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Introduction  
– stagflation 
fears rise  

Action by the US Federal Reserve to tackle the risk of a systemic crisis in the 
banking sector gave a temporary lift to risk assets over the second quarter. Markets 
interpreted the decision by the US central bank to facilitate the take-over of the 
investment bank Bear Sterns as a signal that the authorities would not tolerate the 
failure of a significant financial institution. In response, equity and credit markets 
rallied as the tail risk of a series of bank failures and a deep recession in the US 
faded.  
 
As markets moved to price in a less pessimistic outlook for the world economy, 
central banks began to shift their focus from growth towards inflation. The bull 
market in oil prices gathered momentum with prices for crude rising around $30 per 
barrel, pushing up inflation rates around the globe. Fears that this would translate 
into a sustained increase in inflation through higher wages, prompted a significant 
change in central bank rhetoric. In response, money markets are currently pricing in 
a tightening of monetary policy having previously looked for interest rates to fall 
further during 2008.  
 
Against this backdrop we have added some risk to portfolios although we have 
chosen to do this through the credit rather than the equity markets where the risks of 
a downturn seem to be more heavily discounted. Pressure on banks to raise capital 
is putting pressure on equity prices while supporting debt as institutions move to 
strengthen their balance sheets. Overall though, fears of stagflation – an 
environment of weak growth and rising inflation - have weighed on risk assets as 
markets discount an environment of weaker earnings growth and higher interest 
rates. At the time of writing, equity markets are heading back towards the lows seen 
in March. 
 
Going forward we still anticipate that our next move will be to add risk. On valuation 
grounds, developed markets are looking attractive, either relative to their past history 
or against bonds. In our view though, we will need to see evidence that inflation will 
not be a significant problem in the major economies for investors to wish to take 
advantage of this. Such a development is supported by the increase in slack being 
created by the slowdown, but barring a sharp reversal in oil prices may take some 
time to come through into headline inflation rates. 
 
Keith Wade, Chief Economist and Strategist, Schroders 
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Asset Allocation  
Global Overview 
Economic View: 
W-shaped 
recovery in 
prospect 

Macro fundamentals have continued to deteriorate since the last quarter, with 
the credit crunch having an impact on the real economy. While our forecast for 
global growth is little changed at 2.9% in 2008, the slowdown is likely to be 
extended into 2009. We expect both OECD and emerging market demand to 
weaken, as the credit crunch hurts the former and government efforts to 
combat inflation slows activity in the latter.  
 
The past quarter has been dominated by a surge in oil prices and inflation 
expectations. However, it remains our view that the credit crunch will be a 
considerable headwind on activity so we are not expecting a sustained rise in 
inflation. We believe commodity prices should start levelling off and core 
inflation will stay well behaved as slower growth creates slack and squeezes 
pricing power. Against this backdrop, we expect global inflation to accelerate 
to 4.0% in 2008 before edging back to 2.6% next year.  
 
In the US, we expect growth of 1.5% this year, as tax cuts are likely to provide 
only a temporary respite from the effects of the credit crunch and commodity 
strength, though we should see a modest recovery as we move further into 
next year. We expect the Federal Reserve (Fed) to keep policy rates on hold 
at 2% until the end of 2009. While inflation concerns remain, the increase in 
unemployment and the impact of the credit squeeze should ease these price 
worries. As such, interest rates are not expected to rise once inflation 
concerns dissipate. 
 
Meanwhile, although we expect the European Central Bank (ECB) to reduce 
interest rates over the longer term, a modest one-off hike as soon as July is 
almost a certainty. In our view, the ongoing slowdown is still likely to force the 
ECB to cut rates — though this is likely to be delayed until next year — by 50 
bps.  
 
In the UK, the increase in CPI inflation to 3.3% in May is also likely to delay 
rate reductions and the Bank of England (BoE) Governor has already had to 
write a letter to the Chancellor explaining why inflation is more than 1% above 
target. However, with the pace of deterioration in the housing market gathering 
speed and the economy still suffering from the credit crunch, the Bank is 
expected to refocus on growth and eventually cut rates more sharply. 
 
Although the Bank of Japan (BoJ) has signalled its intention to normalise 
interest rates, the deterioration in economic activity and fears of reversing a 
pick-up in inflation should prevent it from doing so this year and therefore rates 
will have to be kept at 0.50%. We expect the BoJ to increase rates in 2009. 
 

