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Category View Comments 

Equities 0 

Following the post-Brexit sell-off, we retain our neutral view on equities in the medium 
term.  The cyclical environment presents a challenge for prices to rise meaningfully. 
We have made no changes to our regional views and still prefer the more defensive 
nature of the US market and avoid Europe, where we have concerns around the 
profitability of European banks.  

US  + 
The outlook for the US labour market is a key risk to our assessment of the cycle. Our 
labour market indicator is mixed and we are monitoring the data for any confirmation of 
weakness. In summary, we remain positive on the US as the qualitative outlook and 
positive momentum offset presently elevated valuations. 

UK  0 
The fall in investment and hiring plans as companies consider the impact of Brexit will 
likely lead to a declining GDP.  However, the sharp depreciation of the pound is 
supportive for the export-orientated FTSE 100.  Hence our neutral view amid the 
current economic uncertainty. 

Europe - 
We continue to view European equities negatively. The European Central Bank’s 
(ECB) bond purchase programme continues to suppress bond yields at all maturities 
with the consequent negative impact on the banking sector. We see no fundamental 
reasons to counter this effect, and so retain our negative view. 

Japan  0 

The yen has continued to appreciate against other major currencies as the country is 
still running a current account surplus, and given recent risk aversion. The Bank of 
Japan (BoJ) will likely be forced to provide further monetary stimulus later this year to 
weaken the currency, but at this point we maintain a neutral view as equities will 
struggle to appreciate in the current environment.  

Pacific ex- 
Japan  0 

We remain neutral on Pacific ex-Japan equities, as weak momentum in Hong Kong 
and Singapore is offset by more attractive valuations in Australia. The current, more 
dovish, stance by the Federal Reserve (Fed) and additional stimulus from China are 
expected to be supportive factors in the near term. 

Emerging 
markets 0 

We maintain our neutral view on emerging markets (EM). The recent rebound in prices 
has stalled despite continued weakness in the US dollar (USD) and oil prices 
stabilising at higher levels. Therefore, until we are convinced that a more sustainable 
rally is likely, we remain neutral. 
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Category View Comments 

Government 
bonds 0 

Having been positive on government bonds so far this year, we downgrade to neutral 
given a real yield close to 0% in the US and a negative term premium. 
 

US  -  
We have downgraded US duration to negative. The US term premium (long versus 
short term interest rates) is close to its all time low of mid-2013.  Inflation has not risen 
as expected but could increase going forward given a weaker USD.  Growth data 
remains sluggish but yields have already fallen to reflect this. 

UK  0 Gilts have strengthened following the EU referendum result.  We retain a neutral view 
as GDP growth is expected to be negative which to our mind is now priced in. 

Germany + 
We remain positive on German duration.  In particular we prefer European government 
bonds over US Treasury bonds as inflation expectations may lift in the US, while 
Eurozone growth will likely be slower. 

Japan  0  
Despite unattractively low and negative yields, we continue to hold a neutral view on 
the medium and long duration bonds given aggressive BoJ support and stubbornly low 
inflation expectations. 

US inflation 
linked  0 We remain neutral as weak jobs data offsets the effect of higher commodity prices. 

Emerging 
markets 0 We remain neutral on EM US dollar bonds but are selectively harvesting the carry in 

EM local currency bonds that offer an attractive real yield. 
 
 
 
Category View Comments 

Investment 
grade credit 0  

US  0 
We believe US credit is in a late cycle phase. This means most returns will come from 
carry rather than further yield spread tightening. We see better technical support with 
investor inflows and higher quality issuance, though valuations are in line with historic 
levels. 

Europe 0 

Yield spreads have tightened considerably following the announcement of the ECB’s 
Corporate Sector Purchase Program (CSSP), making valuations less attractive than 
earlier in the year. Although we believe that the CSSP effectively puts a cap on how 
far spreads can widen, the current elevated level of valuations means we remain 
neutral. 

 
Category View Comments 

High yield 
credit   

US  0 

The oil price recovery and dovish central banks have been supportive for US high 
yield. However, with spreads having tightened, we downgrade to neutral. In addition, 
we notice some deterioration in fundamentals with lower interest rate coverage and 
rising leverage. 

Europe  0 
European high yield spreads remain firmly anchored around their long-term averages. 
As a result, we do not consider valuations to be attractive at these levels and we 
remain neutral. 
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Category View Comments 

Commodities + We maintain a positive view given the meaningful reduction in supply in some 
markets.   

