this year.
He could see the clear opportunities for global fixed income investors, mainly
presented around the events of March. A rally in developed market rates was led by Steven Major, CFA

. . . Global Head of Fixed Income Research
US Treasuries, which had a lot of catching up to do. Eventually a weaker dollar came HSBC Bank plc
through, contributing to significant FX gains for unhedged dollar-based investors in
Europe and China. Re-entering credit markets after the significant spread widening in
March 2020 was a gift to those that had patiently waited for such an opportunity.

Mr Market would have done very well indeed.

This list is by no means exclusive but it serves to illustrate the importance of agility
and dry powder when the time comes to invest.

All the aggregate indices, in dollar terms, have managed to eke out a positive return
so far this year (see Table 1). Europe, China and the US have returned between six
and ten percent for USD-based investors, which will go down as another good year if
this is maintained through the remaining weeks of 2020. Even those sectors that
faced the greatest challenges — such as local and hard currency EM debt — have
managed to generate a positive return.

So a USD-based investor tracking the indices would have made good money in
2020. But those skilful enough to make the right calls — on duration, FX and credit —
could in theory have made much more.

Table 1 shows five years of annual total return data split into its main constituents:
1) duration, that part of total return due to the movement in government rates;

2) FX, the movement in the local currency versus the dollar; and 3) excess returns,
the remainder generated from spread products, above and beyond interest rates.
Five years of data represent a full rate cycle in the US.

As the table makes clear, most total return in USD-based fixed income index
portfolios has been coming from duration (rates) and currency (FX), with the call on
credit (spreads) potentially adding some more.
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During these last five years the bond market has seen no shortage of calls for the multi-decade
bond rally to start reversing. The table shows how wrong these calls have been. At the end of
2019, with the Fed in easing mode and much of the European and Japanese bond markets
offering negative yields, the consensus call was for higher yields. The logic presumably went like
this: bond yields are already low, there is little space for them to fall, so they will surely to go up.

Granted, some parts of Asia are enjoying a decent economic recovery but this has to be put in
the context of what went before. In the US and Europe, the structural headwinds have only got
stronger, particularly from the mounting debt pile, and central banks have anyway pre-
committed not to hike. Not that they would need to, given such low inflation levels. The vaccine
news is unambiguously positive for humanity but does not in itself need to mean a reappraisal
of the lower-for-longer rates backdrop.

The point is that the ‘cyclical mindset’ that seeks to map every move in the bond market to the
economic data and newsflow has been frustrated over the last two decades by the bond
market’s refusal to comply. Structural drivers are more important and central bank forward
guidance looks through the near-term fluctuations. Bond investors long ago learnt that it is not
quite so simple as ‘what goes up, must come down’ and vice versa.

In reality the more hyper-active types of investors, hedge funds for example, have not all done
so well. Total return is not the same as yield to maturity and we should be careful to distinguish
between a trade and an investment, with the latter having a time horizon measured in months
and years.

To conclude, if bonds once again resist the consensus forecast of higher yields, the core
markets of Europe and the US are likely to move within a narrow range, following the precedent
of Japan.

So having the conviction to switch from one sector or region to another will be the key to replicating
the positive total returns of recent years. And focussing on duration, credit and FX.
So let’s throw down the gauntlet and spice it up a bit by making sure we can answer the following:

¢ How dependent are credit recommendations on the rate call?
¢ Are we sure that a rate call could not be better expressed in FX (and vice versa)?

¢ If we have high conviction that a currency will be stable, are there good carry trades in
either rates or credit?
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Table 1. USD-based return attribution through the last five years

Return Attribution 2016 2017 2018 2019 2020ytd
us Duration 1.21% 2.31% 0.61% 7.24% 7.63%
FX - - - - -
Excess 1.62% 1.23% -0.84% 1.83% -1.02%
USD Total Return 2.83% 3.54% 0.23% 9.07% 6.61%
China Duration 1.92% -1.56% 8.59% 4.27% 1.34%
FX -6.62% 6.73% -5.32% -1.55% 6.11%
Excess -0.38% 1.07% 0.54% 0.60% 0.70%
USD Total Return -5.19% 6.20% 3.33% 3.24% 8.26%
Eurozone Duration 3.23% 0.17% 0.96% 6.78% 4.66%
FX -3.80% 14.15% -4.67% -2.14% 5.83%
Excess 0.09% 0.51% 0.57% 0.79% -0.98%
USD Total Return -0.60% 14.93% -4.30% 3.73% 9.73%
Germany Duration 3.97% -1.36% 2.35% 3.02% 2.85%
FX -3.80% 14.15% -4.67% -2.14% 5.83%
Excess -0.55% -0.20% -0.84% 1.51% 0.57%
USD Total Return -0.51% 12.36% -3.24% 2.29% 8.24%
Japan Duration 3.21% 0.17% 0.95% 1.72% 0.87%
FX 3.03% 3.83% 2.20% 1.28% 4.12%
Excess -0.17% 0.00% -0.03% -0.08% 0.03%
USD Total Return 6.16% 4.01% 3.15% 2.95% 3.25%
UK Duration 11.09% 1.95% 0.65% 6.51% 6.56%
FX -16.71% 9.51% 6.02% 3.26% 0.66%
Excess 2.41% 0.24% -0.09% 0.35% -0.10%
USD Total Return -5.47% 11.91% -5.50% 10.34% 7.15%
Australia Duration 2.11% 3.66% 4.92% 8.87% 4.35%
FX -1.08% 8.34% 9.76% 0.75% 4.66%
Excess 1.02% -1.14% 0.91% -0.64% 0.10%
USD Total Return 2.01% 11.06% -4.49% 7.41% 9.31%
EM external Duration 7.96% 11.27% -4.80% 12.07% 3.81%
debt FX - - - - -
Excess 1.04% -1.66% 1.71% 0.13% 0.78%
USD Total Return 9.00% 9.61% -3.09% 12.20% 4.59%
EM local Duration 3.58% 4.20% 1.11% 9.21% 4.38%
Currency debt FX 3.37% 10.74% -6.02% 3.01% -3.14%
Excess - - - - -
USD Total Return 7.08% 15.39% -4.98% 12.49% 1.10%