Implications for 
Markets 
 
 
 

While it is not the right time to return to equities, if we are right about the 
macro outlook, we should move into a more favourable phase for the asset 
class soon. This may sound odd given that we are cautious on growth in the 
US and Europe. The view follows from our analysis of past economic cycles in 
the US, which suggests that the next phase of the cycle — which we term 
recession — is one of the best for equity markets and risk assets such as high 
yield and convertible bonds. 
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Economics 
Alternative 2: Credit Crunch 

GDP y/y% 2008 2009 
US 1.1 -1.2 
UK 0.9 -0.3 
Eurozone 1.1 0.2 
Japan 0.2 0.0 
Australia 1.2 0.8 
OECD 1.0 -0.4 
Emg mkts 5.2 3.3 
World 2.0 0.5 
CPI y/y% 2008 2009 
US 3.7 0.3 
UK 2.0 0.8 
Eurozone 1.1 0.2 
Japan -0.3 -1.4 
Australia 3.1 0.0 
OECD 2.1 0.1 
Emg mkts 5.2 3.1 
World 2.9 0.8 
In. rates % 2008 2009 
US 0.50 0.00 
UK 3.50 2.00 
Eurozone 2.50 1.50 
Japan 0.25 0.00 
OECD 1.39 0.68 

All figures are calendar year 
average, except interest rates 
which are end year 

Central banks ease, but the economy fails to take notice 
In this scenario, the credit crunch in financial markets spills over significantly 
into the real economy. The continued tightening of lending standards by 
banks results in a slump in activity as households and corporations are 
forced to retrench. The downturn in US housing is likely to be more 
prolonged with a greater spillover into consumption. Weakness in asset 
prices has a further dampening effect on economic activity. 
 
Inter-bank spreads remain tight 
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The key feature of this scenario is that policy easing has little effect on real 
activity, as interest rate cuts by the central banks are offset by wider LIBOR 
spreads and tighter credit standards at the banks. This scenario is similar to 
the experience of Japan in the 1990s where interest rate policy was 
ineffective. 
 
At -0.4%, OECD growth in 2009 is forecast to be even less than that 
experienced in the last two major downturns in 1991 and 2001. Growth in the 
Emerging market economies slows to 5.2% in 2008 and 3.3% in 2009 as 
demand from the OECD falls. Although this is a weak outcome, it not as 
severe as previous emerging market downturns despite the weakness in the 
OECD, which is an indication of the greater resilience of these economies. 
However, overall global GDP growth is weak at just 2% and 0.5% in 2008 
and 2009. 
 
Meanwhile, we assume that the slowdown in growth delivers a fall in inflation. 
Global CPI inflation slows to just 0.8% in 2009 with the US joining Japan in 
deflation. The fall in inflation is given added impetus by a decline in 
commodity prices with oil prices ending the forecast period at $82 per barrel. 
 
The response from central banks is to cut interest rates dramatically with the 
Fed funds rate declining to just 0.5% by the end of 2008 and to zero in 2009. 
The ECB and the BoE also follow suit with further interest rate cuts. 
Reluctantly, the BoJ is forced to return to a zero interest rate policy. 
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Strategy Views 
Market outlook is 
tied to inflation 
 

Bonds sell off as inflation fears break surface 
The past quarter has been dominated by a surge in oil prices and inflation 
expectations. The price of oil has powered through $130 per barrel, the 
highest level on record, an increase which will feed through into global 
inflation rates over the summer.  
 
In response, central banks have adopted a more hawkish tone with the Bank 
of England and ECB indicating that rate cuts are off the agenda as they 
focus on the rise in headline inflation. Meanwhile, after cutting rates to 2% in 
April, the US Federal Reserve has indicated that it will now go on hold to 
monitor the impact of the policy easing put in place since last August.  
 
When combined with earlier evidence that the US financial system is set to 
avoid an outright financial meltdown, interest rate expectations have moved 
up sharply. The US two-year Treasury yield has now risen from a low of 
1.3% in March to 2.9% and futures markets are pricing in a high probability 
of a rate hike in October. Ten year Treasury yields are now above 4% having 
been as low as 3.3% in March.  
 
It is quite possible that yields rise higher in coming weeks as the tax cuts in 
the US work through to firmer consumption. Our baseline forecast builds in a 
stronger growth profile for the second and third quarters of this year to reflect 
the impact of the $117 billion package. Surveys suggest around 30% will be 
spent thus providing a meaningful boost to spending. 
 
However, our view is that this will prove to be a temporary effect with 
spending likely to level off in August and September. History suggests that 
consumers do not alter their behaviour in response to temporary incentives, 
especially those timed to boost the political fortunes of a failing 
administration ahead of an election. 
 

