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Category View Comments 

Equities 0 

We have retained our neutral position and reiterate our view that global equities will 
trade in a wide, volatile range. Our cyclical models point towards a loss of growth 
momentum and the current political climate threatens the fragile state of the global 
economy. With a conservative assumption on global growth, our measure of the equity 
risk premium suggests that equities are fairly valued.  

US  0 

We believe that valuations have now fully priced in the “goldilocks” scenario of low 
growth and low rates and the deteriorating outlook for earnings is not encouraging at 
the current level of valuation multiples. Moreover, we do not believe the market is 
priced for the heightened level of uncertainty associated with a data dependent 
Federal Reserve and the upcoming presidential election. We have therefore 
downgraded US equities to neutral but not negative considering macroeconomic 
uncertainty and the reliable, defensive properties of the market which support a higher 
than average valuation in the US compared to the rest of the world. 

UK  + 

The UK market has underperformed global equities in recent years due to the high 
concentration of commodities and defensive sectors. However, in the current 
environment of low rates, fragile growth and a stable US dollar, we believe that the 
defensive sector bias will work for rather than against the market. Overall, we believe 
that there is considerable scope for the UK equity market to make up lost ground and 
we therefore upgrade our view to positive this month. 

Europe - 

We maintain our negative view on European equities. While valuations are broadly 
attractive, a closer look shows that the “value case” for Europe resides within the 
financial sector which, at over 20% of the index, is an important driver of returns. Given 
the ongoing flattening of the eurozone yield curve and its negative impact on banks’ 
margins, the current backdrop will make it difficult for banks and the financial sector to 
lead the market higher. 

Japan  - 
Japan continues to be scored as the worst in our quantitative country ranking model 
while our outlook for earnings has deteriorated further with the significant appreciation 
of the Japanese yen. We are therefore downgrading Japan this month but we watch 
the Bank of Japan (BoJ) closely for any further signs of additional monetary easing.  

Pacific ex- 
Japan  0 

We remain neutral on Pacific ex-Japan equities. We remain negative on Singapore to 
reflect the challenging domestic and external environment facing Singapore 
corporates. This is balanced by our positive view on Australia which has attractive 
valuations, high dividend yields and a central bank currently exhibiting an easing bias. 
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Equities (continued) 

Emerging 
markets 0 

Having underperformed for more than five years, we believe that EM multiples are 
undemanding and have adjusted a long way to reflect a subdued outlook for the global 
economy. Yet, as EM equities are a levered play on the global economy, it would be 
unwise to ignore the gloomy message from the decline in EM exports, global trade 
volumes and the slowdown in imports from the largest economies. We are therefore 
sticking to our neutral view for now as we await a cyclical catalyst to drive a re-rating. 
 

 

Category View Comments 

Government 
bonds 0 

We remain neutral on overall duration as deteriorating valuations are currently offset 
by strong positive momentum. The cyclical picture remains unclear with higher growth 
uncertainty and dampened market sentiment after the Brexit vote. 

US  0  
We have upgraded US duration to neutral this month given the heightened uncertainty 
after the Brexit vote which has pushed out rate hike expectations. That said, valuations 
in 2-year Treasuries are extreme which leads us to position for a curve flattening 
relative to the 30-year. 

UK  0 We retain a neutral view on gilts this month given our view that the political and 
economic uncertainty following the EU referendum result is now largely priced in. 

Germany + 
We retain our positive view on German duration this month which continues to be 
anchored by the European Central Bank’s accommodative monetary policy and 
stagnant growth in the eurozone. 

Japan  0  We continue to hold a neutral view on Japanese government bonds given aggressive 
BoJ support and low inflation expectations in spite of the negative yield environment. 

US inflation 
linked  +  We upgrade US real yields as we expect continued pressure amid the growth 

uncertainty and a weaker US dollar.  

Emerging 
markets 0 

We remain neutral on EM US dollar bonds given the attractive carry relative to other 
asset classes and we maintain our positive rating on EM local currency bonds where 
we see positive real yields and stabilizing FX volatility. 

 

Category View Comments 

Investment 
grade credit 0  

US  0 
US investment grade credit valuations are no longer compelling and we therefore 
expect the majority of returns to come from carry rather than further spread tightening 
going forwards. We maintain our neutral score this month as neutral valuations and 
fundamentals balance offset a strong technical backdrop.  

Europe 0 

European spreads continue to benefit from 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, we 
maintain our neutral score for now with less attractive valuations and ongoing 
weakness in the banking sector. 