Source: HSBC, Bloomberg

Note: For each country/region we are splitting the USD-based total return on the Bloomberg Barclays Aggregate for that region. The Duration return attribution is split from the
aggregate by calculating the sovereign benchmark return. By subtracting this duration return from the return of the aggregate index (both in local currency) we are left with
excess return. Hence excess return is such that it is the return associated with any move in bonds in the aggregate index, above and beyond the return that can be attributed
to moves in sovereigns - i.e. that due to spread movements. For the FX return we take the move in the spot market. All returns are calculated over calendar year windows,
from the close on the last trading day of one year, to the last trading day of the next. For the FX return in EM LCD we used the difference in a USD hedged return vs the
unhedged return as a proxy that reflects the currency impact at the index level.



Free to View ® Fixed Income - Rates
m HSBC 19 November 2020

Disclosure appendix

Analyst Certification

The following analyst(s), economist(s), or strategist(s) who is(are) primarily responsible for this report, including any analyst(s)
whose name(s) appear(s) as author of an individual section or sections of the report and any analyst(s) named as the covering
analyst(s) of a subsidiary company in a sum-of-the-parts valuation certifies(y) that the opinion(s) on the subject security(ies) or
issuer(s), any views or forecasts expressed in the section(s) of which such individual(s) is(are) named as author(s), and any other
views or forecasts expressed herein, including any views expressed on the back page of the research report, accurately reflect
their personal view(s) and that no part of their compensation was, is or will be directly or indirectly related to the specific
recommendation(s) or views contained in this research report: Steven Major, CFA

Important disclosures

Fixed income: Basis for financial analysis

This report is designed for, and should only be utilised by, institutional investors. Furthermore, HSBC believes an investor's
decision to make an investment should depend on individual circumstances such as the investor's existing holdings and other
considerations.

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations. Given
these differences, HSBC has two principal aims in its fixed income research: 1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies in corporate credit and based
on country-specific ideas or themes that may affect the performance of these bonds in the case of covered bonds, in both cases
on a six-month time horizon; 2) to identify trade ideas on a time horizon of up to four months, relating to specific instruments,
which are predominantly derived from relative value considerations or driven by events and which, in the case of credit research,
may differ from our long-term opinion on an issuer. Buy or Sell refer to a trade call to buy or sell that given instrument; HSBC has
assigned a fundamental recommendation structure, as described below, only for its longer-term investment opportunities.

HSBC believes an investor's decision to buy or sell a bond should depend on individual circumstances such as the investor's
existing holdings and other considerations. Different securities firms use a variety of terms as well as different systems to describe
their recommendations. Investors should carefully read the definitions of the recommendations used in each research report. In
addition, because research reports contain more complete information concerning the analysts' views, investors should carefully
read the entire research report and should not infer its contents from the recommendation. In any case, recommendations should
not be used or relied on in isolation as investment advice.

HSBC Global Research is not and does not hold itself out to be a Credit Rating Agency as defined under the Hong Kong Securities
and Futures Ordinance.

Definitions for fundamental credit and covered bond recommendations

Overweight: For corporate credit, the issuer’s fundamental credit profile is expected to improve within the next six months. For
covered bonds, the bonds issued in this country are expected to outperform those of the other countries in our coverage over the
next six months.

Neutral: For corporate credit, the issuer’s fundamental credit profile is expected to remain stable for up to six months. For covered
bonds, the bonds issued in this country are expected to perform in line with those of the other countries in our coverage over the
next six months.

Underweight: For corporate credit, the issuer's fundamental credit profile is expected to deteriorate within the next six months.
For covered bonds, the bonds issued in this country are expected to underperform those of other countries in our coverage over
the next six months.
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Definitions for trades (Rates & Credit)

Buy and Sell refer to a trade call to buy or sell a bond, option on an interest rate swap ("swaption"), interest rate cap or floor,
inflation cap or floor, or Total Return Swap ("TRS"). The buyer/seller of a TRS receives/pays the total return of the underlying
instrument or index at the end of the period and pays/receives the funding leg.

