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Goldilocks Has Gone AWOL 

It was only two years ago that economists happily described long-term global bull markets 

as the product of a “Goldilocks” economy: Neither too hot, nor too cold; just about right 

(much like the porridge in the Goldilocks and the Three Bears fairy tale). Two years later, 

Goldilocks has gone AWOL (“absent without leave” in the army jargon) and the porridge is 

getting colder by the minute. The cyclical topping out and economic deceleration that have 

been on the cards for the past couple of years have arrived. Growth is slowing in most 

major economies and manufacturing is in recession in some. Risk appetite is severely 

diminished and emerging markets are taking a hit, albeit with significant variation across 

countries. China in early October posted its slowest growth for three decades, suggesting 

the world’s growth engine is moving into a more mature phase. Moderate expansion is the 

likely best that can be hoped for anytime soon. Geopolitical events such as US/China trade 

squabbles and rising populism add to the pervasive sense of uncertainty. 

TAC quants indicate US GDP growth will slow toward 1.5% y/y by mid-2020, as EU growth 

drops to around 1.0% y/y.  US outperformance suggests the dollar will appreciate against 

the euro (1.05 -1.10 over the coming months). Still, it’s not all doom and gloom. Negative 
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cyclical factors are likely to be offset by resilient consumer spending, slow inflation and 

robust central bank action. Potential outliers to this narrative include the UK and Japan, 

because of Brexit and tax hikes respectively. We see UK growth of 0.7% y/y, with sterling 

continuing to take a battering, and Japan growing 0.8% y/y.   

In summary, Goldilocks is gone, and she’s not coming back (for a while anyway). 

A Sting in the Tail? 

All the signs are for a moderate downturn. However, rising interconnectedness in the global 

economy means that investors and other financial market participants should remain on 

their mettle. TAC models show potential amplification of structural, cyclical and market 

movements, which could transform a relatively benign downturn into something more 

concerning. The latent potential cause is the seven-year cross-asset bull market, which has 

pushed asset prices around the world to multiple record highs. The brief equity market sell-

off at the end of 2018 gave a taste of what may be to come. Given relatively high-risk 

exposures, liquidity tensions among non-bank financial institutions, and even “black swan” 

systemic events, should not be discounted. 

EM: It’s Complicated! 

The investment narrative for emerging markets tends to be conducted in a common lexicon 

focused on the dollar, global liquidity and commodity price performance. However, in the 

current context these traditional EM barometers may be missing the point. Emerging 

markets are no longer simple functions of a uniform set of opportunities and 

circumstances. Indeed, many of the key EMs have their own narratives. These reflect 

variable sensitivities to common drivers alongside idiosyncratic internal economic and 

political situations.  

Looking forward, TAC indicators of domestic demand indicate a positive outlook in Poland 

and Mexico (with more good news to come), while India and Turkey have frontloaded their 

cyclical adjustments, amid significant economic pressure in both countries. The outlooks for 

these are also relatively positive. Russia and South Africa, meanwhile, look set to stabilise, 

despite nasty PMIs in the latter. Indonesia and China, meanwhile, are red flagged, amid TAC 

expectations for significant declines in demand. The ultimate impact will likely be will be 

contingent on monetary and fiscal policies in both countries.  

China, of course, is the canary in the coalmine, and TAC analysis suggests continuing 

economic challenges, subject to a more effective policy response than to date. Certainly, 

things could get worse before they get better. TACs proprietary models suggest a further 

decline in GDP growth towards 5.5% in the first half of 2020, before a modest 

reacceleration later in the year, alongside a parallel improvement in mature economies.  

One positive impact of lower commodity prices (which TAC expects will continue to decline 

until early 2020) is that they give monetary authorities the room to cut interest rates. 

Central banks in eight of the 10 key EM eased in the third quarter of 2019 and TAC sees 

further room for manoeuvre in Q4, with Turkey, South Africa, and Poland most likely to cut.  