 More significantly, the scope for second round effects where higher retail 
spending stimulates a boost to employment and further income gains will be 
limited when company margins and household finances are under pressure 
from rising energy costs. Indeed, the latest rise in gasoline prices threatens 
to absorb a substantial portion of the tax cut. Against this backdrop, we look 
for US activity to stall later in the year as the tax cut fades.  
 
This view is reinforced by evidence suggesting that the credit crunch is 
intensifying in the real economy. In part it reflects the rise in bond yields and 
swap rates discussed above, which is pushing up mortgage rates.  
 
However, it is also consistent with surveys which show banks are continuing 
to tighten lending conditions. Underlying this is the continued pressure on 
bank funding costs as liquidity remains scarce in the banking sector and the 
scope for securitisation continues to be limited. Meanwhile, falling house 
prices are increasing the scope for negative feedback loops: where banks 
tighten conditions further in response to the decline in collateral values 
against which their assets are secured, resulting in further weakness in 
property values and so on. 
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Strategy Views (continued) 
 
 
 
Trade-off 
between 
unemployment 
and inflation is 
still intact 
 
 
 
 
 
 
 
 
 
 
 
 
 
Gains in food 
and energy 
prices to 
moderate 

It remains our view that the credit crunch will be a considerable headwind on 
activity and as a result we find it hard to be too worried about the medium 
term outlook for inflation.  
 
Two factors are needed for this to come through.  
 
• The first is that the slowdown in growth results in a meaningful increase 

in unemployment, thus bringing into play the inverse trade-off with 
inflation. Our analysis suggests that this trade-off is intact and that core 
inflation is behaving in line with the current level of joblessness. We 
would be far more worried about inflation if the unemployment rate was 
approaching 6% and core CPI had not fallen. The implication of this is 
that we need to see firms laying off more workers with payrolls declining 
significantly. Past experience suggests that the unemployment rate can 
move up very rapidly once this occurs. It is hard to see why trend growth 
in the US should have declined such that the slowdown in GDP growth 
does not deliver higher unemployment, as some have suggested. 

 
US unemployment rate 
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• Second, the rate of increase in food and energy prices needs to level off. 

This should be a matter of arithmetic, even the most ardent commodity 
bull does not expect oil prices to continue doubling year after year. Some 
food prices have already stabilised and while the long term case for 
commodities is strong, the pressure from this source should diminish in 
intensity. Evidence is mounting that the rise in oil prices is creating pain 
in the real economy with truck drivers in protests, airlines grounding older 
planes and governments in Asia announcing that they are cutting fuel 
subsidies. China, the second largest consumer of oil, has now 
announced a change in fuel prices and Saudi Arabia intends to increase 
production - an indication that we maybe near a turning point in oil 
prices.  

 
 
 
 
 
 
 
 



Schroders Global Market Perspective 

Page 12 

Strategy Views (continued) 
 
 

Investment implications : return to risk assets 
 
If we are right about the macro outlook, we should move into a more 
favourable phase for equity markets. This may sound odd given that we are 
cautious on growth in the US and Europe. The view follows from our analysis 
of past economic cycles in the US which suggests that the next phase of the 
cycle (which we term recession) is one of the best for equity markets and risk 
assets such as high yield and convertible bonds. Although this phase is 
characterised by sub-trend growth and falling corporate earnings, equities 
have consistently delivered returns which are significantly ahead of cash. 
 
The key change will be that the economy will have moved below trend - a 
period in which inflation normally declines as the output gap opens up. This 
then allows the authorities to ease or keep monetary policy loose, thus 
allowing the market to look through the downturn to a period of recovery. 
 

Quant model 
signals that 
equity valuations 
are looking 
attractive 
 
 
 
 
 
 
 

The extent to which risk assets are over weighted then depends on the 
valuation of equities relative to bonds. Our model focuses on the Equity 
Bond yield gap which is currently suggesting that equities are cheap. This 
would warrant an aggressive overweight position in equities. Should bond 
yields continue to rise, however, then we could move into a “fair value” range 
which would suggest a slightly less overweight position in risk assets and 
correspondingly a less underweight holding of government bonds.  
 
On our analysis, there should also be a shift in the performance of 
commodities as an asset class as we move out of the slowdown into 
recession. The former tends to be a good one for commodities (as measured 
by the S&P GSCI) which are often seen as an inflation hedge. Commodity 
performance slackens considerably when the US goes below trend and, 
although the stronger global backdrop may mean it is different this time, the 
move into the recession phase would warrant some lightening of commodity 
exposure.  
 