Buy protection and Sell protection refer to a credit default swap (CDS): the protection buyer/seller is effectively selling/buying
the reference entity's credit risk.

Pay and receive refer to a trade call to pay or receive the fixed leg of an interest rate swap (IRS), a non-deliverable IRS, the first-
named leg of a basis swap, the realised inflation leg of an inflation swap, or a forward rate agreement (FRA). An investor that
executes a pay or receive trade is said to be "paid" or "received."

Payer and receiver refer to inflation caps or floors and to swaptions: a payer is an option giving the right but not the obligation to
enter a paid position in an interest rate or inflation swap, and a receiver is an option giving the right but not the obligation to enter
a received position in an interest rate or inflation swap.

ASW (also asset-swap, Buy on asset swap, Buy on an asset-swapped basis): Buy a bond packaged with a swap that is tailored
to eliminate the bond’s interest rate risk, effectively transforming the bond to a floating rate instrument whilst preserving the credit
exposure to the bond issuer.

RASW (also reverse asset-swap, Sell on asset swap, Sell on an asset swapped basis): Sell a bond packaged with a swap that is
tailored to eliminate the bond’s interest rate risk, effectively transforming the bond to a floating rate instrument whilst preserving
the credit exposure to the bond issuer.

Distribution of fundamental credit and covered bond recommendations
As of 17 November 2020, the distribution of all independent fundamental credit recommendations published by HSBC is as follows:

All Covered issuers Issuers to whom HSBC has provided Investment Banking in the past 12 months

Count Percentage Count Percentage

Overweight 123 26 77 63
Neutral 212 45 104 49
Underweight 134 29 55 41

Source: HSBC

For the purposes of the distribution above the following mapping structure is used: Overweight = Buy, Neutral = Hold and
Underweight = Sell. For rating definitions under both models, please see "Definitions for fundamental credit and covered bond
recommendations"” above.

Distribution of trades
As of 30 September 2020, the distribution of all trades published by HSBC is as follows:

All Covered instruments Issuers to whom HSBC has provided Investment Banking in the past 12 months
Recommendation Count Percentage Count Percentage
Buy 157 69 95 61
Sell 69 31 29 42

Source: HSBC

For the purposes of the distribution above the following mapping structure is used: Buy/Sell protection/Receive/Buy Receiver/Sell
Payer = Buy; and Sell/Buy protection/Pay/Buy Payer/Sell Receiver = Sell. ASW is counted as a buy of the bond and a paid swap,
and RASW as a sell of the bond and a received swap. For rating definitions under both models, please see "Definitions for trades
(Rates and Credit)" above.

For the distribution of non-independent ratings published by HSBC, please see the disclosure page available at
http://www.hsbcnet.com/gbm/financial-regulation/investment-recommendations-disclosures.

Recommendation changes for long-term investment opportunities

To view a list of all the independent fundamental recommendations disseminated by HSBC during the preceding 12-month period,
and the location where we publish our quarterly distribution of non-fundamental recommendations, please use the following links
to access the disclosure page:
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Clients of Global Research and Global Banking and Markets: www.research.hsbc.com/A/Disclosures
Clients of HSBC Private Banking: www.research.privatebank.hsbc.com/Disclosures

HSBC and its affiliates will from time to time sell to and buy from customers the securities/instruments, both equity and debt
(including derivatives) of companies covered in HSBC Research on a principal or agency basis or act as a market maker or
liquidity provider in the securities/instruments mentioned in this report.

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment banking,
sales & trading, and principal trading revenues.

Whether, or in what time frame, an update of this analysis will be published is not determined in advance.

Non-U.S. analysts may not be associated persons of HSBC Securities (USA) Inc, and therefore may not be subject to FINRA
Rule 2241 or FINRA Rule 2242 restrictions on communications with the subject company, public appearances and trading
securities held by the analysts.

Economic sanctions imposed by the EU and OFAC prohibit transacting or dealing in new debt or equity of Russian SSI entities.
This report does not constitute advice in relation to any securities issued by Russian SSI entities on or after July 16 2014 and as
such, this report should not be construed as an inducement to transact in any sanctioned securities.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that company
available at www.hsbcnet.com/research. HSBC Private Banking clients should contact their Relationship Manager for queries
regarding other research reports. In order to find out more about the proprietary models used to produce this report, please contact
the authoring analyst.

Additional disclosures
1 This reportis dated as at 19 November 2020.

2 All market data included in this report are dated as at close 18 November 2020, unless a different date and/or a specific
time of day is indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of
Research operate and have a management reporting line independent of HSBC's Investment Banking business.
Information Barrier procedures are in place between the Investment Banking, Principal Trading, and Research businesses
to ensure that any confidential and/or price sensitive information is handled in an appropriate manner.

4 You are not permitted to use, for reference, any data in this document for the purpose of (i) determining the interest
payable, or other sums due, under loan agreements or under other financial contracts or instruments, (ii) determining the
price at which a financial instrument may be bought or sold or traded or redeemed, or the value of a financial instrument,
and/or (iii) measuring the performance of a financial instrument or of an investment fund.
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