Energy + 
We believe longer-term pricing is too pessimistic as capital spending (capex) cuts 
have been dramatic and we believe that supply and demand will move into balance in 
the second half of the year. 

Gold + Real rates continue to push lower as downside risks to global growth means that the 
Fed is willing to tolerate higher inflation risks. This is supportive for gold. 

Industrial 
metals 0 

The market remains oversupplied and prices remain above the marginal cost of 
production. With improvements in the Chinese economy prices are likely to be 
supported in the short term. We therefore remain neutral with a downside bias. 

Agriculture + 
The fourth strongest El-Niño since 1950, and an increasing likelihood of an intense La 
Niña in 2016, could be disruptive to future crop yields. Farmers are also coming under 
increasing financial pressure from low prices, which may also impact supply. 

 
 
Category View Comments 

Currencies   

US dollar 0 

We remain neutral, but with a bias towards a moderate recovery in the dollar. The 
counter-balancing forces of the dovish stance of the US Fed and the demand for US 
dollars in the current uncertain global environment means the dollar should be range-
bound in the near term. However, inflationary pressure from higher oil prices and 
improvement in the US economy are positive for the currency in the medium term. 

British 
pound 0 

We are neutral on sterling amidst the current volatility.  The Bank of England may cut 
interest rates, but sterling has already fallen considerably following the EU referendum 
result. 

Euro 0 
While Euro area growth has surprised to the upside, this could reverse given the 
referendum result.  Inflation has also continued to trend lower, prompting the ECB to 
discuss more stimulus measures. 

Japanese 
yen 0 

We remain neutral on the Japanese yen with a negative bias.  The yen should be 
supported in the short-term given the demand for safe-haven currencies amid 
uncertainty, but positioning has moderated recently.  Fundamentally, inflation and 
growth dynamics remain weak for Japan, while the increasing possibility of fiscal 
stimulus could weigh on the yen. 

Swiss franc  0 

The Swiss National Bank continues to be active in the foreign exchange market, as it 
seeks to implement its view that the Swiss franc is overvalued and should fall. Recent 
macro data has been slightly more encouraging but inflation remains comfortably 
below zero meaning that further monetary policy actions are unlikely. We therefore 
remain neutral. 

 
 
Source: Schroders, June 2016. The views for corporate bonds and high yield are based on credit spreads (i.e. duration-hedged). The views for currencies are 
relative to US dollar, apart from US dollar which is relative to a trade-weighted basket. 
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Section 2: Multi-Asset Insights  
Have central banks lost their potency in 
determining exchange rates? 
 
Monetary policy has been a factor in driving exchange 
rates since the end of the Bretton Woods system (which 
dissolved between 1968-73), when central banks began 
to flex their powers and experiment with money supply, 
interest rate targeting or currency intervention to 
influence the development of macroeconomic variables 
such as domestic economic growth and inflation. 
 
However, recent reactions - such as a stronger yen 
after the Bank of Japan’s negative interest rate policy - 
have called into question the link between monetary 
policy and exchange rates. We also suggest that going 
forward, monetary policy will be less influential in 
driving currency returns because of increased 
perceptions of policy ineffectiveness in driving future 
economic growth and inflation. 
 
Historical relationships between monetary policy 
and exchange rates 
 
The link between interest rate differentials and currency 
movements has been fairly high over the past two 
decades, and in fact was higher in the period post the 
2008 Global Financial Crisis. We show, below, the 
results of a regression analysis using the nominal 
interest rate differential (two-year sovereign, vs US) as 
an explanatory variable for spot FX returns vs USD for 
several major currencies. 
 
Table 1 - Regression of spot FX returns vs 2-year 
Interest Rate Differentials 
 

  Full sample (2000 - 2016)   Post-GFC (2008 - 2016) 

  Beta T-Stat R^2       Beta T-Stat R^2 

AUD 5.9 6.5 18%     AUD 8.4 6.9 33% 

CAD 4.2 5.5 14%     CAD 8.3 6.3 29% 

CHF -3.0 -2.6 3%     CHF -1.9 -1.0 1% 

EUR 1.9 1.8 2%     EUR 6.8 4.6 18% 

GBP 2.9 3.9 7%     GBP 5.4 5.5 23% 

JPY -4.1 -1.2 1%     JPY -
21.7 -4.0 14% 

SEK 2.7 2.7 4%     SEK 5.5 4.1 15% 

Source: Schroders. Monthly data from Jan 2000 to May 2016. 
 