Scenario analysis  
 
It is worth noting that the current phase of the cycle, the slowdown, is the 
stage that most corresponds to stagflation. The problem is that even though 
growth is slowing there is not enough slack to bring down inflation. As we 
have seen it is a poor phase for risk assets and is one of the factors 
underpinning our cautious stance on equities. Cash and commodities are the 
assets to hold.  
 
Coming back to our central case, the most likely challenge to a sustained 
rally in equities is likely to come from fears that the US will emulate the 
performance of Japan in the 1990s. Although not our central view, there are 
likely to be periods when these fears come to the fore, particularly toward the 
end of the year when the economy weakens post tax cuts. This suggests we 
will need to be nimble as the outlook veers toward the credit crunch. 
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Strategy Views (continued) 
 Such an outlook would drive investors back into government bonds and 

away from equities and credit as earnings begin to evaporate. Another 
strategy would be to position for a period of further USD weakness as 
investors are likely to shun the US unit just as they did the JPY during the 
period of deflation in Japan. Gold may benefit as it is often seen as a 
substitute for the dollar. There is also a case for looking at areas which will 
benefit from efforts to revive the economy through increased fiscal spending. 
Infrastructure projects are frequently dusted down during times of economic 
weakness, for example. 
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Equity Markets 
US 
Fears of an outright collapse in the economy have faded following the rescue of the investment bank 
Bear Sterns and signs that consumer spending is holding up better than expected. After cutting interest 
rates to 2% in April, the Fed indicated that policy would remain on hold as they monitored the effect of 
their action on activity. Since then they have gradually shifted their focus toward inflation and the market 
has begun to fear a spell of stagflation. Concerns about corporate earnings remain high with results for 
the first quarter surprising on the downside according to data from Thomson Reuters. Disappointment 
was concentrated in financials and consumer discretionary companies where reported earnings were 
80% and 23% lower respectively than a year ago. The main offset to lower earnings came from the 
energy, utilities and consumer staples sectors. 

The Fed is 
getting less bang 
for its buck 
 
 

Response of bond yields and mortgage rates to 100bps Fed easing  
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The chart shows the change in selected interest rates for each 100 bps cut 
in the Fed funds rate in recent easing cycles. Although Treasury bond yields 
have declined, the response is far more muted than in previous cycles. 
When combined with a heightened aversion to credit risk, this means that 
rates on fixed mortgages have actually risen since the Fed started to ease 
last September. As a consequence, the recovery in the housing market is 
likely to be delayed, an indication that the lag from policy changes to 
economic recovery will be extended in this cycle. 

US market 
benefits from its 
defensive quality 

Relative equity market performance QTD: US, Europe, UK, emerging 
markets 
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The US market has continued to display its defensive qualities by 
outperforming most of the major regions over the past quarter. Dollar 
weakness is supporting earnings with around 40% of profits being generated 
from overseas. The more growth orientated nature of many companies in the 
S&P500 has helped the index outperform its more cyclical counterparts. 
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Equity Markets 
UK 
Prospects for the UK economy continue to deteriorate. The twin shocks of lower growth and rapidly rising 
inflation poses a dilemma for monetary policy setting. Effectively, the 75bp of rate cuts since November of 
last year have not been passed on to the consumer, and hence it is not surprising to see confidence 
among households plunging to an 18 year low. In the past quarter, unemployment has also begun to pick 
up and we expect consumers to respond by cutting back on spending. The flipside is that oil prices 
continue to feed into higher CPI prints and the longer the oil price remains at elevated levels the more the 
BoE is forced to sit back and keep rates on hold. 

Asset prices 
under pressure 
 
 
 

Collapse in mortgage approvals signals lower UK house prices 
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Recent housing surveys have shown that mortgage approvals have plunged 
in recent months, falling to a 13 year low, and likely to fall further as fixed 
rate mortgage rates – the most popular product with households – continue 
to rise, as 2 year swap rates on which these mortgages are based race 
ahead. 

Weaker 
consumer 
spending and 
higher costs 
suggests a 
squeeze on 
margins  
 

UK corporates facing surging input costs  
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In addition, business investment is falling rapidly. Surging input costs, 
accentuated by sterling’s fall, are not being passed on in full, so that profits 
are likely to be squeezed, particularly given the weak outlook for consumer 
spending. Firms increasingly cite tighter lending conditions for the recent 
sharp slowdown in investment intentions. The implication is that economic 
activity is likely to remain significantly weak into 2009. 
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Equity Markets 
Europe ex UK 
European equity markets have experienced further bouts of weakness, after a brief recovery during the 
second quarter. But equities remain substantially below the level reached at the beginning of the year. 
Recent investors’ sentiment surveys point to increasingly bearishness towards the region with 
participants indicating that they are intending to reduce their overall exposure to this market in the months 
ahead. The slowdown in economic activity for this year and next is likely to be magnified by the recent 
tough talking ECB, which has hinted (quite strongly) at an increase in interest rates in July this year.  

