LGIMA’s 2019 Recap
Market Commentary
Focus on the macro
It is not just markets that are set to finish 2019 in a very different place than in 2018. Nearly
every aspect of the macroeconomic outlook has taken a 180-degree turn in the short span of
twelve months. Foremost among the reversals: The Federal Reserve pivoted this year from hiking
every quarter to making a series of three “insurance cuts.” Meanwhile, growth in the US has
slowed over the year as the fiscal tailwinds have faded from the late-2017 tax cuts and global
manufacturing has contracted. If the weak performance of markets in the fourth quarter of 2018
was seemingly at odds with a still healthy economy at the time, it would now appear to be the
other way around. Markets seem relatively accepting of low growth so long as monetary policy
remains easy and recession risks are remote. That said, another takeaway from 2019 is that trade
and politics do matter to markets and may continue to set the tone for risk in 2020.
It may not be so much that markets are comfortable with low growth but heartened by the
declining uncertainty and resiliency of the consumer. In some respects, 2020 looks like it will be a
relatively boring year for US economists. Recent surveys of purchasing managers suggest that
manufacturing is stabilizing but not yet showing signs of a strong rebound in the US or around the
globe. Most forecasters anticipate trend-like US growth of around 1.7%-1.9% being almost entirely
driven by the consumer, who appears to be relatively well-supported by the combination of
healthy wage gains, reasonable oil prices and low interest rates. The case for higher growth in
2020 rests on a more robust manufacturing recovery and greater spending from businesses in
response to the easing of financial conditions.
Monetary policy could be a relatively unexciting affair next year too. While the Fed remains
committed to sustaining the US economy’s expansion into its tenth year, there would seem to be a
high bar to either cutting or hiking the policy rate—and that is before taking into consideration the
2020 presidential election. The most probable outcome is that the Fed is on pause next year.
Frankly, the interesting developments at the Fed in 2020 are not likely to pertain to rates, but
instead to their efforts to restore a well-functioning repo market. Is the Fed willing to adjust the
rules that incentivize large banks to provide less support to short-term funding markets at yearend?
Central bank policy away from the US would also seem to be on autopilot for an extended period.
After resuming its asset purchase program in the months before Mario Draghi’s departure, the
European Central Bank that Christine Lagarde inherits appears divided to such an extent that any
change to the current program is unlikely in the near term. Efforts by the President of the ECB to
shift the burden of providing economic stimulus to governments—particularly Germany—should be
closely watched. Likewise, the impact of the move away from negative deposit rates by the
Riksbank, Sweden’s central bank, will be followed by investors as it could presage a similar move
by the ECB, which at the moment seems remote.
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The potential for politics, trade and earnings to play a large role next year would seem to be high
given the absence of economic and central bank catalysts. The agreement of a “phase one” trade
deal between the US and China, a decisive UK election and Senator Warren’s decline in the polls
have all been tailwinds for risk markets into year-end 2019. However, these issues are not likely to
go away in 2020. For a start, the US and China look set to push ahead immediately with the more
difficult “phase two” negotiations even as doubts have emerged about China’s ability to fulfil
their promises on agricultural purchases. Brexit risk probably will not go away either after Prime
Minister Johnson’s moves to make year-end 2020 a hard deadline for the EU and the UK to agree
on a new economic relationship. Finally, the lack of a clear leader for the Democratic nomination
means that the possibility of less market friendly outcome is still a distinct possibility and the
uncertainty could last all the way to the convention in July.
To varying degrees, the impact of more progressive policy proposals is already being reflected in
markets, particularly when they align with ESG considerations. Over the last year, the momentum
around ESG has seemed to increase markedly with more consultants, investors and media
attention. While attributing performance to ESG factors is difficult at best, at times this growing
focus has seemed to be reflected in the valuations and the performance of sectors such as energy
and tobacco. While actual ESG investing in the US remains in the early stages, markets are likely
to continue to be forward looking in anticipating more ESG mandates in the years to come.