 

Category View Comments 

High yield 
credit   

US  0 

Having downgraded US high yield spreads last month, we maintain our neutral score 
in July. Valuations have eroded following the sharp commodity-driven rally in the 
second quarter, while we also note declining fundamentals alongside our expectation 
of rising defaults. 

Europe  0 
We remain neutral on European high yield spreads this month with valuations close to 
their long-term averages. Fundamentals remain neutral as negative trends in leverage 
and earnings continue although coverage metrics remain broadly supportive. 
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Category View Comments 

Commodities + 
Prices have reached levels where we are seeing evidence of meaningful supply 
adjustment in some markets. Moreover, prices have been resilient to bouts of risk-off 
sentiment so far this year and investors continue to build positions in the asset class. 
This should support broad commodity prices, leading us to be positive. 

Energy + 
We remain positive on energy given that inventory dynamics are improving and supply 
growth is slowing. Longer-term pricing still seems too pessimistic given the 
considerable capital spending cuts. 

Gold + We remain positive on gold which should be supported by monetary policy uncertainty  
in an environment of ongoing downside risks to global growth. 

Industrial 
metals 0 

We remain neutral with a downside bias on industrial metals this month. The market 
remains oversupplied and prices remain above the marginal cost of production. 
However, with improvements in the Chinese economy, prices are likely to be 
supported in the short term.  

Agriculture 0 

We have downgraded our view on agriculture back to neutral this month. Weather 
forecasts have been better than expected and supply data have surprised on the 
upside for major grains, eroding the weather premium recently built into prices. 
Despite challenging fundamentals, we believe prices should remain supported by the 
50%-75% probability of La Niña developing late this summer. 

 
 
Category View Comments 

Currencies   

US dollar +  

We have upgraded our view on the US dollar this month as we see the potential for 
the dollar to appreciate either on global risk aversion or if stronger US domestic growth 
relative to the rest of the world persists; with the latter more in play at present. We see 
strong potential for dollar appreciation against developed markets, such as the euro, 
pound sterling and Japanese yen, but we stay neutral relative to emerging currencies 
primarily due to their yield advantage. 

British 
pound 0 

We remain neutral on sterling following the UK’s decision to leave the EU. Political 
uncertainty, a weaker economic outlook and monetary stimulus are all reasons as to 
why sterling breached 31-year lows, in combination with the constant headwind that a 
large current account deficit provides. Macroeconomic data will be key in the months 
ahead to assess the damage Brexit has inflicted on the UK economy. Political 
developments regarding the nature of EU negotiations will also drive performance.  

Euro 0 
We remain neutral on the euro this month. The key driver of the euro is likely to be the 
Brexit impact on fundamentals, whether via political contagion risk affecting sentiment, 
trade and investment or via more economic stimulus. The unfolding Italian banks 
situation is particularly important right now as a indicator of European systemic risk.  

Japanese 
yen 0 

We are keeping our neutral view on Japanese yen this month. On the one hand, the 
Japanese economic backdrop is deteriorating which increases the pressure on the 
government to announce a detailed fiscal stimulus package, which, when also 
combined with the potential for further monetary easing from the BoJ, would likely 
weaken the yen. Conversely, ongoing global uncertainty is feeding safe haven flows 
alongside the ongoing rise in the current account surplus. 

Swiss franc  0 
We remain neutral on the Swiss franc. The Swiss National Bank continues to take 
action to lower the currency, in support of exporting companies. Inflation data remains 
below zero but recent macroeconomic data has somewhat improved to the upside. 
Further monetary policy action is unlikely, in our view. 

 
 
Source: Schroders, July 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 
What are the implications of CSPP for 
corporate behavior? 
 
The intention of any accommodative central bank 
intervention is to encourage more risk taking by 
economic agents. Historically, central banks pursued 
countercyclical intervention during the steepest declines 
in productivity to stall a deep recession and spur a 
recovery phase. Today, central banks’ action and 
accommodative policies have become second nature.  
Of the G4 central banks  - the Federal Reserve (Fed), 
Bank of Japan, the European Central Bank (ECB) and 
(for now) the Bank of England – the ECB has been 
relatively muted in the use of its balance sheet for 
quantitative easing, and arguably the one market where 
asset prices have inflated the least. This month we 
review the current progress of the ECB’s Corporate 
Sector Purchase Programme (CSPP) and how it may 
affect corporates’ capital structure decisions going 
forward. 
 