Eurozone 
consumer is 
showing signs of 
weakness 
 
 

Eurozone downside risk from consumers emerging 
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An already weakened consumer is unlikely to take comfort from further rate 
hikes. Further, the strength of the Euro, combined with tighter lending 
conditions and expensive credit are all in line with the bearish views taken by 
equity managers. 
 

Outlook for 
earnings growth 
is on the 
downside 

The relationship between Eurozone and US corporate earnings growth 
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As in other regions, the jump in input costs has resulted in a squeeze in 
margins. Additionally, the slowdown in economic activity has resulted in a 
drop in productivity and a subsequent modest rise in unit labour costs. But 
wage growth remains under control as economic uncertainty increases, 
though it was noticeable in recent data that while wages in France and 
Germany are falling, Spain has reported increases, perhaps a reflection of 
wage indexation. 
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Equity Markets 
Japan 
The Japanese equity market has performed strongly over the past quarter, outperforming all the major 
regional indices. To some extent, this reflected a re-appraisal of the market which had been dragged 
down with global markets and was actually underperforming the MSCI world index prior to the second 
quarter. This would seem to have reflected indiscriminate selling in the scramble for liquidity and once 
this period was over investors seem to have recognised that Japan does not share the banking sector 
problems found elsewhere. In addition to this, the market is benefiting from the rebound in the US dollar 
and better economic news. Signs that inflation is beginning to return to the economy were accompanied 
by the news that real GDP in Japan grew at a 4% annualised rate in the first quarter – the strongest 
amongst the G7 economies. Going forward the outlook is less positive, but the economy is expected to 
sustain modest growth. 
 

Inflation is back 
 

Inflation has picked up  
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Inflation is back in positive territory raising hopes that the economy has put 
deflation behind it. At this stage, the increase in prices has been driven by 
higher food and energy costs and the key to sustained inflation will be 
whether wage bargainers can match this with increases in pay. It is likely 
that inflation will touch 2% during the summer and this may prompt early 
action from the Bank of Japan. There is evidence that higher costs are 
putting pressure on corporate profit margins.  

International 
investors are 
warming towards 
Japan 

Investor sentiment has begun to improve 
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Unlike most other economies, Japan actually welcomes a spell of inflation 
and with valuations still at attractive levels international investors have 
turned more positive on the market. 
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Equity Markets 
Pacific ex Japan 
Pacific ex Japan, consisting of Hong Kong, Singapore, Australia, and New Zealand, has been an 
underperformer since the start of year. The combination of weaker global growth and increasing signs of 
higher inflation has created a more uncertain backdrop for Pacific ex Japan equities. We could therefore 
see investors move towards markets that are more defensive. Nonetheless, Pacific ex Japan equities 
should respond well from a relatively loose US monetary policy, as benign liquidity conditions benefit 
asset heavy markets of Hong Kong and Singapore. Meanwhile, improved earnings revisions should be 
supportive, and the region has the strongest prospective earnings growth compared to their global peers. 
Furthermore, valuations continue to appear reasonable given that domestic demand remains relatively 
resilient. Australia, however, is faced with the prospect of weaker domestic activity in conjunction with 
positive exposure from commodities. Overall, we are neutral on Pacific ex Japan. 

Domestic 
demand remains 
in good shape 
 
 

Private consumption growth in the region  
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On balance, domestic demand in Pacific ex Japan appears relatively resilient 
despite the moderation in private consumption growth over previous 
quarters. This should be supportive of earnings in the region going forward.  