The results suggest that interest rate differentials have 
been highly significant for explaining currency returns. 
 
Monetary policy less effective in recent months 
 
We believe, however, that there is more to this story. 
Observing the median short-term correlation between 
G10 short term interest rate differentials and exchange 
rates suggests that monetary policy is a less effective 
explanation of currency returns than before. 
 

Chart 1 - Short term correlation between G10 
interest rate movements and FX returns 
 

 
Source: Schroders. Monthly data from Jan 2000 to May 2016. 
Correlation is 2 year monthly (24 periods). G10 excludes Norway and 
New Zealand due to data availability. 
 
We think that as developed market central banks are 
near the limits of conventional monetary policy (having 
pushed short term rates near or past the zero lower 
bound), exchange rates take over as the main 
transmission mechanism of monetary policy, but central 
bank efforts to manipulate exchange rates will be 
ultimately unsuccessful.   
 
There are 3 key reasons for this: 
1) Policy rates are likely to be kept low for longer, 
shrinking current and expected rate differentials; 
2) Using unconventional monetary policy to influence 
currency volatility appears to fail; and 
3) The response of exchange rates towards repeated 
central bank stimulus efforts are becoming less 
favourable or even reacting in an adverse manner. 
 
Conclusion 
Although monetary policy has historically been a 
significant driver of exchange rates, this relationship 
appears to be breaking down. 
 
We suggest that exchange rates could trade more on 
fundamentals going forward. For example, many 
countries that have current account surpluses have 
seen currency appreciation (EUR, JPY) despite their 
respective central banks implementing more monetary 
easing, while many EM currencies that were severely 
hurt over the last two years have seen sharp 
appreciation due to a bounce-back in growth prospects 
(i.e. things are not as bad as they seem). 
 
We believe this should be good news for investors who 
can re-focus on fundamental economic drivers, rather 
than speculating on the actions of global central banks. 
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Important Information: These are the views of the Schroders’ Multi-Asset Team and may not necessarily represent views expressed or 
reflected in other Schroders communications, strategies or funds. These views are subject to change rapidly as economic and market 
conditions change.  
Strategies mentioned are for illustrative purposes only and should not be viewed as a recommendation to buy/sell. This newsletter is intended to 
be for information purposes only and it is not intended as promotional material in any respect. The material is not intended as an offer or 
solicitation for the purchase or sale of any financial instrument. The material is not intended to provide, and should not be relied on for 
accounting, legal or tax advice, or investment recommendations. Information herein has been obtained from sources we believe to be reliable 
but Schroder Investment Management North America Inc. (SIMNA) does not warrant its completeness or accuracy. No responsibility can be 
accepted for errors of facts obtained from third parties. Reliance should not be placed on the views and information in the document when taking 
individual investment and/or strategic decisions. The opinions stated in document include some forecasted views. We believe that we are basing 
our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. However, there is no guarantee that any 
forecasts or opinions will be realized. Schroders has expressed its own views and opinions in this document and these may change. Past 
performance is no guarantee of future results. Portfolio holdings may change at any time. Schroder Investment Management North America Inc. 
(“SIMNA Inc.”) is an investment advisor registered with the U.S. SEC. It provides asset management products and services to clients in the U.S. 
and Canada including Schroder Capital Funds (Delaware), Schroder Series Trust and Schroder Global Series Trust, investment companies 
registered with the SEC (the “Schroder Funds”). Schroder Investment Management North America Inc. is an indirect wholly owned subsidiary of 
Schroders plc and is a SEC registered investment adviser and registered in Canada in the capacity of Portfolio Manager with the Securities 
Commission in Alberta, British Columbia, Manitoba, Nova Scotia, Ontario, Quebec, and Saskatchewan providing asset management products 
and services to clients in Canada. This document does not purport to provide investment advice and the information contained in this newsletter 
is for informational purposes and not to engage in a trading activities. It does not purport to describe the business or affairs of any issuer and is 
not being provided for delivery to or review by any prospective purchaser so as to assist the prospective purchaser to make an investment 
decision in respect of securities being sold in a distribution. Further information about Schroders can be found at www.schroders.com/us. 
© Schroder Investment Management North America Inc. 875 Third Ave – 22nd Floor, New York, NY 10022 (212) 641-3800 
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