At the end of the day, the biggest risk to markets in 2020 might simply be current valuations. With
equity markets setting new all-time highs, credit spreads declining to within a whisker of the postcrisis lows and interest rates well below where they were a year ago, forecasters do not see much
room for capital appreciation. For instance, the most optimistic among the major banks see the
S&P 500 rising to around 3400 next year, just 5% above current levels. Similarly, the most bullish
credit forecasters are targeting 90 basis points on the US Credit Index—right at the current mark.
And in the rates world, only two big bank forecasters expect the 10-year Treasury to exceed 2% at
year-end 2020, despite entering 2020 less than 10 basis points below that threshold. For a year in
which the typical concerns around growth and monetary policy seem to have receded, valuations
are tempering much of the enthusiasm one might have expected.

Focus on fixed income
If there is any consolation to be had when examining the consensus around the forecasts for fixed
income, it is that they are often a good contrarian indicator. That said, it is difficult to imagine
the fixed income market repeating the feats of 2019 over the next twelve months. As a result of
the starting spread being so wide, the US credit market logged its best year of spread tightening—
53 basis points—since the 2012 rebound from the sovereign crisis. The total return numbers in
2019 are even more impressive: the US Credit index finished the year up 13.9%, its best
performance since 2009, while the Long Credit index produced an even stronger return at 23.8%—
its best year since 1995.
While spread compression helped drive returns in 2019, the bulk of the contribution to credit
returns came from duration and ongoing rally in US Treasuries. The 10-year Treasury started 2019
at a yield of 2.69% and ended 77 basis points lower. With risk asset valuations rebounding
throughout the year and the jobs market staying white hot, the fact that US Treasuries failed to
rise back to 2018 levels strongly suggests that global forces were prominent in 2019. Indeed, after
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peaking at $18 trillion at the end of August, the amount of negative yielding debt globally is still
above $13 trillion.
The Asset-Backed Securities index tightened 9.3 basis points over the course of the year, lagging
returns in corporates over the period. Auto/card continued to show positive performance,
especially with continued tightening of the subprime/nonprime auto stack and lack of issuance in
the credit card market. Esoteric were the main underperformers, as convexity impact from the
rates rally and trade headlines impacted performance on containers/rail car assets. The ABS
market ended 2019 with gross issuance of ~$225BN, on par with the last two years. ABS credit
fundamentals remain stable as US unemployment remains low, consumer spending is healthy, and
economic growth continues. Persistent talks of trade/tariff wars and Fed monetary policy shifts
caused some slight volatility in spreads but the primary culprit for wider spreads relative the last
two years is the shape of the yield curve. The auto and consumer loan sectors continue to gain
share as the bank card market continues to decline. We anticipate some volatility in 2020 given
the presidential election but overall fundamentals in 2020 should remain flat/stable relative to
2019.
The Non-agency CMBS index tightened 21.8 basis points year-over-year. The CMBS market ended
2019 with gross issuance of ~$115BN, the first time issuance surpassed the $100BN mark since 2015
(high water mark was ~$230BN in 2007). Underlying performance remained stable across all
property types with post 2010 vintage 60+ day delinquencies still below 1.0%. Property price
appreciation continued to improve in 2019 – industrial was the clear winner while retail struggled.
Overall, spreads ended the year at tighter levels across all rating categories compared to the start
of the year – the volatility experienced at year-end 2018 was not repeated in 2019. For 2020, we
anticipate greater issuance of Single Asset Single Borrower and CRE CLO transactions.
Fundamentals will remain healthy with some slight expected increase in delinquencies as the real
estate cycle continues to age.