Region is 
vulnerable to 
turn in the 
commodity cycle 

Close linkage between market performance and commodities 
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Pacific ex Japan, particularly Australia, has been a key beneficiary of the 
bullish commodity story. However, this makes the performance of the region 
particularly exposed to a turn in the commodity cycle as the global 
macroeconomic backdrop deteriorates. 
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Equity Markets 
Emerging 
So far this year, the performance of emerging equities has been disappointing, but we remain positive on 
the region in general. Our growth forecast is relatively unchanged at 7% for 2008, and is relatively benign 
compared to historical standards. This outlook is underpinned by the added income effect from the 
strength in commodity prices and the loose monetary policy in Asia, which remains closely tied to the US 
Fed. However, as we move into next year we expect growth in this region to slow to 4.9%, as authorities 
are forced to intensify their efforts to restrain inflation including significant currency appreciation. 
Meanwhile, the latest investors’ surveys suggest that sentiment towards the region remains upbeat and a 
favourite with global investors. This view reinforces the emerging markets having one of the strongest 
prospective earnings growth relative to their global peers. In terms of our quant models that look at 
momentum and macro factors, we favour Latin America over emerging Europe and Asia. 

Earnings growth 
attractive relative 
to other markets 
 
 
 

Prospective earnings growth based on consensus forecasts 
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Global earnings downgrades have continued over the past quarter, as 
markets discount a less optimistic outcome on corporate profitability. In 
emerging markets, prospective earnings growth has slowed, but remains 
one of the most attractive relative to other regions. 

Emerging 
markets remains 
a favourite with 
global investors 
 
 
 

Most favoured region to overweight based on Schroders’ sentiment model 
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The model is based on responses to the Merrill Lynch Fund Manager Survey and 
anticipates where funds are likely to flow within the regional equity markets. Source: 
Schroders 
Our model suggests that investors’ sentiment towards the emerging markets 
remains relatively upbeat relative to other markets. This stems from more 
fund managers looking to increase exposure in the region over the coming 
months. This is a positive for emerging equities given the importance of 
international fund flows as a driver to the performance of the market. 
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Fixed Income  
Key Points 
Fixed Income 
0 Government - Bond markets have reversed the recent strong rally, as the market have moved to 

discount further rate hikes on the belief that the worst of the credit squeeze is 
behind us. 

 
- The yield curve between 2 years and 10 years have flattened across the board, 

with the exception of Japan, and significantly so in the Eurozone and the UK.  
 
- We believe a favourable inflation outlook does not warrant policy tightening in the 

G7. 
 
- We continue to favour conventional government bonds to index-linked on valuation 

grounds. 
0 Investment Grade 

Corporate - We remain neutral on investment grade — although valuations are looking 
attractive, the market is at the centre of the de-leveraging process and could 
weaken further. 

 
- Credit spreads have narrowed significantly since March following the Fed’s bailout 

of Bear Stearns. We expect this pattern to continue, as news of further write-downs 
of bad assets and fresh capital for financials should stabilise the market. 

 
- We prefer financials based on the view that they are more focused on improving 

their balance sheets given the importance of their credit ratings to their business. 
 
- Further rate cuts and a steeper yield curve should be supportive, but risk appetites 

need to be restored in the banking system such that lending picks up again before 
conditions normalise. 

+ High Risk 
(Emerging market 
debt/ high yield) 

- We have switched to an overweight from a neutral position. 
 
- Our cyclical model is currently signalling the end of the slowdown phase and a 

switch into the recession stage, which creates opportunities for high yield. 
 
- Yields continue to look attractive, with the sector generating a slightly positive 

return over the next 12 months, but one that is still less than its yield, on our 
projections. 

 
- Default rates could pick up as the US economy continues to deteriorate. This 

suggests that spreads could widen further as investors demand a bigger risk 
premium, however, this has already been priced in the market to a certain extent. 

 
- Further interest rate cuts, a steepening of the yield curve, and write-downs of bad 

assets as well as fresh capital for financials should stabilise credit markets in the 
coming months. 

- Index-Linked - Both US and UK index-linked remain poor value as break-even inflation rates 
continue to trade above long-term consensus inflation expectations. 

 
- Real yields have picked up in both the US and the UK recently, but remain 

significantly below average.  
 
Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position 
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Alternatives  
Key Points 
Alternatives 
- Property - Real yields have declined in both Europe and the UK, with the former now below 

one standard deviation off their historical average. 
 
- Further weakness is expected in the medium term in the UK and forced sellers 

might come out to the market. However, the pullback in Europe should be less 
pronounced due to lower vacancy rates and a better economic climate. 

 
- Our models are signalling an underweight in commercial property in the UK and 

continental Europe. 

0 Hedge Funds - We remain neutral as a significant increase in the cost of leverage and the raising 
of hair-cut levels will keep the sector under pressure. 

 
- Event driven has sprung back to life with credit-related strategies leading the 

recovery while equity market neutral strategies should benefit from a less volatile 
but still uncertain market environment. 