The models suggest it’s not a good time to generalize about EM. However, if you were to do 

so, a good rule of thumb is that smaller economics (Vietnam, Cambodia, Malaysia, Korea, 

Thailand) are likely to be more exposed to global headwinds than their larger counterparts. 

These of course have inherently less powerful domestic levers at their disposal. 
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EM Haves and Have Nots 

EM asset markets have had a generally tough time of late. The US China trade shenanigans, 

and soft economic performance, pushed the MSCI EM index around 6% lower between the 

beginning of July and end of September, amid rising volatility. Idiosyncratic events such as 

elections in Argentina and rocket attacks in Saudi Arabia added to the mix. TAC’s country 

risk models (based on the spread of TAC’s Global Country Risk Premium to the JP Morgan 

EMBI + global spread) put Brazil, Turkey and Indonesia into negative territory in Q3. China 

and Russia are also riskier, while only Poland and India among the key 10 are seen as low 

risk. 

On an asset class basis, recent sell-offs mean that valuations have consolidated across the 

three main asset classes and are much more balanced against risk. This is a change from a 

year ago when valuations were more highly differentiated. With that in mind, EM hard 

currency bonds are close to becoming “attractive” on a valuation basis. Local currency 

bonds and equities less so, despite fairly attractive valuations per se.  

DM Gas Left in the Tank 

It’s not over until the fat lady sings, or in financial markets until someone hits the panic 

button. Perhaps surprisingly, TAC models predict a relatively benign immediate future for 

developed market equities, driven by the search for yield, and a counterintuitive downward 

trend in government bond yields. To be sure, equity markets are trading above fair value 

(S&P 2,977 v. 2,379 fair value) but TAC’s early warning signals and directional trend outlooks 

are favourable on both a three- and six-month horizon, albeit with periods of high volatility. 

Corporate spreads, meanwhile, are set to remain little changed, representing as they do 

fair value. The trend is expected to persist into Q1 2020.  

Government bond yields in the US and Europe are reflective of the extraordinary monetary 

policy situation, characterized by negative rates in Europe and calls in the US (from 

President Trump among others) for deeper rate cuts. The Fed has also been pumping 

money into the US banking system, aiming to counter volatility in interbank markets.  

European 10-year bonds have traded at negative yields for several months. The German 

Bund crossed into negative territory in May, rapidly followed by the French OAT, bringing 

the outstanding value of negative-yielding bonds to around $17 trillion, compared with $10 

trillion previously. US and European (three-month/10-year) curves are inverted, a traditional 

sign of impending recession. TAC models don’t see that, and it may be that central bank 

action is to some extent pre-empting it. TAC predicts the US 10-year yield will bottom out at 

the end of 2019, and then slowly climb to 2% by the beginning of 2020. It predicts the Bund 

yield will stay negative until 2021. Bottom line? Borrowers can continue to make hay, but 

savers may remain in the doldrums for some time yet.   
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Disclaimer 

These assessments are, as always, subject to the 

disclaimer provided below. 

This material is published by TAC ECONOMICS SAS 

for information purposes only and should not be 

regarded as providing any specific advice. Recipients 

should make their own independent evaluation of 

this information and no action should be taken, 

solely relying on it. This material should not be 

reproduced or disclosed without our consent. It is 

not intended for distribution in any jurisdiction in 

which this would be prohibited. Whilst this 

information is believed to be reliable, it has not 

been independently verified by TAC ECONOMICS 

and TAC ECONOMICS makes no representation or 

warranty (express or implied) of any kind, as regards 

the accuracy or completeness of this information, 

nor does it accept any responsibility or liability for 

any loss or damage arising in any way from any use 

made of or reliance placed on, this information. 

Unless otherwise stated, any views, forecasts, or 

estimates are solely those of TAC ECONOMICS, as of 

this date and are subject to change without notice. 
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