As credit markets re-approach the cycle tights of early 2018, an interesting observation is that the
underlying dispersion of the market remains elevated. In the investment grade markets, sectors
like autos, tobacco, chemicals, E&P and oil field services have failed to rebound to their late2017/early-2018 levels while communications, media, cable, REITs and SIFI banks trade materially
tighter than they did two years ago. In the high yield market, CCCs returned 9.7% in 2019, but the
overall high yield market returned 14.5%, indicating that dispersion increased in 2019 despite the
rally. Looking ahead to 2020, it is likely that sector dispersion will remain elevated as single-name
volatility persists. For credit managers, this is an important silver lining to the decline in credit
spreads throughout 2019. At LGIMA, we continue to anticipate that alpha generation will be driven
by security and sector selection in 2020. Consequently, it will be important to get ahead of risk
premium changes as a result of ESG and political considerations as well as the traditional catalysts
coming from earnings and financial policy decisions.

Focus on client solutions
Throughout 2019, risk mitigation for pension fund clients continued to be a major theme. The end
of 2018 consisted of investment professionals and economists alike, drawing attention to
increasing recessionary fears. The financial climate looked relatively grim after a ~16% equity
drawdown in late December. However, throughout 2019, equity and credit markets rallied,
offering strong incentives for sponsors to contribute or de-risk their pension plans.

3

LGIMA estimates that an “average” plan (60% global equity/40% US aggregate fixed income)
started 2019 with a funding ratio of 84.4%. The first quarter showed positive gains in most major
classes, as the average portfolios increased by an average of over 8.5%. This was unfortunately
paired with higher liability valuations, so overall gains were muted, only increasing ~1.2%.
However, by the end of the third quarter, the 60/40 portfolio remained relatively flat while the
average plan liability value ballooned. This caused overall funding ratios to fall over 5%. As the
year drew to a close, the market in the fourth quarter rallied significantly, elevating funding
ratios back to ~83.2%. During this period, strong equity market performance nearly propelled most
plans back to their original funded status at the beginning of the year.
This year and last stand in stark contrast to each other from the perspective of equity returns.
2019’s eye-popping ~30% equity return feels somehow abnormal yet has been a relatively frequent
occurrence historically. And outsized returns in one year do not preclude significant gains in the
next.
While there has been some abatement of trade, Brexit, liquidity and economic risks, very little
has changed fundamentally from this time last year when markets were deeply concerned about a
major recession. Lingering concerns about valuations and tail risks are causing us to continue
emphasizing equity protection because of the compounding effects of an asset drawdown for an
institution with regular outflows.
Several clients are heeding the lessons of 4Q18 and, after protecting gains through 2019, are
taking a more strategic, thoughtful approach to managing equity risk through 2020 and beyond. In
response, we have developed tools for analyzing risk allocations across a variety of factors and
with respect to an institution’s explicit objective or a pension’s liability.
In the fixed income space, clients continue to look for ways to reduce risk where applicable. This
is seemingly a result from the increase in plan funding ratio volatility throughout the year. A
growing appetite for more tailored LDI strategies – including completion management, custom
fixed income and various other derivative solutions– have continued to be employed with the goal
of reducing this uncompensated rise in volatility. Custom Buy & Maintain solutions, leading to selfsufficiency or Pension Risk Transfers, have also been increasingly utilized by clients with
exceptionally high funding ratios. Well-funded pension plans have increasingly customized their
fixed income portfolios in an effort to mitigate defaults and downgrades this late in the cycle, as
well as explore liability cashflow matching strategies. These highly customized solutions have also
sparked interest related to other fixed income diversification options, including a growing
appetite for private credit and nuanced yield enhancement opportunities.
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Disclosure:
Views and opinions expressed herein are as of January 2020 and may change based on market and other
conditions. The material contained here is confidential and intended for the person to whom it has been
delivered and may not be reproduced or distributed. The material is for informational purposes only and is
not intended as a solicitation to buy or sell any securities or other financial instrument or to provide any
investment advice or service. Legal & General Investment Management America, Inc. does not guarantee the
timeliness, sequence, accuracy or completeness of information included. Past performance should not be
taken as an indication or guarantee of future performance and no representation, express or implied, is
made regarding future performance.
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