 
- On the other hand, relative value arbitrage strategies are the main laggards amid 

widening credit spreads, de-leveraging and a dearth of primary bond issuance.  

- Private Equity - The sector is starting to stabilise but there are still no indications of a recovery in 
the near to medium term. With the cost of leverage rising and the secondary market 
for private equity offload getting smaller, the sector will find it tougher to increase 
NAV. 

- Commodities - We have turned negative from neutral on commodities amid current bubble-like 
conditions in the energy sector. With US growth likely to fall below trend and an end 
to price controls in many emerging economies, commodity performance should 
slacken, but the strong global backdrop may mean it is different this time.   

 
- The outlook remains mixed. Oil prices are vulnerable to growth concerns, as are 

base metal prices. However, low stock-to-use ratios in several key agricultural 
products should continue to support prices. 

 
Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position 
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Fixed Income 
Bonds 
Since the last quarter, Government bond yields have surged, particularly at the short end as markets 
increasingly believe that Central Banks’ focus will turn primarily to inflation fighting despite weaker 
activity. The hawkish rhetoric has been stepped up with markets’ expectations of interest rates already 
priced into G3 countries’ curves. 
 
Yield curves 
flatten  
 
 

UK and German yield curves invert – US flattens 
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10-year and 2-year government bond yields. Source: Bloomberg 
 
Over the past quarter, the long end of the curve (10 year) has risen by an 
average of 80bp in the US, Germany and the UK while the short end (2 year) 
has surged by 130bp, 150bp and 170bp respectively, leading to sharp 
inversions in the UK and German curves. In the UK, a 50bp cut in rates has 
now swung to a 50bp hike. Meanwhile, the US curve has flattened, but 
remains positive. 

High yield 
spread narrow, 
but valuations 
remain 
reasonable 
 
 
 

Schroders’ high yield model 
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Given the pick up in bond yields and the drop in volatility over the past 
quarter, the spread on high yield has narrowed modestly as attention has 
shifted away from credit crunch worries to a focus on inflation. The 
Schroders’ model which is based on fundamentals suggests that high yields 
have dipped into expensive territory but only modestly, so that valuations 
remain neutral.  
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Alternatives 
Hedge Funds and Private Equity 
It has been a challenging 2nd quarter for hedge funds across all strategies. The cost of leverage has 
increased significantly and the raising of hair-cut levels by brokerages has put pressure on the sector. 
Performance of global macro has fallen back, but remains positive for the year and should benefit from 
greater clarity of market direction in the coming months. In the medium term, credit opportunities occupy 
the best spot within the industry to significantly outperform other asset classes. In contrast, relative value 
arbitrage strategies are the main laggards due to widening credit spreads, de-leveraging and a lack of 
primary bond issuance. In the medium term, it will be difficult for market equilibrium to be restored and 
these strategies will suffer. Fund of Funds and Multi-Strategy offered no shelter from the losses afflicting 
hedge funds in general. 

Uncertainty and  
volatility will 
create 
opportunities for 
some hedge 
fund strategies 
 
 
 
 

Less volatility has benefited equity market neutral strategies  
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Equity market neutral strategies have been a strong performer, benefiting from a less volatile but still 
uncertain environment. While short bias strategies should perform well in downward trending markets.
 

The private equity market is starting to stabilise but there are still no indications of a recovery on the 
horizon. Although the listed sector has rebounded off the lows set in mid-March, the sector as a whole is 
still facing difficulties. There are now growing signs of deterioration in the business of the underlying 
holdings. Due to a lack of mega deals, private equity firms have now changed tack to infuse capital, at 
attractive terms, into distressed financial institutions. Several have also been buying up discounted 
leverage loans from the investment banks. Against the backdrop of a rapidly worsening US economic 
outlook, it is unlikely that the market as a whole will see any meaningful recovery this year. 

Recovery in 
private equity is 
faced with 
difficulties  
 

Performance of private equity has stabilised but continues to underperform 
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The performance of listed private equity has rebounded from the lows set in March this year. However, 
the outlook on the sector remains negative as financing is still hard to come by. 
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Alternatives 
Property and Commodity Markets 
In the UK, commercial property values continue to decline but at a slower pace relative to last quarter. 
Values have been affected by negative capital growth but rental income has been remarkably stable. 
However, the latter will come under pressure if the economy deteriorates further. Meanwhile, the 
downturn in European property is less pronounced relative to the UK due to lower vacancy rates and less 
capital growth historically. However, there has been divergence of property performance within the 
European markets. For the UK listed sector, there has been a wide level of discount to NAV and property 
firms are in danger of breaking their loan-to-value covenants due to considerable gearing. In comparison, 
European property securities are not expected to reach the level of discounts to NAV seen in the UK.  