CSPP – Background and progress so far 
The Eurosystem started to buy non-financial corporate 
sector bonds under the CSPP on 8 June 2016, aiming 
for a more direct boost to inflation. All non-financial 
entities rated as investment grade (BBB and above) by 
at least one of the four rating agencies are eligible for 
purchases of up to 70% of outstanding issuance. In the 
first 11 days of the program the ECB bought €6.4 
billion, representing almost 0.5% of the total eligible 
market size1. If continued at this pace, the CSPP would 
hold almost 25% of the eligible market by the planned 
end date of March 2017. The effect on the European 
corporate bond market has not gone unnoticed, as 
CSPP-eligible bonds have seen spread tightening of 
7% greater than ineligible issues (as of 20 July)2. 
 
Corporates’ historical preferences 
It remains unclear how European corporates will take 
advantage of lower funding costs and use the 
historically “cheap” funding effectively. From a 
simplified perspective, corporations can choose to use 
their excess cash in one of three ways: 1. Build a cash 
pile, 2. Invest in capital expenditure (capex) or 3. 
Return the cash to shareholders via dividends or share 
buy-backs. Building cash to help weather uncertainty 
has merits but investors may have trouble seeing their 
cash sitting idle after too long. This either forces re-
investment, or during uncertain times, a return of cash 
to shareholders.  
 
For a number of reasons the preferred cash distribution 
method in the US has been share buy-backs with 
European corporates preferring dividends, as shown in 
Figure 1. There are a number of reasons for this, such 
as differing tax regulations, the fact that share buy-
                                                      
1 Bank of America Merrill Lynch, based on Euro Non-Financials 
Investment Grade Corporate Bond Index, July 2016 
2 Citi, July 20 2016 

backs have been legal for almost twice as long in the 
US (34 vs. 18 years), differing regulation on the extent 
to which buy-backs are allowed (25% vs. 10% of 
market capitalization) and the greater structural 
demand for income from European insurers and 
pension funds. 
 
Figure 1: Annual share buy-backs as a percentage 
of market capitalization across US and Europe3. 

 
Source: Schroders, with data obtained from Bank of America Merrill 
Lynch, July 2016 
 
The case for enhanced return of shareholder capital 
Numerous studies have been undertaken on the drivers 
of return of capital to investors. In particular, a recent 
study4 cited depressed equity valuations, ample cash 
on balance sheets, reduced capex opportunities and, 
most importantly, cheap cost of debt as the key drivers 
of returning capital to investors. For example, Figure 2 
shows how European capex has been reducing since 
2015, Figure 3 highlights the enlarged cash pile held by 
European (and US) corporates relative to history, while 
Figure 4 highlights the very low cost of capital should 
investors wish to replace more expensive equity with 
cheap debt. 
 
Figure 2: Trailing 12 month CAPEX as a % of 
earnings3 
 

 
Source: Schroders, with data obtained from Bloomberg, July 2016. 
Performance shown is past performance which is no guarantee of 
future results. 
 
 
                                                      
3  US: S&P 500, Europe: EuroStoxx 600 

4 Oxford Economics Research Briefing: Will ECB measures spur 
share buybacks? May 2016. 
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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. 
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Figure 3: Cash and Cash equivalents3 (US dollar, 
billions) 
 

 
Source: Schroders, with data obtained from Bloomberg, July 2016.  
 
Figure 4: Average annual cost of debt - EUR BBB 5-
7-year corporates (2016 Euro values, Euro (m)) 

 
Source: Schroders, with data obtained from Bank of America Merrill 
Lynch, July 2016. 
 
 
 

 
As the cost of debt continues to fall and European 
capex spending moderates while cash piles grow, there 
is potential for increased cash distribution to 
shareholders. The negative sentiment typically 
associated with dividend downgrades should dampen 
European corporates’ appetite for increasing their 
dividend policies in an otherwise uncertain economic 
environment. Therefore, there is notable scope for a 
preference for debt-fueled buybacks at depressed 
equity valuations. 
 
In the event that the CSPP becomes a more prominent 
vehicle in the context of the ECB’s ongoing monetary 
stimulus, it will likely consume a significant portion of 
the eligible market. This will further depress borrowing 
costs and increase the relative cost of equity capital. In 
the absence of capex opportunities, this may 
encourage corporates to return cash to shareholders 
with a preference for debt-fueled buy-backs. While this 
could provide a tailwind for such companies’ equity 
performance, we believe it will be accompanied a 
deterioration of credit fundamentals.  
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