Property returns 
remains in 
negative territory 
 

Performance of UK commercial property continues to be on the downside  
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Monthly property returns have fallen sharply into negative territory since August 2007 before stabilising in 
December 2007. Since then the pace of decline has been reducing. 
 

Market appetite for commodities has been high over the past quarter as investors pile into the perceived 
safety of commodities. Such that the price of gold breached the $1,000 level in mid-March and the oil 
price recently hit a record $139 per barrel. Arguably, fundamentals have been largely driven by the 
strength of demand from the emerging economies. However, the sharp rally in commodities since 
January this year has the hallmarks of bubble-like conditions. With global growth expected to moderate 
and many emerging economies to limit the use of price controls, commodity performance should slacken. 
The risk to this view is that the relatively benign global backdrop may mean it is different this time.  
Commodities 
look vulnerable 
to a correction  
 
 
 

Commodities have performed well so far 
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The relative performance of equities and commodities has diverged over the past year, as investors’ 
move to the perceived safety of commodities. 
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Appendix  
Quantitative Framework 
   

Analysis of past cycles shows that market performance varies with 
the state of the economic and interest rate cycle and the valuation of 
markets. This information can be used to derive a model which 
picks the optimal mix of equities, bonds, and cash on a monthly 
basis. The model is used to assist in our asset allocation process 
and can be varied according to the degree of risk an investor wishes 
to take (see the strategy views section for more discussion on the 
current signals from the model).  
 
 

 
 
 
 
 
 
 
We break the economic cycle down into four phases based on the 
level and strength of activity relative to trend. Statistical tests show 
that market return and volatility varies in each stage and that there 
are differences across asset classes in each phase. Adjusting 
returns for volatility then helps determine the best risk adjusted 
asset allocation mix. The table overleaf summarises the main 
results using US data for the period 1950 to today. The diagram 
below is a stylised representation of the cycle and the preferred 
asset in each phase. 
 

Market performance 
varies through the 
cycle 

  

 Economic cycle in the US 
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In conjunction with the economic cycle model, we have added 
information on the valuation of equities relative to bonds. This model 
helps to capture periods when equities appears extremely cheap or 
expensive relative to bonds. The metric used is the gap between 
earnings yield and bond yield (chart overleaf). 
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Appendix  
Quantitative Framework (continued) 
  Valuation of equities relative to bonds 
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Integrating information from the economic cycle and valuation 
models 

Information from the economic model determines the prevailing 
phase of the cycle. In the case where the model signals it is a 
critical stage for the equity markets, this information is overlaid with 
that of interest rates to determine the overall asset allocation 
decision. The interest rate cycle is primarily used in timing the 
switches into bonds, which delivers the best performance during 
periods of monetary easing. 
 
Meanwhile, information on the valuation model becomes important 
when the economic model signals a favourable environment for the 
equity markets. The valuation model is used to compare equities 
relative to bonds. Finally, information from the valuation model is
overlaid with that of interest rates to determine the overall asset 
allocation decision. 
 

Asset performance in different stages of the economic cycle
Phase/Asset Statistics Recovery 

(16)3 
Expansion 

(11) 
Slow 

(7) 
Recession 

(10) 
Equity Excess Return1 

Volatility 
8.55 (100%)4 

13.69 
8.79 (83%) 

12.42 
-8.06 (22%) 

17.41 
9.92 (88%) 

14.55 
Bond Excess Return1 

Volatility 
1.30 
6.90 

-1.02 
4.67 

-0.23 
8.69 

1.85 
8.81 

Cash Absolute Return 
Absolute Volatility 

4.66 
0.68 

4.84 
0.61 

5.93 
0.84 

5.66 
1.17 

1. All risk return figures are in % and annualised from monthly data. Equity and bond risk return numbers are relative to 
cash. 

2. Figures in bold refer to the best performing risk adjusted asset relative to the stage of the cycle. 
3. These numbers refer to the average consecutive length of each phase (in months). Average length of one complete 

cycle defined recovery – slowdown is about 5 to 6 years.  
4. The figures in brackets refer to the number of times the equity markets outperformed cash on average during each 

phase of the cycle since 1950. 
Definition of Asset Class 
Equities                          - S&P 500 Composite 
Bonds                            - US 10 year treasury bonds 
Cash                              - US 3 month treasury bills  
Total return indices (nominal), starting in 1950 -2008, monthly data  

 


